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ast summer the Securities and
Exchange Commission proposed a
number of changes to the practices
of the Nationally Recognized Sta-
tistical Rating Organizations (NRSROs).
The proposals were intended to address
concerns about: the integrity of the ratings
processes employed by the rating agencies;
confusion about the meaning of rating sym-
bols in the structured products relative to
the meanings of the symbols in the single
issuer debt markets; and measures intended to
reduce the reliance on ratings by those char-
tered investors (insurance companies, pension
managers, and banks) that are required to
direct their investments toward “investment
grade” securities. Unfortunately, last month
the SEC scaled back their already inadequate
proposals and passed a more limited number
of rules that will prove largely symbolic and
will result in little fundamental change in
the quality of ratings provided by the SEC’s
sanctioned and outsourced gatekeepers.
Problems in global credit markets con-
tinue to weigh heavily on real economic
activity, resulting in greater and greater legis-
lative and regulatory interventions. Stimulus
packages, temporary lending facilities, direct
aid to failing institutions, and regulatory for-
bearance continue to be the preferred path
to addressing the problems. None of these
approaches addresses the underlying root of
the credit market problems and, in turn, the

real economy’s contraction of credit. Without
an understanding of the roots of the problems,
attempts by regulators and policymakers will
have little lasting impact. Their centrality to
the proper functioning of credit markets, in
lieu of better disclosures from issuers, high-
lights the rating agency sector as among the
areas of greatest need for repair.

This article will explain the key differ-
ences in the roles of rating agencies in struc-
tured finance compared to that of single issuer
debt. It will then highlight weaknesses in the
current recommendations and oversight of
the agencies. It concludes with recommenda-
tion of a series of discreet changes that would
effectively address the most significant weak-
nesses within the current oversight regime of
rating agencies in structured finance. Over
time, these changes would likely significantly
diminish market need for and reliance on
official ratings.

WE GOT LOST ALONG THE ROAD
TO STRUCTURED FINANCE

Historically, the role of ratings was to
provide a consistent framework that allowed
investors to reasonably compare risk “within
and across sectors and geographies.”! As
market demand grew for new debt secu-
rities offering higher yields, Wall Street
responded by issuing new types of securities
backed by newer collateral classes. In turn,
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the comparability of risk within rating classes (i.e., AAA,
AA) across sectors and between structures declined. This
was largely driven by a lack of historic data with which
the rating agencies could model either the structural
performance of the securities or the underlying collateral
backing them. Instead they began to enter new mar-
kets with new products that were modeled on statistical
assumptions for which they had no meaningful cyclical
data. As a result they began to rely on a learning-by-
doing approach,” which resulted in divergence among
risk and return profiles of similarly rated securities. As
shown in Exhibits 1 and 2, by the summer of 2007 it was
clear the relationship between the rating and the risk it
suggested was no longer meaningfully comparable across
products. In fact, recent CDO market problems suggest
that the meaning of ratings within a class of securities
became less clear as BBB, A, and AA rated securities
actually fared worse than B or C rated securities.”

As the French securities regulator asked, “Can
specific structured finance products with a AAA credit
rating produce a return of up to 200 bp for investors,
while a AAA corporate or a AAA MBS tranche produces
only a 10/20 bp return? What does that mean?™

The necessary complexity of ratings models
employed to rate these structured securities, coupled

with the lack of empirical data on many of the newer
collateral types and predominant liquidity risk features,
have further harmed the timeliness and accuracy of rat-
ings and the transparency of ratings definitions.

These changes in ratings posed large and spe-
cific risks for those classes of investors (generally bank,
insurance, and pension managers) required only to buy
investment-grade-rated debt securities. As a result of
the misapplication of the same ratings to securities with
greatly differing risks, many charter-constrained inves-
tors were able to buy thinly traded structured securities
offering yields many times higher than equally rated
corporate or municipal debt issues. Ironically, the charter
constraints placed on these investors were required pri-
marily to support safe and sound adherence to their fidu-
ciary obligations to investors.

Given the novelty of many structures, inadequate
empirical data, and reality that losses caused by illiquidity
pose a primary and therefore more prominent risk, in
structured securities, than credit risk, it is this author’s
view that rating agencies are currently not sufticiently well
equipped to provide effective or predictive ratings of most
structured securities. In a world of fair-value accounting,
in which price has become as important as value to regu-
lators, we should focus on increasing market disciplines

ExHIBIT 1

Number of AAA-Rated Securities, by Type (As of June 2007)
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EXHIBIT 2

Yield of AAA-Rated Securities, by Type (As of June 2007)
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regarding both price discovery and value discovery. Pricing
without appropriate valuation tools is near impossible, and
Congress has yet to recognize the important differences
between single-issuer and structured debt.

