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REFORMING CREDIT RATING AGENCIES

Wednesday, September 30, 2009

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CAPITAL MARKETS,
INSURANCE, AND GOVERNMENT
SPONSORED ENTERPRISES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 2:10 p.m., in room
2128, Rayburn House Office Building, Hon. Paul E. Kanjorski
[chairman of the subcommittee] presiding.

Members present: Representatives Kanjorski, Sherman, Scott,
Perlmutter, Donnelly, Carson, Speier, Foster, Kilroy, Kosmas; Gar-
rett, Castle, Manzullo, Royce, Hensarling, Posey, and Jenkins.

Ex officio present: Representative Bachus.

Also present: Representative Green.

Chairman KANJORSKI. This hearing of the Subcommittee on Cap-
ital Markets, Insurance, and Government Sponsored Enterprises
will come to order pursuant to agreement with the ranking mem-
ber. Opening statements today will be limited to 15 minutes on
each side. Without objection, all members’ opening statements will
be made a part of the record.

Today we meet to discuss one of the most important issues Con-
gress will address as part of our overhaul of financial regulations:
The reform of credit rating agencies. This issue has already gen-
erated much debate.

Credit rating agencies play an integral part in our markets. Even
though they operate as independent firms, they hold quasi regu-
latory powers. Investors around the world also heed their words, or
the letters, as the case may be.

These entities also greatly contributed to our current economic
problems by inappropriately issuing triple A ratings for mortgage-
backed securities and other complex financial instruments that
later failed spectacularly. These agencies further used the same
faulty assumptions as so many others that real estate prices would
never go down. They were wrong.

Perhaps most troubling, these agencies failed to learn more
about the quality of the products they rated. Investors have come
to rely on the judgment of credit rating agencies, and it now ap-
pears that rating agencies with their, “Ask me no questions, I will
tell you no lies” approach betrayed not only that trust, but also the
special status under our laws.

To correct these problems, I have worked to draft legislation that
achieves a balance between improving the regulatory oversight of
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credit rating agencies, while also creating incentives for investors
to recognize that “caveat emptor” is still the ultimate rule for any
financial transaction. Today’s hearing is therefore on a discussion
draft that aims to reform and regulate these gatekeepers to our
markets using these two principles as guides.

This summer, the Administration released a promising proposal
to reform rating agency regulation. I have incorporated many use-
ful provisions from that document into my discussion draft, includ-
ing reforms aimed at enhancing the oversight of the rating agen-
cies by the Securities and Exchange Commission and requiring new
disclosures about how issuers pay rating agencies.

Under the reforms, rating agencies will remain independent. The
Commission will not opine on the methods used for determining
ratings, but it will ensure that rating agencies follow their internal
procedures. The changes additionally require new duties for compli-
ance officers at each rating agency to monitor and manage the
many conflicts of interest inherent in this industry.

We must however go further. My draft therefore includes the
sensible proposals to promote accountability through liability as
first suggested by my friend, Senator Jack Reed.

One of the most repeated complaints I heard in my district is
that no one has been held accountable for the credit crisis. While
the Justice Department belatedly works to take legal action against
wrongdoers who caused this economic meltdown, going forward I
believe that all responsibility parties, including the rating agencies,
should be held accountable for their actions, good or bad.

We can promote accountability in credit ratings through the
threat of liability. While these legal reforms are an important
change from current law, I want to assure everyone that I am com-
mitted to working to refine them as we move through the legisla-
tive process.

To get at the tremendous conflicts of interest created by the
issuer pay model, I have also proposed a new idea: making the rat-
ing agencies responsible for each others’ ratings through collective
liability. This reform will hopefully incent participants in this oli-
gopoly to police one another and release reliable high-quality rat-
ings. This reform, however, is not the only way to fix this problem,
and I am open to other ways to achieve this objective.

My discussion draft further includes many other new reforms,
like a duty for supervisors to manage the work of their subordi-
nates, and the establishment of boards with independent directors.
Many of us also share the policy goal of diminishing the reliance
on credit ratings. I wish we could just snap our fingers and take
away the countless references to credit ratings in laws and regula-
tions. While I have proposed in this discussion draft the elimi-
nation in Federal statutes of all credit rating agency references, I
have serious concerns about the unintended consequences of this
plan.

In sum, this is the start of a process. I want to thank my cospon-
sors, Representatives Cleaver, Kilroy, and Kosmas, for joining me
in producing this bill. Going forward, I optimistic that many more
Members—from both sides of the aisle—will join me as we find the
best ways to reform the regulation of these gatekeepers to our mar-
kets.
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I now recognize the gentleman from New Jersey, Ranking Mem-
ber Garrett, for 5 minutes for his opening statement.

Mr. GARRETT. I thank the chairman and the members of the sub-
committee for holding this important hearing today. I also thank
the chairman for all of his hard work and that of his staff as well
that they put into this discussion draft. I must begin by saying I
am a little disappointed, as I am sure the chairman is, that we
couldn’t find 100 percent complete bipartisan consensus on all por-
tions of this proposed release, but I do sit here today and pledge
to continue to work with the chairman moving forward in hopes
that we can eventually reach a place where we both are able to
support the eventual final legislation.

One of the provisions, as the chairman just indicated, he has
some concerns with deals with the national recognized statistical
rating organizations, the NRSROs and removal of them from the
statute. I approached this debate on the credit rating agencies re-
form with the belief that the two most fundamental problems with
our rating system are overreliance on ratings and a lack of inves-
tors’ due diligence. Investors have become increasingly all too often
solely reliant on the use of these ratings in determining the safety
and soundness of any investment. In literally hundreds of Federal
and State government statutes and regulations, there are specific
requirements mandating certain grades from the approved agencies
is this formal requirement that provides an implicit stamp of ap-
proval to investors. So when an investor sees that the government
is requiring a specific grade to make a safe investment, it re-
enforces the belief that any investment obtaining such a grade is
basically safe. I know that the SEC has a similar concern as I do.
So 2 weeks ago, the SEC announced it is removing references to
the NRSROs in several of the regulations and studying other areas
to determine where else they can be removed.

And so I applaud the SEC for their actions and I urge them to
continue their work. I believe that Congress should follow suit and
reexamine all the areas where statute mandates the ratings of
NRSROs. Credit ratings are only one piece of the puzzle in deter-
mining creditworthiness. Investors must be encouraged to do prop-
er due diligence as well in evaluating issuer credit quality.

Another way in which I believe we can help increase investor due
diligence that this bill does touch on but does not go far enough is
to increase disclosure through information by the issuer. When
dealing with equity securities, investors have all the public infor-
mation about the company because of the annual and quarterly fil-
ing requirements. So I believe that we should require the similar
situation with debt securities. The issuer of debt securities should
disclose the information contained in the offering more broadly so
that investors have the ability themselves to delve in deeper into
the submitted transaction.

While there may be other things included in the proposal that I
do support, like increased disclosure and better oversight, there are
a couple of provisions that I have a little concern with. The provi-
sions that I am most troubled by center around the question of li-
ability. Unlike many of my friends across the aisle, I do not believe
that the solution to some of these problems is more lawsuits. In the
discussion draft, there is a provision to institute a collective liabil-
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ity among the NRSROs. And I must say, I am concerned about the
practicality of this provision, not to mention the constitutionality as
well. I don’t see what positive can be obtained by holding all the
NRSROs accountable for the actions of just one.

The main thrust of the 2006 Reform Act was to increase competi-
tion between credit rating agencies. Now, I know that the chairman
voted for final passage of that Act in 2006, not withstanding his
previously stated belief that there might be a natural oligopoly as
he indicated within the credit rating industry. If we institute a
sharing of financial legal liability however between all the
NRSROs, I cannot think of any bigger impediment to new entries
into the marketplace. The second area of concern regarding legal
liability is the language in Section 4 to lower the pleading stand-
ards for lawsuits against the rating agencies. By making the rating
agencies subject to suits whenever they are “unreasonable,” you are
essentially lowering the bar from fraud to negligence. The practical
effect of lowering the pleading standard will be a dramatic increase
in cases being filed and eventually going to court.

So I don’t believe that having more lawsuits brought against rat-
ing agencies is a really constructive way to improve the rating
process. As Chairman Frank so often noted during the Bush Ad-
ministration, that he did not realize that he was here to defend
President Bush and his policies whenever there is an argument on
the Floor of the House with regard to them, likewise, I must say
I did not realize it would fall upon me to defend President Obama’s
efforts in this context as well, because the Obama Administration
has submitted an extensive credit rating agency reform proposal
and increasing legal liability and was nowhere to be found in his
proposal.

Also, a recent ruling by a Federal court judge debunks the myth
that it is impossible to get the credit rating agencies into the court-
room. So we should see how that case plays out before we overreact
in committee. I have another concern as well, basically the in-
creased liability. And so while I support the SEC providing better
oversight of the NRSROs, I am worried that too much SEC involve-
ment with ratings further implies a government sign-off on the rat-
ings themselves. At what point during the SEC examination proc-
ess to review whether rating agencies are following their meth-
odologies does the SEC start prescribing specific methodologies for
the NRSROs to follow? In my opinion, this would only further the
belief that government is doing the rating themselves.

Also, the requirement for differentiation of ratings from struc-
tured products is a concern. All structured products are not the
same. And giving them the same connotation implies that they are.
The SEC has already once considered this idea and they frankly
dismissed it after an overwhelming number of investors voiced
their concerns. So in conclusion, I think we all agree that signifi-
cant reforms for the credit rating agencies are much needed. And
I, quite frankly, do wholeheartedly applaud the chairman for his
hard work and again of his staff. And I do look forward to working
closely with him and the members of his staff and other members
from both sides of the aisle as we move forward on this extremely
important issue. With that, I yield back.
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Chairman KANJORSKI. Thank you very much, Mr. Garrett. We
now recognize the gentleman from California, Mr. Sherman, for 3
minutes.

Mr. SHERMAN. Thank you. Nothing is more responsible for the
fact that we are in this situation than the credit rating agencies
giving AAA to Alt-A and otherwise giving outrageously high ratings
to very bad mortgage-backed securities. Smart people in these cred-
it rating agencies discovered that if they could devise a model
based on the idea that home prices would never go down, then they
could please the issuer, get the big fee, and avoid a liability. And
so just sticking to your own model is insufficient since devising an
issuer pleasing model is the key to get more business. We either
have to remove the incentive the credit rating agencies have to
please the issuer, or we have to counterbalance that incentive with
the fear of liability.

The best way to defend the status quo, to defend a system of
pleasing the issuer, and getting the big fee and avoiding liability
is to just tell people, don’t rely on the credit rating agencies, let
them do whatever they want, and we will put a little cigarette
warning on the bottom of the rating agency. This is a clever way
to defend the status quo. Blame the investor for relying on the rat-
ing. How is my mother supposed to know which corporate bond to
invest in if she wants a super safe bond? She either has to rely on
the agency or hire a team of financial analysts to work for her.
Which is a better system? And then we are told, well, invest in mu-
tual funds. How are you supposed to determine which of two funds
is safer if you want to invest in the corporate bond fund? The one
that averages a AA rating or the one that averages an AAA rating
or is my mother going to have to hire a team of financial experts
to tell her which mutual fund is necessary?

Rates are necessary. That is why people rely upon them. No mat-
ter what we say, people will continue to rely on them, so we have
to make them reliable. One way to do that—as the chairman points
out—is to counterbalance the risk that they will give to liberal—
and a rating with the threat of liability. Another is to remove the
incentive to give too liberal an A rating by eliminating the program
where the issuer picks the credit rating agency. That is like having
the home team pick the umpire and that is why I will have a legis-
lative proposal.

I look forward to working with the chairman on it, perhaps in-
cluding it in his bill. I will have the work on it done next week to
say that we should select the credit rating agency for the issuer at
random from among the qualified umpires. That is how the Amer-
ican League does it. That is how the National League does it.
Where would Major League Baseball be if the home team picked
the umpire? The other way to do it is to have instant replay and
make the umpire liable if he is calling too many balls that were
really strikes. That might be effective as well. But the current sys-
tem has failed. I yield back.

Chairman KANJORSKI. Thank you very much, Mr. Sherman. We
will now recognize the gentleman from New Jersey, Mr. Garrett.

Mr. GARRETT. Just for unanimous consent to issue a statement
from the Commercial Mortgage Security Association on this—re-
garding this hearing on reforming credit rating agencies.
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Chairman KANJORSKI. Are there any objections? Without objec-
tion, it is so ordered. Next, we will hear from the gentleman from
Delaware, Mr. Castle, for 22 minutes.

Mr. CASTLE. Thank you, Mr. Chairman. Credit rating agencies
are meant to provide a valued service to investors by giving them
an informed judgment on the risk of certain bonds. As we know,
subprime and other mortgages were fragmented into pieces and
bundled into mortgage-backed securities and then rated. Investors
relied heavily on the rating agency models to assess the risk of
these investments before making a purchase decision. Yet when
AAA mortgage-backed securities began to fail, it became evident
there was a problem with the system. As the housing bubble burst,
I grew increasingly concerned with this issue, as did my colleague,
Mr. Ackerman from New York. In July 2008, again, this Congress
in the form of H.R. 1181, introduced legislation that directs the
SEC to establish a process by which asset-backed instruments can
be deemed eligible for nationally recognized statistical rating orga-
nizations, NRSRO ratings. Under this bill, eligible investments
must consist of securities whose future performances can be re-
cently predicted, such as those with established track records or
homogenous structures. The SEC would have the authority to strip
nationally recognized statistical rating organizations of their
NRSRO designation if the rating agency fails to comply with provi-
sions set forth in the legislation. I am pleased that we are con-
tinuing debate on credit rating agency reform.

Although I believe it is clear that action must be taken, I believe
we must do more to set guidance on the eligibility for investment
for NRSRO designation to avoid falling into the same problems we
currently face. I look forward to working with my colleagues to en-
sure adequate reform moving forward. Just one further comment
beyond my talking points here, and that is the question I will have
of the methodology of paying for your services. That was raised a
little bit by Mr. Sherman, I think. And I think it is a matter of le-
gitimate concern, that if the entities are asking you to rate a prod-
uct or paying you, does that influence all the way this comes out
or not and are investors shortchanged for some reason or another?
I don’t have a solution to that. I am just interested in your com-
ments on that as we go forward. I yield back the balance of my
time.

Mr. SHERMAN. Will the gentleman yield? My concern is not who
pays the umpire, but who selects the umpire.

Mr. CASTLE. If the wrong team pays the umpire, regardless of
who selects him, that could be an issue too. So maybe we have to
combine the two concerns. I understand where you are coming
from. I would be happy to try to work with you on it. I yield back.

Chairman KANJORSKI. Thank you very much, Mr. Castle. We will
now hear from the gentleman from Indiana, Mr. Carson, for 2 min-
utes.

Mr. CArsON. Thank you, Mr. Chairman, for holding this impor-
tant hearing today. We all agree that reform is necessary in the
credit rating industry. This has become all too evident in the ongo-
ing financial crisis. However, I believe that as we work to make the
industry more independent and objective, we cannot ignore the in-
dustry’s relation to systemic risk. Credit rating agencies can in-
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crease systemic risk through unanticipated and abrupt down-
grades. Such rating crises can lead to large market losses, fire sales
and liquidity shortages. In this financial crisis, we have seen many
recent examples of this. Defaults of subprime loans have led to ab-
rupt and unanticipated rating downgrades of a number of rated se-
curities, insurers, and bond insurers. These downgrades in turn led
to larger market losses for investors. Although conflicts of interest
and informational issues are key to understanding why such rating
crises occur, it is critical to identify the different facets of risks in
the ratings market and how it can lead to systemic crises and how
to measure and manage them. We need to better assess the nature
and extent of the use of credit ratings in financial markets as well
as their potential impact on our long-term financial stability.

It is clear that such an assessment will require a global approach
that includes both micro and macro level analysis and includes all
market participants. I look forward to this opportunity to discuss
these issues with the distinguished panel, and I yield back my
time.

Chairman KaNJORSKI. Thank you very much, Mr. Carson. We
will now hear from the gentleman from California, Mr. Royce, for
3 minutes.

Mr. RoYCE. Thank you, Mr. Chairman. As we dissect the pro-
liferation of the exotic mortgages throughout our financial sector,
it is hard to overlook the role played by the ratings issued by the
various rating agencies. Certainly there were flaws in the actual
ratings. In January of 2008, there were 12 AAA rated companies
in the world. At that time, there were also 64,000 structured fi-
nance instruments like collateralized debt obligations holding that
AAA rating.

Further, many of those products were based on nothing more
than junk mortgages. Of the $3.2 trillion of subprime mortgage se-
curities issued, 75 percent were awarded AAA ratings. But the rat-
ing agencies missing the mark when assessing the potential risk
associated with these products was not the core problem. I believe
the major failure over the years was the blind reliance on the rat-
ing agencies by investors, financial institutions, and by the Federal
Government. In many respects, the government has institutional-
ized these failed ratings. Looking back, this overreliance was as
misguided as the ratings being issued by the NRSROs.

Going forward, nothing will replace due diligence by investors
and institutions and regulators. Alternative risk indicators must
supplant what was previously an oligopoly by the NRSROs. I think
a more competitive market with alternatives to the NRSROs rat-
ings is the most effective alternative. And, for instance, I would
raise the issue that many economists for some time have advocated
for mandating large institutions to issue subordinated debt. Credit
default swap spreads have also been used as an alternative to
agency ratings. I look forward to discussing the draft legislation
issued by the chairman as well as other potential reforms with my
colleagues here today and hearing from these witnesses and I
thank you, Mr. Chairman. And I think in retrospect, Mr. Chair-
man, had we never codified under law some of the references to
rating agencies that essentially put government behind the rating
agencies there might have been more due diligence. Going forward,
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I hope we learn from that. Thank you, Mr. Chairman. I yield back
the balance of my time.

Chairman KANJORSKI. We will now hear from the gentleman
from Illinois, Mr. Foster, for 2 minutes.

Mr. FoOsTER. Thank you. And I would like to thank Chairman
Kanjorski for convening this hearing today to discuss the important
topic of how best to reform the credit rating agencies. While I ap-
plaud the general thrust of this bill, and I think it signals ad-
vanced improvement over today’s regulatory environment, there
are at least two major areas where I think the bill could be im-
proved. The first major problem that we are wrestling with is the
conflicts of interest inherent in the issuer pays business model for
the rating agencies. I believe that the best model for going forward
is to mimic the way that we handle similar conflicts and oversight
of accounting and maybe modeled on the public company account-
ing oversight board, PCAOB.

An oversight board like the PCAOB would be constituted largely
or dominantly by users of credit ratings and would have teeth. Spe-
cifically, it would have powers to set standards and mandate disclo-
sures, conduct spot checks and investigations, impose civil fines,
ban firms and individuals from the credit rating industry. I believe
that the PCAOB has been a necessary and sufficient entity to re-
store the credibility of the accounting industry in the post-Enron
area. So the question I will be asking is what, if anything, might
be the downside of instituting a similar oversight board for the
credit rating industry. The second major problem that I see is the
nonuniformity and nonquantitative nature of the language in
which the ratings are reported by the CRAs. While the draft bill
mandates the CRAs use generally recognized models when arriving
at their ratings, I believe that greater detail under various well-de-
fined market conditions would be very beneficial to investors.

Specifically, I would emphasize the desirability of, first, stand-
ardization of ratings terminology so that all firms report ratings
using identical terms. Second, industrywide standardization of
stress conditions under which the ratings are evaluated. Thirdly,
unambiguous quantitative correspondence between the ratings and
the default probabilities under standardized conditions of economic
stress. And fourth, standardization of terminology across asset
classes so that, for example, a given rating applied to a municipal
bond and a corporate bond will have the identical default prob-
ability under identical market stress conditions. One specific pro-
posal that I would like to see investigated are what might be called
ABZ ratings at a glance in which the three digits of a rating, in-
stead of just being things that are made up, correspond to default
probabilities under three different, well-defined levels of market
stress.

So the first digit, for example, could represent the default prob-
ability under normal market stress, the second digit under severe
market stress and the third digit represents the default probability
under extreme market stress. A 50 percent asset price drop, 10 per-
cent increase in unemployment and so on. So a rating, if this style
of ratings had been applied, then the ratings that would be as-
signed to an intermediary tranche of a mortgage pool, for example,
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might hold up well under normal market conditions and then col-
lapse at times of stress would be ABZ.

And had this sort of language been applied to the ratings of
mortgage-backed securities, then the right questions would have
been asked and there would have been no way that AAA ratings
would have been so freely disbursed. I thank the chairman for con-
vening this hearing and I look forward to working with him to
strengthen this critical legislation. I yield back.

Chairman KANJORSKI. Thank you very much, Mr. Foster. And
now we will hear from the gentleman from Texas, Mr. Hensarling,
for 3 minutes.

Mr. HENSARLING. Thank you, Mr. Chairman. Clearly, there were
a number of causes of our Nation’s economic turmoil, and most had
their genesis in flawed public policy. Particularly with respect to
the affordable housing mission of the government-sponsored enter-
prises, Fannie Mae and Freddie Mac, a story we know all too well.
Now to state the obvious, the three major credit rating agencies
badly missed the national housing bubble. That does not nec-
essarily make them duplicitous, and it doesn’t necessarily make
them incompetent. It just makes them wrong—very, very wrong. It
is also a painful and expensive reminder that there is no substitute
for some modicum of investor due diligence and personal responsi-
bility.

Now there is a sincere bipartisan desire for credit rating agency
reform in this committee. Unfortunately, I believe the draft that is
before us now falls short. There are a number of good provisions
in the draft, in Chairman Kanjorski’s draft, including essentially
removing the NRSRO designation from current statute in regula-
tion. Unfortunately, the bill also includes provisions that will allow
new liability exposure, including joint liability for the rating agen-
cies. I feel that these sections will actually increase barriers to
entry into the rating market and make it more difficult to have
competition. An increase in lawsuits will become, I believe, an in-
surmountable barrier to competition. The joint liability provision
especially troubles me. To make every rating agency potentially lia-
ble for the ratings of other agencies, I don’t see the parallel any-
where else in our body of law. I heard someone say that is a little
like making Ford liable for a defective car manufactured by GM
and then not giving Ford a chance to defend themselves.

No nation can sue its way into economic recovery and financial
stability. Increasing the agencies’ liability does not get at the root
of the problem, which is the de facto government stamp of approval
behind the rating agency’s work product. That is indeed where we
need to go. People assume wrongly that the government stamp of
approval meant accurate ratings. Congress took a good step with
the Credit Rating Agency Reform Act, but it was too little too late.
Again, there is a vitally important lesson we have all learned about
implied government backing. And so I want to compliment the
chairman and the ranking member for having a bill before us that
would essentially terminate the NRSRO designation. But unless we
eliminate all barriers to entry, I am fearful that it is all for naught.
And with that, Mr. Chairman, I yield back the balance of my time.
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Chairman KANJORSKI. Thank you very much, Mr. Hensarling.
Now, we will hear from the gentlelady from Ohio, Ms. Kilroy, for
2 minutes.

Ms. KiLroY. Thank you, Mr. Chairman. Thank you for your lead-
ership on this issue and for the opportunity to work with you and
the task force on this very important issue. Credit rating agencies
occupy a unique and powerful position within the global markets
and reforming this industry is a critical part of strengthening our
financial regulatory system. Like many of my House colleagues, I
have firsthand experience with the role credit rating agencies play
as gatekeepers to the financial markets. Before coming to this
House, I served for 8 years as a Franklin County commissioner and
also for 8 years on the Columbus board of education representing
constituents of central Ohio and as a county commissioner, worked
very hard to make our county fiscally responsible and to maintain
our double, AAA rating.

It is a rating that we worked hard to keep because we thought
it had meaning and value, that it represented a seal of approval
and that it would save our taxpayers their hard-earned money. Of
course, as you know, the rise of credit rating agencies as financial
gatekeepers began when the Securities and Exchange Commission
in 1975 in what probably seemed like a benign move tied broker/
dealer capital requirements to credit ratings issued by the nation-
ally recognized statistical rating organization, a designation cre-
ated and determined by the SEC.

Since then, the credit rating agencies have experienced unprece-
dented growth. Even when the credit rating agencies seemed to get
it all wrong, they did amazingly well, posting record profits at
about the same time they were downgrading billions of dollars
worth of subprime offerings. And it is not just that the rating agen-
cies seemed to miss big. But now an infamous instant message ex-
change has been made public, instant messaging between two
Standard & Poor’s officials about a mortgage-backed security deal
dated April 5, 2007, which seems to suggest that credit rating
agencies can make billions of dollars to provide an opinion on just
about anything with little fear of penalty or recourse and that ex-
change one analyst stated over a colleague’s objections, “We rate
every deal. If it is structured by cows then we would rate it.” And
as recently as September 23, 2009, The Wall Street Journal re-
ported that Moody’s is still assigning inflated ratings to com-
plicated debt securities that they still do not fully understand. I am
a sponsor of this very important piece of legislation, because it is
this cavalier culture made worse by a broken system that cost mil-
lions of hard-working Americans their live savings and set our Na-
tion into the worst economic crisis since the Great Depression.

Addressing the overreliance on NRSRO ratings and Federal stat-
utes and regulations is a good place to start. Rating agencies
should be a part of the equation when making investment deci-
sions, not the equation. That is not to say that credit rating agen-
cies do not provide value. For thousands of small investors, rating
each and every security individually would be an impossible task.
The proposal directs the SEC to adopt rating symbols to help the
small investor distinguish between a municipal bond issue and a
collateralized debt compromised of subprime mortgages that have
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been sliced and diced and repackaged into looking like a safe in-
vestment.

Finally, the proposal seeks to deal with credit rating agencies
that act with malfeasance. Credit rating agencies that knowingly
or recklessly failed to conduct a reasonable investigation into the
very ratings they were paid to provide an assessment on should not
be allowed unfetterred constitutional protection. Thank you again,
Mr. Chairman, for the opportunity, and I yield back.

Chairman KANJORSKI. Thank you very much, Ms. Kilroy. We will
now hear from the gentleman from Georgia for 1 minute, Mr. Scott.

Mr. Scort. Thank you, Mr. Chairman. As we continue to monitor
the current economic climate we are in and look towards some so-
lutions and improvements that can be made, this hearing is quite
timely as the credit rating agencies played a considerable role in
what transpired and what will also impact in the future. Once a
financial institution achieves the desired quality grade on a prod-
uct, it pays the agency for the rating. This process is rife with con-
flict as I believe the agencies are acting as the market regulators,
investment bankers, and as a sales force all the while claiming to
be providing independent opinions.

As these organizations are extremely important to the financial
world, we should realize they did have a significant role to play in
where we are now. And I also want to more intently focus on find-
ing some consensus on how to move forward. These organizations
determine corporate and government lending risk and are an inte-
gral part of our financial services sector. And as such, I want to
ensure that we take all issues into account, including conflicts of
interest, as well as the international financial world in reforming
how we rate financial products.

I am very interested to hear each of your thoughts and opinions
on the recently introduced draft legislation by our chairman ad-
dressing rating agency reforms. And the requirement of disclosure
revenue serving the Securities and Exchange Commission. Thank
you very much, Mr. Chairman, for the time. And I look forward to
this panel’s discussion.

Chairman KANJORSKI. Thank you very much, Mr. Scott. And now
for our last presenter, Mr. Donnelly of Indiana, for 1 minute.

Mr. DONNELLY. Thank you, Mr. Chairman. Some of the things
we are going to be determining include whether it makes any sense
for the very people who are trying to sell the product to be paying
for the rating on it, whether we need a blind pool similar to how
they do it with judges throughout this country in many places or
as Mr. James Simon, whom we heard from, talked about a quasi-
public utility. Whether a few pennies from each trade should go in
to try to get an independent rating agencies. The fact is that this
caused extraordinary damage and harm to our country and to Main
Street America. In my very hometown, of South Bend, Indiana,
Moody’s, in fact, closed their office there. And it was done because
of economic hardship, allegedly, a very, very, very profitable com-
pany, and that hardship was supposedly caused by the meltdown
we had that was caused, in part, by the credit rating agencies.

So Main Street America has been extraordinarily damaged by
this. And it is our job to make sure it does not happen again.
Thank you, Mr. Chairman.
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Chairman KANJORSKI. Thank you very much, Mr. Donnelly. We
have a little bit of a dilemma. We have four votes, I understand.
And of course, we have 7 panelists of 5 minutes each for a presen-
tation. Rather than break up the presentations of the panel, I sug-
gest we will take our recess now, go over and vote, come back, and
then hear the entire panel strung together so we have a better con-
sensus. That means you are going to have to stay. We are sorry.
Okay. With no other comments, the committee stands in recess.

[recess]

Chairman KANJORSKI. The committee will reconvene. The Chair
recognizes the gentleman from Alabama.

Mr. BACHUS. Thank you, Mr. Chairman. I have a written state-
ment for the record. So I would just like to submit it for the record.

Chairman KANJORSKI. Without objection, it is so ordered.

We are at the point now where we have to welcome the panel.
Thank you for accepting the delay. That is not uncommon around
here. Many of you know that because of your prior experience.
First and foremost, let me say that without objection, your written
statements will be made a part of the record. You will each be rec-
ognized for a 5-minute summary of your testimony.

First, we have Mr. Daniel M. Gallagher, Co-Acting Director of
the Division of Trading and Markets at the United States Securi-
ties and Exchange Commission. Mr. Gallagher.

STATEMENT OF DANIEL M. GALLAGHER, CO-ACTING DIREC-
TOR, DIVISION OF TRADING AND MARKETS, U.S. SECURITIES
AND EXCHANGE COMMISSION

Mr. GALLAGHER. Chairman Kanjorski, Ranking Member Garrett,
and members of the subcommittee, my name is Dan Gallagher, and
I am a Co-Acting Director at the Division of Trading and Markets
at the Securities and Exchange Commission. Thank you for the op-
portunity to testify today regarding the oversight of credit rating
agencies. I note at the outset that my written testimony today was
approved by the Commission, but any remarks I make today, in
particular on the draft bill, will be my own and may not reflect the
views of the Commission.

The poor performance of highly-rated securities over the last few
years has resulted in substantial investor losses and increased
market turmoil. As we work to restore the health of the markets,
it is vital that we take further steps to improve the integrity and
the transparency of the ratings process to promote competition
among rating agencies and give investors the appropriate context
for evaluating ratings. The proposed legislation Chairman Kan-
jorski recently released for discussion contains a number of meas-
ures that could enhance the Commission’s oversight program, in-
cluding provisions designed to address conflicts of interest, a lack
of transparency and limited accountability in the credit rating in-
dustry.

I would note that over the last few years, the Commission has
been addressing a number of these issues and we welcome the op-
portunity to discuss these efforts. As you know, Congress provided
the Commission with authority to register and oversee nationally
recognized statistical rating organizations, NRSROs, in the Credit
Rate Agency Reform Act of 2006.
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In the summer of 2007, using our new oversight authority and
in response to gradually worsening marketing conditions, the Com-
mission staff began examination of the three largest NRSROs—
Fitch, Moody’s, and Standard & Poor’s—to look into their policies
and practices relating to ratings of structured finance products
linked to aggressively underwritten mortgages. To put it bluntly,
the examinations revealed a number of serious problems. In par-
ticular, the examinations raised serious questions about the
NRSROs’ management of conflicts of interest, internal audit proc-
esses, and due diligence activities. Findings from these initial ex-
aminations informed a second round of rule amendments which the
Commission proposed in June of 2008 and adopted in February of
2009. Earlier this month, on September 17th, the Commission em-
barked on further rulemaking designed to promote greater account-
ability, foster competition, decrease the level of undue reliance on
NRSROs, and empower investors to make more informed decisions.

The Commission adopted rule amendments designed to create a
mechanism for NRSROs not hired to rate structured finance prod-
ucts to nonetheless determine and monitor credit ratings for these
instruments. The goal of this rule is to make it possible for
nonhired NRSROs to provide unsolicited ratings in the structured
finance market just like they can in the corporate debt market. The
Commission also adopted a requirement that NRSROs must dis-
close ratings history information for all outstanding ratings ini-
tially determined on or after June 26, 2007. This new disclosure re-
quirement is designed to promote greater transparency of ratings,
quality and increased accountability among NRSROs. The Commis-
sion also published for comment three sets of new requirements for
NRSROs. The first proposal would increase accountability by re-
quiring NRSROs to furnish the Commission with an annual com-
pliance report describing actions taken to ensure compliance with
the securities laws.

The goal of this proposal is to increase accountability by
strengthening the compliance function at the NRSROs and to alert
the Commission to issues that may need to be examined. The sec-
ond and third proposals would increase the information NRSROs
must disclose to the public about the conflict of being paid for de-
termining credit ratings and other services. These disclosures
which would include a consolidated annual report are designed to
provide investors with additional information on the source and
magnitude of revenue, including revenues from non-rating services
that an NRSRO receives from its clients. Notably, in its recent
rulemaking, the Commission also proposed rating disclosure re-
quirements for issuers of securities. For example, the Commission
proposed amendments that would require certain detailed disclo-
sures regarding credit ratings and registration statements.

The Commission also proposed requiring the disclosure of pre-
liminary ratings, as well as final ratings not used by an issuer so
that investors would be informed when an issuer may have en-
gaged in rating shopping. The Commission also took action to
eliminate references to NRSRO credit ratings in certain of its rules
and forms. This is designed to address concerns that references to
NRSRO ratings and Commission rules may have contributed to an
undue reliance on those ratings by market participants and the
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Commission found that the removal of references either improved
the rules or had no effect on them.

Finally, the Commission issued a concept release seeking com-
ment on whether it should propose rescinding a rule that exempts
NRSROs from expert liability under Section 11 of the Securities
Act. Rescinding Rule 436(g), coupled with the proposal to require
disclosure of credit ratings in a registration statement if a rating
is used in connection with a registered offering, could cause
NRSROs to be included in the liability scheme for experts set forth
in Section 11. The Commission appreciates Congress’ interest in
this issue, and we stand ready to provide any assistance the sub-
committee might need in its consideration of measures to reform
the financial markets. I would be happy to answer any questions
you may have. Thank you.

[The prepared statement of Mr. Gallagher can be found on page
60 of the appendix.]

Chairman KANJORSKI. Thank you very much, Mr. Gallagher. And
now we will hear from Mr. Raymond McDaniel, chairman and chief
executive officer of Moody’s Corporation. Mr. McDaniel.

STATEMENT OF RAYMOND W. McDANIEL, CHAIRMAN AND CEO,
MOODY’S CORPORATION

Mr. McDANIEL. Thank you. Good afternoon, Chairman Kanjorski,
and members of the subcommittee. I am Ray McDaniel, chairman
and CEO of Moody’s Corporation, the parent of Moody’s Investor
Service. I welcome the opportunity to contribute Moody’s views to
the discussion today on legislative proposals of the credit rating in-
dustry. As this subcommittee knows well, the economic downturn
has exposed numerous vulnerabilities in the infrastructure of the
financial system. It has also provided important lessons for credit
rating agencies and other market participants.

In light of these lessons, during the past 18 months, Moody’s has
adopted a number of measures to enhance the quality, independ-
ence, and transparency of our credit ratings. While these steps are
detailed more thoroughly in my written statement, they include
changes in the following five key areas: Strengthening the analyt-
ical quality of our ratings; enhancing consistency across rating
groups; bolstering measures to manage conflicts of interest; improv-
ing transparency of ratings and the ratings process; and increasing
resources in key areas. We believe we have made important
progress but we welcome continued efforts that would reenforce
high quality ratings and improve market transparency without in-
truding on the independence of rating opinion content.

To that end, I would like to provide Moody’s initial views on the
discussion draft circulated by the committee last week. These views
are based on a preliminary review of the draft and we will be
happy to provide the committee with more detailed comments in
the near future. Moody’s supports the proposal to increase the
transparency of ratings performance and methodologies. We believe
such transparency will allow comparisons that can drive improve-
ments in ratings quality across the industry. We also support en-
hancing regulatory oversight of the industry. Creating a dedicated
SEC office for example, staffed by individuals with the necessary
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expertise, could increase the focus of regulatory oversight and help
protect the interests of all market participants.

We also welcome efforts to limit the use of ratings and regula-
tion. Moody’s has long believed that using ratings as a regulatory
tool for oversight of regulated entities can adversely affect market
behavior. It encourages overreliance on ratings as well as rating
shopping and it can reduce incentives for rating agencies to com-
pete based on the quality of ratings. While we strongly support the
goal of the discussion draft to remove references to credit ratings
and regulation, we also recognize the wisdom of pursuing this goal
judiciously so as to not create unintended market disruptions.
Moody’s also supports ratings oversight by an independent board of
directors. Eight of the nine directors on Moody’s board are inde-
pendent and, we believe, effective governance is well served by hav-
ing the board provide oversight with respect to procedures and poli-
cies for the rating agencies. If, however, their role extends beyond
oversight to the content of methodology, we believe the content of
methodologies would suffer. This would replace the judgment of our
current large body of analysts and credit policy professionals with
a small body of board members who are at best part time experts
in credit analysis. One provision in the discussion draft that
Moody’s does not support is imposing a collective liability regime
on all NRSROs. Credit rating agencies currently have the same li-
ability as any other market participant if, for example, they know-
ingly make false statements or issue opinions that they don’t genu-
inely hold. We do not believe the market would be well served by
changing the standard of liability in a way that would increase the
ability of market participants to pursue litigation because they are
unhappy with our ratings.

We believe the effect on the credit rating industries would be to
wash diversity of opinion, reduce competition, negatively impact
market transparency, and make rate opinions more volatile.

Finally, we strongly support efforts to address rating shopping,
which is a serious concern. We believe, however, that to deter rat-
ing shopping, issuers must be required to disclose more detailed in-
formation to the market. Issuers in the structured finance market
are not currently required to disclose publicly sufficient information
for investors to engage in reliable analysis of the underlying assets
of a securitization. We urge this subcommittee and the Congress to
consider requiring that issuers in the structured finance market
make disclosures similar to those required in the corporate market.
Moody’s strongly supports constructive reforms that can enhance
confidence in the credit ratings industry and the Nation’s credit
markets. And we are committed to working with you to achieve
that goal. I am happy to respond to any questions.

[The prepared statement of Mr. McDaniel can be found on page
109 of the appendix.]

Chairman KANJORSKI. Thank you very much, Mr. McDaniel.

And now we will hear from Mr. Deven Sharma, president of
Standard & Poor’s. Mr. Sharma.
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STATEMENT OF DEVEN SHARMA, PRESIDENT, STANDARD &
POOR’S

Mr. SHARMA. Chairman Kanjorski, Ranking Member Garrett,
and members of the subcommittee, good afternoon. My name is
Deven Sharma. I am the president of Standard & Poor’s, and I am
pleased to appear before you today.

Let me start by saying that at S&P, we appreciate your goal to
reinvigorate the economy and job growth through stability and in-
novation. This is an important point in history as a regulatory re-
form is being considered that will shape the future of capital mar-
kets and economic growth for many years to come. Since our found-
ing more than a century ago, we have tried to learn from experi-
ence to improve and strengthen our analytics and criteria and to
review processes when appropriate. Thus in 2008, we announced a
series of initiatives aimed at improving checks and balances in our
organization. These measures are designed to promote the integrity
of the rating process and enhance analytical quality, provide great-
er transparency to investors, and more effectively educate investors
about ratings.

Let me assure you that these improvements are substantive and
will go a long way to restoring confidence in our ratings. Another
way to restore confidence in ratings is to pursue effective regula-
tion of credit rating agencies. Although we are already subject to
a broad and robust regulatory scheme, S&P shares the view that
further regulation appropriately crafted can serve the goal of re-
storing and maintaining investor confidence. Indeed, we support
many recent proposals for greater regulatory oversight and en-
hanced internal processes to promote integrity in the ratings proc-
ess. These include increased accountability through SEC authority
to oversee NRSRO and impose steep fines and other sanctions for
noncompliance with SEC rules or NRSRO rules, internal proce-
dures and to require disclosure around issues such as data quality.
There are other proposed measures that would seriously disrupt
the capital markets by encouraging less diversity of opinions, pro-
viding strong disincentives for analytical innovation and creating
global inconsistency. One such proposal would seek to lower the
threshold, legal requirements for bringing a securities fraud claim
against NRSROs.

