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Chairman Neugebauer, Ranking Member Capuano, and members of the Subcommittee: My
name is Lawrence J. White. I am a Professor of Economics at the NYU Stern School of Business.
During 1986-1989 I served as a Board Member on the Federal Home Loan Bank Board; in that
capacity I was also one of the three board members of Freddie Mac. I have written extensively on
the credit rating agencies; a chronological list of these writings is at the end of this statement, as is
my short biographical summary. | fepresent solely myself at this hearing.

Thank you for the opportunity to testify today on this important topic. I have appended to

this statement for the Committee a longer article on the credit rating agencies that appeared in the

Spring'ZOIO issue of the Journal of Economic Perspectives, which is pubfished by the American
Economic Association and which I would like to have incbrpora‘eed for the record into the statement
that ] am presenting today.

The three large U.S.-based credit rating agencies — Moody’s, Standard & Poor’s, and Fitch —
and their excessively optimistic ratings of subprime residential mortgage-backed securities (RMBS)
in the middle years of the past decade played a central role in the financial debacle of the past two
years. Given this context and history, it is understandable that there would be strong political
sentiment — as expressed in Sec. 932 of the Dodd-Frank Act — for more extensive regulation of the
credit rating agencies in hopes of forestalling future such debacles. The advocates of such

regulation want (figuratively) to grab the rating agencies by the lapels, shake them, and shout “Do a



better job!”

This urge for greater regulation is understandable and well-intentioned ~ but it is misguided
and potentially quite harmful. Tﬁe heightened regulation of the rating agencies is likely to
discourage entry, rigidify a specified set of structures and procedures, and discourage innovation in-
new ways of gathering and assessing information, new technologies, new methodologies, and new
models (including new business models) — and may well not achieve the goal of inducing better
ratings from the agencies. Ironically, it will also likely create a protective barrier around the
incumbent credit rating agencies and is thus likely to make them even more central to and important
for the bond markets for the future.

There is a better route. That route is also embodied in the Dodd-Frank Act: in Secs. 939 and
939A. These are the sections that remove statutory references to ratings (Sec. 939) and that instruct
federal agencies to review and modify their regulations so as “to remove any reference to or
requirement of reliance on credit ratings and to substitute in such regulations such standard of
credit-worthiness ... as appropriate...” (Sec. 939A).

An understanding of why this is a better route requires some background:

" Let’s start with the basics: The fundamental question of finance for lenders (and for bond
investors who are, in essence, lenders) is: “Will I be paid back?”; or, in a slightly more elaborate
form, “What is the likelihood that I will be paid back?”

To answer this question, lenders gather information about prospective borrowers (so as to
try to figure out who are likely to be the more creditworthy borrowers, and who are less so) and also
about existing borrowers (so as to try to forestall any potential problems as to repayment and to be
able to intervene c_early if repayment problems do begin to arise). In many instances — e.g., loans by
banks to households and small businesses — financial institutions do their own (in-house) credit
analyses, although they may still outsource the collection of data (as in the use of FICO scores forf
loans to households). In the case of bonds, there are clearly some financial institutions that are large
enough and séphisticated enough that they can gather their own information and do their own (in-

house) credit analyses; however, smaller financial institutions are more likely to rely on third-party



creditworthiness information services as major inputs for their decisions with respect to buying or
selling bonds.

Tn essence, a lender’s analysis of and decision with respect to a borrower’s creditworthiness
is a process that involves information: gathering information, analyzing information, forming
judgments about the lending iinpiications of that information.

There are many potential sources of creditworthiness information: As was just discussed,
lenders can rely on their own internal information gathering and creditworthiness assessments; or
they can rely on third-party creditworthiness information services. The three large credit rating
agencies — Moody’s, Standard & Poor’s, and Fitch — are frequently described in the media as if they
were the only third-party sources of such information for the bonds in which many financial
institutions invest. But that is a false impression. There are many other third-party sources of such
information (as well as the in-house sources in large financial institutions), such as szhaller credit
rating ageﬁcies or other creditworthiness information firms that may not describe themselves as
“crgdit rating agencies” but are nevertheless providing similar types of creditworthiness
informatibn. In addition, most securitiés firms have “fixed income analysts,” who perform similar
types of analyses on bonds, which become the basis for the creditworthiness advice that these
securities firms offer to their clients.’