If our structured products markets and securitiza-
tion markets are ever to become efficient and eftective
tools, it is imperative that we consider and correct for a
nonfunctional regulatory framework for structured rat-
ings. Doing so would first require an inventory of the
differences between single-issuer and structured obliga-
tions. Exhitit 3 highlights some of the key differences.

As a result of these differences, the rating agen-
cies’ role has transmuted from independent and outside
journalist-like observers to necessary participants or
architects with a deeply subjective opinion. While the
rating agencies frequently assert journalistic privileges
and First Amendment protections, it is clear from their
own statements and actions they do not hold themselves
to journalistic standards.’

The NRSROs’ direct involvement in defining
the corporate structure that an issuer must achieve in
order to be rated may be the most significant differ-
ence between the rating of structured securities and the
rating of single-issuer debt. Traditional corporations,
municipalities, and sovereign nations exist prior to being
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rated, while the corporations/trusts that issues structured
securities are structured with an eye toward ratings. As a
result, the rating agencies have a direct hand in defining
the structure that a corporation must adhere to in order
to have the lowest possible cost of funding. Even so,
rating agencies frequently deny that they advise issuers
of structured securities about how to structure securi-
ties to achieve desired ratings. Their defense appears to
be backed more by circular logic and semantics than
evidence. They have, by their own words® and actions,’
been found to advise.

Given requirements that certain investors may buy
only investment-grade-rated securities, that the ratings
are a precondition to the sale of structured securities, that
the rating agencies define the corporate structure that
must be achieved to rate a deal, and the agencies’ apparent
role in advising issuers on structuring, there seems to be
some basis to consider whether rating agencies should
have different legal liability exposures in structured secu-
rities than in traditional single issuer debt ratings.®

The rating of structured securities has caused the
NRSROs to depart from their traditional role and, in
so doing, has added support to the notion that reducing
reliance on the gatekeeper role of NRSROs is a worthy
goal. It cannot be achieved by the SEC alone, and can be
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EXHIBIT 3

Key Differences Between Single-Issuer and Structured-Product Ratings

The single issuer rating

Broad base of issuers, law firms, corporate management,
allowed investors
Less complex legal structures
Lengthy legal precedent on structures
Issuers are “dynamic”
Rating is a passive opinion
Structures transparent
Structures liquid
Issuers generally issued for economic business management purpose
Corporation exists prior to rating
Assets are generally dynamic and managed
Models are based on long history of empirical data
Diverse issuer corporate structures create heterogeneity - low correlation
Collateral is heterogeneous from issuer to issuer
Large body of required public filing disclosures
Corporations define their own corporate structures
Credit risk is the primary (first) risk to the instruments
Little principal risk

The structured product rating

Concentration of issuers, law firms, buyers, structure management
(Servicer, CAM), allowed investors

Complex Legal Structures

Relatively little legal precedent on structures

Issuers are generally “static”

Rating is more active iterative process

Structures opaque

Structures often illiquid

Issuers often issue for speculative returns purpose

Corporation exists upon rating

Assets are expected to be static (other than during revolving period)

Models are based on statistically derived assumptions

Similarity of issuer corporate structures creates homogeneity - high correlation

Collateral is homogeneous from issuer to issuer

Almost no required public filing disclosures

Rating agencies define the corporate structures

Market and liquidity risk is the primary (first) risk to the instruments

Large amount of principal risk

achieved only as a result of coordinated rulemaking or
legislation. This would require the creation of specific
standards, schedules, and formats of information issuers
must make publicly available, as well as the creation
of specific methodological and organizational structure
requirements for new and existing NRSROs.

There are several questions that policymakers should
consider and to which answers should be sought before
embarking on any approach to address rating standards.

ARE THERE STRUCTURAL REASONS NRSROs
HAVE LAGGED THE MARKETS?

Will credit rating agencies always lag markets in
instruments for which liquidity risk may be a more real
risk than credit risk and, if so, is it prudent for regulators
to direct chartered investors to rely on credit ratings as a
primary determinant of investment worthiness?

In the fall and winter of 2006—2007, markets spreads
on MBS began to widen as a result of a significant increase
in early payment defaults (EPDs). While these EPDs were
credit events, they were seemingly either too novel a phe-
nomenon or not recognized by rating models as credit
events of significant predictive import to ratings models
to support rating actions from the NRSROs. In fact, the
rating agencies did not begin large-scale reviews and
downgrades of RMBS pools until the summer of 2007,
and those downgrades have accelerated and continued to
increase. Even when they finally began large-scale RMBS
downgrades, the rating agencies continued to claim, in the
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face of illiquid markets, that active management of the
underlying collateral in a CDO’s revolving period would
result in low correlation between RMBS performance
and CDO performance and would prevent significant
downgrades to the referencing CDOs. Because they had
not sufficiently considered the impact that liquidity risk
posed to CDO pool management, the rating agencies
lagged in the downgrades of not only RMBS but of
CDOs as well.