Such a measure, if enacted, would cause some NRSROs to rate
only those entities and securities that are the least likely to default
or be downgraded. As a result, issuers who are relatively new to
the debt markets may have a difficult time getting rated and there-
fore greater difficulty accessing capital and contributing to eco-
nomic recovery. Since small and medium enterprises as well as
new technology companies, for example, green companies or
broadband providers, represent critical and emerging elements in
our national production and employment basis, this result could
have detrimental effects on economic growth. Another proposal
would subject each NRSRO to collective liability for legal judg-
ments against any NRSRO. No NRSRO should be required to act
as an insurer for its competitors. We are also concerned about a
proposal providing that rating opinions shall not be deemed for-
ward looking statements under the Federal securities laws.
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This proposal ignores that the very essence of a rating is forward
looking; that is, ratings speak to the likelihood that an obligor will
pay back principal and interest in the future. At S&P, we have
heard consistently from investors that ratings must be forward
looking in order to have value. Another proposal would dictate that
ratings could only measure likelihood of default. At S&P, our anal-
ysis includes additional important factors such as credit stability,
which addresses whether an issuer or security would have a likeli-
hood of experiencing large declines in credit quality in certain
stressful situations. These are analytical considerations that inves-
tors have told us repeatedly that they want. Any government man-
date that would dictate how NRSROs form their rating opinions
and which factors they may or may not consider would deprive in-
vestors of the full breadth and diversity of NRSROs’ opinions. It
could also lead to undue investor reliance on rating opinions based
on the perception that the government has endorsed NRSROs’
methodologies and their written opinions, a result counter to the
goal of recent proposals that would remove the NRSRO designation
from existing laws and rules.

In sum, we agree completely with the goal of improving the in-
tegrity, quality, and transparency of credit rating analysis to better
inform investors in their decisionmaking. However, we urge cau-
tion in the crafting of proposals that will result in less comprehen-
sive and informative ratings to the detriment of investors, business
enterprises large and small and the capital markets as a whole. I
thank you for the opportunity to participate in this hearing and
would be happy to answer any questions you may have.

[The prepared statement of Mr. Sharma can be found on page
129 of the appendix.]

Chairman KANJORSKI. Thank you very much, Mr. Sharma.

Next we will hear from Mr. Stephen W. Joynt, president and
chief operating officer at Fitch, Incorporated. Mr. Joynt.

STATEMENT OF STEPHEN W. JOYNT, PRESIDENT AND CEO,
FITCH, INC.

Mr. JOYNT. Thank you, Chairman Kanjorski, and members of the
subcommittee. I am pleased to appear before you on behalf of Fitch
Ratings. Today’s hearing marks the third time this year I have ap-
peared before congressional panels on the topic of regulation of
credit rating agencies. I have attached my written statement from
August to the end of my statement. However, I would like to high-
light a few brief important points in light of selected recent events.

I believe in the last several years, Fitch generated and we con-
tinue to produce a significant amount of balanced and insightful
fundamental credit analysis across many asset classes and capital
markets. Having said that, I have also previously acknowledged
that too many of our rating opinions, particularly in some of the
most impacted structured finance asset classes, did not perform as
expected with too many downgrades of too many notches. I am
aware that this negative result is the key factor in our discussions
here today.

Improving our performance drives many of the changes that we
continue to make at Fitch. Having said that, all credit rating agen-
cies are not the same. When it comes to the issues of credit culture
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and intent, I would like Fitch to be judged on its own merits. Over
the last several years, media coverage of the credit rating agencies
and related regulatory inquiries tend to characterize the industry
as being dominated by the Big 3 agencies. Many market partici-
pants and commentators then extend the point by asserting and
implying that there is no difference among the Big 3.

In the SEC’s 2008 report on the rating agencies, the source docu-
ment for many negative e-mails often quoted in the media, none of
the negative e-mails referenced were from Fitch. That same report
concluded that our internal processes were robust and that our
staffing levels were appropriate and kept pace with the growth in
our business. In the early stages of the credit crisis in November
2007, Fitch decided we needed to conduct a wholesale review of our
CDO methodology. As a result, we imposed a moratorium on rating
any new CDOs while we conducted this review. We subsequently
adopted a revamped and more conservative criteria for corporate
CDOs on April 30, 2008.

Since that time, we have assigned very few ratings to any cor-
porate or other CDOs. Fitch was also early in highlighting the in-
creasing credit risk of the financial guarantors, lowering AAA rat-
ings, which resulted in direct public attacks against us from these
monolines, followed by requests to withdraw our ratings and termi-
nation of all commercial relationships.

Fitch culture and credit practices consistently emphasize the im-
portance of the timeliness, transparency, and integrity of our rat-
ings and credit opinions over any revenue implications. Turning to
recent regulatory developments in the United States, the SEC has
introduced some final rules and proposed a series of new ones,
while much progress has been made, we are disappointed that one
key area has yet to be addressed: enhanced public disclosure broad-
ly and structured for finance securities. Fitch has repeatedly sug-
gested that the information made available to the rating agencies
as parts of the rating process for securitization should be made
available to all investors and the responsibility for disclosing that
information should rest with issuers.

To date, the SEC continues to focus narrowly on the sharing of
information only among NRSROs. Regarding the committee’s re-
cent draft of the bill, Fitch shares the general objectives of greater
reliability, transparency, and accountability embodied in many of
the provisions for credit rating agencies. A number of the provi-
sions are very reasonable and consistent. We will provide com-
ments in more detail to the members and staff in the coming days.
I would like to highlight several issues that have also already been
mentioned. The goal of reducing the market’s reliance on ratings
through reference in Federal regulation, the proposed bill removes
all such references. Fitch has previously noted that ratings have
been used effectively in regulations in many places as independent
benchmarks, a position that has been supported by many market
participants. We continue to suggest that an in-depth, case-by-case
review of any removals to determine whether such course of action
is appropriate.

The question of what would replace ratings also remains unan-
swered, or at least without a thorough understanding of the spe-
cific pros and cons or unintended consequences of the removals.
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Also, a bill that mandates the removal of all references to NRSROs
and all Federal statutes while significantly enhancing the Federal
regulatory requirements and burden on NRSROs seems contradic-
tory to us. I believe it would affect the increasing competition that
the committee was hoping for, for the industry. We have previously
commented on the concept of the mandatory registration for credit
rating agencies. I noted in my testimony before the Senate Banking
Committee in August that Fitch, along with the other NRSROs, is
already registered and subject to explicit SEC regulatory oversight.
We believe the mandatory registration concept is unnecessary.
Fitch has previously stated that it supports the concept of en-
hanced accountability for what we do, but we continue to disagree
with the notion that far greater liability or specific liability is the
right way to achieve that.

Ratings are a forward looking opinion of creditworthiness, not a
backward looking verification of financial statements as conducted
by accountants. Creating an additional and separate liability stand-
ard solely for NRSROs as envisioned by the bill seems unprece-
dented and unnecessary. The bill also introduces collective liability
for rating agencies. This provision would require us to share infor-
mation with all other rating agencies, much of it proprietary or
from third party vendors. We cannot turn that information over to
other agencies. That idea also that we should be responsible for
verifying other NRSROs’ information and ratings seems to us quite
problematic.

Finally, the bill also contains some provisions that we find to be
contradictory. For example, the bill requires distinct symbology for
structured finance ratings, yet also mandates that we try to use all
the same ratings and approaches for all kinds of asset classes; this
is confusing. And in closing, Fitch has undertaken a wide variety
of initiatives to enhance the reliability and transparency of our rat-
ings. I believe we can continue to produce a significant amount of
good work with that in mind, and we are open to all improvements
to the industry and our own performance. Thank you.

[The prepared statement of Mr. Joynt can be found on page 88
of the appendix.]

Chairman KANJORSKI. Thank you very much, Mr. Joynt.

Next, we will hear from Mr. Robert Dobilas, president and chief
executive officer of RealPoint LLC. Mr. Dobilas.

STATEMENT OF ROBERT G. DOBILAS, PRESIDENT AND CEO,
REALPOINT LLC

Mr. DoBILAS. Thank you for the opportunity to participate in to-
day’s hearing. RealPoint successfully operates under the investor
pay business model. While we issue subscriber paid ratings on
around $1 trillion worth of securities, our market specialty is
CMBS, or Commercial Mortgage-Backed Securities. We are one of
5 NRSROs designated under the TALF program as an eligible rat-
ing agency for CMBS.

Last week, with strong investor support, the NAIC, or National
Association of Insurance Commissioners, unanimously approved
RealPoint as an acceptable rating organization for CMBS securi-
ties. We believe the credit crisis is far from over, but we believe
that the SEC’s recent efforts are working, at least with respect to
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structured finance. New issues are creeping back into the market
and spreads are contracting from their all-time highs of a year ago.
Investor confidence is starting to return. This momentum needs to
be sustained. One way to sustain it is to give investors choices in
regards to their selection of rating agencies.

It would be a mistake to legislate smaller NRSROs out of busi-
ness and force investors to rely only on a few large NRSROs for
ratings. We support the SEC’s most recent announced changes and
believe any rating agency reform should be consistent with those
policies. The discussion draft may be intended to reform the larger
NRSRO but its measures may eliminate the smaller ones. Legisla-
tion that creates barriers to entry in practical levels of liability or
increased internal costs for smaller NRSROs furthers the interests
of the larger ones.

The proposal to make all NRSROs jointly liable for an
unsatisfied civil judgment against another is impractical. No one
company should be forced to guarantee a competitors obligation. A
company should not have to risk responsibility for a liability over
which it has no control. The proposal to reduce first amendment
protections for credit rating agencies is anti-competitive and fur-
ther enhances the existing oligopoly structure. A small company
cannot guarantee trillions of dollars of rated securities, merely be-
cause it provided a forward looking independent opinion regarding
their performance. The proposal to require publication of ratings
and rating actions without a timeline will put subscriber based
NRSROs out of business.

The SEC has already announced rules requiring public disclosure
of ratings and rating actions with the specified time lag. That pro-
tects the interests of subscriber-based NRSROs. The proposal to re-
quire every agency to review and improve every other NRSRO’s
work is impractical. Not every agency rates every class of security.
This requirement would increase the cost of ratings and thereby re-
duce investor yields. This requirement appears to include analytics
and proprietary information developed by an NRSRO and date of
purchase by that NRSRO, towards the goal of improved ratings
and competitive advantages. This requirement would therefore re-
duce incentives to improve proprietary rating methodologies. The
proposed requirements for independent directors and compliance
officers may work for large, publicly-traded companies, but would
require small companies to incur significant costs who had board
members with a skill set and depth of knowledge necessary to fully
understand and improve analytical models and methodologies and
may expose those board members to a level of liability.

The one-year prohibition on performing ratings for an issuer that
hired a former analyst would increase the cost to attract and retain
talented analysts. Rating agency employees who may also wish to
seek corporate work will not be willing to impair their right to do
so without increased compensation. The proposal to require credit
ratings symbols that distinguish classes of securities is not in our
experience desired by the capital markets. Investors want to know
that AAA means AAA, not where one class is a real AAA whereas
another represents a lower version of AAA. As we have attempted
to show with various examples, the discussion draft and other well-
intentioned remedial proposals have a common flaw, namely their
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proposals are aimed at two entirely different types of companies
with entirely different business models.

If Congress applies a multitude of new rules, regulations, and
procedure controls to NRSROs which disadvantage smaller compa-
nies, the result is to punish the innocent and stifle the progress we
have made to date. In our view, the better remedy is to specifically
address the two fundamental problems, market concentration and
rating shopping. Competition can be further enhanced across the
broader range of public offerings and—by having securities, at least
in part, rated coequally by subscriber-based rating agencies. No
meaningful change can take place while three agencies control over
95 percent of the market. Thank you for the opportunity to appear
at this hearing. I look forward to responding to any questions you
may have.

[The prepared statement of Mr. Dobilas can be found on page 48
of the appendix.]

Chairman KANJORSKI. Thank you very much.

Next, we will hear from Mr. James H. Gellert, President and
chief executive officer of Rapid Ratings International, Incorporated.
Mr. Gellert.

STATEMENT OF JAMES H. GELLERT, CHAIRMAN AND CEO,
RAPID RATINGS INTERNATIONAL, INC.

Mr. GELLERT. Thank you. On behalf of my colleagues at Rapid
Ratings, I would like to thank Chairman Kanjorski, Ranking Mem-
ber Garrett, and the members of the subcommittee for inviting me
to provide testimony today. As the only non-NRSRO on this panel,
we appreciate your invitation all the more as we and companies
like us have what we believe is a critical voice in these debates.
As with the new subscriber-paid NRSROs, we represent the poten-
tial for meaningful change to the status quo if we are not inadvert-
ently hindered by the consequences of legislation and regulation
along the way. Ours is a subscriber-paid firm. We utilize a propri-
etary software based system to rate the financial health of thou-
sands of public and private companies quarterly. We use only fi-
nancial statements, no market inputs, no analysts and have no con-
tact in the ratings process with issuers, bankers or advisors. We
have not applied for the NRSRO status. As I have testified to the
SEC and the Senate in recent months, there are still too many de-
terrents for me to recommend to our shareholders that the designa-
tion enhances value as opposed to puts it at risk.

That said, we believe that reform in our industry is necessary
and time is of the essence for restoring credibility. However, we
caution that some initiatives may have significant and counter-
productive consequences. In short, we do not believe it is advisable
to create more legislation for legislation sake. Although we did not
necessarily agree with all of the elements of the Credit Rating
Agency Reform Act of 2006. Its intent of appropriate to promote
competition to transform this industry. Some say the Act has not
had enough time to mature and others that it wasn’t sufficient.

Nevertheless, the Act is still the basis for constructive change
and the SEC’s recent initiatives have made good progress in adding
reform and oversight to the prior legislation. These improvements
have set a better stage for competition than we have had in years.
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The Commission has also been receptive to input from industry
players. When recently faced with criticism about reading disclo-
sure rules, adverse effect on subscriber paid firms, the SEC created
different standards for issuer paid and subscriber paid NRSROs.

This showed admirable flexibility and not applying a one-size-
fits-all model to new rules. We encourage the subcommittee to be
guided by this flexibility.

The subcommittee’s discussion draft joins a crowded field of rat-
ing agency reform initiatives currently underway. There are posi-
tive developments in the collection of initiatives, but even these do
not yet go far enough, and the negative ones forge entirely new and
unfortunately disturbing paths.

Competition is key to transform this industry. But competition
for competition’s sake is not the answer. Competition that effects
change will enhance the credibility of the ratings process. The new
subscriber-based rating agencies are the best hope for achieving
these goals but are the ones put most at risk by the discussion
draft. For new players to want to register NRSRO status must
have value and not carry massive compliance costs and legal liabil-
ity. New players will want the designation if they see it as a busi-
ness asset, not as a series of contingent liabilities.

In order to achieve this, legislation must foster the following
goals: accuracy in ratings; innovation in business models and rat-
ing methodology; encouraging, not discouraging, new players;
equivalent disclosure of structured product information; and rec-
ognition that many initiatives tacitly support the status quo oligop-
oly.
Sadly, the trend toward greater and more complex legislation
and regulation will repel and not attract competition and, hence,
preserve the status quo, the very problem you were hopefully try-
ing to solve.

In particular, the emphasize on liability I believe is being
overdone. Should negligence and malfeasance be rooted out? Yes.
Should a one-size-fits-all legal framework be enacted to punish all
players jointly, irrespective of whether they have sinned in the
past? No.

A few specific notes on liability. Joint liability is a great disincen-
tive to NRSRO status. In fact, it is simply a nonstarter for a poten-
tial applicant. Why would one want to be an NRSRO, joining a
group dominated by three players who have an iceberg of lawsuits
looming on their horizon? That would be like swimming towards
the Titanic.

Equivalent disclosure. The equivalent disclosure of data used in
formulating a ratings decision among NRSROs is a boon to com-
petition. If the perspective NRSRO sees the ability to expand into
a new asset class of ratings, for instance, CDOs and CLOs, there
is a material benefit to the designation. Moreover, expanding this
disclosure to outstanding issues is critical. Likely no greater initia-
tive could be taken to kick-start liquidity revival in structured
products.

Mandatory registration. Under current law, ratings firms have
the option to apply for NRSRO status. Requiring registration while
the hard and soft costs of being an NRSRO are currently
unquantifiable is a major hurdle to new players and is likely a
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complete disincentive to the de novo firm. Add this to joint liability
and the potential costs to a new player are astronomical.

Removal of ratings, references, and regulations. In general, we
are very supportive of removing references and regulations because
they protect the status quo dominance of the ratings oligopoly.

I will conclude with the issue of conflicts of interest.

Central to the issuer-paid rating agencies argument for defend-
ing their conflicted business model is that the subscriber-paid rat-
ing agencies also conflicted, suggesting that a modified version of
the status quo is the only real alternative. This is a red herring.
Let’s not miss the irony of these issuer-paid agencies shifting pub-
lic attention away from their committed sins to the uncommitted
sins of very small competitors paid by investors who are seeking
protection from fiduciary irresponsibility.

To address all of these issues, legislation and regulations must
be flexible and not require a one-size-fits-all straitjacket, recalling
that subscriber-based rating agencies are the future solution to the
current problems, while issuer-paid rating agencies were the cause.

Thank you very much.

[The prepared statement of Mr. Gellert can be found on page 76
of the appendix.]

Chairman KANJORSKI. Thank you very much, Mr. Gellert.

Now, we will finally hear from Mr. Kurt Schacht, managing di-
IS'ec};corhof CFA Institute Centre for Financial Market Integrity. Mr.

chacht.

STATEMENT OF KURT N. SCHACHT, MANAGING DIRECTOR,
CFA INSTITUTE CENTRE FOR FINANCIAL MARKET INTEGRITY

Mr. ScHACHT. Thank you, Chairman Kanjorski, and thank you,
subcommittee members, for having CFA here to provide you some
background and perspective that I think is not otherwise rep-
resented here, which is the perspective of investors and users of
these products. So we are happy to have our 95,000-member orga-
nization help with some of that perspective.

We have been commenting on these various aspects of credit rat-
ing agency reform for the last couple of years. In my written testi-
mony, I reference some of those occasions. And as we have com-
mented before, I think there is a lot of confusion on the investor
side about just what is going on, whether we are regulating, wheth-
er we are removing reference; and there is a good deal of confusion
on what is the role of CRAs going forward, what should it be, and
what can be trusted in this process. So we are hopeful that this dis-
cussion draft moves it along closer to some answers.

I will concentrate my verbal testimony this afternoon on the five
questions that you asked us in the invitation.

Regarding the discussion draft, we very much support the efforts
there to provide additional transparency of the process. I think,
most importantly, we support the efforts to better align that proc-
ess and activity with the interest of investors, very basic, very im-
portant concepts.

There are sections where we have new Commission rules on con-
flicts of interest. Section 5 is excellent. The look-back reviews that
you have there with respect to employees going to work for firms
that they have rated are excellent, and the new rules on public dis-
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closure of both ratings performance and methodologies we think
are very strong.

We are very concerned about a couple of things, the proposed de-
tail of the legislation on setting director pay for credit rating agen-
cies as well as setting by statute the roles and responsibilities of
directors. We think that it is rather unusual to see that in statute,
as does the some 13 different subsections that you have in place
related to the dos and don’ts, shoulds and shouldn’ts for compliance
officers. That seems to be something that should be left to general
p}ll"incipals and articulated by the regulators as they implement
this.

Regarding the liability question, you have heard a lot about that
today. I don’t have to recast that.

Earlier this year, we help set up an Investors Working Group,
which put together a very comprehensive report on a lot of pieces
of regulatory reform related to the crisis, and that is all part of our
written testimony. I hope you have a chance to take a look at it.
It is comprised of very senior, very well-known investors, former
regulators, and experts.

This group was clear that they felt that NRSROs should not be
essentially exempt from civil liabilities under section 11 of the 1933
Act for issuer-paid ratings. We could not find one instance where
a credit rating agency has ever been held liable for any sort of
money damages at all in this area for their doing things in the nor-
mal course of their ratings practice. And so claims have been
brought, but almost all have failed. The Investors Working Group
felt that this change would make credit rating agencies much more
diligent about the process and much more accountable for negligent
practices.

I won’t comment on the freedom of speech issue. The first
amendment stuff, we are not experts on that, of course, but just to
say we are happy and glad to leave that to you to referee. That will
be an interesting discussion.

In any event, the group felt that they needed to have increased
liability. I think we feel that section 4, the standards for private
actions on page 31 of your consult, moves us in that direction,
moves us closer.

This morning, I think you heard this discussion about doing
something that would give reason for these firms to turn down
business, bad business; and I think that is probably the one area
where we should focus.

I won’t say anything more about section 3. I don’t think anybody
likes that idea, maybe with the exception of the plaintiff's bar.

On the issue of the issuer-paid model, there will always be an
actual conflict of interest. In the research and opinions where there
is an issuer-paid model, the best we can do is to mitigate that con-
flict. I think that is what this discussion draft does. It is what the
SEC has been focused on, it is what other stakeholders in this de-
bate have been focusing on, trying to mitigate those conflicts of in-
terest.

In the Investors Working Group report that you have, there are
further suggestions related to the fee area, that fees earned for rat-
ing should vest over time, that the amount of fees paid, they should
be based on the performance of the ratings over the course of the
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credit performance of the bond. And I think you get to that in your
section 5(f) on page 13.

There are many other discussions going on about the somebody-
else-pays model. We have not—this Investors Working Group nor
our organization has really focused much on these other ap-
proaches, preferring instead to focus on, if we are going to have an
issuer-paid model, how do you mitigate those risks?

Finally, on the issue of removal and unintended consequences,
we found this issue to be the trickiest of the lot. There has much
been said and already done, as you know, globally on the removal
of the references, but it still appears everywhere. We are talking
about putting back references through this discussion draft, and it
continues to appear throughout private contract.

We are not sure what happens if you remove it all. We are not
sure what happens to the pace and the efficiency of financial mar-
kets. What the Investors Working Group and CFA have focused on
is looking at this from the standpoint of the investor, and what we
do is we scold investors for the blind reliance and the very bad hab-
its that this credit rating process has developed across many insti-
tutions and that is using credit rating agencies as really a sub-
stitute for their own analysis and due diligence.

Now, I think unless you are fully asleep at the switch, investors
should be on full alert that the ratings are not government-sanc-
tioned, that the quality and validity and the accuracy are not ex-
amined or otherwise approved by the government. We seem to be
moving in that direction with the discussion draft.

The Investors Working Group reasons that maybe further re-
moval and ultimately elimination of those references would further
drop that reliance. We just did a survey in the last couple of days,
and our member survey came back that 54 percent of the members
would like to see us move towards full elimination of those ref-
erences.

I will stop there. Thank you very much.

[The prepared statement of Mr. Schacht can be found on page
124 of the appendix.]

Chairman KANJORSKI. Thank you very much, Mr. Schacht.

I will start the questions simply because, to a large extent, some
of the issues that you raised are issues that I put into the draft.

First and foremost, the explanation of the conflict of interest—
inherent conflict of interest with issuer pays. I find it being excep-
tional. I cannot think of many examples and certainly few good ex-
amples, but recently in a discussion with a United States Senator,
I suggested that I discovered the methodology by which we could
cut a significant cost out of our budget in the United States. If we
removed any expenses allowed in the budget for the payment of ju-
diciary and that we would pay the judiciary by having the attor-
neys for the winning litigants stand the expenses of the judges’ sal-
aries and expenses.

And, of course, as I say that, I see some of the people in the room
smile and smirk. Nobody would even remotely suggest that would
be a reasonably acceptable standard in justice. And yet, if you real-
ly analyze what I just said to you, it is exactly what you are doing
in the rating agency business.
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Now you may be holier than nuns or cleaner than popes, but I
doubt that at all times there have not been compromises in the sit-
uation—or else there would not be shopping around. Many of the
witnesses here talked about shopping. Now why would you shop for
something if you were not trying to buy a little preference in a rat-
irﬁg from your potential rater? I think we have to concede it is
there.

Now the next question is, can you remove it? And I have come
to the conclusion obviously this did not come about because some-
body envisioned just let’s do it. It is obvious that the other method-
ology, user pay, was not working too well or sufficiently to support
a rating agency, a business. So my attempt was to find some com-
promise that would allow users to pay but increase their liability—
or issuers to pay but increase their liability if there is knowing
wrongful acts on their part.

And then, secondly, encouraging a mechanism to find exposure.
What better than to have your competitors examine the same fig-
ures and information and having them do a reasonably good job of
oversight? Because if they miss it or do not do it, if they do not
report actions to the regulator, that will raise questions on the va-
lidity of the rating. They ultimately could become sanctioned.

Now where we pulled that out, quite frankly, is by analogy from
the insurance industry. We basically do that in the insurance in-
dustry, right now, in catastrophic disaster areas.

If an insurance company is insuring against hurricanes in Flor-
ida, you could make a fortune. Go down and cut any ratings in
half, and everybody in Florida will flock to your house, pay you the
premium, and you can have the major proportion of business in
Florida. Then what you want to do cleverly is get out of town be-
fore the hurricane arrives, and if you do that, you will make a for-
tune. The problem is that we have had people do that and stay in
town and not be able to pay those damages that resulted from the
hurricane.

So in order to prevent that irresponsible levying of rates, insur-
ance rates, they started pooling. Basically, that is what pooling is
all about. It says, look, if the one that wrote the policy underrated
the proper premium to pay for the damage, or made some funda-
mental errors, or did not make any errors at all but just because
of circumstances was unable to pay, the insured should not be the
responsible party taking all of the loss. Instead, that loss will be
shifted to a pool created by an assessment of all the other under-
writers in the area.

Now, I do not think that is the best thing in the world; and, as
a result, we have not even structured the language to accomplish
this idea.

What I am trying to encourage is outside-of-the-box thinking. We
obviously have a major problem of conflict of interest. We obviously
have rating agencies that are being shopped. We obviously have
had horrible results in the last several years with rating agencies
missing many of the securitized areas by giving them rates of triple
A when in no way should they have had triple A.

I do want to point out that an insurance company came to me
very recently with a study in their industry; and that industry in
the United States is almost wiped out. And the reason being they
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showed me that their competitors were buying securitized mort-
gages. It got so bad in 2007 that 15 percent of the mortgages in-
cluded in the pools had never made the first installment of the
mortgage. There was a default by 15 percent in the first install-
ment due to the mortgages that were included in the pool.

Now I do not know whether due diligence is being used. I do not
know whether proper study measures are being used. But when
you are including mortgages and marketing them, the securities
based on those mortgages, as triple A when the installments of 15
percent of the mortgages are missed in the first instance, somebody
is wrong and somebody is lax.

And to some of the testimony here, it seemed to me that you are
saying, well, sorry, we missed it, or the most important thing is we
have competition.

Competition is good and cures things, if competition really works.
Has anybody suggested the competition that is there now is work-
ing? And if it is not working, what are your suggestions of competi-
tion and how we get it to work, other than just putting more people
into the field when there are only 3 doing 95 percent of the work.

I see that my time has expired, so I will pass on my comments
and questions and hopefully get to the next round.

I will now recognize the gentleman from New Jersey, the ranking
member, Mr. Garrett.

Mr. GARRETT. I am going to defer first to—

Chairman KANJORSKI. I am sorry. Mr. Bachus.

Mr. BACHUS. That is okay.

Mr. Chairman, can we have about 8 minutes on each side? I
know you took about 8 minutes, if that is all right. There is a lim-
ited number of members.

Chairman KANJORSKI. Just do not act like rating agencies.

Mr. BAacHUS. And I would maybe start my time after I ask this
question.

Chairman KANJORSKI. Well, no, I think we should certainly give
you 8 minutes. For you, Mr. Ranking Member, we will give you 10
minutes, if you want.

Mr. BAacHUS. Thank you. I know the timekeeper heard that, too.

My first question is, we have heard a scenario where an issuer
gets a rating from one of the rating agencies and that rating is not
disclosed. Then they go to a second rating agency, and they share
that rating and say, can you do better? Obviously, that could lead
to some skewed ratings.

I would ask Mr. McDaniel and Mr. Sharma, does that happen?

Mr. McDANIEL. Congressman, the issue of rating shopping, as we
said in—at least as I said in our prepared remarks, is indeed a se-
rious issue. It is not, however, an issue that I think is driven by
the business model and payment. It is an issue that is driven by
lack of information.

Mr. BAcHUS. What I am saying, Mr. McDaniel, are there cases
where someone goes to, say, S&P and then they come to you. They
haven’t disclosed that rating. And they come to you and say, I
would like to you do another rating. And then you give a different
rating and say it is higher. Then they choose which one to disclose.
Does that happen?
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Mr. McDANIEL. Yes, I believe that does; and that is why I believe
it is a serious issue.

Mr. BAacHUS. And you would agree—and, Mr. Sharma, do you
agree that has happened in the past?

Mr. SHARMA. Yes, Congressman, it does happen; and the solution
around putting more transparency as to where the issuers have
gone and who they have selected and why they selected, such
transparency will bring everything up.

Mr. BacHUS. Would either one of you gentleman object to saying
that if you go to a second agency, you disclose both ratings?

Mr. SHARMA. The issuers and we could be asked to disclose.

Mr. BAcHUS. Mr. McDaniel.

Mr. McDANIEL. I think the objective is a good objective. I think
that it would be difficult to make work. Because I think that, to
the extent the marketplace does not want to have ratings disclosed,
they would simply work around that. They would ask hypothetical
scenarios.

Mr. BAcHUS. What if you gave a preliminary rating and you were
under legal obligation to disclose that? Do you think you could
work around that?

Mr. McDANIEL. To the extent that we give a preliminary rating
and are required to disclose that, we certainly would. I think they
would—to the extent that they are trying to avoid having that hap-
pen, I think they would try to avoid having a preliminary—

Mr. BAcHUS. Oh, I can bet you they will try to avoid it.

Mr. Gallagher, is that a problem and are you going to address
that at the SEC?

Mr. GALLAGHER. Congressman, thank you.

This is actually something that the Commission has taken action
on. In our September 17th meeting, the Commission proposed rules
geared specifically to issuers, going right to the primary actor in
the scenario that you outlined and proposing rules that would re-
quire, as you say, under penalty of law that they disclose whether
they are rating shopping, whether they are seeking either prelimi-
nary or other ratings.

Mr. BAcHUS. Mr. McDaniel, I think he has been quite candid;
and I compliment you for that, Mr. McDaniel.

There are ways to get around it. And even if, say, Mr. McDaniel
doesn’t or Mr. Sharma, someone may try to; and I would ask you
to maybe even consult with them on ways not to get around it.

Mr. Joynt and others, if you would maybe share with the indus-
try. Because they know better than anybody else how to get around
it and could tell you how to build a safer system.

Mr. Gallagher in his testimony said that analysts were some-
times involved in the discussions concerning fees. That to me ap-
pears—and he said in his testimony that is a serious conflict of in-
terest. Mr. McDaniel, do you agree that that appears to be a con-
flict of interest, at the very least?

Mr. McDANIEL. The involvement of analysts in fee discussions I
do think is inappropriate. We do not permit that.

Mr. BACHUS. Mr. Sharma, do you permit that? Going forward,
will you permit that?
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Mr. SHARMA. Mr. Congressman, we have had long-standing poli-
cies not to allow analysts involved in any commercial activities,
and we recently even reinforced that.
hMr. BAcHUS. And, Mr. Joynt, I assume you all are already doing
that.

Mr. JoyNT. That is correct.

Mr. BAacHUS. I appreciate all of you saying that.

And even I think when you share e-mails, if they see the e-mail
traffic about those discussions, I think that you need a safeguard
there. Mr. Gallagher mentioned that, and I thought that was very
appropriate.

Mr. GALLAGHER. Congressman, I will just jump in and say that
we actually have a rule that is exactly on point with this issue pro-
hibiting that conflict.

Mr. BacHus. Is that a new rule or something you have had in
the past?

Mr. GALLAGHER. Since we have gotten the statutory authority.

Mr. BAcHUS. Thank you.

Mr. Joynt, you mentioned there are certain things you do, inter-
nal controls, that in the past that maybe S&P and Moody’s didn’t
have. What are some of those that you would like to elaborate on?

Mr. JOYNT. First of all, I don’t want to sound holier than thou,
as the chairman pointed out.

Mr. BAcHUS. Oh, we welcome those kind of testimonies.

Mr. JOYNT. But I do think it is important that, over a long period
of time, we have tried to build a culture of credit orientation. And
there has always been a conflict—we have talked about that—be-
tween being paid by issuers and how we have to have completely
independent credit rating processes with analysts who think inde-
pendently and ratings that are done by committee. And so we have
to have at the forefront of our mind the fact that the ratings are
entirely independent.

There have been many instances—I am sure other agencies have
examples as well—where the consequence of taking difficult ratings
decisions, like downgrading companies, or structured financings
has resulted in financial impact. And I was only pointing out that
I think that we have—I have examples of those, and I could cite
more, where we feel the impact of that rating decision, notwith-
standing the fact this rating decision would change our financial
results, because of the independence of the credit judgments.

Mr. BacHUS. I actually have seen some articles that the Senator
confirmed that you have suffered from that.

Mr. JOYNT. Thank you.

Mr. BACHUS. Let me ask Mr. McDaniel—well, actually, let me
shift gears and say to Chairman Kanjorski, if I could, this idea of
joint and severable liability, as I understand it, even rating agen-
cies that didn’t participate in the ratings could be found liable. Is
that any of you gentlemen’s understanding?

Mr. Gellert, would you comment on that?

Mr. GELLERT. Yes, that is my understanding. To my read or at
least the intention of the clause in the draft is exactly that, that
any NRSRO—just to clarify, not anyone who is providing ratings
or credit research services independently but an actual NRSRO
would have a joint liability if a problem was found and a suit was
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pursued against one, that all would share if collection was not
available.

Mr. BacHUS. That sounds—the asbestos legislation, I think, was
one of the worst things that has ever passed this Congress, where
you had innocent companies who did nothing wrong and yet they
were—in many cases, they actually had to file bankruptcy, not be-
cause of anything they did. And I would hope the Congress would
not—that is something the Congress has tried to straighten out for
30 or 40 years and, regrettably, has resulted in some of the great-
est inequities in our judicial system.

I used to be both a plaintiff and a defense lawyer, and I almost
consider that practice un-American. It is certainly the opposite of
justice. I would hope that we can work with Chairman Kanjorski
on that particular issue, because I don’t think that is what most
Americans would call justice.

Mr. Gallagher, what do you consider—are there some actions you
think have been taken that will go a long way to assuring us that
what has happened in the past won’t happen again? I think that
ought to be our main motivation here.

There certainly is enough blame to go around for what happened
last year, and I think the credit rating agencies were a significant
contributor to that. But I think our motive ought to be stopping in
the future, and I think they have acknowledged that.

Mr. GALLAGHER. Thank you, Congressman.

Since the Commission got statutory authority to oversee the rat-
ing agencies in 2006, this is an area in which we have been very
active, there have been several sessions of rulemaking, the last of
which, as I mentioned earlier, was 2 weeks ago. The rules address
a whole number of issues: conflicts of interest in particular; ac-
countability; transparency. And we are just now starting to see the
net effect of some of those rules.

And so I would say it is an area where we have taken a lot of
steps. We are not resting on our laurels. We are looking constantly
to see where there are existing regulatory gaps, and where we can
do something better, more efficiently. I won’t promise that we are
done by any means, but I think we have taken a lot of steps, and
we would like to see what the net effects of those rules are.

Mr. BACHUS. Thank you very much.

Thank you very much, Mr. Chairman.

Chairman KANJORSKI. Thank you, Mr. Bachus.

Mr. Donnelly for 5 minutes.

Mr. DONNELLY. Mr. Joynt, let me ask you this: What would be
the problem if purchasers paid for the credit rating agency’s work
instead of issuers?

Mr. JOYNT. There is no problem with that. The reason why the
industry developed with an issuer pay model was cited earlier.
Going back to the mid-1970’s, after the Penn Central bankruptcy,
the Wall Street community had gotten together and suggested that
a much stronger, independent rating agency business was needed,
better funded to do better analysis; and they wanted all the ratings
to be publicly available to all investors. And so that was the germi-
nation of the issuer pay model, it was to get the ratings out freely
and broadly and disseminated to everyone and to fund a much
more vibrant and better ratings business.
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I think that has been accomplished. But there is nothing wrong.
If there could be developed a way to have all the investors pay
enough to fund a well-structured and good credit ratings business,
that would be a good solution, also.

Mr. DONNELLY. Is there a concern, for instance, that on an issue
that the purchasers would not be able to properly fund your work?

Mr. JOYNT. I think that is the case, yes. Investors are willing to
be subscribers to our research and our ratings, but the amount of
compensation for that is restricted.

Mr. DONNELLY. Let me ask you this, Mr. McDaniel. In the legal
profession, when you go to court, you don’t get to pick your judge,
for obvious reasons. There is conflict of interest. Can we use a blind
pool system with credit rating agencies as well so you don’t get to,
in advance when you bring out an issue, pick the organization you
want to work with?

Mr. McDANIEL. I think to the extent that issuers are going to
rating agencies, they are doing so, at least in the traditional con-
text, in order to meet investor demand. That is a model we would
call a demand pool model. The issuers would certainly like to make
choices that would be most favorable to themselves, but at the end
of the day their securities must satisfy the investor demand for
independent, high-quality opinions.

It is one of the reasons why we are supportive of a reduction or
elimination of the use of ratings and regulation. Because I think
that traditional system is a healthier system, frankly, and would
return more of the demand for ratings to the investor choice, as ex-
pressed through who the issuer reaches—reaches out to with its
rating requests.

Mr. DONNELLY. Mr. Dobilas, let me ask you this. What would you
think of a blind pool system?

Mr. DoBILAS. You know, I am glad you mentioned that. Because,
just listening to everyone’s ideas and brainstorming out of the box,
I think you have to remove competition from the new issue side.
I think what you want to do is what is best for the investor. That
is really what a rating agency was designed to do. I think we lost
sight of that several years ago when we switched to an issuer-paid
system. Ninety-five percent market share for three companies is a
lot, and nothing is going to change without a meaningful change.

So what I was thinking is—I would agree with you. I think if
you, again, in the investor’s best interest, sort of promoted the sub-
scription-based model but had a blind pool on the new issue side,
you would encourage the three companies next to me to focus more
on investor-paid models, while at the same time breaking up the
oligopoly at the new issue site.

It is really quite simple. Their revenue would have to be derived
from somewhere else besides rating shopping and where else would
they get that revenue? They would focus on building investor-based
products and tools and analysis that promote all the values you are
looking at promoting and selling those directly to investors, and in-
vestors will pay for that.

Mr. DONNELLY. And I know I don’t have to tell you folks, but the
critical nature of what you do—in my State, the damage caused to
our economy was breathtaking, with company after company un-
able to obtain credit because of the collapse of credit markets. And
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there is a deep anger in our area toward Wall Street, toward the
work done there, that what you did there caused our families to
lose jobs.

And that is the perspective that we have in middle America, is
that—was this done by rating agencies alone? No. But the work
that was done caused so much damage that we had moms and dads
going home at the end of a day—I represent the recreational vehi-
cle area, the auto area—that they went home and lost their jobs
because the credit markets had been destroyed. And so we had a
lot of skin in the game.

I guess the question I will ask you is, short of the liability discus-
sions that we have had, what skin in the game do you have or
should you have or what can we put in there to make sure that
your work isn’t done for one of the investment banks but is done
for accuracy and the American people so that they have some sense
of confidence in what you are doing? I mean, what consequence is
there to you? The consequence to us is our companies are destroyed
and our jobs are lost.

Mr. Sharma, would you be willing to help out here?

Mr. SHARMA. Mr. Congressman, first of all, our focus is on the
investors, as to what we can do for the investors. And the investors
ultimately make a choice. They, in fact, even if we are in the regu-
lations, investors influence who the issuers select as a rating agen-
cy. If they are not satisfied with it, they are not going to invest in
the securities that the issuers issue. And that is something that the
investors always have that choice.