How then did the three major credit rating agencies attain such a central place in the bond
creditworthiness information process? At least part of the answer can be found in the history of
U.S. prudential (“safety-and-soundness™) regulation of regulation of financial institutions, beginning
with banks. In 1936, bank regulators mandated that bénks could not hold “speculative” bonds - as
determined by the ratings of the major credit rating agencies. (This requirement is still in place
today.) In the following decades, similar mandates were applied to insurance companies, pension

funds, broker-dealers, and money market mutual funds.

' It is worth noting that fixed income analysts are a sizable and substantial enough group that they have their own
professional society: the Fixed Income Analysts Society, Inc. (FIASI; see www flasiorg).



In essence, regulatory reliance on these specific rating agencies’ ratings imbued these third-
party judgments about the creditworthiness of bonds with the force of law! The regulators had
outsourced or delegated this specific safety judgment. This problem was compounded when the
SEC created the category of “nationally recognized statistical rating organization” (NRSRO) in
1975 and subsequently became a barrier to entry into the rating business. As of year-end 2000 there
were only three NRSROs: Moody’s, Standard & Poor’s, and F_itch.2

It should therefore come as no surprise that when this (literal) handful of rating firms
stumbled badly in their excessively optimistic ratings of the subprime RMBS, the consequences
were quite serious.

This recognition of the longstanding role of financial regulation in forcing the centrality of
the major rating agencies then leads to the alternate prescription, which is embodied in Dodd-
Frank’s Secs. 939 and 939A: Eliminate regulatory reliance on ratings — eliminate the ratings’ force
of law — and bring market forces to bear. Since the bond markets are primarily institutional markets
(and not a retail securities market, where retail customers are likely to need more help), market
forces can be expected to work — and the detailed regulation that is embodied in Dodd-Frank’s Sec.
932 is unnecessary (as well as ill-advised). Indeed, with the elimination of regulatory reliance on
ratings, the entire NRSRO regulatory superstructure should be dismantled, and the NRSRO
category should be eliminated. This elimination could well cause the major rating agencies to be
less important for the future.

As Secs. 939 and 939A recognize, the regulafory requirehlents that prudentially regulated
financial institutions must maintain safe bond portfolios should remain in force. But financial
regulators — especially the U.S. banking regulators — have been having difficulties determining how
to ensure that their regulated entities maintain safe bond portfolios without continuing the automatic

reliance on ratings of the past 75 years.

? Because of subsequent prodding by the Congress, and then the specific barrier-reduction provisions of the Credit
Rating Agency Reform Act of 2006 (CRARA), there are now ten NRSROs.



The proper approach in this regard is, fundamentally, to approach the safety of a financial
institution’s bond portfolio in the same way that bank regulators approach the safety of banks’ loan
portfolios more generally: First, regulators should place the burden directly on the regulated
institutions to demonstrate and justify to their regulators that their bond portfolios are safe and
appropriate — either by doing the creditworthiness research and analysis fhemselves, or by relying
on third-party creditworthiness information firms. Larger financial institutions might well choose
the former route, while smaller financial institutions might well choose the latter. In the latter case,
the financial institutions might choose to continue to rely on the judgments of the existing large
credit agenciesﬁ and their ratings, but they could instead select other creditworthiness information
firms whose forms of judgments and opinions might be described in different terms from “ratings.”

Under either route, the regulators must then check carefully that the regulated entity has
been competent in its processes of doing its research/analysis or of choosing reliable third-party
creditworthiness information firms.*

This process will require more effort on the part of regulators and on the part of the
regulated institutions than has been required under the system 6f regulatory reliance on NRSRO
ratings. It is understandable that regulators and their regulated financial instifutions would be
reluctant to move away from an “easy” system of outsourcing‘ safety judgments, with which they
have been familiar for as long as 75 years. However, the alternative approach that I have suggested
is, as discussed above, findamentally no different from what bank regulators already do through

their “examination and supervision” processes with respect to other types of loans in banks’