As credit market problems spread to other prod-
ucts and asset classes, the agencies have, as witnessed by
spreads, generally lagged market expectations. This has
largely resulted from the anticipatory nature of market
participants. While credit ratings are expected to be
predictive of future credit quality, without historically
relevant data to inform their models they are unable
to properly anticipate either probability of default or
expected loss with a level of confidence that would inform
rating actions. As a result, ratings have lagged market
expectations of credit deterioration in asset-backed com-
mercial paper, structured investment vehicles, collater-
alized loan obligations, commercial mortgage-backed
securities, commercial mortgage-based collateralized
debt obligations, and trust-preferred collateralized debt
obligations. The rating agencies appear to have even
lagged market participants in the pricing of debts of
single issuers with large exposures to structured obliga-
tions, such as “monoline” insurance companies.

The rating agencies have demonstrated question-
able predictive power in structured securities ratings,
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a significant part of their supposed value.” As a result,
regulators, legislators and policymakers should, for the
purpose of allowable holdings of charter-constrained
investors, distinguish between the use of credit ratings
for single-issuer debt and structured securities.

IS THE ISSUE COMPETITION
OR REGULATORY LICENSE?

In 2006 Congress passed the Credit Rating Agency
Reform Act. A guiding principle of the act was that, in
order to foster more accurate ratings and a more effective
ratings industry, the SEC should foster increased compe-
tition by increasing the number of approved NRSROs.

To date the SEC has granted NSRSRO status to
10 credit rating agencies."” In approving the applica-
tions of new and existing NRSROs, it appears that the
SEC, a lead member of the International Organiza-
tion of Securities Commissions (IOSCQO), has failed to
enforce rating agency compliance with basic standards
set in the IOSCO Code of Conduct.!! Without spe-
cific legislation or regulation of the conduct and meth-
odologies of NRSROs, it is unclear that the oversight
of the rating agencies can be effective. Increasing the
number of NRSROs, without first tightening compli-
ance, may actually result in increased competition to
inflate ratings.

The IOSCO Code, which was created in 2004 by
regulators as a voluntary code of conduct, states: “The
CRA should ensure that it has and devotes sufficient
resources to carry out high quality credit assessments
of all obligations and issuers it rates. When deciding
whether to rate or continue rating an obligation or issuer,
it should assess whether it is able to devote sufficient
personnel with sufficient skills sets to make a proper
rating assessment, and whether its personnel likely will
have access to sufficient information needed in order to
make such an assessment.”!* This requirement stands in
stark contrast to the actual findings of a July 2008 SEC
examination report that found significant deficiencies
in personnel and staffing at several agencies."

Even before the meltdown of the credit markets, the
SEC had reason to know that rating agencies, by defining
their methodology in a vague and self-serving manner,
were failing to live up to the spirit of the IOSCO Code.

Instead of creating much-needed legislative or regu-
latory oversight of the rating agencies’ newer products
and processes, the SEC, IOSCO, and the European Com-
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mission have proposed actions that fail to address market
needs or the necessary coordination and harmonizing
of their securities regulator’s actions with those of bank,
pension, and insurance regulators. The U.S. Congress has
failed to consider any changes.

WHY IS THE SEC AFRAID TO ESTABLISH
METHODOLOGICAL (NOT MODEL)
STANDARDS?

Many of the problems that have infected global
credit markets result from poor modeling, untested
assumptions, staffing inadequacies, lack of transparency,
and lack of consistently applied methods and models.

The SEC claims it is not empowered to oversee
or interfere with the models or methods employed by
NRSROs. The SEC is correct that Congress prohibited
it from regulating “the substance of the credit ratings
or the procedures and methodologies”™ the NRSROs
use. The SEC does, however, have authority to require
significantly more detail and disclosure of the “the
procedures and methodologies that the applicant uses
in determining credit ratings.”"® Given that it would
be impossible for any investor or regulator to read the
currently published methodologies of an NRSRO and
determine either how it rates a security or uses the
methodology to recreate the existing rating of a secu-
rity, it would seem the SEC could test the disclosures
of, application of, and effectiveness of rating methods
and, in the interest of useful disclosure to investors,
require non-specific changes to currently published
and applied structured ratings procedures. This would
allow investors to replicate the ratings analysis, ensure
consistency, and support ratings integrity. After all, the
SEC is authorized to revoke the approval or deny the
application of an applicant to NRSRO status that “does
not have adequate financial and managerial resources to
consistently produce credit ratings with integrity and to
materially comply with the procedures and methodolo-
gies disclosed.”'®