Second, we are accountable. We are accountable through the reg-
ulatory process to SEC. If you don’t comply with the policies and
procedures, they have provisions to penalize us and even shut us
down. Second, we are also accountable through the private litiga-
tion. If we don’t follow policies and procedures and there is fraud,
then there is security fraud laws that we are liable against.

Third, we are scrutinized by the market everyday. We make our
criteria around which we rate public. We make our basis around
which we do the rating actions public. And if people disagree with
us, they speak up; and we hear that very loud and clear. We do
feel ourselves very accountable in many ways.

Mr. DONNELLY. One last question. We heard from a number of
folks in regards to the conflict of interest piece.

One successful investor said, run it like a private utility—like a
utility, where there is a couple of pennies paid on every trade or
that there is a pool of funds available to then fund—that it remains
private, but the funding comes from that pool instead of directly
from an issuer.

And would anybody like to take a whack at that as to what you
think?

Mr. Gellert, we will throw you in the bucket, too.

Mr. GELLERT. Sure, why not?

I think it is one model that is worth exploring, like investor-
owned rating agencies are worth exploring. I think the devil is in
the details when you talk about a public utility model, because you
really have to dive deep into what the value is, what investors are
going to believe is value being created by an entirely new entity.
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We face it. I am sure RealPoint faces it. We all face it as newer
entrants into the market, that we have to establish credibility over
an extended period of time. The market doesn’t immediately grant
us the benefit of the doubt and say everything that you do is fan-
tastic. So it would take quite some time, and I don’t you could turn
this industry on a dime.

I would then suggest that a public utility model or a government-
owned model, particularly in the context of the joint liability and
other liability issues that we are talking, would be extremely prob-
lematic and probably not welcomed.

Mr. DONNELLY. The reason it is all so important is the extraor-
dinary repercussions that come when we miss the mark in the rat-
ing system. So—

Mr. DoBiLAS. I would like to add to that.

I think part of the reason why we missed the mark was because
surveillance of the securities was so poor or it just didn’t exist, and
that is part of the reason why a subscriber-paid model works so
well. Because if we get a rating wrong we lose a subscriber. That
is the penalty. It is almost like we are almost 100 percent self-in-
sured. Because we will go out of business if we made the mistakes
that, again, few firms have made in the past.

And, also, by focusing on surveillance, you really look at things
on a monthly basis, as opposed to an annual basis. I think that is
a big reason, too, why we saw so many mass downgrades when we
did see those downgrades. And why it affected your home State so
much. Because all at once it was too much for the economy to ab-
sorbed. If these things would have happened more gradual over
time, I think the effect would have been less traumatic.

Mr. DONNELLY. Thank you very much.

Thank you, Mr. Chairman.

Chairman KANJORSKI. Thank you, Mr. Donnelly, and we will now
hear from the gentleman from Illinois, Mr. Manzullo.

Mr. MANZULLO. Thank you, Mr. Chairman, for calling this hear-
ing.

Let me ask a question. Can the issuer-pays and the investor-pays
models for rating coexist in the marketplace? Mr. Gellert or Mr.
Dobilas?

Mr. DoBiLAs. I will take a crack at this.

I don’t think they can. I honestly think you have to confront the
problem. And when the issuer chooses who does the initial rating,
I think that is a big problem, and you will have rating shopping
take place.

I think the mitigating factor which the SEC sort of put a rule
in place that really helps out is the fact that subscription-paid
agencies or any agency can focus on producing the same report at
the same time and trying to sell that. The question is, are investors
going to be willing to pay for that?

Historically, they have not. Historically, they are used to getting
this information for free and may go back to their old ways by just
relying on those issuer-paid ratings.

That is why I think the idea of a rotating structure where all the
agencies would then focus on making their money for the benefit
of investors by providing—
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Mr. MANZULLO. But even if you had that, you have three large
credit rating agencies, and that is not much of a pool. You are
going to pull one out of three. And eventually, let’s say there is
some mischief on the part of one of them, then an investor out
there or issuers say, well, I reject that rating, and then go back to
the pool again. And then you are down to two and then down to
one. What have you accomplished at that point?

Mr. DoBILAS. But the good news is there are more than three
now. There are 10 registered NRSROs. And what you want to do
is encourage more companies to apply for the NRSRO.

Mr. MANZULLO. What about one of the big three, do you want to
respond to my question?

Mr. JoyYNT. I think one point I would like to make is most of
what we are talking about seems to be surrounding structured fi-
nance and the transactions rated there.

Mr. MANzULLO. Except for the problem ones.

Mr. JOYNT. In fact, the rating agencies rate corporations and mu-
nicipal entities. So I just ask you to bear in mind that the question
about whether we select ratings or not, Fitch has been added as
a third rating to almost all corporations that we rated over the last
10 or 15 years. They didn’t select to drop someone else and add us.
We have been added because they respected our research. It wasn’t
a competition in that kind of way.

So in public finance, I don’t believe there is any other rating
agency among the newer entrants that is in position to rate any
public finance entities.

Mr. MANZULLO. Mr. Joynt, let’s say in 1 year your company had
a sales of, let’s say, $100. How much of that $100 would be rep-
resented by structured products? Just generally.

Mr. JoyNT. Fifty percent.

Mr. ManzuLLO. Fifteen?

Mr. Joynt. Fifty, “6-0.”

Mr. MANZULLO. So it is about half the product.

An issuer wants to sell a product, can he effectively sell that
product if he does not have a rating at the same time that he
makes the offering to the public—a rating that goes along with the
product?

Mr. JoynNT. If it is a public offering, typically they would ask for
at least for two ratings.

Mr. MANZULLO. And investors demand that?

Mr. JOYNT. Many investors, regulated or not regulated, would ex-
pect to see at least two different rating opinions on public securi-
ties that are offered, yes.

Mr. MANZULLO. So even though there is obviously a built-in con-
flict of interest with the issuer paying for the ratings, there is no
effective way around that?

Mr. JOYNT. Over time, investors have been comfortable and con-
fident that management of the conflict of interest has been done
appropriately.

Mr. MANZULLO. Anybody else want to respond to that? Mr.
Gellert.

Mr. GELLERT. I think this is more about market norms than it
is about anything else. I think your typical corporate issuer knows
that, generally speaking, to get the best pricing on your bond deal
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you need to ensure that there will be the most liquidity potential
in the secondary market for that bond; and you will always have
the most potential liquidity if you have S&P and Moody’s ratings
on it and then, more recently, Fitch’s.

Mr. MANzULLO. Okay. Let me ask this question. Perhaps it goes
to the heart of the collapse.

Many of us find it incomprehensible that, in the rating of these
mortgage-backed securities, the people doing the rating simply
failed to realize that mortgages that were given to people who
could not make the first payment were somehow tainted and could
end up poisoning the whole.

We are just—I don’t know it got missed. When Members of this
Congress were saying that credit was too easy and other groups
said, no, it is not; and then everything went along—yes, sir.

Mr. DoBILAS. I think the answer is simple. Just like in the com-
mercial real estate market, it was missed because the models that
were rating these securities were developed for issuers, not for in-
vestors. You know, over the last 5 years—

Mr. MANZULLO. They were developed for issuers but not for in-
vestors.

Mr. DoBiLAS. Yes, to get the deal. Over the last 5 years, we have
seen a deterioration of credit standards across-the-board on an in-
dividual loan level. Commercial real estate, which was a fairly con-
servative industry, again, 5 years ago, we have seen the deteriora-
tion of credit standards. The rating agencies rating those deals
should have been the mitigating factor to that, should have been
the advanced warning signal to investors that, hey, something is
going on; deals are getting riskier.

But that didn’t happen, and I blame rating shopping for that.
They wanted to be on the deals. They didn’t want to take a stance.
%nd I think you have to confront that. You have to put an end to
that.

Mr. MANZULLO. Mr. Chairman, my time is up, but it is up to you.
If you want to—

Mr. DONNELLY. [presiding] If you would like to take an extra 2
minutes, that would be fine.

Mr. MANZULLO. I appreciate that.

Mr. Gellert, then I want to hear from one of the big three, a re-
sponse to fairness. If you would like to respond to it. Mr. Gellert
and the—

Mr. GELLERT. I think one of the key issues here as well is the
availability of information to rate the products, particularly in the
structured product market. The equivalent disclosure initiatives
that the SEC has undertaken and that are picked up in the draft
bill I think are key.

Because one rating agency that would be—one of the traditional
three may very well have a model that was geared for something
other than what it was used for or not. I am not speculating. But
I can say, if there are more opinions out there and there are more
of us who are interested in rating those products as well, we have
the ability to do the due diligence that they currently are not doing,
but only if we have access to the information that is underlying
those securities. And that is the mortgage information underlying
residential mortgage bond CDOs and a whole slew of others, par-
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ticularly collateralized loan obligations, things that right now we
do not have access to.

And one of the absolute keys as we move forward is not just
being able to get access to that information on the new issue basis
but it is on the existing securities outstanding that are on people’s
books. Before we can provide value on new issuance, we need to be
able to benchmark that new issuance against what people are al-
ready holding. That means we have to have ubiquitous access to in-
formation for all securities.

Mr. MaNzULLO. Did anybody want to—Mr. McDaniel?

Thank you, Mr. Chairman, for giving us the extra time.

Yes, sir?

Mr. McDANIEL. I just wanted to again reinforce our support for
the availability of information. I think that is just absolutely cru-
cial, information available to the investing public and to rating
agencies which are not selected to rate a security by an issuer. If
that information is available to all of us, as well as to investors,
we have the ability to act as a check and balance on each other and
the institutional investment community has the ability to act as a
check and balance on the analysis of rating agencies. I think that
if we have one solution to the rating shopping and competition
problems that are being raised, that is the solution.

Mr. MANZULLO. Thank you, Mr. Chairman.

Mr. DONNELLY. The gentlelady from California.

Ms. SpPEIER. Thank you, Mr. Chairman; and thank you, gentle-
men, for being here today.

In my experience back home in the district, what I hear more
than anything is just outrage about the fact that no one has really
been held responsible. And so I guess my first question—and my
questions are going to be all around accountability.

My first question is to each you at the credit rating agencies. You
had rated AIG and Lehman Brothers as triple A, double A minutes
before they were collapsing. After they did fail, did you take any
action against those analysts who had rated them? Did you fire
them? Did you suspend them? Did you take any action against
those who had put that kind of remarkable grade on products that
were junk?

Mr. McDaniel?

Mr. McDANIEL. No, we did not fire any of the analysts involved
in either AIG or Lehman. Lehman did not have a double A rating
or a triple A rating. It had a single A rating. And an important
part of our analysis was based on a review of governmental support
that had been applied to Bear Stearns earlier in the year. Frankly,
an important part of our analysis was that a line had been drawn
under the number five firm in the market and that number four
would likely be supported as well.

Additionally, AIG—

Ms. SPEIER. But that is not analysis. That is an opinion. That is
not—I mean, I could have that kind of an opinion, and I am not
an analyst. How can you possibly make that kind of a decision
bﬁlse;l on an opinion when you have millions of people relying on
that?

Mr. McDANIEL. Our opinion applies to whether we believe an in-
strument will pay or will not pay.
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Ms. SPEIER. That was a political determination that you made,
Mr. McDaniel.

Mr. McDANIEL. A very important component of that analysis is
whether we believe there would be external support in the event
of distress; and that analysis is relevant to financial institutions,
to governmental entities—

Ms. SPEIER. Thank you. Mr. Sharma?

Mr. SHARMA. Congresswoman, financial institutions are very—

Ms. SpEIER. If you could just answer the questions, because I
have a series, and I have a limited amount of time.

Mr. SHARMA. No, we did not fire anyone.

Ms. SPEIER. No one got fired. No one got their hand slapped.

Mr. SHARMA. Congresswoman, ratings had been downgraded over
time for both of those institutions.

Ms. SPEIER. AIG was still double A on the 14th or 13th. I mean,
it was—

Mr. SHARMA. We had been changing the rating over a period of
time. And financial institutions are very confidence sensitive. So, in
Lehman’s case, not only were they trying to raise capital and they
were about to raise capital and when they weakened they had de-
clared bankruptcy. And once there is a run on an institution, then
it is very hard—as you have also experienced in California, when
these institutions have a run on them, it is very hard to manage
that and process, because it is very confidence sensitive.

Ms. SPEIER. All right. Mr. Joynt?

Mr. JOYNT. No, no analysts were fired.

I would say our lead analysts in those cases, as well as the ana-
lysts who participated in the committees, are disappointed, sur-
prised, went back and reflected on, well, how do we reach our con-
clusion? There are committee deliberations. It is not just one per-
son who decides. I think we have done a lot of thoughtful soul
searching about how do we perceive this going forward, how do we
think about our analysis.

Ms. SPEIER. What are your opinions on consulting services? Do
you do consulting services in addition to doing the issuing for a sin-
gle client? I know you have done it historically. Are you continuing
to do that?

Mr. McDANIEL. We do not offer any consulting in the rating
agency. We offer some professional services in the form of credit
training and risk management, risk measurement tools in the
Moody’s analytic business, which is another company owned by
Moody’s Corporation.

Ms. SPEIER. And there is no sharing of information?

Mr. McDANIEL. That is correct.

Ms. SPEIER. Mr. Sharma?

Mr. SHARMA. We do not offer any consulting services. We have,
in fact, reinforced the policies and added more checks and balances
that there is none of that even activity happening—

Ms. SPEIER. Mr. Joynt?

Mr. JOYNT. Any kind of advisory services have been housed in a
separate company from the rating agency, yes.

Ms. SPEIER. Mr. Dobilas?

Mr. DoBiLAS. No, we don’t provide consulting services.

Ms. SPEIER. Mr. Gellert?
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Mr. GELLERT. No, we do not.

Ms. SPEIER. There is a regulation FD that the agencies contend
that the exemption is needed in order to fully evaluate credit risk.
Most notoriously, even though Enron made nonpublic credit rating
agency presentations, information about the risk described in those
presentations was not reflected in Enron’s credit ratings. So my
question is, if we are talking about accountability, if we are talking
about greater disclosure, why should you be eligible for this exemp-
tion from regulation FD?

Mr. McDANIEL. We operated for 90 years before regulation FD
became effective. I think we were able to do a very fine job during
that period, and I think we would be able to operate without regu-
lation FD exemption now.

Ms. SPEIER. Thank you.

Mr. Sharma?

Mr. SHARMA. Ratings are forward looking, and information that
allows us—that gives us more insight as to the future helps us to
make better decisions.

Ms. SPEIER. Mr. Joynt?

Mr. JOYNT. I would agree. I think that regulation was passed to
allow issuers to more freely communicate with rating agencies so
they can make better decisions.

Ms. SPEIER. But we have lots of examples where it wasn’t used
in that way. So the question is, is it going to hurt your business
if we get rid of that exemption?

Mr. JOYNT. I believe we could continue to offer educated opin-
ions.

Ms. SPEIER. I see that my time has expired. Could I be offered
one more—

Mr. DONNELLY. One more minute.

Ms. SPEIER. Thank you.

I just want to get to this liability issue, this private right of ac-
tion. As I understand it, you only want to be sued if you knowingly
make a false statement. Now that is akin to a doctor only being
sued when he knowingly leaves sponges in a body during a sur-
gery. And we all know that is just not the case.

For most professionals in this country, you can be sued for neg-
ligence. You can be sued for gross negligence. And most profes-
sionals don’t have this huge benefit that you have, which basically
allows you to not be sued by anyone unless you knowingly make
false statements.

I am going to read to you one little section here, and I want you
to (;:ell me whether or not you could live with this kind of a stand-
ard:

“Knowingly or recklessly failed either to conduct a reasonable in-
vestigation of the rated security with respect to the factual ele-
ments relied upon by its own methodology for evaluating credit risk
or to obtain reasonable verification of such factual elements from
other sources that it considered to be competent and were inde-
pendent of the issuer and underwriter.”

Ms. SPEIER. So it is a different standard.

Mr. McDANIEL. I am interpreting perhaps correctly, perhaps in-
correctly, the section that you just read to subject NRSROs to the
same liability under Section 10(b) of the 1934 Act for knowing or
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reckless actions as other market participants would be. While no
CEO wants to volunteer for more liability for their firm, that does
not sound like an unreasonable standard to me.

Ms. SPEIER. Thank you.

Mr. SHARMA. I think my point—

Mr. DONNELLY. [presiding]. I am sorry. Time is up. The ranking
member from New Jersey.

Mr. GARRETT. Thank you. And I thank the panel for your testi-
mony. Before I begin, I guess I would echo the words actually dur-
ing part of your comments, Mr. Donnelly, with regard to how mid-
dle America views much of what has transpired over the last 9 or
12 months, having that real dilemma of trying to find responsibility
out there in the midsts of all the doom and the gloom on the eco-
nomic crisis morass that we are in and unfortunately just not being
able to see what Congress is apportioning that liability and just
who the responsible parties are.

That is the quagmire that we are in at this point in time. The
forest is this piece of legislation. I just want to go through some
particular points on this. I guess I will start from right to left or
maybe in between to throw you all off. Mr. Schacht, you I believe
stated in your testimony that with regard to the legislation, that
maybe some of it might just be too specific and some should best
be left to the regulators to imply. I guess some parts with the com-
pensation, but also dealings with the duties of the compliance offi-
cer. Can you just spend a brief period of time—isn’t that the re-
sponsibility of us to get into that detail? Because obviously the reg-
ulators haven’t been doing that task in the past.

Mr. ScHACHT. Well, I think somebody needs to do it. That is for
sure. I think the question is whether it needs to be committed to
statute or whether we as I said—whether we just articulate the
general principle behind this and we leave to the functional regu-
lator to implement the various standards associated with that. Our
view was that it is best left at the functional regulator level.

Mr. GARRETT. Thanks. And Mr. Gellert, on another point, your
firm is not registered as an NRSRO?

Mr. GELLERT. That is correct.

Mr. GARRETT. And in a few seconds, since we are all on time,
why is that? Why was that decision made?

Mr. GELLERT. It has basically been for the last number of years,
watching the evolution of the regulatory and legislative debate
around how to control the NRSROs and finding that there has been
too much uncertainty as the dust hasn’t settled and new ideas and
concepts continue to come up and that now there is an increased
focus on litigation liability and there is a significant amount of risk
involved, and we don’t see it so far that the advantages outweigh
the negatives.

Mr. GARRETT. Okay. Now, one of the provisions that is in this
legislation is a proposal to remove the imprimatur of the govern-
ment approval by statute and regulation by removing that designa-
tion. Anyone can answer this question. What are the downsides if
we implement that? Even if we did so over an appropriate period
of time, recognizing that the SEC is already taking some actions
and going through the review process and picking a few out here
and there. But if we just put a date certain and said going forward
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for purposes of this, in a reasonable period of time, what would be
the downside particularly on the—as far as the investors’ perspec-
tive and would there be something you could look to and say oh,
my goodness, pension funds are all the sudden going to have a ca-
lamity in there or something like that that I am missing? Some are
nodding your head, but—

Mr. DoBILAS. I could take a stab at that to start with. I think
there is a downside. I think the NRSRO being a regulated entity
serves its purpose as a benchmark for investors. I think removing
the NRSRO is going to create a lot of problems for investors. They
do depend on that minimum benchmark. It gives them comfort in
their decisions. But first and foremost is the data issue. A lot of
these securities are public-private securities. A lot of information
like rent rolls, financial statements—

Mr. GARRETT. We are not suggesting that you couldn’t do that,
that institutions still could not make that choice to actually go out
and say we want to have an AAA rated by one of the Big 3 and
that is the way our town, county or State or government is going
to do it. It is just that we are no longer going to have the stamp
on it saying that you have to do that, that it is up to the investors
or the institutions.

Mr. DoBILAS. Yes. And again my point is having that stamp does
encourage a certain bare minimum, a certain competency. Are you
going to go into broker/dealers and see if they have the competency
to put the securities together and really subject yourselves to that
kind of regulation or is the rating agency—again, could that be a
regig?lated entity where again it is a bare minimum competency of
risk?

Mr. GARRETT. From the other rating agencies, do you have a
problem with that?

Mr. JOYNT. A couple of thoughts. I think the money market fund
industries’ response to the idea that the ratings would be with-
drawn from—I don’t know the exact SEC rules, but—2(a)(7)—
sorry—is still being openly dialogued about. But they were con-
cerned about having no minimum standards. So new entrants into
that business were likely to take extraordinary risks and sort of be-
smirch the reputation or the minimum standard of the larger or
more general population of money funds. So whether there is a
substitute or not for that, it is a good example of the sort of bench-
marks in place and it is a constructive one, even if it is not a full
solution. People should be doing their own analysis. But it is per-
ceived as constructive.

Mr. GARRETT. That is something—I will let you answer, Mr.
Sharma.

Mr. SHARMA. Thank you. Ranking Member, we have never asked
for a designation like the NRSRO. So whatever the policymakers—
you and SEC and the investors make a conclusion was the best in-
terest of the investors, we would work with that and we would be
very comfortable with that, to go in that direction.

Mr. GARRETT. And if you did rank the removal, wouldn’t it be—
I guess your sense on the money market funds, what have you. But
then the onus would be on them to either select the concurrent
process that they are doing now, or I guess the SEC would take
a look to see whether they have established their own internal
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mechanisms for making sure that they are making the proper in-
vestment decisions in those situations. And I thought that would
be sort of what we are all ultimately striving for because there is
this question mark remaining out here, despite the best intentions.
Comments? The liability side and again with regard to this legisla-
tion, who sees that as many of you mentioned this before, who sees
as far as changing the liability standards as we have here as a sig-
nificant impediment to entry into the field and whether it would
change the volatility of the ratings? Those are two separate ques-
tions.

Mr. GELLERT. Everyone is looking at me. It is clearly an impedi-
ment, it is clearly a disincentive to enter the space, and without
question, it further solidifies the market share that the three larg-
est players have, without a doubt. I cannot speak for the other
NRSROs that are smaller and outside of that Big 3, but without
a question. it does. The more you have entrenched—the more you
have entrenched oligopoly and less competition, the more likely it
is that you will have stable ratings. But they won’t necessarily be
accurate ratings because they won’t necessarily have the competi-
tive and innovation—

Mr. GARRETT. Let me flip it around. Does anybody see that it
would not be an impediment to—no. What about for you guys, as
far as insuring yourself, you have two provisions in here, the liabil-
ity as far as the pleading section on one hand and you have the
joint and several liability section there. Would you be able to go out
into the insurance market to insure yourself? How will you intend
to do that if either one or both of those get through? Which insur-
ance companies want to insure you now I guess?

Mr. DoBILAS. I can tell you being a smaller NRSRO that we are
down to a very limited choices of insurance companies that will
even insure us based upon the recent events of what is happening
with the lawsuits against some of the other NRSROs. If that were
to pass, we would most likely remove ourselves from the NRSRO
playing field.

Mr. GARRETT. How about the big 3?

Mr. McDANIEL. I cannot imagine being able to obtain a satisfac-
tory level of insurance when, in fact, the insurer is being asked to
insure an entire industry over which the individual firms do not
have any control over each other in terms of their opinions. And
I have to at least ask the question whether this might have the un-
intended consequence of reducing quality because to the extent
that competitors do not have any control over each other and one
of them is performing to a lower standard level, there is really not
much reason to form of a higher standard level because one is
going to be liable for the lowest common denominator.

Mr. GARRETT. So it might be actually a race to the bottom?

Mr. McDANIEL. That would be a question I think should be con-
sidered more carefully in thinking about this, yes.

Mr. GARRETT. Okay. And does anybody have an answer on the
volatility aspect as far as the ratings?

Mr. SHARMA. The only thing, Mr. Ranking Member, is that it
would treat rating agencies at a different standard than all of the
market participants and as a consequence sort of we will have to
become more—we will have to look at the ratings at the lower end
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of the rating categories because they are generally more volatile.
And that will restrict access to capital from companies that are
coming into the market or new and emerging companies and tech-
nologies.

Mr. GARRETT. I think there is another aspect, but I see my time
is up, and I appreciate it.

Mr. DONNELLY. Thank you. I know the ranking member has a
few more questions. And first Ms. Speier, if you would like a couple
more minutes. Okay. Ranking member.

Mr. BAcHUS. Thank you. One thing Mr. Gallagher says in his
testimony is that the rating agencies relied on information provided
to them by the sponsor of the RMVSs for instance. But let us just
broaden that. Any time you rely on the company you are rating for
information and you have to do that—I mean, there has to be a cer-
tain level of—you have to rely on them for the accuracy. Many
times when you relied on them, it turned out that information in
hindsight was not correct. Have you—is there less of a reliance—
and I would ask the Big 3 rating agencies? Have you made any
changes there? Or what were the problems there?

Mr. JOYNT. So it was and is our expectation that issuers and
their representative investment bankers in putting together
financings would be doing due diligence on any of the information
they were presenting in order to put together to finance and mar-
ket it and sell it.

So we certainly would be relying on that information just like we
rely on public financial statements audited by accounting firms
when we rate IBM and General Motors and other companies.

So having said that, of course, we are way more cautious now in
thinking about that issue. So—and we are not in a position to go
do that kind of due diligence ourselves on individual mortgage
loans or auto securities and other things. So we have taken the po-
sition that if we are uncomfortable with the amount of information
and the quality of information we are getting, then we are unwill-
ing to rate.

Mr. BAcHUS. Okay. That is a reasonable answer. Mr. Sharma?

Mr. SHARMA. Mr. Ranking Member, similarly as you said very
appropriately, that this is a whole market share with different par-
ticipants and we have to rely on different market participants sort
of fulfilling their accountabilities. So we do depend on the issuers
and the arrangers to give us good quality data. But we also do ad-
just our criteria to sort of reflect the data that we are getting in
our decision making. And if we are not comfortable, we also do not
rate it many times.

Mr. BAcHUS. Mr. McDaniel?

Mr. McDANIEL. Just add to these comments that, again, I think
a cure is to make the information that goes to rating agencies
available through the prospectus offering process to the investing
public. I think subjecting that information to the standard of Fed-
eral securities filings would certainly help with the voracity and
completeness of that information.

Mr. BAcHUS. I would agree with you there. Are you all doing—
is that—Mr. Gallagher, can you update us on—

Mr. GALLAGHER. Yes. I think the chairman or some of my col-
leagues have spoken publicly recently about an initiative underway
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at the Commission to pursue further disclosure by issuers of all of
the relevant underlying information we are talking about. On Sep-
tember 17th, the Commission took final action on the rule that Mr.
Dobilas has mentioned earlier which provides that this information
be provided to the other NRSROs, but taking the next step and
moving to the public is under consideration.

Mr. DoNNELLY. Thank you very much. The Chair notes that
some members may have additional questions for this panel which
they may wish to submit in writing. Without objection, the hearing
record will remain open for 30 days for members to submit written
questions to these witnesses and to place their responses in the
record.

Before we adjourn, the following written statements will be made
part of the record of this hearing: Egan-Jones Ratings Company;
Assured Guarantee U.S. Holdings; Mortgage Bankers Association;
and Commercial Mortgage Securities Association. Without objec-
tion, it is so ordered. The panel is dismissed and this hearing is
adjourned.

[Whereupon, at 5:14 p.m., the hearing was adjourned.]
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Statement of
Ranking Member Spencer Bachus
Capital Markets Subcommittee Hearing on
"Reforming Credit Rating Agencies"

Wednesday, September 30, 2009

Thank you Mr. Chairman for convening this afternoon’s hearing to review the
impact of your discussion draft entitled the “Enhanced Accountability and Transparency

in Credit Rating Agencies Act.”

The global financial crisis exposed the significant risk posed by inaccurate credit
rating agency risk assessments, and effective corrective action must address these
shortcomings. There is an obvious need for increased transparency and accountability in
the credit rating process. But above all, Congress must reinforce the importance of

investor due diligence.

For the second time this decade, the Financial Services Committee is considering
legislation to improve the oversight of credit rating agencies. Chairman Kanjorski’s
discussion draft and the House Republican Regulatory Reform Plan both eliminate
references to credit ratings in Federal statutes so that the rating agencies will no longer
operate as a government-sanctioned oligopoly. There is general agreement that the
government’s “Good Housekeeping™ seal of approval on the rating agencies and their
products contributed significantly to a mispricing of risk and a subsequent collapse in

market confidence.

Other provisions in the Chairman’s draft —including those establishing a new
liability standard governing lawsuits against rating agencies — are potentially problematic
and warrant careful study by this Committee before proceeding further. Federal
securities laws already allow the rating agencies to be sued in the event of fraud. The

establishment of a new liability standard could discourage new entrants into this
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marketplace and further entrench the dominant rating agencies. No one believes that the
rating agencies capably performed their job, but solving the rating agency problem
requires investors to independently assess a product’s creditworthiness while not giving

rise to a flood of costly litigation.

Mr. Chairman, let me be clear, ratings should be one component of an investor’s
analysis whether to buy a debt instrument for their portfolio, but they should not be the
only component. Investors must be incentivized to perform their own due diligence and
assessment of risk or suffer the consequences. As we once again attempt to reform the
regulation and oversight of rating agencies, addressing the perverse incentives created by
the current system and restoring a sense of market discipline to our credit markets should

be our highest priority.
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Thank you for the opportunity to participate in this hearing. You have previously
indicated that the Congress should “no longer pursue only modest modifications in regulating

" As one of the relatively accurate rating agencies, and with a

this problematic industry.
business model very different than the other companies represented at this hearing, we agree
with your assessment of the need for major changes in the starus quo; however, we believe
that this change should be accomplished by decisively and immediately addressing past
abuses of the system by the larger NRSROs while simultaneously avoiding measures that (i)
support their business models and control of the ratings business, (ii) restrict competitors and
limit their growth with barriers to entry with impractical levels of liability and increased

internal costs, and (iii) delay necessary action and thereby create uncertainty in the capital

markets.

By way of background, Realpoint is the most recent company to be designated by the
SEC as a Nationally Recognized Statistical Rating Organization (NRSRO). We were
designated for asset-backed securities where our specialty is rating commercial mortgage-
backed securities (CMBS). Realpoint is one of the five companies designated by the Federal
Reserve Board as an eligible rating agency for these types of securities being issued under
the Term Asset—Backeé Securities Loan Facility (TALF), and, last week, we were added to
the list of Approved Rating Organizations by the National Association of Insurance

Commissioners.

The credit rating industry suffers from two fundamental problems. First, it is highly
concentrated with two companies controlling 80 percent of the market and third company

accounting for the next 15 percent. Second, market share has traditionally been maintained

! Hearing on Approaches to Improving Credit Rating Agency Regulations, 11 1" Cong. 1* Sess. (May 19, 2009).
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by the restricted flow of information from the issuers and arrangers of debt offerings, which 1
have previously described in testimony before this Subcommittee. Essentially, these
companies have been able to garner business without really having to compete on terms of
either price or quality. In this situation, investors and the broader public interest are going to

suffer as has indeed been the case.

Fortunately, companies like Realpoint have emerged in recent years using the
subscriber-based business model where our revemues are primarily derived from investors,
portfolio managers, analysts, broker/dealers and other market participants who pay on a
quarterly or other recurring basis for our services. In this context, if we do not produce

accurate, timely and independent ratings, we would lose our subscribers.

Under the currently dominant issuer-paid model, the record shows that the larger
companies maintain market share despite poor ratings performance. Almost ten years ago,
for example, the major rating agencies were assessing the debt of Enron, WorldCom, and
Global Crossing at investment grade practically to the point at which these companies filed
for bankruptcy. Yet, in the ensuing years, the profits of these same rating agencies rose and
their market share remained unchanged. More importantly, there is no indication that the
well-publicized failures of the major rating companies in asset-backed financing has resulted

in any meaningful changes in industry practices or structure,

MARKET PROGRESS IN 2009

The credit crisis is far from over but we believe that the SEC’s recent efforts are

working, at least with respect to structured finance. New issues are creeping back into the
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market. As with the increased levels of confidence that are visible in other areas of the
economy, investor confidence in CMBS is starting to return. This momentum needs to be
sustained, One way to sustain it is to give investors choices in regard to their selection of
rating agencies. It would be a mistake to legislate smaller NRSROs out of existence and
force investors to rely on only a few, large NRSROs for ratings. A positive course of action

at this time would be to allow the SEC to implement its most recently-announced changes.

Partly due to the SEC’s actions, the structured finance market shows positive trends.
Exhibit 1 hereto tracks changes in spreads for super-senior AAA CMBS from July 7, 2006 to
September 25, 2009. CMBS spreads are currently 500-600 bp over swaps, well below their
all-time highs of 900 and 1,100 bp over swaps from November 2008 through April 2009.7
Current spread levels would be further reduced by the climination of uncertainty in the
market over whether changes other than those most recently announced by the SEC will be

implemented.

Another positive development in the structured finance market, and in the markets
generally, is the ability of REITs to de-leverage their assets. In 2009, REITs have been able

to both reduce their near-term debt maturities, and raise capital through the equity markets.

? From November 2008 throngh April 2009, CMBS spreads were at an all-time high, ranging between 900 and
1,100 bp over swaps. In May 2009, when the Fed announced that TALF would be extended to legacy CMBS,
spreads tightened to about 600 bp over swaps. Unfortunately, spreads rose, by approximately 230 bp, on the
news that Standard & Poor's was changing its ratings methodology and would downgrade 90 percent of super-
senior AAA bonds from deals issued in 2007. When S&P softened its stance, some of the effect of its original
announcement was mitigated. In June, the introduction of Re-REMICs further tightened spreads. Re-REMICs
take AAA bonds with 30 percent subordination and structure them into two classes, one with a 50 percent
subordination level. The added credit support drives demand from conservative investors. Since then, Spreads
remain volatile in a range of 500-600 bp over swaps.



52

JOINT LIABILITY

We are very concerned about the proposal to make all NRSROs “jointly liable” for a
civil judgment if the agency being sued is unable to satisfy the judgment. This is an
unprecedented concept with respect to the inter-relationship of competing companies and it is
particularly inappropriate for smaller companies like Realpoint to be guarantors for our

multi-billion dollar competitors.

A related proposal essentially would require every agency to review and approve
every other NRSRO’s work. To do so, each agency would nced to be an expert in every field
and every methodology. Not only could we not afford to assume this liability, it would

almost certainly result in the elimination of our current E&O policy.

FIRST AMENDMENT

The Discussion Draft seeks to reduce the First Amendment protections traditionally
accorded to rating agencies by liberalizing “procedural” thresholds for private-sector
litigation. In our view, this focus on First Amendment or “freedom of speech” defenses
which have traditionally been accorded by the courts to credit ratings is counterproductive.
At Realpoint, we offer and provide our research and best opinions regarding the likelihood of
payment of a financial obligation, but we cannot be a financial guarantor on the $780 billion
of CMBS we have rated. Whether or not the larger companies could manage that risk is for
them to determine, but, in our view, the removal of the industry’s liability protections is anti-

competitive and would further support the existing oligopoly structure.
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As the Committee is aware, various courts, State Attorneys General and other parties
including the SEC are revisiting these legal concepts and it is clear that some changes are in
the works. In a major development, a federal judge in New York has ruled preliminarily that
this iongstanding defense was inapplicable in a case being brought against a rating agency by
the Abu Dhabi Commercial Bank® Another relevant case was initiated by one of the

nation’s preeminent pension funds.*

We see no reason that the judicial process should be short-circuited by congressional
action particularly in light of the fact that many of the pending cases are in the early stages at
the trial courts. Moreover, while securities litigation has worked well for the plaintiffs bar,
individual investors receive next to nothing from these cases and there is no conclusive
evidence that there has been any significant deterrent effect. In the medical field as well,
over half of malpractice expenses go to lawyers and administrative costs according to a 2006
study in the New England Journal of Medicine. Additional resort to the courts for effective

remedy resolution is not what we need in the business community.

RATINGS SHOPPING

The Discussion Draft also seeks to redress ratings shopping by having the SEC adopt
rules requiring issuers to disclose preliminary credit ratings from NRSROs on structured
products as well as other forms of corporate debt. While attractive in concept, it is hard to

see how such a requirement would be effectuated in practice since the early flow of

* Abu Dhabi Commercial Bank v. Morgan Stanley,, No.CGC-08-7508 (NYSD).

* See, e.g., California Public Emplayees’ Retirement System v. Moody's Corp., No. CGC-09-490241 (Cal.
Superior Ct. July 9, 2009).
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information between the debt issuer/arranger and the credit rating agency is informal and
primarily telephonic. Thus, any form of preliminary “trigger” would be difficult to prescribe
and easy to avoid.

The Treasury Department has taken a strong position against “ratings shopping”
through its support of legislation requiring that issuers and arrangers of credit provide all
NRSROs with the same offering data so ratings can be prepared regardless of whether or not
a specific NRSRO is hired on the transaction. On September 17th, the SEC adopted this
concept by requiring any issuer or other sponsor of a structured security seeking a credit
rating from an NRSRO to disclose the same financial information given to its solicited
NRSRO to all other NRSROs designated to offer ratings for that particular type of security.”
We deem this to be one of the most important reforms undertaken by the government in
response to the credit crisis. The public benefits of having independent and qualified credit
ratings, rather than just the two selected and paid by the parties selling the securities, are

immediate and manifest.

OTHER ISSUES

We support the provision of the Discussion Draft requiring that each credit rating
issued to the public include a disclosure of the fees billed to the obligor for the credit rating.
Consideration should also be given to comparable disclosure for the regulated entiﬁes such as
banks, insurance companies, mutual funds, pension funds and investment advisors insofar as

the external ratings they use for federal and/or state regulatory purposes, i.e., whether or not

% SEC Press Release 2009-200 (September 17, 2009).
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the ratings being relied upon were independent or paid out of the proceeds of the debt

issuance.

The one-year prohibition on performing ratings for any issuer that has hired a former
analyst at an NRSRO would significantly raise the costs of acquiring talented individuals
since anyone who worked at an NRSRO would in effect be banned from working for an
issuer for at least one year. Many individuals begin working at rating agencies for the
training and experience provided with a view toward preparing for corporate work. Even
people not planning this should be very hesitant to place this type of limitation on their
career. Mobility is a keynote in the modern workplace and these types of limitations have
the effect of hurting everyone’s recruiting capacity vis-a-vis other financial services

businesses.

The Discussion Draft would require all NRSROs to “publicly disclose information on
Initial ratings and subsequent changes to such ratings.” These reports are to be made “freely
publicly available” on websites and in written form when requested. Without a substantial
time lag, this requirement is antithetical to the subscriber-based business model since selling
this information is how we produce our revenues. Realpoint and other companies like it are
able to produce independent and reliable bond-rating analysis because certain investors are
willing to pay for it and these subscribers rightly believe that the information for which they
are paying is not made freely available to others. Not only would disclosure requirements of
this type undermine competition from the subscriber-paid companies, but some have argued
that the mandate to make proprietary information freely available to the public may

constitute a form of government taking.
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The new requirements for independent directors and a Compliance Officer
demarcated from ratings, marketing and other corporate functions may work for large,
publicly-traded companies, but would penalize small companies seeking to expand their
market presence. At Realpoint, we would certainly have to hire at least one new compliance
officer due to these limitations on the person’s other responsibilities.

The concept of the Compliance Officer reporting directly to the Board of Directors
and having the Board approve analytical models methodologies are impractical for
companies like Realpoint which employs approximately 50 individuals and has a board
consisting of company officials and our start-up partners.

The Discussion Draft mandates that the SEC require NRSROs to adopt and use credit
rating symbols that “distinguish” among structured products, non-structured products,
corporate offerings and municipal offerings. Our experience it to the contrary; investors
want to know that AAA means AAA, not whether one asset class is a real AAA whereas

another asset structure represents a lower version of AAA.
CONCILUSION

As we have attempted to show with these various examples, the Discussion Draft and
other well-intended remedial proposals have a common flaw, namely that the resolutions are
aimed at two entirely different types of companies, with entirely different business models.
Moreover, the market performance of Realpoint has been much more successful than the
record of our larger competitors. For these reasons, our company is starting to gain some
market traction. However, if the Congress applies a multitude of new rules, regulations and

procedural controls on NRSROs which inevitably and disproportionately disadvantage
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smaller companies, the result is to punish the innocent and stifle the progress we have made
to date.