¥ As was discussed above, included in these other sources of creditworthiness information are the fixed income
analysts at securities firms. These sources may be considered to be too “conflicted” (e.g., they might be considered
to be advocates for the securities that their firms want to sell or buy) to be a trustworthy source of creditworthiness |
information. However, if the barriers to entry that were created by the NRSRO system and the regulatory reliance
on NRSRO ratings were removed, these individuals might be more inclined to “hang out their own shingles” and
establish themselves as freestanding creditworthiness information services — thereby increasing the availability of
such services. ,

* Even if a regulated financial institution does not have the expertise to do the research and analysis itself, it should
be expected to have the necessary competence with respect to its selection of third-party creditworthiness
information firms. However, because a regulated financial institution always has an incentive to take on excessive
risk unless restrained by regulators, the latter must check to make sure that the institution has not chosen a third-
party creditworthiness information firm that will provide a cover for excessive risk taking (e.g., by indicating that
risky securities are safe and appropriate for the institution).



portfolios. It should be readily applicable to bonds as well, whether in the portfolios of banks or in
the portfolios of other financial institutions. And the consequences of persisting with the system of
regulatory reliance on NRSRO ratings are too perverse.

Under the alternative approach that I have outlined, financial institutions could then call -
upon a wider array of sources of advice on the safety of their bond portfolios, and the bond
information market would be opened to innovation and entry in ways that have not been possible
since the 1930s.

My appended JEP article provides greater elaboration on many of these points. Since that
article preceded the enactment of the Dodd-Frank Act July 2010 and specifically the enactment of
Sec. 932 and its further regulation of the NRSROs, I will expand here on the drawbacks of that
approach.

The provisions of Sec. 932 are devoted primarily to efforts fo increase the transparency of
ratings and to address issues of conflicts of intefest of the NRSROs. The latter arise largely from
the major rating agencies’ business model of relying on payments from the bond issuers in return
for rating their bonds.” These provisions expand and elaborate on a set of NRSRO regulations that
the SEC had previously implemented.

Again, the underlying urge to “do something” in the wake of the mistakes of the major
credit rating agencies during the middle years of this decade is understandable. Further, the “issuer
pays” business model of those rating agencies presents an obvious set of potential conflict-of-

interest problems that appear to be crying out for cotrection.’

> 1t is worth noting that three smaller U.S.-based NRSRO rating agencies have “investor pays” business models and that
the “investor pays™ model was the original model for John Moody and for the industry more generally, untif the major
rating agencies switched to the “issuer pays” model in the late 1960s and ear}y 1970s.

% It is important to remember, however, that the major credit rating agencies switched to the “issuer pays” model in the
late 1960s and early 1970s, and that the serious problems only arose three decades later, and also arose only in the area of
RMBS and not in the areas of “plain vanilla” corporate bonds or municipal bonds. Apparently, the agencies’ concerns
for their long-run reputations and the transparency and multiplicity of issuers prior to the current decade all served to
-keep the potential conflict-of-interest problems in check during those three intervening decades. See my appendeci JEP
article for more discussion of why the “issuer pays” model broke down in the area of RMBS but didn’t do so in the other
areas.



Nevertheless, the dangers of Sec. 932 are substantial: They ask the SEC to delve ever
deeper into the processes and procedures and methodologies of credit ratings. In so doing, these
provisions are likely to rigidify the industry along the lines of the specific implementing regulations
that the SEC devises, as well as raising the costs of being a credit rating agency. Sec. 932 will
thereby discourage entry and innovation in new ways of gathering and assessing information, in
new methodologies, in new technologies, and in new models — inclﬁding new business models.’

Further, it is far from clear that the Sec. 932 provisions will actually achieve the goal of
improving ratings. One common complaint against the large credit rating agencies is that they are

% But this appears to be a business

slow to adjust their ratings in response to new information.
culture phenomenon for the rating agencies (which was present, as well, in the pre-1970s era when
the rating agencies had an “investor pays” business model). As for the kind of over-optimism about
the RMBS in the decade of the 2000s that subsequently created such serious problems, the rating
agencies were far from alone in “drinking the Kool-Aid” that housing prices could only increase and
that even subprime mortgages consequently would not have problems. It is far from clear that, had
they been in effect, the Sec. 932 regulations would have curbed such herd behavior. Also, the three
large credit rating agencies are quite aware of the damage to their reputations that have occurred and
have announced measures — including increased transparency and enhanced efforts to address
potential conflicts — to repair that damage.