Without greater legislative direction, or the
creation of a more comprehensive oversight regime, the
SEC will not correct fundamental problems in the global
structured rating sector or be able to effectively protect
the most regulated and charter-constrained investors.
Without significant changes the prospects for func-
tioning and vibrant credit markets are dire.
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AVAILABILITY OF DATA

The sale of most primary market structured securi-
ties is rating-dependent. With this in mind, the SEC had,
in its proposed rulemaking, intended to provide non-
issuer-paid ratings firms with data so that they may rate
securities prior to issuance. The SEC has not directed
specific data fields or standardized formats of available
data be made available, and it is therefore unclear if
the disclosed data would, on a timely basis, prove to
be useful. Without significant extensions of the disclo-
sure requirements of “Regulation AB”" and broader
disclosure of information about stressed performance
assumptions, this data may not be fully utilizable.

Given the limited amounts of time investors have
to analyze deals before they are sold into the market,
there is a real premium on useful information rather
than just data. With that in mind, the SEC should
codify clear, specific, and uniform data release require-
ments for both issuers and NRSROs, similar to those
required by the Federal Financial Institutions Exami-
nation Council (FFIEC) under the Home Mortgage
Disclosure Act.

“ISSUER PAYS” CONCERNS AND SPREAD
BASED RATING SOLUTIONS

Conflicts of interests inherent in the predominant
“issuer-pays”’ model are often theorized to have been a
primary cause of the failings of the rating agencies in
the structured finance markets.' It seems appropriate to
question the notion that an issuer-pays model 1s inher-
ently more conflicted than an “investor-pays” model.
Both models suffer potentially significant and inherent
conflicts of interest. Just as conflicts of interest in the
issuer-pays model can cause rating inflation pressures
directly or through rating shopping there are similar
conflicts that can arise in an investor pays model. Real-
ized conflicts in an issuer-pays model would benefit
issuers as a result of rating inflation and the resultant
lower costs of funding, while realized conflicts in an
investor-pays model would benefit investors as a result
of overly critical ratings that enhance the yields on
the debt instruments they would purchase. In both
models the conflicts have larger potential market impli-
cations and must be managed by appropriate regulators’
oversight.
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Attempts to require a restructuring of the payment
model for the industry would likely result in other unin-
tended consequences without any basis of expectation
that the resulting ratings process would be fundamentally
improved.

Just as flawed logic leads to recommended solu-
tions that merely replace conflicts of interest posed by
an issuer-pays model with new conflicts posed by an
investor-pays model, well intended analysis often leads
to suggestions that the capital held against a debt secu-
rity should be determined not by a rating but rather by
market based mechnism such as the yield spread differen-
tial between the instrument and Treasury bonds or relative
to credit default dwap spreads."

Such recommendations appear pro-cyclical, unwork-
able and assume a degree of near and intermediate term
market efficiency that recent history has gravely called
into doubt. Requiring capital to be tied to the market
yield of debt holdings creates risks that, for example, banks
would not hold sufficient capital relative to their actual
risk exposures at times that markets underestimate risk.
Conversely and of greater concern, at times that mar-
kets have awoken from a period of underpricing of risk
and may have become irrational in their risk aversion,
banks would be required to compete to raise capital to
compensate for excessive spreads and therefore exacerbate
market problems. Of even greater shortcoming would be
utilization of credit default swaps (CDS) as an indicator
of underlying risk. Even were credit default swaps used
only as a tool of risk mitigation or economic hedging
and not for speculative purposes, there would remain a
risk of mispricing of risk in the market leading to mis-
rating of risk by market-based measures. That CDS have
become an instrument used for speculation and not only
economic hedging increases the risks that CDS pricing
is driven less by fundamental credit risk analysis than by
market liquidity.

RECOMMENDATIONS

As outlined below, this author would prefer
that policy-makers focus on discreet and targeted
changes that:

* Require that charter-constrained investors, with

limited exception, may only buy exchange-traded
structured instruments.
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* Require the application of updated models in a
timely manner.

* Require the automation and utilization of full
original assumptions and a life-loss curve coupled
with monthly remittance data for regular sec-
ondary market re-rating.

* Reduce liability exemptions for certain structured
finance rating practices.

e Create minimum industry standards for analyst
professional training in structured finance.

* Prohibit revolving-door practices.

* Require an independent office of chief statistician,
or keeper of the models, at each NRSRO.

Recommendation 1: Charter-Constrained
Investors Should Own Only Exchange-
Traded Structured Securities

The current credit market crisis, which has spilled
over into the broader economy, has been exacerbated by
an inability to correctly value complicated and illiquid
structured securities. The difficulty in valuing these
instruments has caused regulated holders of these secu-
rities to claim that current market bids do not reflect the
underlying fundamental value of the cash flows being
generated by the securities they hold. Investors, on the
other hand, suggest regulated institutions are holding
securities at values that reflect unrealistic cash flow per-
formance. These disagreements have been exacerbated
by a lack of standards in the pooling, differences in repre-
sentations and warrantees among deals, disparate quality
of disclosures, and differences in servicing standards, all
of which have magnified the lack of liquidity that exists
in what has ostensibly been a private market.