In our view, the better remedy is to specifically address the two fundamental
problems identified at the outset of my testimony: market concentration and ratings
shopping. For example, one proposal which was suggested recently by Senator Charles
Schumer (D-NY) which would require every 10th credit rating issued by an NRSRO have its
second rating generated from a separate independent agency designated by the SEC.S Ascan
be seen, the effect of this proposal would both diversify the market and limit the ability of
issuers to steer business to preferred rating agencies.

At a minimum, we would suggest that the Congress follow the example used in the
Sarbanes Oxley Act and apply the proposed new rules on internal controls and certifications
on NRSROs which are publicly traded companies. Alternatively, the proposed remedies
should be directed more precisely at the potential conflict that arises from the major rating
agencies being paid exclusively by the issuers of the securities.

Mr. Chairman and Members of the Subcommittee, the SEC has taken an important
step in this direction in mandating that the issuers’ pre-sale and ongoing information on
structured asset offerings be made available to all qualified rating agencies. However, this is
only a first step. Competition can be further enhanced across the broader range of public
offerings and by having securities, at least in part, rated co-equally by subscriber-based rating

agencies.

6 Press Release: Schumer Proposes New Backup Rating System to Keep Conflict-Riddled Credit Rating Firms
Honest (August 5, 2009). i
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11

Thank you for the opportunity to appear at this hearing and 1 look forward to

responding to any questions you may have.
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Exhibit 1
Super-senior AAA CMBS
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Testimony: “Reforming Credit Rating Agencies”
by Daniel M. Gallagher
Co-Acting Director, Division of Trading and Markets
United States Securitics and Exchange Commission
Before the United States House of Representatives
Committee on Financial Services and Subcommittee
on Capital Markets, Insurance and
Government-Sponsored Enterprises
September 30, 2009
Introduction
Chairman Kanjorski, Ranking Member Garrett, and members of the Subcommittee:
My name is Dan Gallagher, and T am the Co-Acting Director of the Division of Trading and
Markets at the Securities and Exchange Commission (“Commission™). Thank you for the

opportunity to testify before you today on behalf of the Commission regarding the oversight of

credit rating agencies.

The Commission shares the Subcommittee’s concerns about the role credit rating
agencies played in the dislocation of the credit markets. Poor performance by highly rated
securities resulted in substantial investor losses and market turmoil which severely damaged the
financial markets. As we work to restore the health of the markets, it is vital that we take further
steps to improve the integrity and transparency of the ratings process, promote competitién

among rating agencies, and give investors the appropriate context for evaluating ratings.

To this end, the Commission has been active in its rulemaking and oversight with respect
to credit rating agencies registered as nationally recognized statistical rating organizations

(“NRSROs”). Congress provided the Commission authority to register and oversece NRSROs in
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the Credit Rating Agency Reform Act of 2006 (“Rating Agency Act”). In keeping with this
charge, the Commission has adopted a number of rules to date, and ecarlier this month embarked
on new rulemaking designed to (1) promote greater accountability, (2) foster competition, (3)
decrease the level of undue reliance on NRSROs, and (4) empower investors to make more
informed decisions. The Commission appreciates the opportunity to discuss these new rules and
rule proposals, as well as background on the NRSRO oversight program, findings during staff
examinations of NRSROs and other actions the agency has taken since Congress enacted the

Rating Agency Act.

Initiation of NRSRO Oversight Program

In September 2006, Congress enacted the Rating Agency Act, which mandated that the
Commission establish a registration and oversight program for NRSROs. The Rating Agency
Act’s over-arching goal, as stated in its legislative history, was to “improve ratings quality for
the protection of investors and in the public interest by fostering accountability, transparency and

competition in the credit rating industry.”

In June 2007, the Commission adopted six rules and an application form (“Form
NRSRO”). The rules, which are described in more detail in the attached Appendix, require
NRSROs to make public disclosures about, among other things, ratings performance statistics,
ratings methodologies, conflicts of interest, and analyst experience. The rules also require
recordkeeping and annual reporting, as well as procedures to prevent the misuse of material
nonpublic information and to manage conflicts of interest. In addition, the rules include

prohibitions against certain conflicts and engaging in unfair, coercive or abusive practices.
2
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In September 2007, the first seven credit rating agencies were registered with the

Commission as NRSROs. Subsequently, three additional credit rating agencies have registered.

2008 In-Depth Staff. Examination of NRSROs

At the end of 2007, the Commission staff began an examination of the three largest
NRSROs that were most active in rating structured finance products linked to aggressively
underwritten mortgages. These examinations of Fitch Ratings, Moody’s Investor Services, and
Standard & Poor’s Ratings Services reviewed their policies and practices related to rating
subprime residential mortgage-backed securities (“RMBS”) and collateralized debt obligations

(“CDQs”) linked to subprime RMBSs.

The period reviewed by the examination generally covered January 2004 through July
2008. The firms under examination had become subject to regulation as NRSROs when they
registered with the Commission in September 2007. All three NRSROs agreed to undertake
remedial actions as a result of the examinations. The staff published a summary of their findings

and observations in July 2008."

Staff Examination Findings and Recommendations
The staff examinations of the three NRSROs revealed a number of troubling results. In
particular, the examinations raised serious questions about the NRSROs’ management of

conflicts of interest, internal audit processes and due diligence activities.

b Gee http:/fwww.sec.gov/news/studies/2008/craexamination0 70808 .pdf.

3
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Management of Conflicts of Interest

Each of the examined NRSROs prepares the majority of its ratings under the “issuer
pays” model, in which the arranger or other entity that issues the security also is seeking the
rating and pays the NRSRO for the rating. While each NRSRO had policies and procedures
restricting analysts from participating in fec discussions with issuers, the policies and procedures
at each of the firms still allowed key participants in the ratings process to participate in fee
discussions. In fact the examiners found that analysts appeared to be aware, when rating an
issuer, of the firm’s business interest in securing the rating of the deal; that there did not appear
to be any internal effort to shield analysts from emails and other communications that discussed
fees and revenues from the issuers; and that in some instances, analysts were involved in fee
discussions for a rating. In addition, the NRSROs did not appear to take steps to prevent the
possibility that considerations of market share and other business interests could influence
ratings or ratings criteria. Accordingly, the staff recommended that each NRSRO consider and
implement steps that would insulate or prevent the possibility that considerations of market share

and other business interests could influence ratings or ratings criteria.

The examiners also observed that each NRSRO had adopted policies prohibiting
emﬁloyecs from owning any security that was subject to a credit rating by a team on which the
employee was a member. However, the NRSROs varied in how rigorously they monitored or
prevented prohibited transactions, including personal trading by their employees, from occurring.
As aresult of its findings, the staff recommended that each NRSRO conduct a review of its

policies and procedures for managing the securities ownership conflict of interest to determine
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whether these policies are reasonably designed to ensure that employees” personal trading is

appropriate and complies with the requirements of NRSRO regulations.

Internal Audits

The examiners found that the internal audits of the ratings processes of two NRSROs
appeared to be inadequate. At one NRSRO, the internal audits of its RMBS and CDO groups
constituted a one-page checklist limited in scope to evaluate the completeness of deal files. That
NRSRO provided only four examples where the reviewer forwarded findings to management and
no examples of any management response. The examination of another NRSRO’s internal audits
of its RMBS and CDO groups uncovered numerous shortcomings, including the failure of
management to formally review/validate derivative models prior to posting for general use. Asa
consequence of these findings, the staff recommended that two of the NRSROs review whether
their internal audit functions are adequate and whether they provide for proper management

follow-up.

Due Diligence Practices

The staff found that the NRSROs did not engage in any due diligence or otherwise seek
to verify the accuracy or quality of the loan data underlying the RMBS pools they rated during
the review period. The NRSROs each relied on the information provided to them by the sponsor

of the RMBS.

NRSROs were not required to verify the information contained in RMBS loan portfolios

presented to it for rating. Additionally, NRSROs were not required to insist that the issuer
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perform due diligence, nor were they required to obtain reports concerning the level of due
diligence performed by issuers. Notwithstanding the lack of regulatory requirement to do so, all
the NRSROs implemented, or announced that they would implement, measures designed to

improve the integrity and accuracy of the loan data they receive on underlying RMBS pools.

Ongoing NRSRO Examination Program

Since issuing the July 2008 staff examination report, the Commission has been
monitoring the examined NRSROs as they continue to address the examination findings. In
addition, the Commission is conducting a nursber of other ongoing NRSRO examinations. To
bolster our examination program, the Commission recently allocated resources for a branch of
examiners dedicated specifically to NRSRO oversight. Once fully staffed, this branch will focus
its expertise on conducting routine, special and cause examinations of the NRSROs to review

their activities for compliance with the securitics laws and rules.

Commission Rulemaking — Strengthening Oversight of NRSROs

The preliminary staff findings from the examinations of NRSROs informed a round of
NRSRO rule amendments, which the Commission adopted in February 2009 and which are
described in more detail in the attached Appendix. The Commission also proposed additional
measures designed to further address, in part, these issues. Earlier this month, on September
17", the Commission embarked on further rulemaking designed to (1) promote greater
accountability, (2) foster competition, (3) decrease the level of undue reliance on NRSROs, and

(4) empower investors to make more informed decisions.
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Fostering Competition

Creating a Mechanism to Provide All NRSROs with Access to the Same Information to

Rate Structured Finance Products. The Commission adopted amendments to Rule 17g-5 that are

designed to create a mechanism for NRSROs not hired to rate structured finance products to
nonetheless determine and monitor credit ratings for these instruments. To this end, the new
amendments require an NRSRO that is hired by an issuer, sponsor, or underwriter (“arranger”™) to
determine an initial credit rating for a structured finance product to disclose on a password-
protected Internet web site that it is in the process of determining such a credit rating and the
location where information provided by the arranger to determine and monitor the credit rating
can be located. The hired NRSRO must make this information available to any other NRSRO
that provides it with a copy of a certain certification. The hired NRSRO also is required to
obtain representations from the arranger that, among other things, the arranger will provide the
same information to the non-hired NRSROs. The goal of this rule is to make it possible for non-
hired NRSROs to provide unsolicited ratings in the structured finance market just like they are
able to do in the corporate debt market where there is access to information needed to determine

and monitor credit ratings.

Empowering Investors to Make More Informed Decisions
At the September 17" meeting, the Commission also adopted new rules to strengthen its
registration and oversight program for NRSROs by providing investors with more information to

make informed decisions.
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Disclosing History of Ratings Activity. One rule augments the current requirement for an
NRSRO to disclose ratings history information for a random sample of 10 percent of its
outstanding issuer-paid credit ratings. Under the new requirement, an NRSRO must disclose, on
a delayed basis, ratings history information in a downloadable format for a// credit ratings
initially determined on or after June 26, 2007, regardless of whether they were paid for by the
issuer. This new disclosure requirement is designed to foster greater transparency of ratings
quality and accountability among NRSROs, by making it easier for persons to analyze thé actual
performance of credit ratings. In addition, the ratings history information will generate “raw

data” that market observers can use to statistically analyze performance across NRSROs.

Providing More Information on Conflicts of Interest. The Commission also proposed

amendments to the instructions for Exhibit 6 to Form NRSRO to require a credit rating agency
applying for NRSRO status to publicly disclose: (1) the percentage of the net revenue
attributable to the 20 largest users of credit rating services of the NRSRO; and (2) the percentage

of the net revenue of the NRSRO attributable to other services and products of the NRSRO.

Providing Additional Information about the Magnitude of Conflicts. The Commission

proposed the creation of a new rule — Rule 17g-7 — that would require an NRSRO to make
publicly available on its Internet website a consolidated report that shows three pieces of
information with respect to each person that paid the NRSRO to issue or maintain a credit rating,
Specifically, the NRSRO would be required to indicate in the report for each such pcrsor; (1) the
percent of the net revenue attributable to the person earned by the NRSRO for providing services

and products other than credit rating services; (2) the relative standing of the person (top 10
8
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percent, top 25 percent, top 50 percent, bottom 50 percent, or bottom 25 percent) in terms of the
amount of net revenue earned by the NRSRO attributable to that person; and (3) identify all

outstanding credit ratings paid for by the person.

The second and third proposals are designed to provide investors with additional
information on the source and magnitude of revenues an NRSRO receives from its clients.
Creating greater transparency about the revenues generated could provide increased information
to assist investors and other users of credit ratings in assessing the potential risks to the
NRSRO’s objectivity. In particular, an NRSRO’s disclosure of information about revenues
received from major clients and revenues attributable to ancillary services would allow users of
credit ratings to have more information about the dimensions of the conflict arising from
NRSROs being paid to determine credit ratings as well as the conflict of offering other services
to persons who pay for credit ratings. The former would also provide investors and other users
of credit ratings more specific information about the extent to which NRSRO revenues are from

a concentrated group of clients.

Highlighting Rating Shopping and Other Key Information. The Commission proposed

amendments to its rules regarding how credit ratings are disclosed by issuers in connection with
registered offerings. First, the Commission proposed amendments that would require that if a
registrant, selling security holder, underwriter or other member of a selling group uses a credit
rating in connection with a registered offering, certain detailed disclosures regarding the credit

rating must be made in the registration statement for the offering. The proposed amendments
9
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would require disclosure of general information about the credit rating, including all material
scope limitations of the credit rating and any related published designation, such as non-credit
payment risks, assigned by the rating organization with respect to the security. In addition, in
order to highlight potential conflicts of interest, the proposed rule would require disclosure
identifying the party who is paying for the credit rating. If any additional non-rating services
have been provided by the credit rating agency to the registrant over a specified period of time,
disclosure of the services and the aggregate fees paid for those services would be required. The
Commission also proposed requiring the disclosure of preliminary ratings, as well as final ratings
not used by a registrant, so that investors will be informed when a registrant may have engaged

in ratings shopping.

In addition, the Commission proposed amendments to forms under the Securities
Exchange Act of 1934 to provide investors with updated information regarding credit ratings by
requiring disclosure of changes to previously disclosed credit ratings. Under the proposed
amendments, a change to a credit rating, including when a rating has been withdrawn or is no
longer being updated, would be required to be disclosed within four business days pursuant to a

new item in Form 8-K.

Decreasing Level of Undue Reliance on NRSROs

Removing References to NRSRO Credit Ratings in Rules and Forms. The Commission
also eliminated references to NRSRO credit ratings in certain of its rules and forms. -
Specifically, the Commission adopted amendments that removed references in Rules 5b-3 and

10£-3 under the Investment Company Act and Regulation ATS and related forms under the
10
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Securities Exchange Act. The Commission believes that the references to credit ratings in these
rules and forms are no longer warranted as serving their intended purposes. The amendments are
designed to address concerns that references to NRSRO ratings in Commission rules may have
contributed to an undue reliance on those ratings by market participants. The Commission also
reopened the comment period on amendments that would eliminate references to NRSROs in
other rules and forms under the Exchange Act, the Investment Company Act, the Investment
Advisers Act, and the Securities Act. The Commission is seeking additional comment to
determine, among other things, whether the use of NRSRO ratings in these additional rules and
forms poses any danger of undue reliance on NRSRO ratings by investors and the viability of
alternative external or objective measures of credit risk that could be substituted for ratings by an

NRSRO.

Promoting Greater Accountability

Expert Liability. The Commission also issued a concept release secking comment on
whether the Commission should propose rescinding Rule 436(g) of the Securities Act of 1933.
Currently, Rule 436(g) exempts NRSROs from “expert” liability under Section 11 of the
Securities Act. Rescinding Rule 436(g), coupled with a proposal to require disclosure of credit
ratings in a registration statement if a rating is used in connection with a fegistered offering,
would cause NRSROs to be included in the liability scheme for experts set forth in Section 11.
If the Commission rescinded Rule 436@), an issuer that includes a credit rating issued by an

NRSRO in a registration statement would be required to file the consent of the rating agency

11
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with its registration statement, and the rating agency would be subject to potential Securities Act

liability.

Reporting on Compliance Reviews. The Commission also proposed amending Rule 17g-

3 to require an NRSRO to furnish the Commission with an additional annual report containing a
description of the steps taken by the firm’s designated compliance officer during the most
recently ended fiscal year to: (1) administer the policies and procedures that are required to be
established pursuant the Exchange Act (e.g., the policies to manage conflicts of interest); and (2)
ensure compliance with securities laws and regulations. Specifically, the proposed amendments
would require the compliance officer to report: (1) a description of any compliance reviews of
operations of the NRSRO; (2) the number of material compliance matters found during the
reviews of the operations of the NRSRO and a brief description of each such finding; (3) a
description of any remediation measures implemented to address material compliance matters
found during the reviews; and (4) a description of the persons within the NRSRO who were
advised of the results of the reviews. The goal of this proposal is to strengthen the compliance
function at the NRSROs and to alert the Commission to issues that may need to be followed-up

through an examination.

International Initiatives

The Commission staff also has undertaken a number of international credit rating agency
initiatives in an effort to promote greater international cooperation in this area. I currently chair
Standing Committee 6 of the Technical Committee of the International Organization of

Securities Commissions (“I0SCO™). This committee, comprised of supervisors from
12
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jurisdictions in Europe, Asia and the Americas, has two primary responsibilities: (1) to consider
regulatory and policy initiatives concerning credit rating agencies in order to promote greater
cross-border regulatory alignment; and (2) to facilitate dialogue between securities regulators
and the credit rating industry. The Commission is also actively providing technical advice to our
foreign counterparts, including assisting the Committee of European Securities Regulators
(“CESR™) with its mandate by the EU Commission regarding regulation of credit rating

agencies.

Conclusion

In conclusion, I want to emphasize that the Commission is committed to administering a
comprehensive and effective oversight program for NRSROs. I believe this commitment is
reflected in the multiple rulemakings and examinations undertaken by the Commission since
being granted authority in September 2006. We appreciate Congress’ interest in this issue and
the Commission is happy to provide any assistance the Subcommittee might need in its
consideration of measures to reform the financial markets. I would be happy to answer any

questions you might have. Thank you.

13
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Appendix
Prior Commission Rulemaking for NRSROs

The first round of post-Rating Agency Act rulemaking established the Commission’s
rating agency oversight program. Specifically, in June 2007 the Commission adopted six rules
(Rules 17g-1, 17g-2, 17g-3, 17g-4, 17g-5 and 17g-6) and an application and ongoing disclosure
form (“Form NRSRO”).

Rule 17g-1, among other things, requires an NRSRO to disclose information about the:
(1) firm’s ratings performance statistics (e.g., default and transition statistics); (2) firm’s
methodologies for determining credit ratings; (3) firm’s policies for preventing the misuse of
material non-public information; (4) firm’s organizational structure; (5) firm’s code of ethics; (6)
conflicts of interest inherent in the firm’s activities; (7) firm’s policies for managing conflicts of
interest; (8) general qualifications of the firm’s credit analysts; and (9) identification and
qualifications of the firm’s designated compliance officer.

Rule 17g-2, among other things, requires an NRSRO to make and retain certain financial
records; document the identities of the credit analysts who determine a rating action and persons
who approve the rating action; document the identities of issuers that have paid for ratings and
the ratings determined for them; and document all ratings methodologies. NRSROs also are
required to retain records such as compliance and internal audit reports, marketing materials, and
communications (e.g., emails) relating to determining ratings actions.

Rule 17g-3, among other things, requires an NRSRO, on a confidential basis, to furnish
the SEC with annual reports that include: (1) audited financial statements; (2) an unaudited
report of revenues received from the different types of rating services offered by the NRSRO; (3)
an unaudited report of the aggregate and median compensation of the NRSRO’s credit analysts;
and (4) an unaudited report of the 20 largest clients of the NRSRO as determined by revenues
received.

Rule 17g-4, among other things, requires an NRSRO to establish, maintain and enforce
procedures reasonably designed to prevent the inappropriate dissemination of material, non-
public information received during the rating process; the trading of securities while in
possession of material, non-public information; and the selective disclosure of a pending ratings
decision.

Rule 17g-5, among other things, requires an NRSRO to disclose and manage each
conflict of interest resulting from its business activities, including from the issuer-pay and the
subscriber-pay models. It also prohibits an NRSRO from having the following conflicts: (1)
receiving more than 10% of its annual revenues from a single client; (2) having an analyst rate or
approve the rating for a security the analyst owns; (3) rating an affiliate; and (4) having an
analyst rate or approve the rating for a security of a company where the analyst is a director or
officer of the company.

Rule 17g-6, among other things, prohibits an NRSRO from engaging in certain practices
that are unfair, coercive or abusive. Such practices include: (1) conditioning a rating on the rated
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person buying another service of the NRSRO; (2) deviating or threatening to deviate from
established methodologies for determining credit ratings because an issuer did not agree to pay
for the rating; (3) modifying or threatening to modify a rating because the issuer does not agree
to continue to pay for the rating; and (4) employing a methodology for rating structured finance
products that discounts or “notches,” for anticompetitive purposes, the ratings of other NRSROs
for assets underlying the structured finance product.

In response to the role played by NRSROs in the credit market turmoil and informed by
the Commission staff’s first round of NRSRO examinations, the Commission adopted a second
round of rules in February 2009. Most of the new requirements specifically target the rating
process for structured finance products. The new rules require the following, among other
things:

¢ Enhanced performance statistics. The Commission amended Form NRSRO to require
an NRSRO to provide greater specificity — to achieve better comparability — as to how
performance statistics are generated. In particular, NRSROs are now required to provide
default and transition statistics over 1, 3, and 10 year time periods (as opposed to the
previously prescribed generic “short, medium, and long” time frames). Further, an
NRSRO is required to generate these performance statistics for each class of credit
ratings for which the NRSRO is registered.

+ Enhanced disclosure of ratings methodologies. The Commission amended Form
NRSRO to require more detailed disclosures concerning the procedures and
methodologies an NRSRO uses to determine credit ratings. Specifically, the NRSRO
must disclose (as applicable):

o whether and, if so, how, information about verification performed on assets
underlying or referenced by a structured finance product is relied on in
determining the rating;

o whether and, if so, how, assessments as to the quality of originators of assets
underlying or referenced by a structured finance product factor into the
determination of credit ratings; and

o with respect to rating surveillance, how frequently credit ratings are reviewed,
whether different models are used for surveillance, and whether changes to initial
rating or surveillance models are applied retroactively to existing ratings.

e Record of model deviation. The Commission amended Rule 17g-2 to add a new
recordkeeping requirement relating to the use of models in rating structured finance
products. Specifically, if a quantitative model was a substantial component in the process
of determining a credit rating for a structured finance product, the NRSRO is required to
make a record of the rationale for any material difference between the credit rating
implied by the model and the final credit rating issued.

¢ Record of ratings history. The Commission amended Rule 17g-2 to add a new
2
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recordkeeping requirement to allow examiners to track the history of all current ratings.
Specifically, for each outstanding credit rating, an NRSRO is required to make a record
showing all rating actions and the date of such actions-from the initial credit rating to the
current credit rating identified by the name of the rated security or obligor and, if
applicable, the CUSIP of the rated security or the Central Index Key (“CIK”) number of
the rated obligor. In addition, NRSROs with 500 or more issuer-paid credit ratings in a
credit rating class must publicly disclose on a six-month delayed basis the ratings
histories for a random sample of 10% of the current credit ratings in that class.

Written complaints. The Commission amended Rule 17g-2 to add a new recordkeeping
requirement to allow examiners to review how an NRSRO handles complaints about
credit analysts from, for example, issuers or underwriters of structured products.
Specifically, an NRSRO is required to retain any written communications received from
persons not associated with the NRSRO (e.g., individuals that are not employees) that
contain complaints about the performance of a credit analyst in initiating, determining,
maintaining, monitoring, changing, or withdrawing a credit rating.

Rating actions report. The Commission amended Rule 17g-3 to add a new financial
report that must be furnished to the SEC annually. The report is designed to alert the
SEC about the number of rating actions (upgrades, downgrades, placements on watch or
withdrawals) taken by an NRSRO during the fiscal year in each class of credit rating for
which the NRSRO is registered.

Prohibited conflict — recommendations. The Commission amended Rule 17g-5 to add
a new conflict prohibition to prohibit an NRSRO from making recommendations to
issuers and others about how to obtain desired ratings. Specifically, the rule prohibits an
NRSRO from issuing or maintaining a credit rating where the NRSRO or an affiliate
made recommendations to an issuer, obligor or arranger about how to structure the rated
entity or security.

Prohibited conflict — fee discussions. The Commission amended Rule 17g-5 to add a
new conflict prohibition to prevent credit analysts and the persons who establish ratings
methodologies from participating in fee discussions with issuers and others who pay for
ratings. Specifically, the rule prohibits an NRSRO from issuing or maintaining a credit
rating where the fee paid to the NRSRO to determine or maintain the credit rating was
negotiated, discussed or arranged by a person within the NRSRO with responsibility for
determining or approving the credit rating or for developing or approving procedures or
methodologies used for determining credit ratings.

Prohibited conflict — gifts. The Commission amended Rule 17g-5 to add a new conflict
prohibition designed to prevent credit analysts from being influenced by gifts from
issuers and others who pay for ratings. Specifically, the rule prohibits an NRSRO from
determining or maintaining a credit rating where a credit analyst who determined the
rating or approved the rating received a gift from the person paying for the rating.

3
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On behalf of my colleagues at Rapid Ratings International, Inc. (“Rapid Ratings”), I
would like to thank Chairman Kanjorski, Ranking Member Garrett, and members of the
Subcommittee for inviting me to provide testimony on the critical subject of Transforming Credit

Rating Agencies.

Rapid Ratings has been making submissions on these important matters since October 2003 and
most recently at the Senate Banking Committee Hearings' in August of this year and in April at
the SEC roundtable.”

As the only company on this panel that is not an Nationally Recognized Statistical Rating
Organization (“NRSRO™), we appreciate your invitation all the more as we, and companics like
us, have what we believe is a critical voice in these debates. As with the new, subscriber-paid
NRSROs, we are small compared to the Big Three agencies, but we represent the future of
competition in the ratings business. As such, we signify the potential for meaningful change to
the status quo if we are not inadvertently hindered by the unintended consequences of legislation
and regulation along the way. Getting it right now is critical. The consequences will be with us

for years.

Rapid Ratings is a subscriber-paid firm. We utilize a proprietary, software-based system
to rate the financial health of thousands of public and private companies and financial institutions
quarterly. We use only financial statements, no market inputs, no analysts, and have no contact
in the rating process with issuers, bankers or advisors. Our ratings far outperform the traditional
issuer-paid rating agencies in innumerable cases and also typically outperform the prevalent

market-based default probability models.

We have not applied for the NRSRO status and have no immediate plans to doso. AsI
have testified to the SEC and to the Senate in the recent months, there are still too many

deterrents for me to recommend to our sharcholders that the designation enhances value as

! Testimony concerning proposals to enhance the regulation of credit rating agencies, Yames H. Gellert, Chairman
and CEOQ, Rapid Ratings International, Inc., before the Committee on Banking, Housing and Urban Affairs, United
States Senate, August 5, 2009

? SEC Roundtable to Examine Oversight of Credit Rating Agencies Washington D.C., April 15, 2009

Competition in the Credit Rating Industry: Are we asking the right questions and getting the right answers? James
H. Gellert, President and CEO and Dr. Patrick James Caragata, Founder and Executive Vice Chairman, Rapid
Ratings International Inc.
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opposed to putting it at risk. Being an NRSRO in the current environment (and particularly
under the Subcommittee’s Discussion Draft if enacted as written) means exposing my company
to far more uncertainty and risk than the designation offers in reward. As you consider the value
of competition in the NRSRO world, you can use Rapid Ratings as a live case — it currently

looks too fraught with risk for us to become an NRSRO.

That said we believe that reform in our industry is necessary and time is of the essence
for restoring credibility. However, we caution that some initiatives may have significant, and

counter-productive, unintended consequences.

In short, we do not believe it is advisable to create more legislation for legislation’s sake.
The most recent legislation in this industry was the Credit Rating Agency Reform Act of 2006.
Although we did not necessarily agree with all clements of the Act, the sentiment was
appropriate — promote competition as a central tenet to transforming this industry. Some say the
Act has not had enough time to mature and others that it wasn’t sufficient. In either case, the

subprime crises occurred and the issuer-paid rating agencies played a central role.

Nevertheless, the SEC’s recent initiatives have made significant progress in adding
reform and oversight to the prior legislation. The Commission is working towards curbing the
more egregious conflicts of interest by issuer-paid agencies such as ratings shopping, reducing
investor reliance on the NRSROs by removing references in some regulations, and providing for
equivalent disclosure of structured product data. These qualitative improvements all set a better

stage for competition than we’ve had in years.

The Commission has also been receptive to input from industry players. When recently
faced with criticism about proposed rules mandating NRSROs to publicly disclose ratings
actions, the SEC split issuer-paid and subscriber-paid firms’ rules regarding a time embargo on
ratings actions disclosure to 1 year and 2 years, respectively. This showed, dare I say, admirable
flexibility in not applying a “one-size-fits-all” model to new rules. We encourage the
Subcommittee to be guided by this flexibility and to acknowledge that nuance is required now,
not blanket new legislation. Why is this important? Because subscriber-based rating agencies did
not help create the sub-prime crisis and we represent the best hope for more competition and

greater ratings accuracy in the market.
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This Subcommittee’s Discussion Draft joins a crowded field of rating agency reform
inftiatives currently underway. New rules voted on by the SEC on September 17 and new rules
out for comment, the Treasury Department’s rule recommendations announced on July 21% and
Senator Read’s Rating and Accountability Act announced on May 19" are some of the
highlights. The competition of ideas is valuable but there is a risk of throwing into the mix
random or unproven proposals whose consequences will deter competition, undermine business

models and fail to resolve the accuracy, timeliness and conflict of interest problems.

There are some common themes: address conflicts of interest of the issuer-paid agencies
through greater disclosure, increase oversight of all NRSROs, increase liability, increase access

to information used in ratings by other firms, and decrease references to NRSROs in regulations.

For sure, there arc positive developments in the collection of initiatives. But even the
positive developments do not yet go far enough, and the negative ones forge entirely new,

disturbing paths. We have two initial concerns.

First, nobody seems inclined to end the conflicted issner-paid model itself. Absent this,
the market’s best bet for rating agency market transformation is to have regulators and law
makers embrace the need, and value, of competition. Competition is key to evolving and
reforming this industry. But, competition for competition’s sake is not the answer. Competition
that effects change though innovation, greater ratings accuracy, more timely and objective
warnings, and the establishment of viable alternatives to the status quo will enhance the
credibility of, and public confidence in, the ratings process. The subscriber-based rating
agencies are the best hope for achieving these goals. Legisators need to ensure that the

unintended consequences of current proposals (discussed below) do not undermine those goals.

Second, for new players to want the NRSRO designation, NRSRO status must have value
and not carry massive compliance costs and legal Hability. Conversely, new players will want the
designation if they see a business advantage that outwei ghs'the costs. The straightforward
equation means that we as non-NRSROs must be enticed by value and by seeing the designation

as a business asset, not as a series of contingent liabilities.

In order to achieve this, the legislation must prioritize and foster the following goals:
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. Accuracy in ratings

. Innovation in business models and in ratings methodology

. Competition by encouraging not discouraging new players

. Equivalent disclosure and transparency of information so new firms can rate

products on unsolicited bases
. Recognition that many initiatives on the table explicitly or tacitly support the

status quo oligopoly.

Sadly, the trend towards greater and more complex legislation and regulation will repel
not attract competition and hence preserve the status quo dominance of the ratings oligopoly --
the very problem you are hopefully trying to resolve. In particular, the emphasis on liability is
being overdone. Should negligence and malfeasance be rooted out through heightened
regulatory oversight and consequences? Yes. Should a one-size-fits-ail legal framework be

enacted to punish all players jointly irrespective of whether they’ve sinned in the past? No.
Liabitity

Joint Liability: The Joint Liability language in the Discussion Draft is the greatest
disincentive to NRSRO status of any proposal that has preceded it. It is simply a non-starter for
a potential NRSRO applicant. Why would one want to become an NRSRO joining a group
dominated by three players with an iceberg of lawsuits looming on their horizon? That would be

like swimming fowards the Titanic.

First Amendment: We understand the Big Three’s use of the First Amendment as a first
level of protection against suits, Their thinking is that the frivolous suits are best caught in this
net and it saves them the trouble and expense of having to fight everyone on an individual basis.
Given strong litigious tendencies in the US, there is merit for all ratings firms to have this level
of protection. The risk is that ratings opinion will be stifled and capital markets liquidity will

pay the price.

Ultimately, we believe that NRSROs should be held accountable for compliance with
their internal procedures, as monitored by the SEC, and with SEC regulations for disclosure,

compliance, etc. We do believe strongly that ratings are opinions and not recommendations and
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should not be construed as investment advice. We are conscious of an irony as well.
Subscription-paid ratings firms enter into subscription contracts with subscribers. These
agreements state clearly that ratings are opinions and not recommendations and our users
indemnify us in this regard. This protection of both the firm and the subscriber can be achieved
because we have the commercial relationship directly with the user of the ratings. With issuer-
paid agencies and with subscriber-paid firms, as public disclosure of ratings actions is indeed
mandated (the SEC’s new rule requiring disclosure of ratings actions, albeit with a 2-year
embargo for subscriber-paid firms), anyone (understanding the distinction between opinion and
investment advice or not) can have access to these ratings and use them properly or not. The
public disclosure of ratings ironically creates more chance for misunderstanding of the nature of
ratings and their misuse as opinions and increases the potential liability for the rating agency.
Worse still, under the new plan investors will receive free historical ratings and yet, under the
proposed Hability provision, be entitled to sue any or all rating agencies if they ineur losses. This

is completely counterproductive.
Equivalent Disclosure

Although comments on this topic were not specifically solicited, it is a critical one to
positive evolution in this industry and warrants discussion. The Discussion Draft addresses this
issue to some extent, but the recent SEC rules enacted this month are likely the most significant
development in improving the ratings business. The equivalent disclosure of data used in
formulating a ratings decision among NRSROs is a boon to competition. The SEC has also put
out a concept release soliciting comment about whether the disclosure program can be expanded

to include existing issues (as opposed to just new issues).

If a prospective NRSRO sees the ability to expand into a new asset class of ratings (e.g.
CDOs, CLOs’), there is a material benefit to the designation. Moreover, expanding this
disclosure to outstanding issues, and potentially even allowing the institutional investor
community access to the data, would be truly significant. Likely no greater initiative could be

taken to kick start a liquidity revival in structured products.

® For an insightful commentary on this issue please see comments recently submitted to the SEC by Glenn

Reynolds, CEQ of CreditSights. http://www,sec.gov/comments/s7-04-09/570409-64 pdf
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Mandatery Registration

We understand that a prior version of the Discussion Draft contained a provision for
mandatory registration of ratings firms as NRSROs. We commend the Subcommittee on its
removal and hope that indeed it will not return post discussion. In fact, combined with the Joint
Liability provision, it would pair to be the most destructive force against competition and would

only serve to solidify the Big Three firms’ market position.

Forcing NRSRO registration on all companies issuing ratings will force compliance costs
on new CRAs, thus erecting further barriers, potentially force small CRAs out of business and
deter potential new capital sources entering this industry, all thereby undermining the growth of
innovative and more accurate ratings technology. The potentially vast number of firms captured
by this sweeping net would not only confuse users of ratings, but also potentiaily hundreds of
new agencics would be designated that would not have qualified as NRSROs under the Credit
Rating Agency Reform Act of 2006. All of these would fuel the use of the largest brand names,
and solidify regulatory protection of S&P, Moody’s and Fitch.

Mandatory registration was a central element to the Treasury proposal as part of the
Investor Protection Act of 2009. We found it to be the most short-sighted proposal that has
emerged from any front in this current wave of legislative initiatives. It is also counter to one of
the significant elements (though not one without its critics) of the Credit Rating Agency Reform
Act (CRARA) of 2006, the requirement that new applicants be in business for three years prior
to applying as an NRSRO.

There are a number of significant problems with this initiative:

. Currently, rating firms have the option to apply for NRSRO status or not. As with
Rapid Ratings, some choose not to apply for any one of a number of reasons.
Requiring registration, while the hard and soft costs and risks of being an NRSRO
are currently unquantifiable as the landscape is changing, is a major hurdle to
newer players and is likely a complete disincentive to the de novo firm, as
qualified and competent as they may be. Add to this the Joint Liability provision
in the Discussion Draft and then the potential costs to a new player are

astropomical.
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. If the current Treasury proposal language is enacted and interpreted literally, it

could be forcing the disclosure of proprietary intellectual property.

Rapid Ratings utilizes a proprietary intellectual property that we do not disciose. We
give valuable insights into the methodology but we do not provide certain elements of our
process to the public. We recognize that some potential subscribers could choose not to do
business with us for this reason, but we have not encountered one yet. If we are required to
disclose that methodology into the public domain, we will lose a significant competitive
advantage and our ability to continue in business will be seriously threatened. Nevertheless, this
disclosure is a business decision to protect an asset of the company and is not something we or
others like us should have to disclose by fiat. The protection of property rights is an essential

component of any strategy for introducing effective competition.

For new players considering entering the ratings business, in concept a good development
if they bring something additive to the industry, this IP disclosure might be a prohibitive hurdle.

Deterring new players is, of course, another way of protecting the current ones.

If joining the ranks of the NRSROs is something a company like Rapid Ratings may elect
to do, as under the CRARA of 2006, a high “cost” of being an NRSRO is something we can
calculate and decide on based on 4 risk-reward scenario, once the legislative dust has settled. If
we are required to register AND forced to disclose our intellectual property AND had Joint

Liability, that is a very serious problem.

Mandatory registration, we understand, was contemplated for the CRARA of 2006 and
uitimately dropped. Where would one draw the line on defining rating agencies? Certainly the
definition could be interpreted as incorporating every independent research business, Sell-Side
research division, sclect institutional investors, brokers, etc. One purpose of the various
qualifications required in the CRARA of 2006 was to ensure that NRSROs were “nationally
recognized,” or had at least a modicum of credentials for the job. With mandatory registration,
the market could be flooded with NRSROs, devaluing the designation by definition. Further,

institutional investors will not have the patience to sort through the products and ratings of
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potentially hundreds of new players. The certain outcome of this would be institutional

investors® flocking to the names they know best already: S&P, Moody’s and Fitch.

Another result of this initiative is that only new players with massive balance sheets will
be interested in entering the ratings business. Innovation typically comes from smaller players.
If the Treasury’s proposed scenario is realized, the small players will avoid entering and the
market will lose something it desperately needs - innovation. And with innovation comes
increased accuracy. Inadvertently, mandatory registration will further solidify the S&P, Moody’s

and Fitch oligopoly.

Removal of Ratings References in Regulations

In general, we are very supportive of removing references in regulations because they protect the
status quo dominance of the ratings oligopoly. Certainly, some of the regulations need to be
looked at more carefully to assess the implications of such a move. But, in concept, the most
effective way to reduce over-reliance on ratings in regulations is to start by sending a clear
message that they will come out over a period of time. We believe the recent SEC moves in this

regard, and the relevant elements of the Discussion Draft, are both positive signs of this intent.

Ratings Symbology

The Discussion Draft mandates the SEC to require NRSROs to “distinguish” among structures,
corporate, municipal bonds, etc. We believe this is a counterproductive initiative. The problem
is not that investors did not know they were buying structured products (in theory corrected by
having a new ratings symbol that alerts them); they either knew and were happy to get the higher
yield on a highly rated product and/or did not understand the risk of what they were buying
(often because products were too complicated) but were allowed to buy the security BECAUSE
it was rated. The problem, in the current regulatory effort, is about the “accuracy” of the ratings,
not their symbology. No institutional investor bought a structured bond thinking it was a plain
vaniila instrument. What the market needs is to have risks of securities rated on a common basis,

to provide an adequate apples-to-apples perspective on investment risks. We do not need yet
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another confusing ratings scale or it will be arbitraged by players (agencies or otherwise) who

wish to obscure the relativity of instruments.
Conflicts of Interest

Central to the issuer-paid rating agencies’ argument for defending their conflicted
business model is that the subscriber-paid rating agency business model is also conflicted,
suggesting that a modified version of the status quo is the only real alternative. Business as usual
and ratings rules inertia are their target goals, and they are succeeding. S&P, Moody’s and Fitch,
are paid by companies (vanilla bonds, commercial paper, etc) and conduit vehicles (structured
products) to provide ratings on securities. The communication, consulting, collaboration and
ratings shopping that have long underpinned this relationship between issuer and agency is
inarguably a conflict of interest. This does not mean that every rating is tainted or designed in
some way to mislead the public. As demonstrated last year by an SEC investigation and in the
House Oversight Committee hearings, this conflict is too often a practical hindrance to truthful
and objective execution of their obvious fiduciary duty. The infamous S&P email
correspondence that said that a security “could be structured by cows and we would rate it” to
maintain market share and the CEO of Moody’s statement that sometimes they “drank the Kool-

Aid” of issuers and bankers representing them, are evidence enough of this claim.