In sum, the provisions of Sec. 932 are deeply flawed and wrongheaded.

There is a better overall route, which is embodied in Secs.. 939 and 939A: Eliminate all

regulatory reliance on ratings, by the U.S. financial regulatory agencies — eliminate the force of law

that has been accorded to these third-party judgments. The institutional participants in the bond

7 Although the provisions of Sec. 932 and of the SEC’s regulation under the CRARA apply only to NRSROs, the
maintenance of this category clearly imbues the NRSROs with a greater status and prominence; also, there is always
the possibility — which was included in an early Obama Administration proposal, which (fortunately) was
subsequently dropped — that all creditworthiness information firms should be required to become NRSROs and
would thereby become subject to the SEC’s regulation.

8 This complaint has been present for decades. It surfaced strongly in the wake of the Enron bankruptcy in November
2001, with the revelation that the major rating agencies had maintained “investment grade” ratings on Enron’s debt until
five days before that company’s bankrupfcy filing. More recently, the major agencies had “investment grade™ ratings on
Eehman Brothers’” debt on the morning that it filed for bankruptey.



markets could then more readily (with appropriate oversight by financial regulators) make use of a
wider set of providers of information, and the bond information market would be opened to new
ideas and new entry in a way that has not been possible for 75 years.

Thank you again for the opportunity to appear before this Committee; I would be happy to

respond to your questions.

Publications by Lawrence J. White on the Credit Rating Agencies

“Don’t Like the ‘Power” of the Bond Rating Firms? Basel 2 Will Only Make It Worse,” in Bumps
on the Road to Basel: An Anthology of Views on Basel 2, Centre for the Study of Financial
Innovation, 2002,

“The Credit Rating Industry: An Industrial Organization Analysis,” in RM. Levich, G. Majnoni,
and CM. Reinhart, eds. Ratings, Rating Agencies and the Global Financial System, Kluwer, 2002.

“An Industrial Organization Analysis of the Credit Rating Industry,” in M.K. Ong, ed., Credit
Ratings: Methodologies, Rationale and Default Risk, Risk Books, 2002.

“The SEC’s Other Problem,” Regulation, Winter 2002-2003; reprinted in C.H. Rajeshwer and S.
Jutur, eds., Credit Rating Agencies: Emerging Issues, ICFAI University Press, 2005,

“The Bond-Rating Game,” SternBusiness, Fall 2003,

“Good Intentions Gone Awry: A Policy Analysis of the SEC’s Regulation of the Bond Rating
Industry,” Policy Brief #2006-PB-05, Networks Financial Institute, Indjana State University.

“A New Law for the Bond Rating Industry” Regulation, Spring 2007; reprinted in V.V L. Gayathri,
ed., Credit Rating Agencies: Regulatory Road-Map, Amicus Books, 2009.

“The Rating Agencies: Is Regulation the Answer?” in V. Acharya and M. Richardson, eds.,
Restoring  Financial Stability; How to Repair a Failed System, Wiley, 2009 (with M.
Richardson).

“The Credit Rating Agencies and the Subprime Debacle,” Critical Review, Nos. 1-2, 2009;
reprinted in J. Friedman, ed., Causes of the Financial Crises, Univ. of Pennsylvania Press,
forthcoming 2010.

“A Brief History of Credit Rating Agencies: How Financial Regulation Entrenched This
Industry’s Role in the Subprime Mortgage Debacle of 2007-2008,” Mercatus on Poliey, No. 57,
October 2009.




“Wrong on Ratings,” Financial World, December-January 2009-2010.

“Credit Rating Agencies & Regulation: Why Less Is More,” in R. Johnson and E. Payne, eds.,
Make Markets Be Markets. Roosevelt Institute, 2010. ‘ :

“Credit Rating Agencies and the Financial Crisis: Less Regulation is a Better Response,” Journal of
International Banking Law and Regulation, 2010.

“Markets: The Credit Rating Agencies,” Journal of Economic Perspectives, Spring 2010.