Regulators repeatedly claim the crisis has been
caused by a lack of liquidity. But the cause may be neither
alack of adequate capital available to purchase these securi-
ties nor a lack of interest by buyers. It is conceivable that the
principal problem undermining investors’ confidence is
the lack of an exchange or orderly market in which prices
are competitively determined and supported by standard-
ized listing requirements. Orderly and efficient markets are
the only sustainable method of reducing spreads between
bids and offers and, in turn, price and value.

It is the author’s view that charter-constrained
investors, whose mandate requires they purchase or hold
only investment-grade securities, should only purchase
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structured securities that are traded on an exchange or
in an established market. This would:

- Create incentives for market participants to list and
standardize securities.

- Ease safety-and-soundness regulatory burdens
stemming from inadequate market-based valua-
tion measures.

- Require issuers to meet basic market-defined dis-
closure requirements.

- Create reputation-based incentives for issuers to
build high-quality securitized pools.

In a world where the performance of specific struc-
tured securities is not observed, except by holders, there
is little ongoing or residual reputational damage to an
issuer whose pools are poorly structured. A market with
a few structural improvements, such as broad availability
of valuation and pricing information that allows easy
analysis of all of an issuers’ deals, would likely result
in reputational costs that would align market discipline
with better pooled assets.

In support of market innovation and development
of market-based valuation tools, this author would pro-
pose a limited carve-out. Where issuers chose not to
list securities, chartered investors could still purchase
structured securities, up to a limited percentage of their
total structured exposures, but would be required to
demonstrate to examiners that their own internal risk
analysis independently supported the holdings. As listed
markets became more standardized, the regulatory and
investor knowledge would likely increase and reliance
on credit ratings would be reduced.

Recommendation 2: Require the Application
of Updated Models in a Timely Manner

Unlike single-issuer debt rating models that have
existed with little change in methodology for almost 100
years, most of the models used to rate structured securi-
ties have been created only recently and have changed
frequently.”” The changes have generally resulted from
alearning-by-doing approach in rating novel structures
often backed by untested or novel collateral.

Unfortunately, when agencies introduce new
models they generally do not, on a timely basis, apply
the newer models to re-rate those secondary market
securities rated with the older model.?' Instead they tend
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to apply new models to secondary-market securities only
after their “surveillance” teams recognize a significant
ratings event that causes them to review the ratings of a
specific security or group of securities.

As a result, it is not uncommon for NRSROs to
have multiple models contemporaneously employed in the
secondary market to rate substantially similar securities.
This continued use of legacy models suggests that ratings
most likely do not fully reflect the most current risk assess-
ment methods that have informed more recent models.

Since structured securities may be collateralized
by assets for which there is limited historic data and no
through-the-cycle performance data, the risks posed by
a failure of modeled assumptions about the structure
may be amplified by poor modeling of the preformance
assumptions of collateral backing the structure.

Even with the rating migration risks and the col-
lateral model risks posed by NRSRO methodologies,
the SEC’s proposed rule did not require the agencies to
use the most current ratings model, nor did it require
them to re-rate existing secondary market securities at
the time the new model was introduced to rate primary
market securities. Instead they proposed the NRSROs
should disclose whether the models used for initial ratings
and secondary market rating surveillance are the same
and whether changes made to surveillance models in the
secondary market are incorporated into primary market
rating models. This approach, with a lack of standards and
uniformity, risks creating greater confusion about differ-
ences in substantially similar securities, carrying the same
alpha-numeric ratings but rated with different models.

It is recommended that the NRSROs be required
to: detail the methodology for the model used; advise
investors if the model used is the most current used
to rate similar securities in the primary markets; and,
within a specified and reasonable framework, harmonize
the ratings model used in the re-rating of all primary and
secondary market securities of similar structures.