S&P, Moody’s and other defenders of the conflicted issuer-paid model have continually
proffered the argument that the primary alternative, subscriber-paid agencies are also conflicted.
The argument is that one of these firms will be unduly influenced by a phantom, substantial
investor client that bas investment positions the agency will wish to support and release ratings
that grind the subscriber’s ax, lest the agency risk losing that subscriber’s business. In
comments to the SEC Roundtable to Examine Oversight of Credit Rating Agencies in April, of
which Rapid Ratings was an invited participant, S&P and Moody’s heads commented,
respectively, “every business model has positive and negative aspects” and “conflicts are
inherent and must be properly managed for any model.” Regarding the new Treasury initiatives,
Michael Barr, Assistant Treasury Secretary for financial institutions, was reported on July 22nd .

as justifying the decision not to heed calls for a fundamental overhaul because “there were
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conflicts inherent in alternative models too.” Assuming the report is accurate, the scales of

Justice in this case are not balanced if this is the logical foundation for new legislation.

People interested in rating agency reform need to see very clearly into the irony of this
situation — the issuer-paid agencies are drawing an analogy between their daily business model
and the potential for a subscriber-paid agency to falsify a rating to benefit a paying customer, an
act of fraud and fiduciary malfeasance. There is no evidence or claim we know of that any
subscriber-paid agency has ever actually overridden their ratings to benefit a subscriber. In
Rapid Ratings’ case it would be impossible because all of our ratings are generated by computer
algorithms based on empirical and published financial statements (not assumptions and
projections) and no analyst opinions are involved, Could other subscriber-paid rating agencies be
conflicted? There is a remote chance, but it is highly unlikely; even the mere suspicion that this
occurred would be the agency’s death knell. The issuer-paid agencies have little substance with
which to defend their own model (which, importantly, they switched to from the subscription
model in the 1970s because, amongst other reasons, it is more profitable) and, therefore, are
attempting to rely on the shaky argument that their competition is also conflicted. So it is clear
that their strategy is that the best defense is an offense. If government wishes to perpetuate the
issuer-paid business model, so be it. But, let’s not miss the irony of the issuer-paid agencies’
shifting public attention away from their committed sins to the uncommitted sins of very small
competitors paid by investors who are seeking protection from fiduciary irresponsibility. Let’s
have no illusions about why we are here. There are problems that need to be resotved and they

did not arise from subscriber-based rating agencies.
Conclusion

Rapid Ratings is one competitor in the ratings business. We have brought innovation to
the space and automation that makes us the most scalable playef in the industry. OQur ratings
accuracy typically surpasses the Big Three and often leads credit default swaps and share price
movements of companies. Soon we will be rating more industrial companies than any of the Big
Three, and we do all of this without getting paid by issuers,

For us to compete against the current agencies, as an NRSRO, we need to see that the

designation has value that outweighs the risks. We believe over-legislating the industry will
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increase the risks rather than improve the principal goals we see necessary to increasing
competition.

Recalling the principal goals:

1. Accuracy in ratings

2. Innovation in business models and in ratings methodology

3. Competition by encouraging not discouraging new players

4. Equivalent disclosure and transparency of information so new firms can rate products

on unsolicited bases

5. Recognition that many initiatives on the table explicitly or tacitly support the status

quo oligopoly.

Introducing joint liability will smother competition and undermine goals (1), (2) and (3)
while supporting the status quo dominance of the ratings oligopoly. Mandatory registration
would do the same. Removal of ratings references in regulations will support goals (1), (2), 3)
and weaken the ratings oligopoly. Goal (4), equivalent disclosure and transparency on structured
products for new and existing deals, supports (1), (2) and (3). Introducing new ratings
symbology for structured products will create confusion and strengthen the status quo. Proposed
changes to conflict of interest rules will have only a modest effect because these conflicts are
driven by the issuer-paid business model itself which is protected under current and proposed
regulations.

Legislation and regulations must be flexible and not require a one-size fits all straight-
jacket, recalling that subscriber-based rating agencies are the future solution of the current

problems while issuer-paid rating agencies were the cause.

Thank you for inviting me to present these thoughts.
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Chairman Kanjorski, Ranking Member Garrett, and Members of the Subcommittee, I am pleased

to appear before you on behalf of Fitch Ratings.

Congress and the Administration continue to examine a range of important and challenging
issues and proposals related to the comprehensive reform of our financial regulatory system.
Credit rating agencies are a part of this larger system, but an important part, and [ appreciate the

opportunity to share my perspectives with you.

Today’s hearing marks the third time this year that I have appeared before Congressional panels
on the topic of regulation of credit rating agencies. I have attached my written statement from
August to the end of my statement. However, I would like to highlight briefly a few important

points in light of selected recent events.
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I believe that in the last several years Fitch generated — and we continue to produce —a
significant amount of balanced and insightful fundamental credit analysis across many asset
classes and capital markets. Having said that, I have also previously acknovs;ledged that too
many of our rating opinions — particularly in some of the most impacted structured finance asset
classes — did not perform as expected, with too many downgrades of too many notches. Tam
aware that this negative result is the key factor in our discussions here today. Improving our

performance drives many of the changes we continue to make at Fitch.

All credit rating agencies are not the same. When it comes to the issues of credit culture and
intent, I would like Fitch to be judged on its own merits. Over the last several years, media
coverage of the credit rating agencies, and related regulatory inquiries, tend to characterize the
industry as being “dominated by the big three” agencies. Many market participants and
commentators then extend the point by asserting or implying that there is no difference among
the “big three.” In the SEC’s 2008 report on the rating agencies — the source document for
certain negative emails often quoted in the media — none of the negative emails referenced were
from Fitch. That same report also concluded that our internal audit processes were robust and

that our staffing levels were appropriate and kept pace with the growth in our business.

Recent allegations that pertain to another NRSRO are specific to that NRSRO, and it is neither

possible nor appropriate for me to comment on the specifics of that situation.

St Rt
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Please do not extrapolate those specific claims to Fitch’s practices. At the early stages of the
credit crisis in November 2007, Fitch decided‘that we needed to conduct a wholesale review of
our CDO methodology. As a result, we imposed a moratorium on rating new CDOs while we
conducted this review. We subsequently adopted revamped and more conservative criteria for
corporate CDOs on April 30, 2008. Since that time we have assigned ratings to only three
corporate CDO transactions. Fitch was also early in highlighting the increasing credit risk of the
financial guarantors, lowering AAA ratings, which resulted in direct and public attacks against
us from certain monolines, followed by requests to withdraw the ratings and the termination of
commercial relationships. Fitch credit decisions can result in revenue changes. Fitch culture and
credit practices consistently emphasize the importance of the timeliness, transparency, and

integrity of our ratings and credit opinions over any revenue implications.

Turning to recent regulatory developments, in the U.S. the SEC has introduced some final rules
and proposed a series of new ones. The E.U. recently enacted rules that will result in over 40
separate reforms. Similar efforts are under way in the other major regulated markets as well.
Fitch has already made significant progress in adopting new or revised policies and procedures to

comply with the spirit and letter of the new rules.

While much progress has been made, we are disappointed that one key area has yet to be
addressed: enhanced public disclosure in structured finance securities. Fitch has repeatedly
suggested that the information made available to the rating agencies as part of the rating process
for securitization be made available to all investors, and that the responsibility for disclosing that

should rest with the issuers. To date the SEC continues to focus narrowly on sharing the
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information only among NRSROs. I believe that presents untenable conflicts for “investor paid”

NRSROs who by their nature will selectively disseminate to their subscribers.

The Committee recently released a draft bill - the “Enhanced Accountability and Transparency
in Rating Agencies Act.” Fitch shares the general objectives of greater reliability, transparency
and accountability for credit rating agencies. A number of the provisions in the bill appear
reasonable and consistent. While we will provide comments that are more detailed to the

Members and staff in the coming days, I would like to highlight several key issues.

With a goal of reducing the market’s reliance on ratings through their references in federal
regulations, the proposed bill removes all such references. Fitch has previously noted that
ratings have been used effectively in regulations in many places as independent benchmarks — a
position that has been supported by many market participants -- and we continue to suggest an in
depth case-by-case review of any removal to determine whether such a course of action is
appropriate. The question of what would replace ratings also remains unanswered — or at least

without a thorough understanding of the specific pros and cons, and unintended consequences.

A bill that mandates the removal of any references to NRSRO in all federal statutes, while
significantly enhancing the federal regulatory requirements and burden on NRSROs, is
seemingly contradictory. What rational rating agency would continue to be a part of the NRSRO
system if there is no compelling reason to do so, yet be willing to incur the significant costs and
enhanced liability associated with it? In terms of competition and new entrants, what firm not

currently recognized as an NRSRO would ever apply for the designation?
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We have previously commented on the concept of mandatory registration for credit rating
agencies. As I noted in my testimony before the Senate Banking Committee in August, Fitch,
along with the other recognized NRSROs, is already registered and subject to explicit SEC
regulatory oversight. We believe the mandatory registration concept is unnecessary and

unwarranted and is not consistent with basic free speech principles.

While we are happy to provide the Committee with a more detailed legal analysis, in summary
we believe that a mandatory registration provision would make it illegal for rating agencies to
publish opinions about the creditworthiness of issuers or securities, which are matters of public
concern, without first registering with the government. Such a registration requirement as
applied to rating agencies would restrict rating agencies from engaging in their publishing

activities and would constitute an impermissible prior restraint upon the exercise of free speech.!

Fitch has previously stated that while it supports the concept of enhanced accountability for what
we do, we continue to disagree with the notion that greater liability is the right way to achieve
that. A rating is a forward-looking opinion of creditworthiness — not a backward-looking

verification of financial statements as conducted by accountants. We continue to beligve that

! See Lowe v. SEC, 472 U S. 181, 211-236 (U.S. 1985) (J. White concurring) (the Investment Advisers Act may not
constitutionally be applied to prevent the publisher of an investment newsletter whose registration under the Act was
revoked from publishing); Taucher v. Born, 53 F. Supp.2d 464 (D.D.C. 1999) (a publisher of books, newsletters,
websites, containing analysis and advice on commodities could not be required to register under the Commaodity
Exchange Act citing Lowe); See also Written Statement of Eugene Volokh, Gary T. Schwartz Professor of Law,
University of California, Los Angles, School of Law before Subcommittee on Capital Markets, Insurance, and
Government Sponsored Enterprises of the House Committee on Financial Services at Approaches to Improving
Credit Rating Agency Regulation, May 19, 2009 at pages 9-10 available at
http://www.house.pov/apps/list/hearing/financialsves dem/volokh.pdf.
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there is a misperception regarding rating agencies and liability. Rating agencies are already
liable under current securities law just as other entities are — accountants, lawyers, corporate
officers, etc. — to the extent that an agency intentionally or recklessly makes a material
misstatement or omission in connection with the purchase or sale of a security. Creating an
additional and separate liability standard solely for NRSROs as envisioned by the bill is

unprecedented and unnecessary.

The bill also introduces the concept of collective liability for rating agencies. This provision
would require us to share the information we create and use in developing a rating opinion with
all other NRSROs. Much of the information is our own (reflecting our own proprietary
intellectual property) or from third-party information vendors with whom we have contracted
and do not have redistribution agreements. We cannot turn that over to every other agency. The
idea that we should be responsible for verifying other NRSROs” information and be lable for the

actions of another rating agency even if we did not rate the bond is very problematic.

My previous testimony has addressed the topic of managing conflicts of interest associated with

the issuer-pays model, and I refer you to those statements.

Finally, the bill also contains a number of provisions that, while we think we understand the
intent behind them, appear to be redundant, contradictory or overly formulaic. For example, the
bill requires distinct symbology for structured finance, yet also mandates that we use the same

ratings and approaches for all asset classes.

redy gy 3
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In closing, Fitch has undertaken a wide variety of initiatives to enhance the reliability and
transparency of our ratings and research, and to manage better any conflicts of interest. 1 believe
we continue to produce a significant amount of good and balanced fundamental credit analysis
that is appreciated by market participants. That said, I recognize there is always more that we can
do, and we are willing to continue to work with you to identify and implement reasonable and

balanced steps to enhance the market’s confidence in credit ratings and rating agencies.

Fiteharings Page7of 8



95
Appendix:

Prepared Statement of Stephen W. Joynt before a hearing of the Committee on Banking,
Housing, and Urban Affairs, United States Senate on August 5, 2009

[Statement attached.]
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August 5, 2009

While overall macro-economic conditions remain difficult, it seems the period of the most
intense market stress has passed. This is due to both a variety of government initiatives here and
abroad aimed at restoring financial market stability as well actions taken by companies
individually to shore up their balance sheets and reduce risk. Having said that, important sectors
in the fixed income markets remain effectively closed and certain sectors, such as commercial
mortgage-backed securities, are experiencing greater performance strain on their underlying

assets.

During tﬁis time, the focus of Fitch Ratings has been on implementing a broad and deep range of
initiatives that enhance the reliability and transparency of our rating opinions and related
analytics. More specifically, our primary focus is on vigorously reviewing our analytical
approaches and changing ratings to reflect the current risk profile of securities we rate. In many

cases, that continues to generate a significant number of downgrades in structured securities, but
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also affects other sectors, such as banks and insurance. We are releasing our updated ratings and
research transparently and publicly and we are communicating directly with the market the latest

information and analysis we have.

In parallel, we have been introducing a range of new policies and procedures — and updating
existing ones — to reflect the evolving regulatory frameworks within which credit rating agencies

operate globally.

In each of these areas, we have been as transparent as possible and broadly engaged with a wide
range of market participants, including policy makers and regulators. We are happy to expand

upon any of these topics.

That said, the primary focus of today’s hearing is to examine proposals to enhance the regulation
of credit rating agencies, or “where do we go from here.” Clearly, credit rating agencies
continue to be a topic of interest in the market and in the regulatory communities. Senator Reed
has introduced a bill this year — the “Rating Accountability and Transparency Enhancement Act
of 2009.” The House Financial Services Committee held a hearing in May 2009 on topics similar
to today’s hearing. The SEC has issued new rules and considered many important questions in
its roundtable discussion in April. Most recently the Treasury sent legislation to Congress that
reflected the Administration’s perspectives on credit rating agency reform. Outside of the U.S,,
the EU recently enacted a registration and oversight system and related rules for credit rating

agencies. Other nations are considering similar measures.
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As this Committee considers these topics, we would like to offer our perspective on several
important issues. The bodies referenced above have touched on many of these themes in their
proposals and discussions. Let me reiterate that Fitch is committed to engaging on all of these
matters in a thoughtful, balanced, constructive and non-self serving manner. At the same time,
some perceptions and proposals continue to circulate that warrant further consideration,

clarification, or in some cases “reality checking.”

Managing Conflicts of Interest. The majority of Fitch’s revenues are fees paid by issuers for
assigning and maintaining ratings. This is supplemented by fees paid by a variety of market
participants for research subscriptions. The primary benefit of this model is that it enables Fitch
to be in a position to offer analytical covéragc on every asset class in every capital market — and
to make our rating opinions freely available to the market in real-time, thus enabling the market
to freely and fully assess the quality of our work. Fitch has long acknowledged the potential
conflicts of being an issuer-paid rating agency. Fitch believes that the potential conflicts of
interest in the “issuer pays” model have been, and continue to be, effectively managed through a
broad range of policies, procedures and organizational structures aimed at reinforcing the
objectivity, integrity and independence of its credit ratings, combined with enhanced and
ongoing regulatory oversight. In recent months, Fitch has introduced new policies, and revised
many existing ones, focused on these issues. A few examples of our relevant policies and

procedures are below:

hoh Rutings
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= Business development is separated from credit analysis, to keep each group focused on its
core task.

= Employees involved in the assignment of the resulﬁng ratings do not handle fees
discussions for an issuer or transaction.

«  No analyst or group of analysts is directly compensated on the revenues related to their
ratings.

= Rating analysts are prohibited from advising issuers and underwriters on structuring
transactions and focus solely on developing and communicating our opinion on the credit
fundamentals associated with a given structure.

» Ratings arc determined using a commitiee structure, not by a single analyst. These
committecs include a mandatory independent member.

= Cross-group committees and an independent internal review function review all ratings
criteria.

= Fitch has introduced the new role of group credit officer in each of its rating groups.

= Fitch has established and enforces a Code of Conduct (consistent with I0SCO’s and
updated in February 2009) and ancillary policies to specifically address potential
conflicts.

» Fitch has relocated all of its non-rating operations into a separate division, Fitch

Solutions, which operates behind a firewall.

No payment model would be completely immune to conflicts of interest, whether from investors,

issuers, governments or regulators. An “investor pays” model also contains direct conflicts,

FitehRatings Page 4 of 13



100

given that most major investors have a vested financial interest in the level of ratings and many
are rated entities. A move to a complete “investor pays” model, by definition making the ratings
a subscription product, could also remove ratings from the public domain. This would conflict
with investor and policymakers® call for ratings to be broadly available, thereby allowing the

market to openly judge ratings performance.

Disclosure of Ratings Methodologies. The definitions for all of Fitch’s ratings and rating
scales are regularly reviewed and updated, publicly disclosed and freely available on our
website. The most recent update to our ratings definitions is set forth in a March 2009 report
entitled “Definitions of Ratings and Other Scales.” In addition, the criteria that details Fitch’s
analytical approach to rating issues and issuers in every region and asset class are also regularly
reviewed and updated, and freely available on our website on a centralized “criteria homepage.”
In select cases where Fitch is considering what it believes to be a material shift in our thinking
regarding our analytical approach to a given sector, we normally release our thinking to the
market as an “exposure draft.” In such a case, we solicit feedback from market participants and
engage in transparent discussions about our approach — such as onc-on-one meetings, webcasts
and conference calls — and we have done so repeatedly in the last few years. In addition, the
processes we follow internally in developing and approving such methodology updates are also
fully codified, consistent with SEC and IOSCO rules, and freely available. Finally, we develop
and publish an enormous number of rating commentaries (over 15,000 in 2008) and research
reports that summarize our opinions on issues, issuers and market sectors as part of our efforts to
ensure the market is aware of our perspective. Those in the market that allege that our ratings

are a “black box” must not be fully aware of the information we make available, or they do not
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fully appreciate the concept that the rating itself is not a simplistic mathematical output, but
rather a commiftee decision based on a range of quantitative and qualitative factors. For every
rating action we take, we publish the corresponding rationale and make that freely available to
the market. We do not believe that everyone will agree with all of our opinions, but we are

committed to ensuring the market has the opportunity to discuss them.

Issuer Disclosure and Due Diligence in Structured Finance. Some market participants, in
reviewing the performance of ratings in structured finance markets, have noted that limits on the
amount of information that is disclosed to the market by issuers and underwriters has made the
market over-reliant on rating agencies for analysis and evaluation of structured securities. The
argument follows that the market would benefit if additional information on structured securities
(such as asset specific data on residential and commercial mortgage backed securities) were
made broadly and readily available to investors, thereby enabling them to have access to the
same information that mandated rating agencies have in developing and maintaining our rating
opinions. Fitch fully supports the concept of greater disclosure of such information. A related
benefit of additional issuer disclosure is that it addresses the issue of ratings shopping. Greater
disclosure would enable non-mandated NRSROs to issue ratings on structured securities if they
so choose, thus providing the market with greater variety of opinion and an important check on
any perceived “ratings inflation.” We also believe that responsibility for disclosing such
information should rest fully with the issuers and the underwriters, not with rating agencies.

Quite simply, it is their information on their transactions, so they should disclose it.
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Furthermore, Fitch notes that the disclosure of additional information is of questionable value if
the accuracy and reliability of the information is suspect. That goes to the issue of due diligence.
While rating agencies have taken a number of steps to increase our assessments of the quality of
the information we are provided in assigning our ratings, including adopting policies that state
that we will not rate issues if we deem the quality of the information to be insufficient, due
diligence is a specific and defined legal concept. Due diligence is not currently, nor should be,
the responsibility of credit rating agencies. Consistent with existing securities laws, the burden
of due diligence belongs on issuers and underwriters. In that regard, we support the concept that
issuers and underwriters ought to be required to conduct rigorous due diligence on the underlying
assets that comprise asset backed and mortgage backed securities offered or sold in the U.S.
Fitch believes Congress should consider amending the securities law to require such due
diligence on underlying assets for all ABS and MBS securities offered or sold in the US, whether
or not the securities are registered under Section 5 or sold pursuant to an exemption from such
registration. Congress ought not to hold rating agencies responsible for such due diligence or for
requiring that others do it. Rather, Congress should mandate that the SEC enact rules to require
issuers and underwriters to perform such due diligence — make public the findings — and enforce

the rules they enact.

Regulation and Transparency. Stated simply and clearly, Fitch supports fair and balanced
oversight and registration of credit rating agencies and believes the market will benefit from
globally consistent rules for credit rating agencies that foster transparency, disclosure of ratings

and methodologies and management of conflicts of interest.

TR
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The dialogue on changes to rating agency regulation continues to follow two primary — and not
necessarily consistent — themes. The first is the imposition of additional rules and regulations
that are manifested in a range of new or enhanced policies and procedures. This has been the
primary thrust of recent SEC rulemaking and of the recently passed EU rules. Fitch is or will be

fully compliant with these new rules.

At the same time, a number of commentators have spoken on the topic of the market’s perceived
over-reliance on credit ratings. To a certain extent, we agree with this premise, in so far as some
market participants clearly used ratings as a substitute for — as opposed to a complement to —
their own fundamental credit analysis. One proposed remedy for this is to eliminate the use of
ratings in regulation or to eliminate the NRSRO concept altogether. While deceivingly simple,
we believe this proposal warrants several comments. Ratings have been used constructively in
many places in regulation, as they are an important common benchmark. From a regulatory
point of view, the question of what would be used in place of credit ratings is rarely answered
satisfactorily. Simply having regulators “do it themselves” has a range of practical implications
and unintended consequences. As does the notion of allowing regulated financial entities to
assess the credit risk of the securities completely on their own without reference to any
independent external risk benchmarks. In many cases, if you eliminate the use of “NRSRO”
ratings in regulation, company and industry participants will likely develop or maintain their own
guidelines and use credit ratings anyway. We believe they will default to the largest “brand
name” rating agencies (Moody’s and S&P), which is not a positive if one of your objectives is
increasing competition and thereby fostering a better work product. Note that the SEC proposed

a variation on this theme in 2008 with respect to money market funds and their use of ratings but

b Rt
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chose not to move forward, in part based on significant feedback supporting the use of ratings in
money market regulations from the fund industry itself. Some have suggested replacing ratings
with market prices for debt — either bond spreads or CDS spreads. While these may reflect the
market’s sense of price at a given point, recall from the events of the last two years that not all
securities are liquid, that bid-ask spreads can widen materially in times of stress and that market
prices by definition are inherently more volatile than a fundamentally driven credit rating.
However, if one is serious about eliminating ratings in regulation, we suggest you transition to
elimination over an intermediate time frame with careful consideration of each regulation, rather
than wholesale elimination. A better solution is continued recognition and oversight of NRSROs

with the goal of improving the performance and usefulness of ratings.

Speaking of competition and regulation, the SEC also has approved a wide range of new
NRSROs. Some are established with global reach, resources and coverage, while others are
focused geographically or by sector, have modest resources, and/or coverage and ratings history
that are more limited. Given the divergent profiles, it is quite a challenge to consider the issues
we are discussing today. For example, we do not believe the definitions and meanings of ratings
are all the same among NRSROs, let alone the levels of the ratings themselves. We also believe
it is significant that a verifiable record of performance is not publicly available from all NRSROs
and that not all ratings are publicly available in real-time. Specifically, the market benefits from
the differences of opinion as expressed by the different ratings assigned by credit rating agencies.
Usually, the initial rating assigned by Fitch will be proven reliable. The same is of course true of
any other agency. However, if some NRSROs need not disclose all of their ratings, that dynamic

merely allows them to “cherry-pick” the sclected ratings where they believe they were “first” or
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“better” without the obligation to provide the information that enables the market to fully
compare and contrast the opinions and performance of the NRSROs based on a/! of their ratings.
If a goal is improvement of the reliability of credit ratings through increased competition and
transparency, we believe all oversight requirements should be applied consistently and equally to

all NRSROs.

A final point on regulation: The Treasury’s proposal includes the concept of mandatory
registration for credit rating agencies. Fitch, along with the other recognized NRSROs, is
already registered and subject to explicit SEC regulatory oversight. We believe the mandatory
registration concept is unnecessary and unwarranted and is not consistent with basic free speech

principals.’

Accountability and Liability. While we understand and agree with the notion that we should be
accountable for what we do, we disagree with the idea that the imposition of greater liability will
achieve that. Some of the discussion on liability is based on misperceptions, and those points are
noted below. More fundamentally, we struggle with the notion of what it is that we should be
held liable for. Specifically, a credit rating is an opinion about future events — the likelihood that
an issue or issuer will meet its credit obligations as they come due. Imposing a specific liability
standard for failing to accurately predict the future in every case strikes us as an unwise

approach.

! See Written Statement of Eugene Volokh, Gary T. Schwartz Professor of Law, University of California, Los
Angles, Schoot of Law before Subcommittee on Capital Markets, Insurance, and Government Sponsored Enterprises
of the House Committee on Financial Services at Approaches to Improving Credit Rating Agency Regulation, May
19, 2009 at pages 9-10 available at http://www.housc.gov/apps/list/hearing/financialsves _dem/volokh.pdf
(“Professor Volokh Statement”).
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The first misconception is that rating agencies are free from liability and hide behind the First
Amendment to shield them from legitimate securities law liability. Rating agencies may be held
liable for securities fraud just as any person or entity may be (including accountants, lawyers,
officers, directors and securities analysts) to the extent that a rating agency intentionally or
recklessly makes a material misstatement or omission in connection with the purchase or sale of
a security. Of course, a plaintiff must prove securities fraud against a rating agency just as
against any other defendant. The reality of U.S. securities law is that any plaintiff may make a
claim against a rating agency under the antifraud provisions of the securities law, just as they can
against accountants, lawyers, officers, directors and securities analysts, but they must prove their

claims to the standard required under the securities law.

Some also have criticized rating agencies for what they perceive as taking undue advantage of
the First’ Amendment and its protection of free speech. We believe this is an overblown
argument that fails to acknowledge key facts about the nature of ratings. We publish all of our
ratings, accompanied by detailed published commentary about the companies and securities we
rate. Fitch’s ratings are available free to anyone who has access to the Internet. The companies
and securities we rate are of significant interest to investors of all types and other parties
interested in the securities and the capital markets. Hundreds of investors, fiduciaries,
government entities and other interested parties subscribe to our published commentary and
thousands access our website daily. We believe Fitch enjoys the same free-speech rights as any
other person or entity to comment on matters of public interest and to "make informed,

thoughtful predictions about the future. That is no different from what newspapers or scholars
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do."* We further believe that the manner in which we are paid and the nature of the securities we
rate do not affect the essence of what we do or the free-speech rights we enjoy in connection

with our work.?

A second misconception centers on where the responsibility for full and complete disclosure
about companies and securities, and appropriate due diligence to ensure the accuracy and
adequacy thereof, should be placed. As discussed above, these obligations are today, and have
been since the enactment of the earliest U.S. securities law, the sole responsibility of issuers,
their officers and directors and underwriters. The obligation to enforce these responsibilities

falls squarely on the shoulders of the Securities and Exchange Commission and the courts.

Some have proposed that rating agencies should be liable not merely for material misstatement,
but for the investigation of rated securitics and the verification of information. In one proposed
bill, rating agencies would be liable for knowingly or recklessly failing to conduct such
investigation or verification, which will cause rating agencies to be judged by whether, in
hindsight, they could héVc reasonably done more. Because a plaintiff could base a claim on “you
had to have known more could be done,” the effect is negligence based private rights of action.
Even a requirement to plead with particularity might-not be at all protective in this context. In
hindsight, it will always look like a rating agency could have reasonably foreseen future

problems with different assumptions and stress testing.

2 Nathan Koppel, “Credit Raters Plead the First; Will It Fly?” The Wall Street Journal, April 21, 2009, C1 {quoting
Professor Eugene Volokh).

? See Professor Volokh Statement at pages 2-3.
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While we believe some proposals are’ill advised, Fitch bas been and will continue to be
constructively engaged with policy makers and regulators as they consider important ideas and
questions about the oversight of credit rating agencies. Fitch has taken a number of important
analytical and procedural steps already and we acknowledge there is more to do. We remain
committed to enhancing the reliability and transparency of our ratings, and welcome all

worthwhile ideas that aim to help us achieve that.
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L INTRODUCTION

Good afternoon, Chairman Kanjorski, Congressman Garrett and Members of the
Subcommittee. I am Ray McDaniel, Chairman and Chief Executive Officer of Moody’s
Corporation (“MCO”), the parent of Moody’s Investors Service. On behalf of Moody’s,

I would like to thank the Subcommittee for inviting me to contribute our views to the
legislative discussions under way in Congress regarding the credit rating agency (“CRA”)
industry. Moody’s supports examination of our industry that encourages best practices
and the integrity of the products and services we provide.

The current economic downturn has exposed vulnerabilities in the infrastructure
of the financial system. Important lessons for CRAs and other market participants have
emerged from the rapid and dramatic changes. In response, we have undertaken a
number of initiatives to enhance the quality, independence and transparency of our
ratings.) These enhancements build on Moody’s existing practices and processes through
which we continually seek to ensure the integrity and credibility of our ratings. We also
have been working to adapt, as needed, our policies, systems and organization to
implement rules adopted by the Securities and Exchange Commission (“SEC”) for
nationally recognized statistical rating organizations (“NRSROs”).

We welcome reform efforts that are likely to reinforce high quality ratings and
improve market transparency without intruding on the independence of rating opinion
content. We believe that some of the reform proposals — such as increasing transparency
in the ratings process or reducing the use of credit ratings in regulation — likely will have
a positive impact. We remain concerned, however, that other proposed measures, while
well-intentioned, do not address the more fundamental vulnerabilities in credit markets
and ultimately could, if implemented, reduce transparency and the availability of diverse,
independent opinions. We also believe policymakers should review the weaknesses that
exist in the structured finance market — in particular, the need for greater transparency
and disclosure by issuers o the investing public of information about transaction
structures and asset pools.

Moody’s is committed to maintaining a productive dialogue with this
Subcommittee, the entire Congress, the SEC and other regulators and market participants
about the necessary steps to restore confidence in our industry and the U.S. financial
system.

11 MOODY’S EFFORTS TO ADVANCE THE QUALITY, TRANSPARENCY
AND INDEPENDENCE OF CREDIT RATINGS

The various contributors to the recent market crisis are by now well-chronicled,
starting with the performance of U.S. sub-prime home mortgages and then of mortgage-
backed and related securities originated primarily in 2006 and early 2007. Moreover, it is
now clear that significant, latent vulnerabilities had been developing in the infrastructure
of the global financial markets, and that once exposed, these weaknesses could, and

! See our update to Strengthening Analytical Quality and Transparency, which we began publishing in August 2008 and
continue to update. It is available on moodys.com.



111

would, have severe and reverberating consequences.’

Moody’s has addressed in previous legislative and regulatory hearings the steps
we took prior to and during the financial crisis to watch, warn and react.? Like other
market participants, however, we did not fully anticipate the magnitude and speed of the
deterioration in mortgage quality or the suddenness of the transition to restrictive lending.
We were far from alone in that regard, but we believe that we should be the leading edge
for predictive opinions about future credit risks, and we have leamed important lessons
from that experience.

Efforts to Restore Confidence

The past two years have reminded all market participants how rapidly and
dramatically markets can change. Throughout this period, Moody’s has — in an effort to
enhance accountability — reached out to market participants and policymakers globally
for feedback regarding the utility of our ratings and ratings system. Based on the
feedback we have received and our own deliberations, Moody’s has adopted a wide range
of measures to enhance the quality, independence and transparency of our credit ratings,
including the following:

1) Strengthening the analytical quality of our ratings: including creating
permanent, internal methodology review and model verification and validation
processes; continuing the separation of personnel involved in initial rating
assignments and surveillance; reinforcing the independence of the Credit Policy
function; implementing methodological modifications; enhancing our existing
professional training program; and formalizing model error discovery procedures.

2) Enhancing consistency across rating groups: including incorporating common
MAacro-economic scenarios in rating committees; broadening cross-disciplinary
rating committee participation; and improving surveillance coordination across
rating groups.

3) Reinforcing measures to avoid conflicts of interest: including codifying the
existing prohibition against analysts providing recommendations or advice on
structuring securities; prohibiting fee discussions by ratings managers as well as
analysts (who were already subject to such a prohibition); changing rating
committee composition to enhance independence and objectivity; conducting
“look-back™ reviews when analysts leave to join organizations with potential
conflicts; revising our Securities Trading Policy; retaining and reviewing
complaints about analysts made by third parties; reinforcing independence and
objectivity through analyst compensation policies; and adopting a stricter
prohibition on Moody’s analysts receiving gifts (to supplement our existing
Moody’s Corporation policy on this matter).

2 Some of these weaknesses include exceptional leverage and business models that relied on secondary markets for liquidity
of complex instruments in periods of stress; the interaction of asset valuation and capital; insufficient risk management
practices; intertinked market participants; and limited transparency.

*  For example, ses, April 15, 2009 Statement of Raymond W. McDaniel before the United States Securities and Exchange
C ission, which is available on moodys.com.
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4) Improving the transparency of ratings and the ratings process: including
enhancing disclosures on incremental changes to methodologies; publishing
detailed summaries of our methodologies for rating U.S. RMBS and CDOs;
enhancing the review of loan originators in U.S. RMBS transactions and asking
issuers for stronger representations and warranties relating to those transactions;
providing additional information on structured finance ratings (V Scores,
Parameter Sensitivity analysis, loss expectation and cash flow analysis, and key
statistics and assumptions); enhancing disclosures regarding attributes and
limitations of credit ratings in each rating announcement; pursuing efforts to
discourage rating shopping; beginning to publish key statistics and default
assumptions for all new structured finance ratings and for surveillance rating
actions in major asset classes (inchuding information relating to underlying pool
losses); and creating a structured finance “Quick Check” Report which seeks to
inform the market of our latest opinions, summaries of rating activities,
methodology changes and ratings transition summaries and other key information.

5) Increasing resources in key areas: including strengthening the global leadership
of the rating surveillance function; increasing the number of rating surveillance
analysts; increasing the Credit Policy group’s staff; conducting a comprehensive
review of our staffing model; and continuing to build out our Compliance
function.

While we believe that we have made good progress with respect to augmenting
the analytical framework and credibility of our ratings, we are committed to continuing to
strive to enhance our policies and procedures even further.

III. PRELIMINARY COMMENTS ON DISCUSSION DRAFT OF HOUSE
BILL “ACCOUNTABILITY AND TRANSPARENCY IN RATING
AGENCIES ACT”

Moody’s supports reform proposals that can help restore the credibility of CRAs
and help return confidence to structured finance markets. Policymakers, market
participants, commentators and the CRAs themselves have offered a number of reform
proposals that we believe could be constructive, if properly crafted and implemented.

In that regard, we are pleased to provide our preliminary views on the recently
circulated discussion draft — “Accountability and Transparency in Rating Agencies Act”
(the “Discussion Draft”). We will provide more detailed comments as we are able to
more thoroughly analyze the Discussion Draft. We believe that it introduces a number of
proposed changes in law and regulatory oversight of NRSROs that could further the
objectives of accountability and transparency among CRAs. At the same time, however,
we believe it also includes some areas that have the potential, if adopted in their current
form, to undermine the very attributes of credit ratings that market participants and
authorities value. While our remarks are preliminary, we hope that they will serve as a
meaningful contribution to the discussion in Congress about the future regulation of the
credit rating industry.
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1. Enhanced Transparency

Moody’s supports the efforts in the Discussion Draft to increase the transparency
of our ratings performance and ratings methodologies and believes that such disclosures
can benefit the credit markets. In our view, ratings quality can improve when market
participants are able to compare the performance of ratings. As outlined above, in
response to the credit crisis, we have increased the transparency of our methodologies
and their risk characteristics. We support legislative efforts to continue such initiatives
by requiring increased disclosures in the industry relating to information such as the
assumptions used in ratings, the potential limitations of ratings, the information reviewed
in the rating process and the potential volatility of the rating.

Further, we believe it may be appropriate to disclose some data, such as fees
received from each rated entity, to regulatory entities. Disclosure of this data more
broadly, however, may both undermine efforts to maintain analyst objectivity (Moody’s
currently prohibits analysts and managers from engaging in discussions regarding fees
with issuers) and could also inadvertently raise antitrust issues.

2. Increased Regulatory Oversight

Moody’s generally supports provisions in the Discussion Draft that would
enhance oversight of all NRSROs. For example, Moody’s supports language in the
Discussion Draft that would establish an office within the SEC to oversee the credit
rating industry. We believe that creating a dedicated office staffed by individuals with
expertise in our industry will increase the focus of regulatory oversight and ensure that
the interests of all market participants are well protected.

Moody’s also supports language clarifying the ability of the SEC to apply fines or
sanctions to NRSROs that fail to meet regulatory requirements - which we believe helps
to promote accountability for CRAs.

We also welcome language requiring all NRSROs to establish governance
procedures to appropriately manage conflicts of interest. While our Company already
has such a policy in place, this requirement will help restore confidence in our industry
by ensuring that all NRSROs are subject to enhanced regulatory oversight.

3. Removal of statutory references to credit ratings from regulation

Moody’s has long been concerned about the regulatory use of ratings.* In light of
the rapid and dramatic market changes in the last two years, we have reevaluated and
reinforced our belief on the use of such ratings. Specifically, we believe that the use of
ratings as a regulatory tool for oversight of regulated entities can adversely affect the
behavior of market participants, encourage both over-reliance on ratings and rating
shopping and reduce incentives to compete based on the quality of ratings. We therefore

* Seq for example, Moody's Investors Service September 5, 2008 Comment Letter to the SEC re: References to Ratings of’
Nationally Recognized Statistical Rating Organizations - Files S7-17-08, $7-18-08 and $7-19-08; Moody's Investors
Service July 28, 2003 Comment Letter to the SEC re; File No. $§7-12-03, Concept Release: Rating Agencies and the Use
of Credit Ratings Under the Federal Securities Laws; Moody’s Investors Service March 2000 Response to the Consultative
Paper Jssued By the Basel Committes on Bank Supervision — “A New Capital Adequacy Framework™: June 1995 Speech
by Moody’s Former Executive Vice President Before a Forum of International Regulatory Authorities Entitled “Ratings in
Regulation - A Petition to the Gorillas™,
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strongly support the goal of the Discussion Draft to remove references to credit ratings in
regulation. We also recognize, however, that in light of current market conditions,
eliminating or reducing NRSRO ratings-based criteria should be pursued judiciously as
financial markets continue to show signs of weakness. We are happy to work with
Congress in developing a plan for the judicious and efficient removal of ratings.

4, Governance

Moody’s supports the concept of oversight by an independent board of directors.
Eight of the nine directors on Moody’s Board are independent directors, as defined by the
NYSE. We also support having the board provide oversight with respect to procedures
and policies. From a governance point of view, we believe it can be healthy for boards to
have such input and that our board members have the appropriate skill set to succeed at
this type of oversight. We believe that a separate committee of independent directors
within the board may be the best way to accomplish this goal. Audit Committees may
serve as a good model for forming a committee charged with the oversight of rating
policies and procedures.

Moody’s does not believe, however, that it is appropriate for the Board to provide
oversight with respect to the content of our methodologies. We are concerned with the
prospect of replacing the judgment of a large body of full-time experts in credit analysis
with, at best, a small body of part-time experts in credit analysis. We question how
taking this mandate away from our Credit Policy Group and giving it to our Board would
strengthen the quality of our ratings.