Recommendation 3: Require the Automation
and Utilization of Full Original Assumptions
and Life Loss Curve Coupled with Monthly
Remittance Data for Regular Secondary
Market Re-rating

NRSROs generally receive separate revenue streams
for initial ratings (primary) and secondary market “surveil-
lance””While initial rating fees are typically calculated as a

TOWARD AN UNDERSTANDING: NRSRO FAILINGS IN STRUCTURED RATINGS AND DISCREET RECOMMENDATIONS

percent of the total value of the deal and can often reach
into the hundreds of thousands of dollars, surveillance fees
are typically assessed annually at a fixed price and often
range from $2,000 to an atypically high $30,000 depending
on the size of the deal, complexity, and relationship with
the customer. Surprisingly, and almost certainly unknown
to most investors, the agencies often structure their rat-
ings agreements in a manner that allows secondary market
surveillance fees to be assessed from the cash flows of the
deal even before investors receive their cash flows.*

Given the disparity of revenues generated by initial
rating engagements relative to secondary market sur-
veillance, there are incentives for the rating agencies to
under-allocate resources to the latter business line. In
fact, the rating agencies surveillance processes appear to
have been less robust than their initial ratings processes.*
As highlighted in Exhibit 3, there are significant differ-
ences between single-issuer and structured securities. Key
differences suggest that perhaps agencies should employ a
different secondary market approach than that utilized in
the surveillance approach used for single-issuer securities.
A regular process of objective, data-informed secondary
market re-rating is clearly appropriate.

Unlike a corporation that is intended and
expected to be an ongoing concern whose assets grow
and replenish, the corporation/trust that is created to
hold a pool of securitized assets is a functionally lim-
ited life corporation whose assets will diminish over a
predetermined life. Unlike a corporation that actively
manages its assets through, for example, the purchase
or sale of assets and business units, the reallocation
of capital, and the renegotiation of labor, structured
pools are, outside of a revolving period, comprised of
largely static assets that are actively serviced but not
managed. Where a corporation can, through active
decisions, positively or negatively affect its ratings,
the trusts holding structured securities are intended
to be brain-dead. As a result, if the initial rating was
accurate, then the key assumptions about expected loss
or the probability of default, made at the origination
of the issue, should be proven out over time through
the realized losses or defaults.

It is our recommendation that the rating agencies,
in structured securities markets (adjusting for revolving
periods), should be required to automate a process that
utilizes actual monthly servicer remittance data and avail-
able loan-level performance data for the purpose of re-
rating securities relative to the original deal assumptions
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at 1ssuance. The rating should reflect actual performance
relative to initial assumptions and re-rate using a re-drawn
curve of remaining cash flows and losses.

Although this recommended approach could ini-
tially cause ratings volatility, it ultimately should foster
stability as it would be objective, consistent, replicable,
and removed from potential conflicts of interest. It
would reduce the incidence of multiple-notch down-
grades and create a productive and positive feedback loop
to enhance rating agencies’ modeling capabilities.

Recommendation 4: Reduce Liability
Exemptions for Certain Structured Finance
Rating Practices

In rating single-issuer debt, including corporate,
municipal, and sovereign issues, the rating agencies are
generally accepted to be outside observers. It is this out-
side perspective that has been the basis of courts deter-
mining, “absent special circumstances,” that their work
is protected as freedom of speech®* or by journalistic
privilege.”

In the world of structured ratings, the role of the
rating agency is part and parcel to the issuance. The cor-
porate structure is determined in consideration of its rat-
ings impact, the assets of the corporation/trust are created
in consideration of the ratings impact, and the entirety
of a deal could not find market acceptance without first
being rated. In the words of Moody’s former President
and COO Brian Clarkson, in the world of structured
securities “you start with a rating and build a deal around
a rating”’** This different role in structured finance ratings
raises questions about their potential liability as statutory
underwriters.”” These differences have been recognized
by at least one appellate court in its ruling that a rating
agency did not qualify for journalistic protections.?

Because there are fundamental differences in the roles
the rating agencies play with single-issuer versus structured
securities, the SEC should modify the liability exemptions
the agencies are afforded under Section 11 of the Securities
Act of 1933%” and create different liability standards for the
role of rating agencies in structured finance.

Instead, without first creating a bright-line stan-
dard or definition of “advising,” the SEC had proposed
arule that sought to prohibit NRSROs from “advising”
on the structuring of a deal. Without promulgation of
such a standard or definition it seems unrealistic to
expect the SEC’s prohibition will be effective when,
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in the face of evidence to the contrary,’ the major
NRSROs continue to claim they do not advise.”" This
semantic argument over structuring advice is not new?
and yet there remains neither a standard definition nor
any materially enhanced exposure to liability for viola-
tion of the prohibition.

Creating a standard definition of “advising” or
“structuring” may be as elusive as creating a definition
of pornography.* Instead, I propose that, where it can
be demonstrated beyond any reasonable doubt that an
agency has crossed the line “from an objective credit
analyst to subjective consultant,” that agency should be
unambiguously exposed to the same liabilities as any
statutory underwriter. Even in the face of current rule-
making, which resulted from massive failures of the rating
agencies, S&P acknowledges the “complexity of deter-
mining what a prohibited “recommendation”1s” and does
not seem to believe regulators have the ability to create
a clear and bright line defining where “the NRSRO’s
role would transition from an objective credit analyst
to subjective consultant”. Instead they again argue this
ongoing conflict “would be best managed through an
NRSRO’s policies and procedures, rather than through an
outright, and imprecise, ban.”** It is this ongoing failure of
self-regulation and the lack of a workable definition that
leads to a recommendation that a common-man defini-
tion should define the NRSROs’ ability exposure for
advising or structuring.

Similarly, the rating agencies’ obligations as “reg-
istered advisors” under the Investment Advisors Act of
1940 should expose them to the same standards as any
other registered investment advisors that fail to “base
their opinions upon current and adequate information.”*
It also seems supportable, in the spirit of the IOSCO
Code of Conduct for Credit Rating Agencies at 1.9,
to create a liability exposure standard for any rating
agency that agency knowingly issues any credit analyses
or reports that contain misrepresentations or are other-
wise misleading as to the general creditworthiness of
any issuer or obligation.

Liability protections the NRSROs are afforded in
their structured finance ratings business should be tied
to the same responsibilities in fact finding, independence
and ethics as those expected of journalists.>” The IOSCO
Code at 1.1 appears intended to hold the agencies to a
journalistic standard in stating the rating agencies “should
adopt, implement and enforce written procedures to
ensure that the opinions it disseminates are based on a
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thorough analysis of all information known to the CRA
that is relevant to its analysis according to the CRA’s
published rating methodology.”* It should not, therefore,
be permissible for an NRSRO to hide behind “we didn’t
know and have no obligations” hedge clauses as they seem
to have done in statements such as, “Fitch shall have no
obligation to verify or audit any information provided
to it from any source or to conduct any investigation or
review, or to take any other action, to obtain any informa-
tion that the issuer has not otherwise provided to Fitch.”’
Moody’s plays similar semantic games to skirt the spirit of
the code when it claims “no obligation to perform, and
does not perform, due diligence with respect to the accu-
racy of information it receives or obtains in connection
with the rating process. Moody’s does not independently
verify any such information. Nor does Moody’s audit or
otherwise undertake to determine that such information
is complete.”*

There have been clear and public examples in which
rating agency management had knowledge of flaws in
the information they relied upon, of failures in their
models,*! failures to use their published ratings methods,*
or policies regarding their ratings committees.* In sev-
eral instances, the rating agencies neither announced their
findings, nor corrected their models, nor adjusted their
ratings accordingly until these issues came to light in the
broader press, and it appears almost certain there will be
more, and perhaps more significant, failures still likely to
come to light.

Contrary to persistent claims by rating agencies that
the importance of their reputations are a natural incentive
to perform high-quality work,** it appears that attempts
to protect their reputations may actually drive them to
hide material information from investors.* In fact, an
internal Moody’s memo seems to highlight the conflict
between market share and ratings quality.*

Such instances strike at the core of market con-
fidence in ratings and serve only to erode investor
confidence in public markets and the value and inde-
pendence of ratings. Where a ratings analyst or man-
ager knows or has reason to believe that a flaw exists
in firm analysis or models, or that fraud exists in a
deal, there should be an obligation either to abstain
from rating the security or to disclose these find-
ings. Alternatively, where the firm continues with the
rating assignment and does not disclose these findings,
the firm should be subject to clear liability.

TowARD AN UNDERSTANDING: NRSRO FAILINGS IN STRUCTURED RATINGS AND DISCREET RECOMMENDATIONS

Recommendation 5: Create Minimum
Industry Standards for Analyst Professional
Training in Structured Finance

The inherent complexity of structured securities,
the innovation of new structured products, and the
frequent changes to ratings models and methodologies
suggest it would be advisable to create some minimum
standards for the professional training of structured rat-
ings analysts and to create benchmarks to assess profes-
sional competency.

In 2005 the SEC began to consider of the issue
of analysts’ competency and training and, as a part of
a rulemaking process, requested comment on “the
appropriate subjective criteria that a credit rating agency
should use in assessing the experience and training of
an analyst ... How can a credit rating agency in seeking
to meet the proposed NRSRO definition demonstrate
that it has adequate procedures designed to ensure that
its analysts are competent?”*” S&P’s then-president
responded that S&P “is confident that its standards
and procedures for analyst background and training
would meet any minimum requirements imposed by
the Commission. Ratings Services does not support
the promulgation of NRSRO designation criteria that
are conditioned on specific attributes of a rating agen-
cy’s staff ... rating agencies have strong incentives to
monitor the quality of their analysts without govern-
ment mandate due to constant scrutiny from issuers and
investors.”*® The SEC has not yet taken specific action
in regard to industry standards of analysts training,
staffing levels, or competency.