5. Liability

Moody’s is opposed to provisions in the Discussion Draft that would impose a
collective liability regime on all NRSROs.

As a general matter, Moody’s would caution against the unintended consequences
of introducing measures that could increase CRAs’ exposure to litigation and liability. To
begin with, there is simply no truth to the popular notion that CRAs are somehow
“immune” from liability. No less than any other market participants, CRAs have
potential liability, for example, if they knowingly make false statements, engage in
fraudulent conduct, or issue opinions that they do not genuinely hold. Moody’s and other
NRSROs are in fact being sued as we speak in numerous cases in federal and state courts
around the country. So, under the existing law, there is already substantial
accountability.

Courts agree, however, that, given the specter of unlimited liability, and the public
interest in having independent rating opinions, CRAs should not be subject to potential
liability simply because some disagree with an assigned rating, or because of honest
errors of judgment. Furthermore, measures that would attempt to create new standards of
liability could have a negative impact on markets. It is a CRA’s task to make unbiased
and often unpopular observations, and it is in the nature of the business that our opinions
about the future (which are not statements of fact) are often not welcomed — not by the
issuers, underwriters, or current holders of the issuer's securities. At any time, therefore,
some market participants are likely to be unhappy with, and eager to contest, what they
perceive as the “rightness” of a particular rating.
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Thus, any change in the legal regime that exposes CRAS t¢ greater liability is
likely to result in a significant increase in threatened and actual litigation, much of it
driven by mere disagreement with rating opinions. (Historically, litigation pursued
against CRAs has come from issuers. This indicates that pressure created by a new
liability standard will likely come again from issuers who would threaten litigation in an
atiempt to coerce CRAs into issuing higher ratings or refrain from taking a negative
rating action.) This could lead CRAs to avoid publishing controversial opinions, and
issue ratings that tend to conform to market sentiment. This would clearly be an
unintended and undesirable consequence of any reform recommendations as it would
quash diversity of opinions and, in turn, negatively impact transparency in the markets.
In addition, to the extent that CRAs would increasingly move in lock-step with the
market, rating opinions would be more volatile and pro-cyclical. If ratings continue to be
used in the U.S. regulatory framework, such pro-cyclical behavior could have an adverse
impact on U.S. capital markets.

Finally, measures that would attempt to create new standards of liability for CRAs
could lead to a greater risk of over-reliance on ratings by investors. This stems from the
fact that investors may be tempted to hold the view that if a CRA is subject to heightened
standards of liability and publishes an opinion in such an environment, a CRA would be
expected to have considered all elements of risk for an investor, leaving the investor with
a misguided comfort that a CRA’s opinion on credit risk addresses all the risk elements
(e.g., foreign exchange risk and currency devaluations) relevant to that investor, not just
the creditworthiness about which our ratings are designed to provide an opinion.

With respect to the First Amendment issues raised by the liability provisions, I
have asked our First Amendment counsel, who include Professor Laurence Tribe and
Tom Goldstein, to prepare a Whitepaper that we would be happy to share with the
Subcommittee,

6. Issuer Disclosure of Preliminary Ratings

Rating shopping, in structured finance as well as other credit markets, is a harmful
-practice engaged in by some issuers and/or subscribers. The problem exists regardless of
whether issuers or subscribers pay for ratings and stems from issuers’ control of the
information needed to analyze an obligation and assign a rating. It occurs in situations
where those paying for credit ratings do not feel constrained to seek the best quality
rating by, among other things, market disciplinary forces. Opaque markets can facilitate
rating shopping by limiting the ability of CRAs, other analysts and investors to: (1) assess
independently the creditworthiness of issuers; and/or (2) express opinions to compete
with issuer-paid or subscriber-paid ratings.

We do not believe, however, that the disclosure of preliminary ratings will in any
meaningful manner deter rating shopping. As issuers become aware that preliminary
ratings will be required to be disclosed, issuers will simply “shop” one stage earlier in the
process. Issuers could (i) present “what if” scenarios to CRAs, thereby avoiding any
trigger for disclosure; or (if) completely bypass CRAs that are perceived to have a more
conservative methodological approach. This will result in an environment where the
more conservative CRAs are not provided with an opportunity to provide their credit
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opinion to the market, thus leaving the market worse-off in considering only favorable
preliminary and final credit ratings.

The answer to rating shopping, we believe, lies more in the solution we propose
under Section IV below — that is, encouraging issuers to make more detailed information
as well as ongoing performance data available to the general public at issuance.

1IV.  IMPROVING DISCLOSURE IN THE STRUCTURED FINANCE
MARKET - A CRITICAL ELEMENT MISSING FROM THE CURRENT
PROPOSALS

Similar to the analysis of corporate securities, analyzing and monitoring
structured finance products is a data-intensive process. Consequently, we believe that
one of the most significant steps that can be taken to restore confidence in the structured
finance market is to improve the availability and quantity of underlying information for
structured securities within the regulatory framework. For the reasons set out below, we
hope that regulators and policymakers will adopt a more forceful, legislative approach in
encouraging issuers to address the information quality problems in the structured finance
market.

Unlike in the corporate market, where investors and other market participants can
reasonably develop their own informed opinions based on publicly available information,
in the structured finance market, there is insufficient public information to do so.
Disclosure requirements for publicly offered securities do not require the public
dissemination of sufficient information about the structure or underlying assets of a
securitization to make reliable analysis possible. Indeed, under this limited information
disclosure model, CRAs must ask for additional information to analyze and rate securities.

In the absence of sufficient data, investors are unable to conduct their own
analysis and develop their own independent views about potential or existing investments.
Furthermore, CRAs are practically unable to offer unsolicited ratings and research, which
has the effect of restricting information available to investors and increasing the potential
for rating shopping by issuers. Finally, since they are not subject to a similar degree of
public scrutiny as corporate issuers, structured finance issuers may feel less responsibility
for the quality of information related to their securitized products.

To address these problems in the structured finance market, Moody’s believes that
a legislative amendment to the Securities Act of 1933 and the Securities Exchange Act of
1934 (collectively, the “Securities Legislation™) mandating that the SEC update the
structured finance disclosure regime for all offers and sales of asset-backed securities
(“ABS”) by, as appropriate, amending existing rules and regulations (e.g., Regulation AB
and Rule 144A) or adopting new rules and regulations, is necessary.” We recommend
that the legislation outline the main categories of information that the issuer, Sponsor or

s The SEC is moving in the right direction and has announced that it will adopt a final rule that will require an NRSRO
—that is paid by an arranger to rate a structured finance product — to disclose to other NRSROs that it is in the process
of determining such a credit rating. The rule will also require the NRSRO 10 obtain a representation from the
arranger that the arranger will provide the same information to other NRSROs seeking to rate the product. We
believe that this rule should be a first step in amending the structured finance disclosure regime so that all investors
have access to this information.
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underwriter should disclose to investors eligible to invest in the securities in question and
make available to the public. We also recommend that the Securities Legislation be
amended to direct the SEC to develop requirements for issuers of ABS to disclose:

¢ in periodic and annual reports, updates to and material changes in the information
required to have been disclosed at the time of the ABS’ offer and sale;

* information about events that may take place after issuance of the securities and
that are relevant to an assessment of the risks associated with buying or holding
such securities, such as information regarding the performance of the underlying
assets, breaches of material agreements relating to the securities and fulfilled
repurchase requests; and '

¢ any other type of information that the SEC determines, after consultation with the
market, is needed to maintain a transparent structured finance market and provide
investors with sufficient information to conduct a thorough analysis of the
principal investment risks of the securities.

In the U.S,, a significant secondary market where privately placed securities are
traded among qualified purchasers (such as institutional investors) has developed for
some types of structured finance securities. In addition, some types of structured finance
securities that are issued under private placements are often tailored to meet the needs of
specific investors and originators involved in the transaction. This tailoring process can
contribute to a structured finance security’s complexity. As a result, secondary market
purchasers of privately placed structured finance securities can find it challenging to
obtain sufficient information to make informed investment decisions. In such
circumstances, they might be inclined to over-rely on credit ratings to assess risks other
than credit risks. For these reasons, we recommend that information about ABS should
continue to be made available generally to the market for so long as the ABS may be
traded, offered, sold, purchased or otherwise transferred.

While Moody’s is committed to implementing various initiatives to address
shortcomings in this sector, we also believe that confidence in structured finance markets
will not be restored unless the mandatory disclosure regime for structured finance
products is enhanced and updated. In our view, updating the disclosure regime will yield
three principal benefits:

*  Giving investors access to more information would reduce the risk of over-
reliance on credit ratings. Such access also would have the effect of enhancing
investors’ ability to meaningfully assess the work of CRAs.

* Embedding enhanced information requirements in offering and ongoing
performance documents intended for investors likely will improve the
information about structures and assets. This approach, which is analogous to the
approach taken in corporate debt markets, aligns responsibility for information
quality with the party who: (i) has the greatest control over the information in the first
place; and (i) will gain the benefit from access to the securities markets.

¢ Making more information available to investors will broaden the range of
opinions and analysis available, including from all CRAs. If sufficient
information is made available to investors, then it necessarily is available to those
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CRAs not selected to rate a securitization. As aresult, CRAs (as well as a host of
other market commentators) would be in a position to offer ratings and research,
which would broaden the range of information available to investors.

V. CRA BUSINESS MODEL

Some market observers remain skeptical that meaningful rating quality
improvements can be achieved within the context of the issuer-pays model and some
current reform proposals seek for this topic to be researched in greater depth over the
next few years with a report due to policymakers on a preferred model for rating agency
compensation. They maintain that the potential conflict of interest inherent in the issuer-
pays model is fundamentally unmanageable. In fact, all CRA business models (investor-
pays, government pays and issuer pays) have embedded conflicts that need to be properly
managed. Furthermore, the greater analytical resources and the free public availability of
ratings under the issuer pays model have demonstrable benefits in terms of rating quality.

During its history, Moody’s has operated both under an issuer-pays model and,
before that, under an investor pays model. Historical performance recorded under both
models does not support the assertion that the potential conflict of interest in the issuer-
pays model is unmanageable.

In fact Moody’s research shows (as detailed more fully in Appendix A) that with
respect to ratings on companies the issuer-pays model which Moody’s has used since the
early 1970s is actually associated with higher accuracy ratios,’ lower investment-grade
loss rates, and higher downgrade rates’ than the investor-pays model it used prior to that
time. All together, the data suggests that Moody’s ratings on companies have become
more accurate and less “issuer-friendly” over time. Moreover, these findings are
consistent with academic studies and our own research, which have observed that our
corporate rating criteria, as measured by standard credit-related accounting ratios, appear
to have become more “conservative” over time.?

Potential Conflicts of Interest in the Investor-Pays Model

Some market participants have suggested that an investor-pays business model
would have fewer potential conflicts than an issuer-pays model. We believe this
presumption ignores the sources and drivers of potential conflicts of interest in the ratings
business as well as the significant public policy benefits associated with the issuer-pays
model.

See, “Measuring the Performance of Corporate Bond Ratings,” April 2003. Accuracy ratios measure the ability of
ratings to differentiate between issuers that default and those that do not default. The accuracy ratio lies between
minus one and positive one, similar to a correlation statistic, and can be converted to a percentage. If all defaulters
were initiaily assigned the lowest rating category, the accuracy ratio would approach one. If all defaulters were
distributed randomly throughout the population without regard to ratings, the accuracy ratio would be zero. And, if
all defaulters were initially assigned the highest rating category, the accuracy ratio would approach minus one.

1bid., discusses these benchmarks of ratings performance.

See, for example, Blume, M.E., F. Lim & A.C. MacKinlay (1998), "The Declining Credit Quality of U.S.
Corporate Debt: Myth or Reality?" Journal of Finance 53.4, and "Maintaining Consistent Corporate Ratings Over
Time," Moody's Special Comment, August 2008,
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o First, investors can be just as motivated as issuers to influence ratings. In
practice, the term “investors” is a short-hand description for any subscriber to a
rating service and describes a variety of parties with vested interests in the credit
ratings of securities including:

= Short sellers: (for example, hedge funds that take a significant short position
on a particular company): as subscribers under an investor-pays model, they
may be highly motivated to encourage a negative rating action.

= Long investors: similar to their short counterparts, long investors
understandably are interested in the outcome of rating actions. Before they
purchase a security, they may prefer to have ratings maintained or raised
rather than lowered to avoid, for example, valuation markdowns or forced
sales.

= Governments: governments, often faced with competing financial market and
social policy objectives, may seek to have ratings “protect” nationally,
systemically or politically important issuers such as large industrial employers,
banks or governments themselves. This is particularly an issue in instances
where governments have stepped in to provide systemic support to such
institutions, i.e., when the prudential regulator also becomes an investor.

o Second, there is often no clear distinction between investors and issuers.
Investors frequently are entities that are also issuers, such as banks, insurance
companies and governments.

s Third, shifting “who pays” will not prevent issuers from using other financial
means to try to influence ratings. Entities seeking to influence rating actions can
and have attempted to do so by challenging CRAs through commercial
mechanisms unrelated to fees, such as litigation to coerce higher ratings.

Put simply, numerous parties — including investors and issuers — may want ratings
assigned and maintained in a manner that is most beneficial to their interests, and those
interests often may conflict with the goal of a CRA to issue an objective rating.

Given that the investor-pays business model also embeds potential conflicts, a
secondary question arises. Does one business model offer superior, offsetting public
policy benefits over the other? The principal benefit in the issuer-pays model is that it
allows all rating actions to be released to the general public simultaneously and at no cost
to investors. Larger, wealthier parties do not have an advantage over smaller rivals. The
investor-pays model, however, does not allow for the public and broad disclosure of
ratings. Rather, the model involves selective disclosure of information via subscription.
The basis of the model, therefore, is to charge fees in return for selective access to
information for those who can afford the subscription fees.

A Deal-Pays Model May Eliminate Competition

An alternative business model has been discussed in the public debate, variously
referred to as a “deal-pays” or “bond surcharge™ model. The principal perceived
attraction of such a model is that it would automate the fee payment process by imposing
some sort of surcharge on debt issuance that is thereafier allocated among CRAs. The

10
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deal-pay model appears to “fix” the two shortcomings of the investor-pay model, in that
(like the issuer-pay model) it delivers a public rating available to all for free; and, it can
generate fees that can be calibrated to fund higher quality analysis.

Leaving aside the complexities of the mechanism by which the model could be
made operational,’ the meaningful distinctions between the deal-pays model and the
issuer-pays or subscriber-pays models are: a) who picks the rating agency — the
government, institutional investors, or issuers; b) by what criteria is the rating agency
chosen; and c) at what price is the rating agency paid? Whatever the mechanism for
selecting the rating agencies, the nature of competition is changed. Rather than each
rating agency competing for investors and issuers on a one-by-one basis, each CRA will
seek to convince a single agent (whether a board of investors, the government, or a board
of issuers) to pick the CRA for the next transaction or set of transactions. This power
will lead to a similar conflict of interest as that which already exists in the other models.
In fact, it may result in “lobbying” activities and greater risk of error, because it is
substituting the decision of one entity (the sole decision-maker), for the decisions of
many (the market).

Consequently, the deal-pays model is unique only if it ultimately allocates fees
differently than the other two models, that is by determination of interested parties —
whether issuers, investors or governments. To achieve that would require some form of
non-judgment-based fee allocation (for example, rotational, pro rata or lottery system),
with the consequence, and perhaps the goal, of eliminating competition — under a theory
that if “competition” could be eliminated, so too could “conflict”. However, the
elimination of competition would also likely eliminate the incentive for ratings agencies
to strive to produce better quality ratings. Perhaps the negative influences of competition
would be redressed, but if fees are guaranteed (or, conversely, not achievable) regardless
of the quality of a CRA’s opinions, the incentive for CRAs to innovate, update and adapt
methodologies to changing market conditions — i.e., to enhance ratings performance — is
removed.

Moody’s has always believed that healthy competition in the CRA industry is
crucial. It is the mechanism through which each participating CRA is motivated to
improve. The answer is not as simple as “more competition is good and less competition
is bad”; the opposite may also be true depending on circumstances. The critical question
is what form of competition is being encouraged? Are rules and regulations (or the
market) structurally encouraging competition for the most flattering ratings? Are they
encouraging competition based on the most predictive ratings? Or are they encouraging
something else entirely?

This approach introduces infriguing complexities. How will the fees be apportioned? Will fees be equally divided
between all CRAs? Will CRAs be paid and therefore authorized to assign ratings on a rotation basis? Will
distribution of fees be based on an arbitrary lottery system? In addition, who will be responsible for distribution of
the fees? It is conceivable that whoever is authorized to distribute the fees will be similarly conflicted as those
entities discussed in the models above, which would negate the underlying purpose of instituting a surcharge
model. More importantly still, which CRAs will be eligible to receive such fees? Obviously, if divided only
among registered CRAs, or a sub-set of registered CRAs, such a system would leave others at an extreme
competitive disadvantage and create significant regulatory barriers.

11
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We believe that the public interest is served by trying to answer the question of
“how can the system encourage high quality ratings” not simply “who should pay for
ratings?”

VI. CONCLUSION

Moody’s has always believed that critical examination of the CRA industry and
its role in the broader market is a healthy process that can encourage best practices,
support the integrity of our products and services, and allow our industry to adapt to the
evolving expectations of market participants. Many necessary actions can and have been
taken by Moody’s and at the industry evel, and policymakers at the domestic and
international levels have proposed a host of constructive reform measures for our industry
and credit markets generally. Moody’s wholeheartedly supports constructive reform
measures and we are firmly committed to meeting the highest standards of integrity in
our rating practices, quality in our rating methodologies and analysis, and transparency in
our rating actions and rating performance metrics.

I am happy to respond to any questions.

12
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APPENDIX A

The Eveolution of the Issuner-Pays Model

For over fifty years, Moody’s operated under the investor-pays model before
shifting to the issuer-pays model in the early 1970s. The change was made in response to
several market trends, including increasing interest by investors for more in-depth and
timely analysis. This more rigorous and more costly analysis could not be sustained by
the fees charged to subscribers. As investors were seeking this higher quality analysis,
advances in reproduction and distribution technologies were simultaneously increasing
the “free rider” problem among users of ratings. This made it even more difficult to raise
the required revenue from subscribers.

Moody’s therefore adopted a new business model - shifting from one supported
by investor fees to one based on fees from issuers — which had the impact of allowing
Moody’s to increase the depth and quality of its analysis. In so doing, Moody’s made its
ratings available to the entire public, rather than just paying subscribers. The resulting
increase in revenue allowed individual rating analysts to focus on fewer credits in greater
depth. At the same time, analysts were able to increase the frequency of informational
meetings with both issuers and investors, allowing for a more measured approach to
ratings transition as new information was incorporated into the rating on a more timely
basis.

Comparing Performance: Issuer-Pays Period vs. the Investor-Pays Period Shows
Higher Accuracy During the Issuer-Pays Period

This change in our business model in the early 1970s provides insight as to
whether ratings quality likely would benefit from a shift away from the issuer-pays model
today. In particular, we have looked into whether, after a change in our business model,
our ratings performance deteriorated and whether there was any statistical evidence to
suggest that Moody’s analysts began to cater more directly to the interests of issuers at
the expense of investors.

Performance of Corporate Finance Ratings

With respect to ratings on companies, as is shown in the table below, Moody’s
research demonstrates that the issuer-pays era is actually associated with higher accuracy
ratios, ' lower investment-grade loss rates, and higher downgrade rates.'’ All together,
the data suggests that Moody’s ratings have become more accurate and less “issuer-
friendly” over time.'> Moreover, these findings are consistent with academic studies and

See, "Measuring the Performance of Corporate Bond Ratings,” April 2003. Accuracy ratios measure the ability of
ratings to differentiate between issuers that default and those that do not default. The accuracy ratio lies between
minus one and positive one, similar to a correlation statistic, and can be converted to a percentage. If all defaulters
were initially assigned the lowest rating category, the accuracy ratio would approach one. If all defaulters were
distributed randomly throughout the population without regard to ratings, the accuracy ratio would be zero. And, if
all defaulters were initially assigned the highest rating category, the accuracy ratic would approach minus one.

Ibid., discusses these benchmarks of ratings performance.

Moody’s has conducted similar research for structured finance dating from 1993-2008 {as far back as we maintain
default and loss data on securitizations), but with two important limitations. First, securitization did not exist
during the 1920-1970 period, so the issuer-pays vs. investor-pays comparison available for corporate ratings is not

13
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our own research, which have observed that our corporate rating criteria, as measured by

standard credit-related accounting ratios, appear to have become more “conservative”
.13

over time.

‘While this “before and after” comparison is by no means a definitive test, it
indicates that a move from an investor-pays model to an issuer-pays model does not
necessarily lead to deterioration in credit standards and rating inflation as some have
suggested. Indeed, it suggests that the issuer-pays model is coincident with, and may
lead to higher overall ratings quality.

Comparing Corporate Rating Performance Over Time

Investor-Pays ERA Issuer Pays ERA

1920-1970 1971-2008 Difference
Simple averages across monthly cohorts
1-Year Accuracy Ratio 67% 83% 16%
5-Year Accuracy Ratio 63% 68% 6%
1-Year Investment Grade Loss Rate 0.13% 0.03% -0.1%
5-Year Investment Grade Loss Rate 1.35% 0.11% -1.24%
Broad Rating Downgrade Rate (12 month) 5.6% 6.3% 0.7%
Weighted average, by number of issuers
1-Year Accuracy Ratio 62% 83% 21%
5-Year Accuracy Ratio 54% 1% 17%
1-Year Investment Grade Loss Rate . 0.17% 0.04% -0.13%
5-Year Investment Grade Loss Rate 2.08% 0.13% -1.95%
Broad Rating Downgrade Rate (12 month) 7.8% 6.6% -1.2%

One reason that overall ratings quality may have improved is that the quality of
the analysis, itself, may have improved. With the advent of the issuer-pay model, the
number of credits followed by individual rating analysts declined, the frequency of
informational meetings with issuers and investors increased, investments in better
technological tools increased, and the frequency of rating changes all rose over time. A
second reason behind the improvement in our ratings performance during this time period
may be the considerable increase in both the quantity and quality of corporate issuer-
disclosure and reporting.

available for structured finance. Second, the current measurement period for structured finance through mid-2008
does not capture the full impact of the current downturn on expected losses for outstanding structured finance
securities. Nonetheless, for completeness we include the following table:

Structured Finance Performance Statistics (1993~ 2008H1)

Simple averages across Weighted average, by
monthly cohorts number of issuers
1-Year Accuracy Ratio 90% 76%
5-Year Accuracy Ratio 88% 84%
I-Year Investment Grade Loss Rate 0.18% 0.42%
5-Year Investment Grade Loss Rate 0.54% 0.73%
Broad Rating Downgrade Rate (12 month) 1.9% 3.4%

2 See, for example, Blume, M.E,, F. Lim & A.C. MacKinlay (1998), "The Declining Credit Quality of U.S,

Corporate Debt: Myth or Reality?" Journal of Finance 53 .4, and "Maintaining Consistent Corporate Ratings Over
Time," Moody's Special Comment, August 2008,
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Enhanced Accountability and Transparency in Rating Agencies Act
Response to the Discussion Draft

U.S. House of Representatives :
Subcommittee on Capital Markets, Insurance and Government-Sponsored Enterprises
B-304 Rayburn Office Building Washingion, DC :

September 30, 2009

STATEMENT OF KURT N. SCHACHT, iD, CFA
MANAGING DIRECTOR
CFA INSTITUTE CENTRE FOR FINANCIAL MARKET INTEGRITY

INTRODUCTION

T am Kurt Schacht and I am the Managing Director of the CFA Institute Centre for
Financial Market Integrity. T would like to thank the Committee for inviting our
organization to testify today about credit rating issues. For those of you not familiar with
our organization, CFA Institute is a non-profit professional membership organization
with a mission of leading the investment profession globally by setting the highest
standards of ethics, education, and professional excellence. CFA Institute is most widely
recognized as the organization that administers the CFA examination and awards the
CFA designation, a demgnatlon held by nearly 88,000 investment professmnals
worldwide,

The CFA Institute Centre, which is part of CFA Institute, represents the views of
investment professionals, including portfolio managers, investment analysts and advisors
located in more than 130 countries worldwide. Central tenets of the CFA Institute Centre
mission are to promote fair and transparent global capital matkets, and fo advocate for
investor protections. - An integral part of our efforts toward meeting those goals is
ensuring that the quality of corporate financial reporting and disclosures provided fo
investors and other end-users remains of high quality. The CFA Institute Centre also
develops, promulgates, and maintains guidelines encouraging the highest ethical
standards for our members and the global investment community at large through
standards such as the CFA Institute Code of Ethics and Standards of Professional
Conduct,

Over the past two years, the CFA Institute Centre has responded to six domestic and
international regulatory consultations, and conducted two surveys of ouwr 100,000
members on various aspects of this debate. Qur responses to these consultations have
discussed, among other things, the role and responsibilities of the credit rating firms, the
NRSRO process, and conflicts of interest inherent in the issuer-paid model.

Before I focus on specific areas, I would like to comment briefly on the September 25
House Discussion Draft. In general, we support many aspects of this Discussion Draft.
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We certainly support calls to increase transparency, manage conflicts of interest inherent
in the current issuer-pay model, and provide the SEC with strong oversight authority.
The objectives this Bill seeks to achieve go far in aligning investor interests with the
work of ratings agencies.

We are concerned, however, about the degree of detail presented in this Discussion Draft,
finding many instances where there is an effort to legislate what is more typically (and
we believe more appropriately, in this case} left to the regulatory agency to implement.
For example, we question provisions to set the compensation structures for the Board and
the nine subsections detailing duties of the compliance officer. Instead, we encourage a
reworking of this Bill that identifies and sets objectives, and imbues the functional
regulatory agency with authority to implement the details of those objectives.

Now, I would like to focus my testimony on three matters. First, I want to focus on
changes that need to be made to the business models of credit rating agencies in order to
better protect investor interests. Second, I will discuss the perceptions of our professional
membership on the validity of, level of reliance on, and government reforms efforts to
date, related to credit ratings and raters. And finally, I will touch on the problematic
custom of investors’ and investment firms’ blind reliance on the ratings. Users have a
responsibility, too.

COMMENTS

Protection of Investor Interests

Regarding the credit-rating process, users are most concerned about the conflicted nature
of ratings, The CRAs did a poor job of handling the crisis and acknowledging that their
role was significant in convincing many investors, who would not have otherwise
invested, fo buy into a mix of exotic and complex instruments that were rated triple-A.
While much of this CRA activity is still under investigation, there is convincing
information that firms did an inadequate job of performing their due diligence. This
includes litfle investigation of underlying mortgage portfolios, weak testing of default
risks in a booming housing market, their inability to objectively and knowledgably rate
many of these brand new structured products, and that the lure of a high and sustained
flow of fee income related to the manufacture, rating, and sale of mortgage paper
impaired their judgment and process. In case after case, ratings were issued on
collateralized and other structured instruments—ratings that were based on very limited
performance data for the underlying collateral. Often there was little or no prior record of
default experience or track record of performance for such instruments. All of these
factors led to an extremely conflicted, low-quality product and service in the view of
many. In an environment where government has required these ratings and/or certified
the raters, this is unacceptable and should never be permitted to happen again.

Earlier this year, we, in cooperation with the Council of Institutional Investors, created
the Investors Working Group which brought together an august panel of investors,
investor advocates, and former regulators to consider these and other matters relating to
financial market regulatory reform from the investor’s perspective. Co-chaired by former
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SEC chairmen Arthur Levitt and Willilam Donaldson, this group considered the
substantial role credit rating agencies played in the U.S. market turmoil and
recommended changes for a more comprehensive and rigorous government regulatory
model, complete with conflict protections and consequences for improper process and
behavior. These include the following:

1. Congress and the Administration should consider ways to encourage alternatives to

the predominant issuer-pays NRSRO business model.

The TWG suggested that the fees earned by the NRSROs should vest over a period of time
equal to the average duration of the bonds. Fees should vest based on the performance of the
original ratings and changes to those ratings over time relative to the credit performance of
the bonds. Credit rating agencies that continue to operate under the issuer-paid model should
be subject to the strictest regulation.

2. Congress and the Administration should bolster the SEC’s position as a strong,
independent overseer of NRSROs.

The SEC’s authority to regulate rating agency practices, disclosures, and conflicts of interest
should be expanded and strengthened. The SEC should also be empowered to coordinate the
reduction of reliance on ratings.

3. NRSROs should be required fo manage and disclose conflicts of interest.

As an immediate step, the IWG recommended that NRSROs should be required fo create an
executive-level compliance officer position. More complete, prominent, and consistent
disclosures of conflicts of interest are also needed. And credit raters should disclose the name
of any client that generates more than 10 percent of the firm’s revenues,

4. NRSROs should be held to a higher standard of accountability.

The TWG recommended that Congress eliminate the effective exemption from lability
provided to credit rating agencies under Section 11 of the Securities Act of 1933 for ratings
paid for by the issuer or offering participants. This change would make rating agencies more
diligent about the ratings process and, ultimately, more accountable for sloppy performance.

The IWG also believes that NRSROs should not rate products for which they lack sufficient
information and expertise to assess. Credit rating agencies should only rate instruments for
which they have adequate information and should be legally vulnerable if they do otherwise.
This would effectively limit their ability to offer ratings for certain products. For example,
rating agencies should be restricted from rating any product that has a structure dependent on
market pricing.
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Finally, the IWG said NRSROs should not be permitted to rate any product where they
cannot disclose the specifics of the underlying assets. The IWG also recommended that credit
rating agencies be restricted from taking the mefrics and methodology for one class of
investment to rate another class without compelling evidence of comparability.

5. Reliance on NRSRO ratings should be greatly reduced by statutory and regulatory
amendments, Market participants should reduce their dependence on ratings in
making investment decisions.

Many statutes and rules that require certain investors to hold only securities with specific
ratings encouraged some investors to rely too heavily on credit ratings. Eliminating these
requirements over time, or clarifying that reliance on the rating does not satisfy due diligence
obligations, would force investors to seek additional and alternative assessments of credit
risk.

The IWG repoi’t also calls for more and better oversight from the SEC, increased and
substantive disclosures about conflicts of interests, a higher standard of accountablhty,
and finally a reduced reliance on credit ratings in statutes and regulations,

I will submit a copy of this report for the record. As you will note, these
recommendanons support in defail or in tone a number of the provisions in the House
September 29% Discussion Draft,

Perspective of the CFA Institute Membership

As a global organization, we also have been called upon fo consider credit rating reform
from a number of other perspectives over the past year. To help inform our positions, we
have surveyed our global membership on two occasions, most recently in April of this
vear, In response to the questions asked in that survey, our members conveyed a lack of
trust in these firms. More than 60% of the 1,182 respondents concluded that the ratings
issned by credit rating agencies are not valid, A nearly identical 60% stated that they
don’t find that such opinions are useful in their investment decision-making processes.
When asked about government regulation of CRAs, more than 70% said that additional
oversight was needed. On the other band, 51% disagreed with steps by the U.S.
government to deemphasize reliance on credit ratings for investors and issuers, alike.

These results point to a number of cross-currents in this CRA debate. We are currently
caught in a world that is between full government regulation of ratings and a laissez faire
model of these firms being an independent service provider to issuers. Our survey results
and the seeming contradictions in their responses reflect this confused picture. As it
currently stands, there is a very high distrust of the credit rating process. At the same
time, a significant majority say more. government oversight is needed, while a slim
majority disagrees with steps to remove reference to CRAs and to deemphasize their role
in providing rating services regulation.

We do not intend to defend members of the CRA industry, but realize they are clearly not
the only ones to blame, only the casiest. The CRAs were in the unfortunate spot of being
an early and visible target in this credit mess. The complexity and interconnectedness of
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this crisis are still being sorted out, but most stakeholders were fairly clear on the role
played by the CRAs and how various “credits” and instruments, held out to be the triple-
A gold standard rating, were now imploding.

There are a few things to consider in this regard. While the government on the one hand
was criticizing CRAs and the accuracy of their ratings, the ratings on firms associated
with credit rescue programs such as the mono-line insurers and others, remained
unchanged despite well-known problems. It was, and continnes to be, a very mixed
message and one that needs to be clarified. We must not have a situation where two sets
of ratings apply—one for private companies and another for when government baijlout
funding is involved.

Responsibility of Users
Finally, users have an important responsibility to consider in this debate. It is clear that

the credit ratings themselves, accurate or not, were being absolutely misused by many
investors. Users have some responsibility to understand the basis for these ratings, and to
do their own analyses of the credit and other risks to match their own investment
circumstances. Blind reliance on the rating as the one and only due-diligence step
happened with such frequency and case that it had become the accepted industry practice.
In this sense, it was the government’s endorsement and designation of NRSRO status that
had the effect of a seal of approval. The fact that this unprofessional and careless practice
became, in many cases, industry custom seems clear, but it must never again be
acceptable practice for investment managers holding themselves out as experts. There
has been much discussion about investors, in both conventional and structured products,
“circling” (or purchasing) large multi-million dollar quantities, solely on the basis of a
rating and without review of official investment documentation. The practice began with
conventional corporate debt and carried over inio the structured product market with
ease, Our profession of investors and users of investment ratings must do better.

CONCLUSION

The CFA Institute Centre appreciates the opportunity to parficipate in these CRA
hearings. We strongly believe that this area is in need of immediate reform and support
Congressional action to strengthen SEC oversight, as well as to bolster efforts to improve
the internal structure of credit rating agencies themselves. To that end, CFA Institute
supports measures outlined in the Discussion Draft that give the SEC direct authority to
review ratings and underlying methodologies, that address the management of conflicts
of inferest inherent in the issuer-paid business model, and that contemplate significant
measures to increase transparency. CFA Institute is committed to providing our
assistance to these efforts.
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Chairman Kanjorski, Ranking Member Garrett, Members of the Committee, good
afternoon. My name is Deven Sharma. I am the president of Standard & Poor’s (“S&P”) and I
am pleased to appear before you today. I want to commend you, Mr. Chairman and the
Subcommittee, for having this hearing to air these important issues and continue this careful
effort to construct the foundation for a sounder financial system. S&P is a 150-year-old
company. By providing independent credit benchmarks, S&P helps create transparency — one
important contributor to the development of the capital markets. S&P’s ratings reflect the
creativity, independence, rigor and hard work ethic that have built our great economy.

The job of a ratings analyst is a challenging one. It requires intellectual acumen, high
integrity and analytic tools that give us the best opportunity to offer some relative predictability
of what the future may bring. Over the course of S&P’s history, investors have turned to S&P
for its credit risk assessment of companies and securities. By and large, private sector investors
and other market participants use our ratings, not because they are required to do so, but because
our ratings add value to their important deliberations in making investment decisions.

Providing the public with quality ratings, which is our goal, is both an art and a science.
We work hard, very hard to do what we do well and continually to improve the quality and
timeliness of our work. But like every human endeavor, S&P continues to learn from its past.
Among our disappointments has been the ratings of mortgage-backed securities issued between
2005- 2007. Over the course of 150 years, however, our track record is something in which our
people can take pride.

We appreciate the Committee’s goal to reinvigorate the economy and job growth through

stability and innovation. Accordingly, we fully recognize and support the goals behind the
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recent discussion draft entitled Accountability and Transparency in Rating Agencies Act. We
will be studying your discussion draft in greater detail in the coming days and will continue to
engage with you over the next few weeks. I can say now that we support many — indeed most
— of the proposals. We also share the general view that through greater disclosure, oversight
and accountability, confidence in raﬁngs can be restored to overcome the recent disappointment
in some ratings of residential mortgage-backed securities and related products.

As I will explain, however, some of the recent proposals to increase oversight of
NRSROs are problematic and, in our view, would bring unintended harm to the markets. These
proposals include amendments to the federal securities laws that would treat NRSROs far more
harshly than any other defendant in securities fraud lawsuits, and other measures that would
interfere with NRSROs’ analytical independence. As I will explain, these proposals would
inevitably curtail the scope and availability of credit ratings on a broad spectrum of businesses
and the debt they issue. This would add greater hazards, systemic risks and inefficiencies to the
market, and would cause confusion among market participants. Importantly, by encouraging
homogenized, one-dimensional rating opinions, these proposals would also necessarily restrict
the flow of capital across global markets, causing harm not only to established financial
enterprises, but — even more s0 ~— to the small and medium-sized emerging businesses that are
particularly dependent on access to capital and are so important to reinvigorating our economy.

Before discussing these proposals any further, I would like very briefly to address S&P’s
credit rating history, including the recent performance of our ratings on mortgage-backed
securities, as well as important changes we have made to improve our processes and to enhance

and broaden our communication with the market.
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S&P’s Ratings on 2005-2007 Residential Mortgage-Backed Securities

Accordingly, let me begin by acknowledging — as S&P has been saying for quite some
time — that S&P is profoundly disappointed with the performance of many of its ratings on the
aforementioned mortgage-backed instruments. Although we always expect that some portion of
the debt we rate, even highly-rated debt, will ultimately default, our ratings of mortgage-backed
securities issued in this time period have been unusually unstable and their performance has not
matched our historical track record. Why did these ratings on mortgage-backed securities
perform poorly? Put simply, our assumptions about the housing and mortgage markets in the
second half of this decade did not account for the extraordinarily steep declines we have now
seen. Although we did assume, based on historical data stretching back to the Great Depression,
that these markets would decline to some degree, we and virtually every other market participant
and observer did not expect the unprecedented events that occurred. It should go without saying
that had we anticipated fully the speed and scope of the declin(;s in these markets at the time we
issued our original ratings, many of those ratings would have been different.

It is important for me to note, however, that overall S&P’s ratings, including in the area
of structured finance securities, have historically performed very well. We have been rating
structured securities for over thirty years and have developed industry-leading processes and
models for evaluating the creditworthiness of a wide array of structured transactions. Since
1978, only 1.15% of structured finance securities rated by us ‘AAA’ have ever defaulted. For
RMBS securities, the percentage of ‘AAA’ ratings to default over this time period is 0.77%. Our
ratings of non-mortgage asset-backed securities (“ABS™) have performed notably well, even

during the recent credit crisis. As of July 2009, of the more than 6,000 ‘AAA’ ratings we issued
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on non-mortgage ABS, approximately 90% have remained ‘AAA’ and only 1% have been
downgraded below investment grade. Only four ‘AAA’ transactions in this group — or
approximately 0.07 percent — bave ever transitioned to default. Our ratings on corporate and
municipal debt have also performed extremely well, reflecting a high correlation between rating
levels and defaults.

Thus, employing the same general processes and ratings framework across all types of
debt securities and. issuers, we have historically had a very good overall track record, and our
employees remain devoted to providing their highest quality credit analysis to the markets. Of
course, we understand that this Committee’s current focus, and the focus of investors and other
market participants, is — as it should be — not just on our historical ratings history, but on our
more recent ratings of mortgage-backed securities. We know we have more work to do in this
regard and, both on our own initiative and with regulatory oversight by the Securities and
Exchange Commission (“SEC”), we are well into making meaningful improvements.

Mr. Chairman and members of the Subcommittee et me assure you of two things. First,
our ratings in the mortgage-backed securities area were not venal. These were honest views
expressed based on the best information available, dealing with complex instruments. Second,
and more importantly, we have learned from this experience and we have made major changes

ourselves to restore confidence in our ratings.

Recent S&P Initiatives

In 2008, we announced a series of initiatives aimed at improving checks and balances in

our organization and promoting four broad objectives: (i) ensuring the integrity of the ratings
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process; (ii) enhancing analytical quality; (ii1) providing greater transparency to the market by
disseminating relevant information about ratings, as well as information to help the market form
its own view of the soundness of rating analysis; and (iv) more effectively educating the

marketplace about ratings. To date, we have made significant implementation progress.