Just as there are licensing standards for financial
analysts, brokers, auditors, appraisers, and other financial
professionals, it seems that standards of professional com-
petency in structured finance ratings would enhance
the standardization, objectivity, and comparability of
ratings by analysts within a specific NRSRO and across
the industry. The curriculum could be standardized and
licensing requirements could require specific initial and
ongoing professional education.

Recommendation 6: Prohibit Revolving-door
Practices

In rules proposed last summer, the SEC announced
its intent to reduce the risk of analyst conflicts of interest
and ensure the objectivity and quality of analyst ratings.
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In the proposed rule the commission announced it
would “prohibit an NRSRO from allowing a credit
analyst who participated in determining or monitoring
a credit rating, or a person responsible for approving a
credit rating, from receiving gifts, including entertain-
ment, from the obligor being rated, or from the issuer,
underwriter, or sponsor of the securities being rated,
other than the items provided in the context of normal
business activities such as meetings, if such gifts have an
aggregate value that exceeds $25. We believe these pro-
hibitions are appropriate because they address potential
practices at an NRSRO that could impair its objectivity
and quality of its rating.”*’

This approach ignores a larger and more pernicious
risk to analyst objectivity and ratings quality. Given the
lower compensation levels of NRSRO analysts relative
to their counterparts at investment banks and other
issuers, there is a real risk that analysts, seeking to elicit
future ofters of employment, would compromise their
objectivity or ratings quality in an effort to curry favor
from those firms whose products they have been called
to rate. The numerous examples of NRSRO analysts
leaving an NRSRO to work for a firm whose securi-
ties the analyst had been engaged to rate begs attention
and reflection.

If the SEC is genuinely seeking to reduce the risks
of anlyst conflicts, it should consider placing revolving
door limits on ratings analysts and engagement team
members. This approach, which most officials on Capitol
Hill are familiar with, was incorporated, with seeming
success, in Section 206 of Sarbanes-Oxley.*® I would
recommend that similar language be crafted in the rat-
ings industry. While, for a period of one or two years,
rating analysts would be prohibited from acquiring
employment with issuers for whom they provided rating
services, there would be no prohibition from leaving a
rating agency to work for a ‘buy-side’ firm.

Recommendation 7: Office of Chief
Statistician

While the SEC has identified the risk of analyst con-
flicts of interest as an item worth addressing through rule-
making, it has failed to consider a related item of perhaps
even greater importance. Just as risks that business-line
and revenue pressures may create incentives for analysts to
compromise their ratings, there are real risks and reasons
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to believe that the modeling staff at a rating agency may
be subject to business-line or revenue pressures.

This is an area that deserves a significant amount
of consideration by policymakers. Even the most com-
petent, ethical, and objective analyst’s work would be
compromised if he were tasked to rate securities using
poorly developed models.

With NRSROs being “statistical rating organiza-
tions,” it maybe surprising that, to our understanding,
none of the three major rating agencies has an explicit
or functional PhD-level “chief statistician.” In fact, there
may not be a single PhD-level statistician in any execu-
tive role at any of the NRSROs whose is exclusively
responsible for the independent development, testing,
implementation, and ongoing surveillance of ratings
models. Similarly, there do not appear to be any sub-
stantive regulatory requirements that the development
of ratings models be protected and fire-walled from rev-
enue generation pressures.

If rating agencies are to effectively serve a public
good, and deserve the public trust, then the indepen-
dence and separation of modeling staff from revenue
generating business pressures must be a paramount goal
of policymakers and regulators. To that end I would
recommend that each NRSRO be required to form an
independent “office of statistical staft” tasked to develop,
test, implement and review the models.

Just as good corporate governance recognizes that
internal audit functions should be removed from regular
reporting lines, the most senior executives at NRSROs
who are responsible for these modeling functions should
report only to a committee of independent board mem-
bers. This would protect the integrity, innovation, and
reputation of the agencies.

CONCLUSION

Thus far, U.S. and international regulatory
responses to the role of rating agencies in the current
credit crisis have been largely symbolic, uncoordinated,
and perfunctory. The SEC promulgates rules with the
stated intent of reducing reliance on ratings at the same
time as the Federal Reserve and Treasury introduce
new emergency liquidity and asset purchase programs
that rely only on discredited ratings models, thus
exposing taxpayers to potentially hundreds of billions
in losses.

THE JOURNAL OF STRUCTURED FINANCE



ILLEGAL TO REPRINT AND DISTRIBUTE

Without a focused and targeted effort to restore
confidence in the rating agency sector and to provide
investors with sufficient information to make educated
investment decisions, there is little hope of credit mar-
kets becoming self-sustaining or functional.

The discreet but material recommended changes
to NRSRO regulation proposed would foster an envi-
ronment where market reliance on NRSROs should
diminish over time. Importantly, these changes would,
in the near term, increase investor confidence in the
quality and objectivity of ratings models.
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