For example, we have:

o Established distinct groups and invested significantly in processes around our
Criteria, Quality, Compliance and Internal Audit functions each of which has a
distinct and important role in the review of the ratings process and related
controls;

e Established an Office of the Ombudsman. The Ombudsman addresses concerns
related to potential conflicts of interest and analytical and governance processes
that are raised by issuers, investors, employees and other market participants
across S&P’s businesses. The Ombudsman has oversight over the handling of all
issues, with authority to escalate all unresolved matters, as necessary, to the CEO
of The McGraw-Hill Companies and the Audit Committee of the Board of
Directors;

o Instituted a rotation system for analysts;

» Established an enterprise-wide independent Risk Assessment Oversight
Committee. The Committee assesses all risks that could impact the integrity and
quality of the ratings process. This Committee also assesses the feasibility of

rating new types of securities;

¢ Enhanced our analyst training programs and have introduced a new Analyst
Certification Program in which all S&P rating analysts are required to participate;

s Enhanced and expanded our quality assurance and controls related to the
development and implementation of criteria; and

» Created a separate Model Validation Group to independently analyze and validate
all models, developed by S&P or provided by issuers, used in the ratings process.

In addition, we have taken steps to raise the disclosure levels on our analyses, strengthen the

analytics and educate the market. For example, we have:
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e Implemented procedures to collect more information about the processes used by
issuers and originators to assess the accuracy and integrity of their data and their
fraud detection measures so that we can better understand their data quality
capabilities;

o Published a series of articles addressing certain “what if”” scenarios; and

o Published a “Guide to Credit Ratings Essentials” that provides important
information about ratings and their role in the markets.

A number of these changes are intended to enhance our controls and protections against
potential conflicts of interest, an area which has received considerable attention of late. At the
SEC Roundtable in April 2009, discussion among many panelists recognized that there are
potential conflicts inherent in any NRSRO business model, including the issuer-pays model that
we employ or other models such as the investor-pays model or, for that matter, a government-run
model. An important conclusion was that, with any business model, potential conflicts must be
managed through internal governance procedures and regulatory oversight. S&P has long
maintained, adhered to, and recently strengthened policies that manage or prevent these conflicts.
These policies include, among other things, the use of internal firewalls to maintain the
independence and integrity of the analytic process, the use of rating committees, and the
delineation of separate roles and responsibilities of personnel having an analytic versus a
commercial role. These policies, along with the new initiatives discussed above, provide strong
protections against potential conflicts and serve to promote the integrity of our ratings process.

Let me assure you that the various improvements I have discussed are substantive. We
have gone to great lengths to make serious and meaningful changes in the way we go about
doing our credit ratings and we believe the market is taking notice.‘ Virtually everyone I speak to

agrees that our ratings have served historically as an extremely valuable tool for evaluating the
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creditworthiness of issuers and debt securitics. We believe firmly that our ratings will continue
to be an important part of the information available to investors and other market participants as
we move forward and the financial markets continue to improve.

Proposals For Further Regulation

Another way to restore investor confidence in ratings — in addition to the sweeping
changes I just described — is to pursue effective regulation of credit rating agencies. Currently,
NRSROs are subject to the Credit Rating Agency Reform Act of 2006 (the “2006 Act”), which
gave the SEC broad oversight authority and was intended to increase transparency about the
ratings process and investor choice and competition among NRSROs. We believe those goals
have been significantly advanced in the short time since the 2006 Act became effective. Indeed,
the number of NRSROs has grown to ten, double what it was at the time the law was passed. As
long as barriers to entry remain low, we expect the number of NRSROs to continue to grow,

providing still more options for investors.

Also, as a result of the 2006 Act and implementing regulations, NRSROs are now
required to disclose detailed performance data about their ratings. This facilitates comparisons
of NRSROs and promotes more informed decisions about their strengths and weaknesses.
NRSROs are also now subject to increasingly rigorous and regular oversight, including wide-
ranging inspections, the first of which was conducted by SEC staff in 2007 and 2008. This
inspection resulted in a lengthy report and a series of recommendations by the SEC for
improvements — some of which overlap with the changes described above — which we have

worked tirelessly to implement.
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On top of this, the Comumission issued another layer of rules governing NRSROs in
February of this year. Those actions by the SEC require enhanced disclosures of perférmance
measurement statistics and procedures and methodologies; new record-keeping standards; public
disclosure of ratings histories; and a comprehensive annual report from each NRSRO. Just this
past month, the Commission approved another set of rules which require more complete
disclosures of credit rating histories, provide all NRSROs with access to information made
available by issuers to NRSROs they pay to rate a transaction, and expand Regulation FD to
allow access by NRSROs to sensitive issuer information even if the NRSROs do not make their
ratings publicly available for free. The Commissiog also voted to propose new rules that, among
other things, would require a new report from NRSROs that describes compli‘ance reviews and
steps taken to enforce compliance policies; and mandate additjonal disclosures about potential
conflicts of interests, including the percentage of revenues attributable to the largest users of

credit ratings.

Although the 2006 Act has resulted in a broad and robust regulatory scheme, S&P shares
the view that further regulation, appropriately crafted, can serve the goal of restoring and
maintaining investor confidence. In our view, such regulation should follow four broad
principles: (i) it should be part of “beginning-to-end” regulatory. solution; (i1) it should not
interfere with analytical independence; (iii) it should foster greater competition in the ratings
industry and not impose burdensome barriers to entry; and (iv) it should recognize the critical
importance of interational consistency. I will say a few words about each of these principles

and then I will discuss in more detail some of the specific proposals that have been made.
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Beginning-to-End Solutions: From our perspective, any regulatory approach regarding
ratings should include “beginning-to-end” solutions. In other words, as noted in the Treasury
Department’s June report, Financial Regulatory Reform: A New Foundation, regulation should
cover all aspects of the capital markets that, taken together, contribute in a systemic way to their
effective and efficient functioning. In structured finance, this would include not just ratings, but
appropriate regulation related to the origination and pooling of assets, the structuring and
underwriting of securities, the management of collateral held by a structured vehicle, and the
marketing of securities. A “beginning-to-end” focus is important in avoiding the unintended
consequences that too often result from piecemeal solutions. With respect to ratings, an
appropriate regulatory framework should cover not just rating firms, but also those entities that
can play a role in promoting the quality of ratings and their appropriate use. For example, an
important factor in ratings quality is the reliability and accuracy of information available to be
analyzed by rating analysts. That information is not generated by rating firms, but by others —
e.g, corporations, mortgage originators, and underwriters. Still others, such as professional audit
firms in the corporate world and third-party due diligence firms in connection with certain
strucfured finance securities, are responsible for reviewing that information and verifying it. In
our view, these entities and the roles they perform should be an integral part of any regulatory

approach for all market participants.

Analytical Independence: We believe analytical independence is a fundamental
principle. At its core, a rating is an analytical determination. It results from a group of
experienced professionals analyzing a set of facts and forming a judgment as to what might
happen in the futurc. For the markets to have confidence in those ratings, they must continue to

9
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be made independently. That means, of course, that they must be free of undue commercial
considerations — and S&P is fully committed to that principle — but it also means that they
must truly reflect the substantive views of the analysts making them, not the dictates of
regulators or other external authorities. Indeed, the key value of ratings is their independence
from undue influence. Analytical independence is critical in furthering analytical innovation
based on experience. Government mandates to set standard rating definitions or methods will
also lead to over-reliance of investors on ratings — the chief reason given for removing
government mandates that require use of ratings for certain investment purposes. Accordingly,
we would be extremely concerned about regulatory measures that could force analysts to make
judgments not based upon their own considered analysis and independent views and experience,
but rather out of a desire to avoid subsequent second-guessing by regulators or others. Such
proposals, in our view, would lead to uniformity of opinion and, ultimately, systemic risk as the
market would be deprived of differing viewpoints on the creditworthiness of issuers and

securities.

Fostering Competition in the Ratings Industry: A key aspect of the 2006 Act is a set of
provisions designed to ease the burden of becoming an NRSRO. S&P strongly supports that
legislative goal. Regulatory requirements, by their nature, are often scen by potential new
entrants as burdensome; yet carefully crafted, balanced mlés are necessary to establish a fair and
level playing field. We believe that new statutory laws will be beneficial to investors and the
markets generally, as long as they aim to increase competition in the ratings industry and among
NRSROs in order to provide investors with more robust ratings and increased sources of
information about evaluations of debt.

10
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International Consistency: We also believe international consistency is critical to an
appropriate regulatory framework. Ratings are issued and used globally. This reflects one of
their many benefits — their ability to provide a common global language for analyzing credit
risk and contribute to the global flow of capital. However, it also underscores the importance of
a consistent approach to the regulation of ratings around the world. A rating produced under one
set of regulations may not mean the same thing or address the same risks as one produced under
another if those regulations are not compatible. Inconsistent ratings regulation could actually
promote uncertainty in the global capital markets, at a time when it can be least afforded. To that
end, we believe the G20’s recent comments about the need for international consistency, and the
model code of conduct published by the International Organization of Securities Commissions

(“IOSCO”) as a possible blueprint in that regard, are constructive.

Specific Proposals That Would Improve Ratings and Benefit The Markets

Let me speak now about specifics. There have been several recent proposals for
additional legislative and regulatory action which, on top of the new and far-reaching rules
issued by the SEC, would provide for extensive new regulation designed to increase NRSROs’
accountability. As noted, S&P agrees with, and is prepared to support, many of the recent
proposals to strengthen regulation of NRSROs by: (i) increasing SEC oversight; (ii) protecting
against conflicts of interest, which inevitably exist in connection with any credit rating business
model; (iii) promoting the use of high quality data by NRSROs; and (iv) improving transparency

in the ratings process.
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These recent proposals that we broadly support include, specifically:

Oversight and Accountability

Creating a dedicated office within the SEC to oversee NRSROs and empowering the
SEC to conduct frequent reviews of NRSROs to ensure that NRSROs follow their
internal controls and policies for determining ratings and managing conflicts of
interest;

Providing the SEC with explicit authority to impose sanctions, including steep
fines for NRSROs that fail to comply with the SEC’s rules or their own policies
and procedures, and to conduct regular, annual reviews of NRSROs;

Designating a responsible officer (or officers) within each NRSRO with
authority to review compliance with procedures and methodologies, administer
rating policies, and oversee compliance with the securities laws and regulations;

Requiring NRSROs to adopt payment practices that are based in part on ratings
performance and ongoing surveillance, which will help promote comprehensive

and thorough analysis; and

Mandating comprehensive analyst training programs;

Conflicts of Interest

Requiring disclosure of a uniform body of underlying information by issuers,
according to requirements appropriate to every class of securities to all
NRSROs, which would lead to increased transparency and promote the issuance
of unsolicited ratings, thus improving competition in the rating industry;

Requiring analyst rotations so that analysts do not consistently analyze the same
issuer or security, further reducing the potential for conflicts of interest;

Requiring “look-back” reviews whenever former NRSRO employees leave to
work for an issuer, thus providing a further check on the integrity of the rating
process;

Requiring that fees for structured transactions are paid at defined milestones in
the process, rather than when the transaction closes, which would help avoid
potential conflicts of interest and protect against so-called “ratings shopping”;
and

12
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Requiring issuers to make disclosures when they seek preliminary ratings from
NRSROs, which will further protect against ratings shopping.

Data Quality

Requiring disclosures about the use of any third party due diligence services;
and

Requiring NRSROs to receive due diligence certifications from independent,
third party firms in connection with credit ratings on structured finance
securities backed by residential mortgages.

Transparency

There have been other proposals which S&P generally supports. For example, with the

laws and regulations. We agree with the objective of such proposals — namely, to reduce the

Requiring frequent dissemination of robust and comparable data about the
historical performance of ratings, including default and transition studies, which
will permit investors and other market participants to compare NRSROs and
improve competition in the industry;

Requiring broad dissemination of ratings methodologies, analytical assumptions,
and practices related to data quality;

Requiring disclosures about the use of “servicer reports” in connection with
structured finance transactions; and

Improving documentation and broadening public disclosure of internal controls,
including conflicts of interest policies and codes of conduct.

On this last category, I will add that while we believe strongly in promoting transparency and a
well-informed market, the key is to promote relevant transparency; we should seck to avoid the

risk of overloading the market with too much information that has no genuine use.

expansion of the number of NRSROs that has occurred as a result of the 2006 Act, there appear
to be good grounds for reevaluating the use of NRSRO ratings in federal laws and regulations.

On this subject, we have always said that S&P did not seek to include the NRSRO designation in
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potential for undue reliance on rating opinions and a misperception among market participants
that Congress and the SEC are “endorsing” NRSROs’ processes or methodologies by influencing
the meaning or substance of NRSROs’ ratings. Let me add that if regulators and policymakers
ultimately choose to retain ratings in their rules as benchmarks, the use of additional
benchmarks, addressing elements other than credit risk, may also be warranted.

S&P recognizes the potential benefits of further regulation and wishes to work with this
Subcommittee and your colleagues to pursue meaningful change to the regulatory landscape
which will, ultimately, restore and maintain the confidence of investors and provide them
additional choice in what ratings they use. This is an important point in time, as extensive new
regulation in this area will undoubtedly shape our capital markets for years to come.

Proposals That Raise Concerns For NRSROs and the Markets Generally

Although S&P broadly supports the proposals I have mentioned, there are several that
raise particular concerns. Some of these can be alleviated by simpic revisions to the proposed
text while preserving the core goals of the proposals. Other provisions, however, raise serious
concerns, not only for the significant effect the proposals would have on S&P and other
NRSROs, but also for the broader implications they would have for the United States and global
financial markets as a whole.

Amendments to Pleading Standards

One proposal that has been discussed in recent months could have the effect — at least as
interpreted by aggressive plaintiffs’ lawyers not always secking to advance the broader interests
of the market — of lowering the threshold legal requirements for bringing a securities fraud

claim against NRSROs and only NRSROs. On the subject of litigation, let me first correct one
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misperception, namely, that the First Amendment insulates rating agencies from all liability.
Although 1 am not a lawyer, I understand that courts have indeed affirmed that credit ratings are
opinions that are matters of pﬁblic concern protected by the First Amendment. However, the
First Amendment provides no exemption from liability to any company, including a rating
agency, that intentionally misleads or defrauds investors. Indeed, the First Amendment provides
no protection in a securities fraud under the Securities Exchange Act — the very statute that this
proposal would seek to amend.

If the proposal under consideration were to become law, plaintiffs’ lawyers would use it
to argue that NRSROs may be sued for securities fraud under the Securities Exchange Act
whenever they act “unreasonably.”” This would differ materially from the legal standard
applicable to every other defendant — including auditors, equity analysts, issuers, underwriters
and others — who must be found to have acted intentionally with bad faith (or in legal terms
with “scienter”) before they can be found liable. Such a distinction is inappropriate and unfair.
We are not suggesting that NRSROs should receive special treatment in such cases, but rather
that they should be subject to the same pleading standards as other defendants.

Thus, under such a new legal framework, if a plaintiffs’ lawyer were to bring a securities
fraud suit jointly against three defendants -- a securities analyst, an auditor and an NRSRO -- the
plaintiff would have to allege that the sccurities analyst and auditor acted intentionally in bad
faith but, with respect to the NRSRO, would argue that it need to allege only that the NRSRQO

acted “unreasonably.” In other words, materially different legal standards would apply in the

For the information of the Subcommittee, I am attaching a copy of written testimony recently
submitted by S&P’s outside legal counsel, Floyd Abrams, to the House Committee on Oversight
and Government Reform which addresses issues of rating agency liability.
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same case. We respectfully submit that any such change is both unfair and unjustified. There is
simply no basis for providing any less legal protection to NRSROs than, say, analysts who issue
recommendations to buy or sell stock, or arrangers and sellers of securities.

This proposal could lead to a torrent of new litigation against S&P and other NRSROs,
which would be in addition to the many lawsuits, seeking tens of billions of dollars, currently
pending against us in state and federal courts across the country.

On this point, it is important to understand that the very nature of credit ratings makes
NRSROs uniquely susceptible to potential harm from the creation of a new lower liability
standard. Credit ratings are not statements of existing fact but rather opinions about the future.
They are not some sort of guarantee of performance or investment recommendation but rather,
by their nature, are forward-looking opinions that speak primarily to the likelihood that a
particular security or obligor will default in the future. Market participants have long understood
that some portion of rated debt — even highly rated debt — will ultimately be downgraded and,
in some cases, default as issuers encounter financial difficulties, the markets they operate in
shrink, or economies go into recession. That some percentage of defaults occur is not evidence
that the initial ratings were “too high,” “too low,” or otherwise “inaccurate” and certainly not of
wrongdoing that should expose NRSROs to expanded securities fraud claims as contemplated by
proposals now before this Committee.

If S&P or other NRSROs could potentially be liable under the securities laws even where
it acts in good faith, plaintiffs’ lawyers would inevitably file suit against them any time rated
securities default, or even when ratings are simply downgraded. There would be limitless

opportunities for such second-guessing because, at any moment, S&P has well over 1 million
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explained that this dynamic could create the potential for an unprecedented number of lawsuits
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from an unknown but vast class of potential plaintiffs.

More importantly from a market perspective, the harm I am discussing would not just be
limited to vastly increased litigation risks and costs for NRSROs. More to the point, any law that

could be read as subjecting NRSROs to the prospect of liability, in hindsight, for opinions issued

in good faith, would be affirmatively harmful to the markets as a whole. For example:

NRSROs could adopt a one-dimensional approach: Exposing NRSROs to new
expansive liability could well lead to a more homogeneous approach to ratings
among NRSROs, resulting in less diversity of opinion and strong disincentives
for analytical innovation, thereby stifling a prime goal of increased competition
in the industry. Faced with potential liability under the proposed standard,
NRSROs across the board would have strong incentives to adopt only those
processes that courts would deem “reasonable,” even if they believe a different
approach might be more appropriate analytically and provide more robust
ratings for investors. The result could generate serious systemic risk. As
NRSROs would adopt narrower, less diverse opinions, the market would be left
with one uniform, conventional view of credit risk when making investment
decisions and other financial judgments.

The market would have access to fewer ratings: The proposal could also result
in the scaling-back of ratings coverage, with the most profound impact felt by
newer and smaller issuers, including those in emerging sectors critical to the
future growth of our markets and economy. Faced with a dramatic increase in
liability risk, NRSROs would likely rate only those entities and securities that
are least likely to default or be downgraded or which have a long history of
providing the highest quality data. As a result, issuers who are relatively new to
the debt markets may have a difficult time getting rated and, therefore, greater
difficulty accessing capital and contributing to the economic recovery. Since
small and medium enterprises, as well as new technology companies -- for
example, green energy producers and broadband providers -- represent critical
and emerging elements in our national production and employment bases, this
result could have long-standing, detrimental results for economic growth.

There could be less comprehensive ratings analysis: Expanding the potential
for litigation against NRSROs would create incentives for NRSROs to narrow
the scope of their rating analysis in order, again, to minimize the areas for
potential second-guessing by plaintiffs’ lawyers. For example, a number of
NRSROs consider projections prepared by management when rating
corporations, public finance issuers, and others. Performing a “reasonable”
investigation of such projections — as would be required under the current
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discussion draft — would be difficult if not impossible to do, yet an NRSRO
would face new potential lability risk for failing to do so. Faced with this
choice, an NRSRO might decide to stop taking such information into account.
Ratings would thus become more backward-looking and, as a consequence, less
geared towards their primary purpose: an assessment of likely credit quality on
a going forward basis.

e  NRSROs may avoid downgrades to limit potential liability: Ratings are
forward-looking opinions. As such, they sometimes change as the economy
does or as updated facts about a rated entity or security become available. Some
rated securities inevitably default; others are downgraded as new facts surface.
If NRSROs could be sued every time an obligor or security is downgraded or
defaults, the ratings process itself could be distorted so as to avoid downgrading
ratings even if circumstances warrant, thus lowering NRSROs’ potential legal
exposure.

I am not suggesting, of course, that S&P should receive special legal treatment in
lawsuits for securities fraud under the Exchange Act. Rather, I am raising probable, unintended
consequences not just for NRSROs but, more importantly, for issuers who must access the debt
markets and for investors who want and need additional information about the debt. T am simply
saying that we should be subject to the same legal standards as everyone else in such cases. The
discussion draft suggests the possibility of new language explicitly stating that Congress would
not be amending existing pleading requirements under the federal securities laws, and that
NRSROs would be subject to the same legal standards that apply to issuers and underwriters.
While this provision would certainly help to alleviate the significant concerus I have raised, the
discussion draft still contains much of the problematic language 1 have discussed and, therefore,
should be made clearer in order to avoid any possibility of these very serious potential harms.

Collective Liability

Another proposal that has given us great cause for concern is one that would subject each
NRSRO to “collective liability” for judgments against any NRSRO. Thus, if an analyst at one

NRSRO commits securities fraud, S&P could be required under some circumstances to
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compensate the victim of the fraud even if S&P had nothing whatsoever to do with the other
NRSRO’s fraudulent activity. Respectfully, we believe there is no basis for this unique and
unjust legislative scheme. Put simply: No NRSRO should be required to act as an insurer and
compensate plaintiffs for harm caused by employees of its competitors.

This proposal is particularly alarming because it contrasts so sharply with the primary
goal of the 2006 Act — to increase competition in the credit rating industry and lower barriers to
becoming an NRSRO. Indeed, it is difficult to imagine a greater deterrent to entering this
industry than the knowledge that one may be required to act as an insurer and held financially
responsible for the fraudulent actions of and harm caused by its competitors and its competitors’
employees.

In this regard, we must also recognize that the 2006 Act succeeded in increasing
competition by reducing the authority of the SEC to evaluate the track records of entities seeking
NRSRO status. S&P has always embraced more competition in the rating industry and we
supported this purpose of the 2006 Act. We did not expect, however, that we would ultimately
be made in effect a legal guarantor and insurer of the work performed these new entrants. Such a
result is not fair, and there is no legal or policy basis for it.

Sharing and Verification of Information

The discussion draft includes another troubling provision, which would mandate that
NRSROs disclose to one another all information they receive from issuers. On its face, the
proposal would also require NRSROs to disclose — to competitors no less — all of their own
internal work papers, meeting notes and any other analytical support for their rating opinions.

This would constitute an unprecedented intrusion into competitive businesses and fundamentally
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subvert intellectual property rights in a manner that would undoubtedly chill robust analysis by
NRSROs and otherwise restrict development and innovation in the ratings industry.

In addition to such sweeping disclosures, the proposal would also require NRSROs to
review and “vernify” any information similarly disclosed to them by their competitors. This
would constitute a seemingly insurmountable burden, considering that S&P alone has well over 1
million ratings outstanding right now and currently rates more than $32 trillion of debt. The
proposal raises a number of serious questions: How would an NRSRO go about “verifying” all
of this information, which presumably would include financial statements, management
projections, and the like? Would NRSROs be required to verify such information even if they
did not rate the relevant issuer or security? Would NRSROs be expected to establish entire
departments dedicated to verifying the reams of information flowing in from their competitors?
Rather than NRSROs, these roles are properly held by those involved in the securitization
process who are responsible for the review and verification of such information.

Whatever the answers to these and other questions raised by this provision, it is clear that
this concept is unprecedented and would iﬁevitably create extraordinary barriers to entry,
particularly for start-up firms who would not conceivably be equipped to take on the massive
burden of verifying information on virtually all of the major securities issuances in the U.S,, as
well other issuances abroad.

Potential Interference With Analytical Independence

A core provision in the 2006 Act prohibits the SEC from regulating “the substance of
credit ratings or the procedures and methodologies by which any [NRSRO] determines credit

ratings.” This important limit on SEC authority was designed to protect NRSROs’ analytical
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independence and to cnsure that they are able to issue rating opinions free from government-
mandated analytics, which would stifle innovation, lead to less robust ratings, and have the
appearance to investors that the government is somchow “sanctioning” or “endorsing” a
particular rating or NRSRO. Some recent proposals, however, cross that threshold and suggest a
substantive role for regulators in determining how an NRSRO forms its rating opinions. One
example is a provision in the discussion draft that would strictly define the meaning of a credit
rating, limiting it to an assessment of risk that investors “may not receive payment in accordance
with the terms of issuance” — in other words, the likelihood of default.

As 1 have discussed today, S&P’s credit ratings express forward-looking opinions about
the creditworthiness of issuers and obligations. More specifically, our ratings express a relative
ranking of creditworthiness -- issuers and obligations with higher ratings are judged by us to be
more creditworthy than issuers and obligations with lower credit ratings. Legislative proposals
attempting to define and limit the definition of a credit rating do not account for the reality that
creditworthiness is a multi-faceted phenomenon. Although there is no "formula" for combining
the various facets, our credit ratings attempt to condense their combined effects into rating
symbols along a simple, one-dimensional scale, and the relative importance of the various factors
may change in different situations.

While likelihood of default is the single most important factor in our analysis of
creditworthiness, investors have repeatedly cited other factors as useful to them in their
investment decisions. Our analysis therefore addresses secondary factors, including the payment
priority of an obligation following default. For example, when a corporation issues both senior

and subordinated debt, we typically assign a lower rating to the subordinate debt. We also
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consider the projected recovery that an investor would expect to receive if an obligation defaults.
Another factor is credit stability, which accounts for the expectation that some types of issuers
and obligations are prone to displaying a period of gradual decay before they default, while
others may be more vulnerable to sudden deterioration or default. Accordingly, in 2008, we
introduced an explicit “stability” measure into our ratings criteria, which addresses whether, in
our view, an issuer or security has a high likelihood of experiencing unusually large adverse
changes in credit quality under conditions of moderate stress.

Any government mandate that arguably would prohibit an NRSRO from conside;'ing any
secondary credit factors that are relevant to our opinion of creditworthiness would lead not only
to homogenized ratings, thus depriving investors of the full breadth and diversity of NRSROs’
opinions, but could also result in undue investor reliance on rating opinions and a misperception
that Congress or the SEC has endorsed NRSROs’ methodologies and their ultimate rating
opinions -- again, precisely the opposite of Congress’ goal in pursuing proposals to remove the
NRSRO designation from existing laws and rules. Such mandates could also lead to narrower,
more homogeneous ratings, giving rise to many of the harmful market effects I have mentioned.

S&P supports a transparent system in which the market has the benefit of an NRSRO’s
complete and independent opinion of a bond or security, along with a clear understanding about
the different aspects of creditworthiness that ratings can address. This is far more beneficial to
the market than a system in which the government mandates what a rating must mean or what it

must address.
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Removing Protections for Forward-Looking Statements

We also have serious concerns about proposals providing that rating opinions shall not be
deemed “forward-looking statements” under the federal securities laws. These proposals ignore
that the very essence of a rating is that it is forward looking — it speaks to the likelihood that a
particular obligor will pay back principal and interest in the future. Unlike staterments that speak
to an entity’s current financial condition, ratings expressly relate to what may likely happen on a
going-forward basis. If ratings were not forward-looking, but instead simply reported on
existing facts about an issuer or security, they would serve very little, if any, purpose to the
markets. Indeed, at S&P we have heard consistently from market participants over the years that
ratings must be forward-looking in order to have value.

While we understand that one of the purposes of this proposal is to subject NRSROs to a
high level of accountability and promote quality rating opinions, we believe legislation can
achieve these goals in a manper that is consistent with the genuine nature of ratings.

Corporate Governance Restrictions

Another proposal would regulate and restrict the corporate governance practices at
NRSROs or their parent companies. Among other things, the proposal would dictate the
composition of boards of directors, restrict the activities of board members and control their
compensation structure and length of term. In additi;)n, board members would be required to
oversee analytical processes, including the development of ratings criteria and methodologies —
subjects that would ordinarily fall far outside the knowledge and experience of corporate board

members, who are not trained analytical staff or management of NRSROs.
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Such interference with NRSROs’ corporate governance structure would treat NRSROs
differently and much more harshly than all other market participants, including, for example,
auditors and equity analysts. Members of Congress and critics of NRSROs have frequently
observed that NRSROs should be treated “the same as” auditors and equity analysts; yet, the
effect of this proposal represents the opposite approach.

Prohibitions on the Activities of NRSRO Affiliates

Finally another provision of the discussion draft would impose restrictions on the
affiliates of NRSROs, prohibiting theny from engaging in an array of services unrelated to any
credit rating service. S&P has furthér strengthencd its policies in this area since 2007 and
strongly supports the goal of protecting against potential conflicts of interest. These new
proposals, however, would sweep too broadly and would increase barriers to enfry. By way of
example, S&P is owned by The McGraw-Hill Companies, Inc., which itself operates a number of
entities and business units that have nothing to do with — and are segregated both structurally
and substantively from — S&P’s credit rating activities. McGraw-Hill’'s education and
information and media segments, for example, have nothing to do with S&P’s ratings yet would
be covered by this sweeping prohibition. Imposing restrictions on the ability of units like these
to do business with issuers on matters totally unrelated to ratings would be unfair and could well
prevent new businesses that currently offer similar services from considering entrance into the
ratings business as an NRSRO.

This problem could be solved rather easily by creating a safe-harbor provision for those
NRSROs, such as S&P, that maintain policies and procedures that establish firewalls to insulate

ratings-related activities from other business activities under the same corporate umbrella. This
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approach would be consistent with rules announced by the SEC earlier this year and now in
effect, which include restrictions that are focused on situations in which affiliates of NRSROs
provide consulting advice in connection with credit rating activity. We would be pleased to offer
specific language to the Committee on this matter.

In summary, we are concerned not oﬁly with potential effects on S&P, but also the effects
these changes would have on the market. While we agree completely with the goal of improving
the quality and transparency of credit rating analysis, we urge caution in the crafting of proposals
that would ultimately result in less comprehensive ratings, covering a narrower scope of world
markets to the detriment of investors and business enterprises large and small. Any regulatory
sch¢me that effectively scales back the availability of robust, independent rating opinions will
result, inevitably, in a reduction to the flow of capital in global markets, stalling innovation and
growth in emerging sectors and beyond.

Conclusion

1 thank you for the opportunity to participate in this hearing. Since our founding over a
century ago, S&P’s consistent approach has been to learn from experience and to improve and
strengthen our analytics, criteria, and review processes when appropriate. You can expect that
same approach going forward. Let me also assure you again of our commitment to analytical
excellence and our desire to continue to work with Congress and governments, legislatures and
policy-makers worldwide as they strive to develop productive solutions that restore stability in

the global capital markets. I would be happy to answer any questions you may have.
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Written Statement of Dominic Frederico
Chief Executive Officer
Assured Guaranty Limited
Before the House Subcommittee on
Capital Matkets, Insurance and Government Sponsored Entities

Chairman Kanjorski, Ranking Member Garrett, and members of the Subcommittee, my name is
Dominic Frederico and I am Chief Executive Officer of Assured Guaranty Limited (Assured
Limited), the holding company for Assured Guaranty Corp. (Assured Guaranty) and Financial
Security Assurance Inc. (FSA). Assured Guaranty and FSA provide financial guaranty insurance for
U.S. municipal and global public finance obligations, including municipal bonds, loans and
infrastructure financings. Thank you for accepting my written statement in connection with this
very important heating.

Our service, financial guaranty insurance, is utilized in the financial markets to assist issuets of bonds
(municipalities and other issuers) to reduce the cost of borrowing and to provide investors security
and risk management. Our company and our industry are currently subject to the regulatory
oversight of state insurance regulators. The current decentralized regulatory regime for monoline
insurance has been stressed by the events of the last 24 months where various participants in the
financial guarantor sector undertook strategies that have put their continued viability at risk.
Unfortunately, the current regulatory regime lacks uniform, consistent credit, capital and financial
strength standards. As a result of the lack of a single consistent regulator, the rating agencies have
become the de facto regulators of our industry, placing this important sector at the mercy of three
rating agencies with different requirements and models that are far from transparent and do not
result in the consistent outcomes which are necessary for regulation and oversight.

FSA and Assured Guaranty, which commenced operations in 1985 and 1988, respectively, have
come through this unprecedented period of turmoil in strong capital positions. Our two companies
recently came together when Assured Limited acquired FSA from Dexia in a transaction that
ensured that FSA would be able to operate exclusively as a municipal bond insurer, while its sister
corporation, Assured Guaranty, would continue to operate as an insurer of both municipal and
asset-backed obligations. We are confident that this new organization will allow investors to find
value in the over $660 billion of municipal and other bonds that carry our guaranty and for newly
written policies for newly issued debt as is evidenced by the over $28 billion of municipal securities
that we have already insured during calendar year 2009. This continued strength is not only
important to investors of existing securities, but also to the issuer who only purchases our setvices if
the interest rate savings justify the expense of insurance. Recall too that the ultimate beneficiaties of
the reduced borrowing cost of a municipal bond as a result of insurance are the state and local
taxpayess who will be paying less for new schools, roads, bridges or other needed public projects.

Mr. Chairman, we want to commend you on yout draft “Enhanced Accountability and
Transpatency in Ratings Act.” We believe that many of the measures you have introduced will bring
increased transparency and accountability to the rating agencies, which will benefit all market
participants, including issuers, investors and companies who rely upon their credit rating to do
business. As the last few years have demonstrated, there is a need for enhanced disclosure
requirements and a more transparent rating regime.

We believe that your bill carefully balances the need to create a regulatory framework for the credit
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rating agencies that provides appropriate levels of requirements, transparency and accountability
without inhibiting their independent judgment in the actual ratings. Exercising that judgment in an
environment wherte all market participants can better understand the methodologies employed, the
data analyzed and the undeslying economic assumptions consistently applied not only company-by-
company but across all related companies, can only increase the depth of the understanding of the
ultimate rating. Investors will then be armed with better information about the rating in order to
make their own judgment about the viability and reliability of the rating.

While we will continue to strive to achieve the highest possible ratings, we believe that credit rating
agency views currently play too singular a role in the evaluation of our financial strength, particulaly
when that role is played out in an opaque manner employing methodologies that are not understood
or consistently applied. Ratings are based on criteria that vary and include many subjective
characteristics and employ methodologies that are not readily transparent. Additionally, the three
major rating agencies have different sets of guidelines, which present conflicting goals that make it
difficult to manage a company in a rational manner. Importantly, investors cannot easily evaluate
rating agency conclusions. Even worse, among the major credit rating agencies, there are different
standards and assumptions applied to different companies within the same sector and industry.

We have reviewed your discussion draft and support the proposals that you have offered. We arein
agreement that increased disclosure, transparency and oversight will help to restore market
confidence in credit rating agencies and the service they provide. Furthermore, your legislation will
help investors to better understand the assumptions underlying their ratings and thereby better put
that analysis into context along with other credit analysis. This openness should provide
opportunities for greater competition in the rating agency sector, competition that has been badly
needed. We also believe that transparency will encourage the development of new entrants into the
market — entrants that may bring unique specialties and business models that will ultimately benefit
investors and the marketplace generally.

As the House Financial Services Committee begins to formally consider this legislation, we have
what we hope will be perceived as constructive suggestions to your draft that we believe would make
the transparency provisions even more effective, and permit the users of credit ratings to better
understand how a rating was determined. As you have noted, the goal of part of the proposed
legislation is to allow the public to “better understand credit ratings issued by the nationally
recognized statistical rating organization(s].” We would tespectfully submit to you the following
additions to the requitements set forth in this section.

First, we strongly support a credit rating agency’s disclosure of any deviations from the consistent
application of its assumptions, procedures and methodologies in rating different companies and
issuers with similar products and in similar industries. In reviewing a credit rating report, & user
relying on that rating should be able to consider the credibility and viability of the underlying
assumptions utilized in arriving at a particular rating and whether the credit rating agency followed
its procedures and methodologies, particularly when the credit rating agency is inconsistent in the
application of these procedures and methodologies across one specific rating type. Disclosing any
information related to 2 methodology and underlying assumptions and the consistency of the
applications of those practices across the spectrum of rated issuers will only cause credit rating
agencies to be more careful in deriving ratings and will permit users to consider the “full picture”
when evaluating a credit rating,
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Similatly, we would also mandate the disclosure of any deviation from the standard assumptions
underlying those procedures and methodologies. Just as a user of credit ratings should know if the
application of procedures and methodologies were applied inconsistently by a credit rating agency,
we believe it is materially significant to wartant the disclosure of any instance where the underlying
assumptions are not the same across the spectrum of rated issuers. Such transparency will not only
provide the investor better information about what makes up a particular rating, but will also permit
the investor to compare the strength and creditworthiness of different companies in the same sector
(e.g. financial guarantors) and different compaaies within the same industry (e.g. financial
guarantors, banks, insurance companies, investment banks, etc.)

Finally, we believe that each credit rating agency should be required to publish written comments
received from any user of a credit rating related to the factors that go into determining a credit
rating. ‘The written comments could be published on the credit rating agency’s website, with each
issuance or company accessible by a specific, identifiable web link. Such a process would be
relatively inexpensive to implement and provide for valuable additional transparency. In addition, it
would provide a convenient, centralized forum to discuss the procedures, methodologies and data
used by a credit rating agency in arriving at its credit rating,

Mr. Chairman, we congratulate you again for drafting such necessary and well-crafted legislation. We
appreciate you and your colleagues’ efforts to enhance regulators’ oversight of the credit rating
agency sector by increasing the level of transpatency at this critical time. We look forward to
working with you to achieve these goals.
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Egan-Jones Ratings Company Providing timely, accurate credit
Tel. 610-642-2411 Segan@Egan-Jones.com ratings to Institutional Investors

September 29, 2009

Hon. Paul Kanjorski

Chairman

Hon. Scott Garrett

Ranking Member

Subcommittee on Capital Markets, Insurance,
and Government Sponsored Enterprises

U. S. House of Representatives

Washington, DC 20515

Gentlemen:

I am writing in connection with your ongoing examination and hearings to address problems in the
rating industry. Inflated ratings have been and remain a principal cause of turmoil in the financial
markets.

The proposed legislation in the form of the Discussion Draft released last Friday along with the
rating agency legislation recently unveiled by the Treasury Department shows that public policy
makers in Washington are coming to grips with the core problem in the credit ratings industry,
namely that the agencies are being paid by the sellers of the securities rather than the investors
who they are supposed to protect. We commend the efforts of your Subcommittee in serving as
the catalyst for these much needed reforms.

At Egan-Jones, we do remain concerned that the liability issue which is featured in the Discussion
Draft and is receiving increased attention as a potential remedy in this area will have the opposite
effect of improving the quality of credit ratings.

By way of example, just yesterday, S&P downgraded MBIA to non-investment grade or junk
status. Seven years ago, Egan-Jones issued a rating report that MBIA, which is the largest of the
bond insurers, did not merit the Triple-A rating which Moody’s, S&P, and Fitch accorded them.

When Egan-Jones continued to lower its MBIA ratings, we received a threatening letter from the
company’s Chief Executive Officer. The letter began by stating that “1 find it difficult to understand
how you could have an informed opinion” as to the financial strength of MBIA. It concluded by
suggesting that we refrain from making any further “public statements” about the company.

As is well known, of course, the earnings, capital and stock prices of the monocline insurers
collapsed in late 2007, but even during the time period when state insurance officials were
actively pursuing multi-billion dollar restructurings for these companies, the dominant rating firms
were still holding them at AAA. .

When our modest-sized company takes on these muiti-billion entities, we rely heavily on the First
Amendment freedom of speech protection. This protection has enabled us to ignore the many
threats similar to that which we received from MBIA.
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Egan-Jones Ratings Co.
September 29, 2009

Please be aware that investors stand on both sides of the First Amendment issue, and, for this
reason, we strongly encourage the Subcommittee to follow the recommendation of the Treasury
Department by leaving the judicial aspect of rating agency reform to the courts.

Thank you for taking these views under consideration.

Yours sincerely,

Sean Egan

61 Station Road, Haverford, Pennsylvania, USA 19041
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Statement of John A. Courson
Credit Rating Agencies Act
September 30, 2009

Page 2 of 5

The Mortgage Bankers Association (MBA)" appreciates the opportunity to provide this
statement for the record of the House Financial Services Subcommittee on Capital
Markets, Insurance, and Government Sponsored Enterprises’ hearing on the Enhanced
Accountability and Transparency in Credit Rating Agencies Act (Agencies Act).2 The
Agencies Act proposes to amend the Securities Exchange Act of 1934 to increase the
oversight and transparency of nationally recognized statistical credit rating agencies
(rating agencies). MBA commends Representatives Kanjorski, Kilroy and Kosmas for
addressing this important topic.

MBA Position

MBA recognizes the pivotal role that rating agencies play in the real estate finance
system by making assessments about financial services providers and financial
instruments used in the secondary mortgage market.

Because of the high degree of sensitivity associated with credit ratings, MBA believes
rating agencies and their ratings methodologies must be held to exacting standards.
Therefore, MBA endorses efforts to increase tfransparency; reduce misrepresentations;
improve investor access to underlying morigage pool characteristics and securities’
performance data; and reduce potential conflicts of interest among rating agencies and
others in the industry.

MBA used these fundamental principals to evaluate the Agencies Act, and we offer the
following perspectives. Presented first is a summary of the relevant section of the
Agencies Act followed by paragraph(s) that address MBA's position.

1. Review of Internal Processes for Determining Ratings (Sec. 2 (3)) - The
Securities and Exchange Commission (SEC) would review the extent to which each
rating age ncy follows its own rating methodology, internal controls, and due
diligence procedures.

While strongly supporting competent rating agency determinations, MBA has

"The Mortgage Bankers Association (MBA} is the national assodation representing the real estate finance industry,
an industry that employs more than 280,000 people in virtually every community in the country. Headquartered in
Washington, D.C., the association works to ensure the continued strength of the nation's residential and commercial
real estate markets; to expand homeownership and extend access fo affordable housing to all Americans. MBA
promotes fair and ethical lending practices and fosters professional excellence among real estate finance employees
through a wide range of educational programs and a variety of publications, is membership of over 2,400 companies
includes all elements of real estate finance: mortgage companies, mortgage brokers, commerdal banks, thrifts, Wall
Street conduits, tife insurance companies and others in the mortgage lending field. For additional information, visit
MBA's Web site: www.mortgagebankers.org.

2 September 30, 2009,
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concerns that such a process would be duplicative with existing requirements for
rating agency compliance officers to submit annual reports regarding these same
issues. We believe that the intent of this proposal can be accomplished through
enhanced rating method and data disclosure which will allow market participants to
access the accuracy of credit ratings and provide the opportunity for other rating
agencies to provide alternative ratings.

Moreover, the SEC rating agency evaluation would only address whether the rating
agencies were following their prescribed methodologies, internal controls, and
procedures and would not assess the accuracy or quality of the ratings models or
methodologies themselves. Consequently, the SEC would not have authority to take
action onill-conceived rating models if the rating agency followed its prescribed
methodologies, controls, and procedures. :

2. Designation of a Compliance Officer (Sec. 2 (h))} ~ The compliance officer would
report directly to the Board of Directors and be prohibited from performing ratings.
The compliance officer would also be required to establish procedures for
addressing complaints and issuing an annual report.

MBA supports these measures to enhance the accountability and authority of rating
agency compliance officers.

3. Transparency of Credit Rating Methodologies and Information Reviewed (Sec.
2 (s)) — Rating agencies would be required to disclose information about
assumptions made during the ratings process as well as the rating methodology
employed. Potential shortcomings of the rating must be disclosed. The rating agency
also must disclose if a third party due diligence provider was used to analyze data
that was used in developing a rating. Rating agencies must disclose factors relating
to the volatility of the rating and the circumstances that will result in a rating change.

MBA supports increased rating agency transparency including the disclosures
specified in Sec. 2(s).

4. Prohibition - Advisory Service Activities (Sec. 2 (t){(1)(A)(iii)) - Rating agencies
that are rating a security would be prohibited from also providing risk management
advisory and consulting services to the issuer.

MBA supports this restriction on rating agencies providing advisory or consulting
arrangements with firms whose securities they rate. MBA notes the rating agencies
themselves have publicly supported this prohibition.
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5. Issuer Disclosure of Preliminary Ratings (Sec. 5) — Rating agencies would be
required to disclose preliminary ratings.

This is intended to address past problems with “rating shopping,” i.e., commissioning
the rating agency that provided the most favorable preliminary rating. However, with
increased transparency in the ratings process under this legislation, which wouid
enable investors to compare unsolicited ratings to commissioned ratings, this
problem is largely resolved. Moreover, since the term “preliminary rating” is not
defined and may be interpreted too broadly, the legislation may present unintended
consequences.

In the case of commercial mortgage-backed securities (CMBS), the pool of loans
that receives a preliminary rating is often significantly altered (new loans are added
and some loans that were part of the preliminary rating are taken out of the loan
pool) by the time that the CMBS is issued. Consequently, examining preliminary
ratings can be misleading because they may not represent the characteristics of the
loan pool once it has been securitized. Because of these three considerations, MBA
does not support the disclosure of preliminary ratings and opposes this provision.

6. Credit Ratings Methodology - Unique Identifier for Structured Securities (Sec.
2 (r)(E})) ~ Rating agencies will have to adopt rating symbols that distinguish among
structured products, non-structured products, corporate offers, municipal offers, and
such other products the SEC deems appropriate,

The Agencies Act would require the new rating symbol to be attached to all
structured securities regardless of their recent or long-term performance. Sucha
symbol would brand all structured securities as a single asset category, despite the
fact that different structured securities exhibit markedly different performance
characteristics (e.g. CMBS, RMBS, and securities backed by credit card debt or
automotive loans). We are concerned that this approach could spawn greater
investor confusion because a wide variety of securities would be lumped info an
equally broad investment category.

The performance of a security is primarily attributable to the performance ofits
underlying assets, not its structure. The use of a structured ratings symbol could be
perceived as a broad cautionary signal whenin fact the underlying assets determine
the securitization’s risk parameters. As a consequence, such a symbol would
potentially steer investors away from security types that have demonstrated very
strong performance records, such as CMBS during the current credit crisis.

If enacted, this provision could force institutional investors to modify their lists of
permissible investments. The provision would also necessitate amendments to
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federal and state laws, regulations and supervisory guidance in order for them to
comport with the new ratings framework. This provisionis also likely to instigate
unnecessary short-term disruptions as institutional investors determine how to apply
the new ratings framework to their existing holdings. This, in turn, could further
depress liquidity in the market for structured products.

An additional concern is that this component of the Agencies Act is redundant with
the additional ratings methodology and data disclosure requirements. As mentioned
above, the Agencies Act requires rating agencies to disclose information they use to
assign and monitor credit ratings, including their rating methods. MBA believes
these disclosure requirements cbviate the need for a separate ratings symbol.

For these reasons, MBA strongly opposes the inclusion of a requirement for such an
identifier in this legislation. Such an approach would stigmatize a wide category of
securities and create compliance burdens for bond holders.

7. Removal of Statutory References to Credit Ratings {Sec. 7) - The Agencies Act
removes reliance on ratings in federal statutes where references to ratings are
made.

MBA supports a more harmonious reliance, on credit ratings, in the various rules
and regulations of regulatory agencies in order fo create a consistent standard and
to avoid regulatory conflict between the different regulatory agencies. Unfortunately,
this provision would lead to unintended consequences. For example, state statutes
governing insurance companies that include references fo ratings would notbe
impacted. In addition, international risk-based capital conventions to which the
United States subscribes, such as Basel ll, maintain references to ratings to
determine risk-based capital requirements for certain structured securities.
Consequently, the removal of reliance on ratings in federal regulations would create
a potential conflict with state laws and international conventions. The latter could
enable regulatory arbitrage opportunity for multi-national financial institutions.
Therefore, MBA recommends that this provision be removed from the legislation.

Conclusion

MBA supports those provisions of the Agencies Act that promote ratings transparency,
accuracy and reliability. However, at the same time, MBA believes that portions of the
Agencies Act requiring rating agency reviews by the SEC, a unique identifier for
structured securities, disclosure of initial ratings, and removal of the reliance onratings
in federal statutes would have unfortunate and potentially severe unintended
consequences.
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Fitch Ratings

One State Street Plaza T 212 908 0500 / 800 75 FITCH
New York, NY 10004 www.fifchratings.com
November 20, 2009

BY FACSIMILE

The Honorable Bill Foster

Member

U.S. House of Representatives

Committee on Financial Services

Subcommittee on Capital Markets, Insurance and Government Sponsored Enterprises
2129 Rayburn House Office Building

Washington, DC 20515

Re: Responses to Questions from Rep. Foster posed in connection with the
Hearing entitled “Reforming Credit Rating Agencies”

Dear Representative Foster:

I am writing on behalf of Fitch Ratings (“Fitch”) to respond to the questions that you
posed to Mr. Stephen W. Joynt, President and Chief Executive Officer of Fitch, in connection
with his testimony before the House Subcommittee on Capital Markets, Insurance and
Government Sponsored Enterprises on September 30, 2009. Below are the questions that you
asked and Fitch’s responses to them.

Question 1:

While the bill mandates that the CRAs use generally recognized qualitative and quantitative
models when arriving at their ratings, I believe providing greater detail under various market
conditions would be beneficial to investors. For instance, | believe we should authorize a SEC or
GAO study to propose standards for what might be called “ABZ” ratings-at-a-glance in which the
three digits correspond to default probabilities under different levels of market stress: 1) the first
digit represents the default probability under “normal” market stress (e.g. a 5% asset price drop,
and 2% increase in unemployment); 2) the second digit represents the default probability under
“severe”™ market stress (e.g. a 20% asset price drop, and 4% increase in unemployment); and 3)
the third digit represents the default probability under “extreme” market stress (e.g. a 50% asset
price drop, and 8% increase in unemployment). 1 would like for the panel to comment in detail
on this proposal

Fitch Response:
Fitch believes that the market benefits from regulations for credit rating agencies that

foster transparency and encourage the disclosure of ratings performance during various stages of
the economic cycle. As a result, Fitch is in favor of any study that enhances the market’s
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understanding of how a given rating may perform at different stress levels. We are concerned,
however, that the prescriptive nature of this proposed study might stifle competition and blur the
differences in methodology and approach between the rating agencies.

A federally authorized study of rating agencies, with the proposed aim of developing
standardized rating and default definitions (incorporating standardized stress scenarios), risks not
just creating, but also requiring, one uniform credit view. Given the prescriptive nature of this
study, this uniform credit view would be considered to be implicitly or explicitly endorsed by the
government.

Each rating agency’s approach to ratings is different. We believe that the market benefits
from the variety of credit opinions and approaches provided by each agency so long as each
agency’s approach is transparent. The study, as proposed, risks standardizing the diverse
methodologies used by the rating agencies.

We fear that this uniformity of definitions and stresses would not only be the first step
towards the substantive regulation of rating methodologies by the government, but would also
undermine the positive results of the SEC’s designation of a range of NRSROs since the Credit
Rating Agency Reform Act of 2006 went into effect, including increased competition. We
believe that it is more constructive to use regulation to foster transparency of methodology, and to
let the market determine which rating agency approach is most reliable, stable and prospective.

Question 2:

1 believe we should expand the SEC study to include a redefinition of ratings. Specifically, the
study should examine the desirability and feasibility of: 1) standardization of ratings terminology,
so that all firms report ratings using identical terms; 2) standardization of stress conditions under
which ratings are evaluated; 3) unambiguous, quantitative correspondence between ratings and
default probabilities under standardized conditions of economic stress; and 4) standardization of
terminology across asset classes, so that e.g. a given rating for municipal bonds and corporate
bonds will have the identical default probability. Similarly, I would like the panel to comment on
this proposal as well.

Fitch Response:

Fitch has long supported the concept of greater competition in the credit rating industry.
As stated above, we believe that the market benefits from the existence of a variety of credit
opinions. We, therefore, are concerned that the standardization of ratings terminology and stress
conditions resulting from the proposed study would undermine the legitimate analytical
differences between the credit rating agencies. This uniformity of approach would stifle
competition and for all practical purposes lead to one rating agency.

We are also concerned that this proposal appears to assume that any given rating equates
with mathematical precision to a specific default probability. This assumption is not the case. A
credit rating is an opinion on a relative rank ordering of creditworthiness, not a specific prediction
of a given default probability. The rating reflects substantial qualitative and quantitative inputs
and assessments. A rating is not simply the result of a model where all rating agency models
could be “made uniform” with uniform inputs and therefore uniform outputs.



167

The Honorable Bill Foster
November 20, 2009
Page 3 of 3

Question 3:

1 think there needs to be greater oversight. In particular, I propose creating a new agency
analogous to the Public Company accounting Oversight Board (PCAOB), created by the
Jandmark Sarbanes-Oxley Act in the wake of the wave of accounting by scandals in the early
2000's, to cover the CRAs. An agency modeled on PCAOB, which has a range of enforcement
powers and is widely credited with helping restore investor confidence after it was passed, would
similarly serve to restore investor confidence and bring much needed accountability to this
industry. I would like the panel to comment on this proposal. Would a similarly situated agency
to regulate the CRAs prove to be as beneficial as the PCAOB has been fo the accounting
industry? What specific powers should this agency have?

Fitch Response:

Fitch supports fair and balanced registration and oversight of credit rating agencies. We
believe that the market benefits from consistent rules for credit rating agencies. While we support
regulations that enhance transparency and integrity, we are wary of the creation of additional
layers of bureaucracy to achieve these goals. There are currently proposals in Congress to
enhance the regulatory oversight of the SEC over credit rating agencies. The purpose and
responsibilities of another oversight body would have to be clearly defined to avoid redundant,
and even inconsistent, regulation. Furthermore, it is important to note that the accounting
industry is many times larger than the credit rating industry in terms of the number of companies,
revenues and income. We have practical concerns regarding the potential cost of such an
oversight body and its impact on the pricing, and therefore, availability of ratings. Given the
current regulatory regime, the need for another oversight body is not readily apparent.

Please call me at (212) 908-0626 with any further questions that you might have about

our response.

Very truly yours, .
AN 2
éi M«y m / évdmwf

Charles D. Brown
General Counsel

3

cc: The Honorable Paul E. Kanjorski
Subcommittee Chairman

The Honorable Scott Garrett
Subcommittee Ranking Member



168

Questions from Representative Foster

1}  While the bill mandates that the CRAs use generally recognized qualitative and
quantitative models when arriving at their ratings, | believe providing greater detail under
various market conditions would be beneficial to investors. For instance, | believe we should
authorize a SEC or GAO study to propose standards for what might be called “ABZ” ratings-at-a-
.glance in which the three digits correspond to default probabilities Under different levels of
market stress: 1) the first digit represents the default probability under "normal” market stress
{e.g. a 5% asset price drop, and 2% increase in unemployment}; 2) the second digit represents
the default probability under "severe” market stress (e.g. a 20% asset price drop, and 4%
increase in unemployment); and 3) the third digit represents the default probability under
"extreme" market stress (e.g. @ 50% asset price drop, and 8% increase in unemployment). 1|
would like for the panel to comment in detail on this proposal.

2)  tbelieve we should expand the SEC study to include a redefinition of ratings. Specifically,
the study should examine the desirability and feasibility of: 1} standardization of ratings
terminology, so that all firms report ratings using identical terms; 2} standardization of stress
conditions under which ratings are evaluated; 3) unambiguous, quantitative correspondence
between ratings-and default probabilities under standardized conditions of economic stress;
and 4) standardization of terminology across asset classes, so that e.g. a given rating for
municipal bonds and corporate bonds will have the identical default probability. Similarly, |
would like the panel to cormmment on this proposal as well.

3}  1think there needs to be greater oversight. In particular, | propose creating a new agency
analogous to the Public Company Accounting Oversight Board (PCAOB), created by the
landmark Sarbanes-Oxley Act in the wake of the wave of accounting scandals in the early
2000's, to cover the CRAs. An agency modeled on PCAOB, which has a range of enforcement
powers and is widely credited with helping restore investor confidence after it was passed,
would similarly serve to restore investor confidence and bring much needed accountability to
this industry. | would like the panel to comment on this proposal. Would a similarly situated
agency to regulate the CRAs prove to be as beneficial as the PCAOB has been to the accounting
industry? What specific powers should this agency have?
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November 20, 2009

Thomas G. Duncan, General Counsel
United States House of Representatives
Committee on Financial Services

2129 Rayburn House Office Building
Washington, DC 20515

Dear Mr. Duncan:

Below please find my responses to the questions submitted by Representative Foster following
the “Reforming Credit Rating Agencies” hearing on September 30, 2009, before the
Subcommittee on Capital Markets, Insurance, and Government Sponsored Enterprises.

Attached you will also find suggested corrections to the hearing transcript, as requested in your
letter of October 16, 2009,

Question 1:

While the bill mandates that the CRAs use generally recognized qualitative and quantitative
models when arriving at their ratings, 1 believe providing greater detail under various market
conditions would be beneficial to investors. For instance, I believe we should authorize a SEC or
GAO study to propose standards for what might be called “ABZ” ratings-at-a-glance in which
the three digits correspond to default probabilities under different levels of market stress: 1) the
first digit represents the default probability under “normal” market stress (e.g. a 5% asset price
drop, and 2% increase in unemployment); 2) the second digit represents the default probability
under “scvere” market stress (e.g. a 20% asset price drop, and 4% increase in unemployment);
and 3) the third digit represents the default probability under “extreme™ market stress (e.g. a 50%
asset price drop, and 8% increase in unemployment). I would like for the panel to comment in
detail on this proposal.

Answer to Question 1:

While the goals of the "ABZ" approach may be appealing its implementation would be both
extremely impractical and incompatible with the nature of ratings. The kind of analysis that
rating agencies currently perform does mot produce scenario-based conditional default
probabilities, primarily because, in our view, the art of credit analysis is generally not precise
enough to do so with sufficient confidence. That is largely why the most widely used credit
rating systems have evolved into systems of relative rankings. Rating agencies generally have
been able to produce relative rankings that are actually useful to investors because the rank
ordering remains reasonably constant under a wide range of future conditions. The predicted
conditional default frequencies contemplated by the "ABZ” system might lead investors to think
that ratings are capable of more precision than justified.
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Moreover, although likelihood of default is a key component of creditworthiness, it is not the
only component. Instead, ratings can also address other relevant factors such as payment
priority, recovery in the event of default, and credit stability. Investors have made it clear to us
that they want from ratings more than a narrow assessment of the likelihood of default.

More fundamentally, the "ABZ" approach would lessen the ability of ratings to capture and
communicate the significant effect qualitative factors can have on an issuer’s creditworthiness.
For example, factors such as the quality of the management team at a particular rated entity or
the political challenges facing a public finance issuer can greatly affect the likelihood of default
or not, but simply do not lend themselves to quantification with any meaningful degree of
precision,

If ratings were required to connote precise conditional default probabilities, they could only be
meaningful, if at all, if restricted to relatively short-term and specific time horizons or target
dates. Doing so could limit the utility of ratings to certain investors. Some investors may focus
on short time horizons {e.g. one year), while other may have intermediate (e.g., five years) or
long-term (e.g. twenty years) investment horizons. This suggests the possibility of assigning
multiple ratings on the same security, which would be unwieldy and confusing, in our view.
Moreover, ratings tied to specific target dates might still have to change with the passage of time,
even if there had been no change in the fundamental creditworthiness of the subject issuer or
obligation.

This does not mean, however, that we see no role for stress scenarios in ratings analysis. Indeed,
stress scenarios can and do play an important part in our analysis, as explained further in our
answer to Question 2 below. For example, hypothetical stress scenarios help us calibrate our
rating criteria (methodologies) and maintain the comparability of our credit ratings across sectors
and geographic regions, and over time. We intend for ratings in each successively higher rating
category to withstand successively more stressful economic environments, which we view as less
likely to occur. Applying stress scenarios across ratings enhances our ability to further this
important goal.

In short, as with any analysis of the future, assessing creditworthiness is not an exact science and
we believe the market benefits from having a diversity of opinions and approaches. However,
we would be concerned about implementing a regime that would suggest to investors that ratings
are somehow precise measurements of expected default probabilities rather than opinions about
relative creditworthiness

Question 2
1 believe we should expand the SEC study to include a redefinition of ratings. Specifically, the

study should examine the desirability and feasibility of 1) standardization of ratings
terminology, so that all firms report ratings using identical terms; 2) standardization of stress
conditions under which ratings are evaluated; 3) unambiguous, quantitative correspondence
between ratings and default probabilities under standardized conditions of economic stress; and
4) standardization of terminology across asset classes, so that ¢.g. a given rating for municipal
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bonds and corporate bonds will have the identical default probability. Similarly, 1 would like to
panel to comment on this proposal as well.

Answer to Question 2

Each of the proposals in this question implicates the crucial principle of analytical independence.
Standard & Poor’s is concerned that, if enacted, this proposal could lead to less information to
investors -- and less diversity of opinion -- rather than more - for the reasons laid out below.
This would not only be inconsistent with Congress’ stated goal of increasing ratings quality
through competition, but it would also replace the independent judgment of ratings analysts on
crucial analytical issues with that of the government. The Credit Rating Agency Reform Act of
2006, numerous market participants, and the SEC itself have recognized that this would be an
inappropriate role for government to play.

The specific proposals in Question 2 are addressed in turn below.

Standardized Terminology: As discussed in response to Question 1, assessing creditworthiness
is not an exact science and reasonable professionals can and do differ in how to define, analyze,
and interpret credit factors. Some rating agencies may focus more on likelihood of default, while
others may give additional weight to factors such as recovery upon default or stability. The
market benefits from having more than onc approach since it allows for informed analysis from
multiple perspectives. The key is that each rating agency communicates clearly what its ratings
mean and the methodology used to arrive at the rating.

Mandating uniform rating definitions would encourage more homogencous analysis among
rating agencies, thus depriving the market of the value of diverse approaches and opinions.
Accordingly, we believe the focus of any efforts in this area should be not on dictating a rigid
one-size-fits-all approach, but on ensuring that rating agencies are transparent about their
methodology, their ratings, and what those ratings mean.

Standardized Stress Conditions: Ratings are forward-looking opinions based on consideration
and analysis of a host of potential factors. Key macroeconomic factors, such as the
unemployment rate or declines in GDP, are useful in connoting a general level of stress that
might be associated with each generic rating category. However, when we rate a specific issuer
or obligation, the relevant economic or business factors will vary. Projected oil prices may be
important for an energy producer or an airline, while population growth may be important for a
school district. It would not be feasible or useful to develop standardized scenarios for the
thousands of issuers and issues that we rate. Moreover, different rating agencies may reasonably
differ in how they associate industry- or sector-specific stress factors with macro-level stresses.
Those differences reflect the fact that there can be more than one view as to what is likely to
happen in the future and different professionals acting diligently can form different opinions as
to which factors will play which role. As noted, this diversity of approach and opinion is an
important market benefit.

Quantitative Correspondence: As detailed in response to Question 1, given the nature of ratings
there are substantial pitfalls in trying to establish a forward-looking, quantitative correspondence
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between ratings and default probabilities. Meaningful analysis must recognize the dependence
on the macro environment, which means that any notion of absolute (i.e., unconditional) default
probability is virtually meaningless. However, as noted above, even assessing default
probabilitics conditional on specific scenarios is unrealistic in that it both (i) connotes a false
precision and (i) marginalizes other dimensions of credit quality, Other factors, such as
payment priority, recovery and credit stability, can significantly influence creditworthiness, and
our ratings and rescarch reports emphasize the importance of considering those factors when
assessing creditworthiness.

Cross-Asset Class Standardization: Standard & Poor's strives to make our rating symbols reflect
a broadly comparable view of creditworthiness wherever they appear. Thus, when we assign a
given rating symbol to multiple issucrs, we intend to connote roughly the same opinion of
creditworthiness, irrespective of whether the issuers are a Canadian mining company, a Japanese
financial institution, an Illinois school district, a British mortgage-backed security, or a soversign
natjon.

Question 3

I think there needs to be greater oversight. In particular, 1 propose creating a new agency
analogous to the Public Company Accounting Oversight Board (PCAOB), created by the
landmark Sarbanes-Oxley Act in the wake of the wave of accounting scandals in the early
2000’s, to cover the CRAs. An agency modeled on PCAOB, which has a range of enforcement
powers and is widely credited with helping restore investor confidence after it was passed, would
similarly serve to restore investor confidence and bring much needed accountability to this
industry. I would like the panel to comment on this proposal. Would a similarly situated agency
to regulate the CRAs prove to be as beneficial as the PCAOB has been to the accounting
mdustry? What specific powers should this agency have?

Answer to Question 3

S&P strongly supports many of the measures recently introduced to increase transparency and
accountability for rating agencies and to promote more meaningful ratings coupled with greater
disclosure to investors. We also share the view that confidence in ratings can be restored through
greater oversight, disclosure, and accountability. We belicve a robust oversight framework for
rating agencies should cover areas such as the integrity of an agency’s rating processes, its
vigilance regarding the quality of its rating methodologies, its measures for protecting against
conflicts of interest, its commitment to transparency in the ratings process and the use of high
quality data as well as its approach to safeguarding confidential information. An oversight
framework should also promote greater transparency to the market by requiring the
dissemination of information regarding rating performance data and the meaning, and
limitations, of ratings.

We believe that under the auspices of the SEC many of these oversight goals have been
advanced during the short time since the Credit Rating Agency Reform Act of 2006 became
effective. Moreover, the creation of a dedicated office within the SEC to oversee rating agencies
and the conduct of regular reviews by that office should provide meaningful assurance going
forward that NRSROs are follow their policies and procedures for determining ratings and
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managing conflicts of interest. Providing the SEC with explicit authority to impose fines for
failures by NRSROs to comply with the SEC’s rules or their own procedures (in addition to the
censure authority the SEC already has) will only enhance this oversight.

S&P is concerned, however, that creating a PCAOB-like entity to replace or even supplement the
SEC for rating agencies would be both unwise and unnecessary. With limited exception, the
SEC, already has the very oversight powers and more that the PCAOB has, as constituted under
Section 101(c) of the Sarbanes-Oxley Act. Moreover, ratings differ fundamentally from
professional auditing standards, the application of which commonly leads to highly similar
methodologies and outcomes that are binary — either a clean or a qualified audit opinion. This
outcome is quite distinct from a credit opinion which encompasses a variety of elements and
ranges of considerations, as described above. Replacing SEC oversight with that of a PCAOB-
like body could therefore jeopardize analytical independence which is key to promoting both
ratings quality and investor confidence. Such independence also allows for diversity of approach
and opinion, which benefits the market so long as rating agencies make their rationale
transparent and their ratings are grounded in publicly disclosed analytical criteria and
methodologies - the application of which should be subject to rigorous regulatory oversight.

In contrast, the PCAOB sets auditing standards and disciplines that, in turn, must be adhered to
by all registered auditing firms in conducting -audits. There is no “one size fits all” for ratings
analysis, and mandates such as those promulgated by the PCAOB for accountants would likely
lead to undue reliance by investors on ratings — the chief reason given for removing government
mandates that require use of ratings for certain investment purposes. Accordingly, we would be
extremely concemed about regulatory measures, including the establishment of an agency, that
could force analysts to make judgments not based upon their own considered analysis and
independent views, but rather out of a desire to avoid subsequent second-guessing by regulators
or others, while simultaneously producing ratings that would carry greater weight in the minds of
investors.

Sincerely,

Lopm T

Deven Sharma
President, Standard & Poor’s

Attachment
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Statement of the
COMMERCIAL MORTGAGE SECURITIES ASSOCIATION
UNITED STATES HOUSE OF REPRESENTATIVES
COMMITTEE ON FINANCIAL SERVICES
SUBCOMMITTEE ON CAPITAL MARKETS, INSURANCE, AND GSEs
Hearing on “Reforming Credit Rating Agencies”

September 30, 2009

The Commercial Mortgage Securities Association (“CMSA”) is grateful to Chairman
Kanjorski, Ranking Member Garrett, and the Members of the Subcommittee for giving CMSA the
opportunity to share its perspective concerning credit rating agency (“CRA”) reform. Today, there
are enormous challenges facing the $3.5 trillion commercial mortgage market, and our goal is to
work with policymakers to ensure that regulatory reforms support, and do not undermine, the
commercial real estate sector and our nation’s overall economic recovery.

As described below, our collective members, and specifically investors, continue to have
serious concerns about a widely rejected proposal to require credit ratings to be differentiated for
certain types of financial products. Generally speaking, “differentiation” (or the use of
“symbology,” such as “AAA.SF”) is an overly simplistic and broad proposal that provides little
value or information about credit ratings. In fact, a broad coalition of market participants —
including issuers, investors, and borrowers seeking access to credit — remain overwhelming opposed
to differentiation because it will only serve to increase confusion and implementation costs, while
decreasing confidence and certainty regarding ratings.’ Such effects would, in turn, create market
volatility and undermine investor confidence and liquidity, which could exacerbate the current
constraints on borrowers’ access to capital. Most concerning, these superfluous changes have been
re-proposed at a time when policymakers are employing every reasonable means to get credit
flowing again and the economy is struggling to regain equilibrium.

In this regard, it is worth noting that the concept of differentiation has been examined
extensively and rejected in recent years by the Committee on Financial Services, as well as the
Securitics and Exchange Commission (“SEC”), and the ratings agencies themselves, for most (if not
all) of the foregoing reasons. Nothing has changed in the interim. Accordingly, we urge the
Subcommittee not to include a differentiation requirement as part of its CRA reform bill.

Background on the Commercial Mortgage-Backed Securities (“CMBS”) Market

CMSA represents the full range of CMBS market participants including investors at every
risk level; investment and commercial banks; rating agencicsz; accounting firms; servicers; and
other service providers to the industry. CMSA has been a leader in the development of standardized
practices and in ensuring transparency in the commercial real estate capital market finance industry.

' in a June 9, 2008 letter to the House Financial Services Committee, the Commercial Mortgage
Securities Association, American Securitization Forum, Mortgage Bankers Association, NATIONAL
ASSOCIATION OF REALTORS®, and The Real Estate Roundtable expressed their opposition to using
separate ratings symbols, citing unintended consequences that would increase costs for investors and further
erode liquidity that is critical to the extension of credit for borrowers.

? This Statement does not necessarily reflect the views of CMSA’s credit rating agency members,
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Because our membership consists of all constituencies across the entire market, CMSA has
been able to develop comprehensive responses to policy questions to promote increased market
efficiency and investor confidence. For example, our members have worked closely with
policymakers in Congress, the Administration, and financial regulators, providing practical advice
on measures (such as the Term Asset-Backed Securities Loan Facility and the Public-Private
Investment Program) to restore liquidity to the commercial mortgage market. CMSA also has
advised on measures that can hinder economic recovery efforts, such as retroactive changes to
securitization accounting, known as FAS 166 and 167, which throw into question the future of
securitized credit markets.®

The CMBS market is a responsible and key contributor to the overall economy that has
provided a tremendous source of capital and liquidity to meet the needs of commercial real estate
borrowers. CMBS helps support the commercial real estate market that fuels our country’s
economic growth, while helping provide jobs and services to local communities, as well as housing
for millions of Americans in muiti-family dwellings.

Unfortunately, turmoil in the financial markets coupled with the overall downturn in the
U.S. economy have brought the CMBS market to a standstill and created many pressing challenges,
specifically:

¢ No liquidity or lending — While the CMBS market provided approximately $240 billion
in commercial real estate financing in 2007 (nearly 50% of all commercial lending),
CMBS issuance fell to $12 billion in 2008, despite strong credit performance and high
borrower demand. There has been no new private label CMBS issuance year-to-date in
2009, as the lending markets remain frozen;

o Significant loan maturities through 2010 — At the same time, there are significant
commercial real estate loan maturities this year and next — amounting to hundreds of
billions of dollars — while the capital necessary to re-finance these loans remains largely
unavailable and loan extensions are difficult to achieve; and

e The U.S. economic downturn persists — The U.S. recession continues to negatively affect
both consumer and business confidence, which impacts commercial and multifamily
occupancy rates and rental income, as well as business performance and property values.

The securitized credit markets are crucial to providing liquidity and facilitating private
lending, both of which are essential to any economic recovery. As Treasury Secretary Geithner
stressed during the introduction of the Administration’s Financial Stability Plan, “Because this vital
source of lending has frozen up, no financial recovery plan will be successful unless it helps restart
securitization markets for sound loans made to consumers and businesses — large and small.” In this
regard, private investors in CMBS are absolutely critical to restoring credit availability in these
markets, as they provide tremendous capacity that allows lending to occur. As such, government
initiatives and reforms must strongly consider the impact on private investors who bring their own
capital to the table and fuel private lending.

3 The implementation date of FAS 166 and 167 is Jan. 1, 2010. CMSA and a diversc coalition of 15
trade groups have raised concerns with the timing and scope of FAS 166 and 167, given the impact on credit
availability, which bas been highlighted by Federal Reserve and other banking regulators.

.2
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Differentiated Credit Ratings Do Not Serve Investors’ Interests

As financial policymakers consider new and unprecedented regulatory reform proposals that
will change the nature of securitized credit markets at the heart of recovery efforts, a key component
is credit rating agency reform. CMSA strongly supports efforts to strengthen our system for credit
ratings in order to provide investors with the information they need to make sound investment
decisions. As such, CMSA has long been an advocate within the industry for enhanced
transparency, including with respect to credit ratings. However, at the same time, investors in
structured finance products overwhelmingly oppose efforts to differentiate credit ratings, and
CMSA has been a strong opponent of such reforms that lack substance and undermine our recovery.

Today, the credit rating agency methodologies are created based on the principle that ratings
are comparable across asset classes because the underlying assessment is the same regardless of
asset class — that is, the likelihood that the bond obligations will be repaid in accordance with their
terms. The introduction of a separate rating structure for structured finance products would be
inconsistent with this longstanding principle and would create significant confusion for the
investors in CMBS and other structured finance markets. In fact, the use of ratings symbols (such
as “AAA.SF”) would, in fact, suggest that any modifier actually changes the meaning or nature of
the rating.

Additionally, the universe of structured finance products includes many distinct asset
classes, such as residential mortgage-backed securities (*“RMBS”), CMBS, student loan asset-back
securities (“SLABS”), automobile loans, credit card receivables, etc. Imposing a single
differentiated rating scheme or reporting requirement across the entire range of structured finance
asset classes would be an overly simplistic approach that provides investors with no useful
information or value given the very different risk profiles and underwriting mechanics for each
individual asset class.® The result would be less, rather than more, investor confidence in ratings.

Finally, the imposition of a new, differentiated rating structure also could impede the ability
of state and federally regulated financial institutions to invest in structured finance products, which
would cripple recovery efforts to utilize the securitized credit markets to provide liquidity and
facilitate lending. In fact, many institutional investors are required to only consider securitics that
are in the highest or one of the highest investment ratings categories by nationally recognized
statistical rating organizations (“NRSROs”). If differentiated ratings were required, it would not be
clear whether such ratings satisfy these investment requirements, potentially creating more
confusion, imposing widespread costs to modify and update the statutory and regulatory
requirements, prolonging the illiquidity in the CMBS market for the foreseeable future. The
structured finance markets likely would remain at a standstill for what could be a lengthy transition
period.

* There are significant differences between CMBS and other asset-backed securities markets, including:

1. the borrower (sophisticated business with income producing property who has a non-recourse loan);

2. the structure of CMBS (100-300 loans in a CMBS bond; non-statistical analysis performed on CMBS
pools; rating agencies and investors gather and review information about the property, loan and business);

3. the existence of third-party investor, or “B-piece buyer”, who purchases the first-loss position, conducts
extensive due diligence, and re-underwrites proposed loans in a potential pool {with “kickout” rights);

4. greater transparency (CMBS market participants have access to loan, property and bond-level information
at issuance and while securities are outstanding through the CMSA Investor Reporting Package®).
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Moreover, even investors not subject to such statutory and regulatory investment constraints
would be forced to revise their investment policies to incorporate this new rating structure, to
develop new analytical and monitoring infrastructure to interpret the new ratings, and to determine
whether they need to have a specific investment allocation for each asset class. This process also
would add significant challenges for investors, adding costs and eroding liquidity during this
challenging time.

For these reasons, the investor community has rejected proposals to differentiate ratings
each time such proposals have been advanced:

o In comments to the CRAs, which sought feedback on differentiation proposals in 2008
and ultimately was rejected after market participants “overwhelmingly” opposed it P

» During the Financial Services Committee’s consideration of the Municipal Bond
Fairness Act (H.R. 6308) last year, which ended with a unanimous vote to adopt a
Manager’s Amendment offered by Chairman Frank and Ranking Member Bachus
requiring CRAs “to apply ... rating symbol{s] in a consistent manner for all types of
securities and money market instruments;” and

e Inan SEC rulemaking proceeding that resulted in the SEC shelving a differentiation
proposal in December 2008 due to extraordinarily negative feedback from all market
participants.

1t also is important to note that investors in structured finance products are sophisticated
“institutional” entities (for example, pension funds, life insurers, and money managers). Instead of
differentiated ratings, what these investors have consistently sought is new, targeted transparency
and disclosures about the ratings of structured products, to build on the already robust information
CRAs provide in their published methodology, presale reports, and surveillance press releases.®

Indeed, because a single and consistent ratings structure is critical to bond investors who
want the ability to compare a multitude of investment options across asset classes, CMSA urges the
Subcomumittee to include language in the Discussion Draft consistent with that already passed by
the Full Committee in the Municipal Bond Fairness Act, requiring CRAs to use ratings symbols that
are consistent for all types of securities. Ultimately, investors (who are critical to our recovery)
expect and demand a common rating structure to provide a meaningful foundation for our markets
and ratings system. Such consistency will promote certainty and confidence among investors and
all market participants, which can only help at this difficult time in the nation’s economic recovery.

5 For example, see the results of Moody’s Request for Comment: “Should Moody’s Consider
Differentiating Structured Finance and Corporate Ratings?” (May 2008). Moody's received over 200
responses, including from investors that together held in excess of $9 trillion in fixed income securitics. In
their responses, market participants overwhelmingly rejected the idea of a separate ratings scale.

¢ In comments filed with the SEC in July 2008, CMSA listed a number of recommendations for
enhancements that would serve the investor community, such as publication of more specific information
regarding NRSRO policies and procedures related to CMBS valuations; adoption of a standard pre-sale
report template with specified information regarding methodology and underwriting assumptions; and
adoption of a standard surveillance press release with specified information regarding the ratings. CMSA
believes that such information would allow investors to better understand the rating methodology and make
their own determinations about the rating and overall relationship.

_4-
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Questions from Representative Foster

1}  While the bill mandates that the CRAs use generally recognized qualitative and
quantitative models when arriving at their ratings, | believe providing greater detail under
various market conditions would be beneficial to investors. For instance, | believe we should
authorize a SEC or GAO study to propose standards for what might be called “ABZ” ratings-at-a-
.glance in which the three digits correspond to default probabilities Under different levels of
market stress: 1) the first digit represents the default probability under "normal” market stress
{e.g. a 5% asset price drop, and 2% increase in unemployment}; 2) the second digit represents
the default probability under "severe” market stress (e.g. a 20% asset price drop, and 4%
increase in unemployment); and 3) the third digit represents the default probability under
"extreme" market stress (e.g. @ 50% asset price drop, and 8% increase in unemployment). 1|
would like for the panel to comment in detail on this proposal.

2)  tbelieve we should expand the SEC study to include a redefinition of ratings. Specifically,
the study should examine the desirability and feasibility of: 1} standardization of ratings
terminology, so that all firms report ratings using identical terms; 2} standardization of stress
conditions under which ratings are evaluated; 3) unambiguous, quantitative correspondence
between ratings-and default probabilities under standardized conditions of economic stress;
and 4) standardization of terminology across asset classes, so that e.g. a given rating for
municipal bonds and corporate bonds will have the identical default probability. Similarly, |
would like the panel to cormmment on this proposal as well.

3}  1think there needs to be greater oversight. In particular, | propose creating a new agency
analogous to the Public Company Accounting Oversight Board (PCAOB), created by the
landmark Sarbanes-Oxley Act in the wake of the wave of accounting scandals in the early
2000's, to cover the CRAs. An agency modeled on PCAOB, which has a range of enforcement
powers and is widely credited with helping restore investor confidence after it was passed,
would similarly serve to restore investor confidence and bring much needed accountability to
this industry. | would like the panel to comment on this proposal. Would a similarly situated
agency to regulate the CRAs prove to be as beneficial as the PCAOB has been to the accounting
industry? What specific powers should this agency have?

CFA’ j:v->*‘\h&hz_ wadd hpfsmpp,,\f e does it seo the nzed
b e oy b e o hondd o WESK

313

We ik i3 Lpthes sjn\%.s 3dvn4nmen} th{éé}‘

on th aw;aoﬁ zZ Vu)—gn:ff‘uhl(]n 8 whaop~ He

CE3 memberchpp feol ive Shodd srove damy bon,

O