“Regulation of Rating Agencies,” in V.V. Acharya, T.F. Cooley, M.P. Richardson, and I. Walter,
eds., Regulating Wall Street: The Dodd-Frank Act and the New Architecture of Global Finance.
Wiley, 2011 (with E.I. Altman, T.S. Oncu, M. Richardson, and A. Schmeits).
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Markets
The Credit Rating Agencies

Lawrence J. White

This feature explores the operation of individual markets. Patterns of behavior
in markéts for specific goods and services offer lessons about the detérminants and
effects of supply and demand, market structure, strategic behavior, and government
regulation. Suggestions forfumre columpsand comments onf pastones should besent
1o James R, Hines Jr, c/0 Journal.of Economic Perspectives, Departmemnt of Economics,
Univérsity of Michigan, 611 Tappan St, Atm Arbor, Michigan 48109-1220.

Introduction

In: 1909, john Moody published the. first publicly available bond ratings,
focused enurely on'raiiroad bonds. Moody'’s firmi-was followed by Poot’s Publishing
Gompanyin 1916, the Standard Statistics Company in 1922, and the Firch Publishing
Company.in 1924, These firms’ bond ratings were sold to; bond, investors in thick.
manuals, These firms evolved over time. Dun & Bradstreet bought Moody's in 1962;
biit then subsequently spun it off in 2000 as a fres-stabding corporation, Poor's
and Standard merged in 1941; Standard & P{mr s was then absorbed by McGraw-
Hill iz 1966, Firch risrged with TBCA. (a Rritish Bim, which was a subsidiary of
FIMILAC, a French business services conglomerae) in 1997, At the end of the year
2000, at abgut the time that the market for striictured securities that were based on
subprime residential mortgages began growing rapidly, the issuers of these securi-
ties had only these three credicrating agenicies to whom they could tirn o obtain
their ali-mportant tatings: Moody's, Standard & Poor’s (S&P), and Fich,

m Laidrence ] Whiteis Proﬂzssm of Econamics, Stern School of Busingss, New York University,
New York, His e-mail address 15 { Lwhite@stern. nyu.edu). :

dei=10.1287/jep.24.2.211

11



212 Journal of Economic Perspectives

Favorable ratings from these three credit agencies were crucial for the successful
sale of the securities based on subprime residential mortgages and other debt obliga-
tions. The sales.of these honds, in turn, were an important underpinning for the
financing of the selfreinforcing price-rise bubble in the 11.S. housing market. When
house prices ceased rising in mid 2008 and then began o decline, the defauli rates
on the mott_g‘ages underlying these securities rose sharplﬁr,_ and those initial ratings
proved o be excessively eptimistic. The price deciines and uncertainty surrounding

thesé widely-held securities then helpéd © turn a drop in housing prices into a wide-
spread crisis in the U.S. and global financial systems.

This paper will explore how the findncial regulatory structure propelled these
three credit rating agencies to the center of the U.S8. bond markets—and thereby
virtizally guarafiteed that when these rating agencies did make mistakes, those
mistakes would have serious consequernces for the financial sector. We begin by
looking 4t some relevant hisory of the i;}dust'r_y, including the series of évents that
led financial regulators to outsource their judgments to the credit rating agen-
cles (by requiring fnancial institutions to use the specific bond creditwerthiness
information that was provided by the major rating agencies) and when the credit
rating agencies shifted their business myodel from “investor pays” fo “issuer pays.™
We then ook at how the credit rating industry evolved, and how its interaction
With regulatory authorities served as a barrier to éntry. Wé then show how these
ingredients combined to contribute to the subprime mortgage debacle and associ-
ated finazicial crists. Finally, we consider two possible rouses for public policy with
respectito the credit rating industry: One route would tighten the regularion of the
rating ‘agem:ies, while the otherroute would reduce the required ¢entrality of the
rating agencies and thereby open up the bond information process inway that has
ot been possible sitice the 1930y

A History of Outsourcing Regulatory Judgment

A central concarn of any lender—inchiding the lenders/investors in honds—
is whether a potential or actual borrower i§ liikely to repay the loan. Along with
collecting their own information about borrowers, and imposing requirements
like collateral, co-signers, and restrictive covenants in bond.indentures or leniding
agreements, those who lend money may also seek outside advice about creditworthi-
ness. The purpose of credit rating agencies is to help pierce the fog af asymmetric

information by offering judgments—they prefer the word “opinions™—about

L Qverviews of the credit rating industry can be found in, for exampie, Cantor and Packer (1995},
Langobr-and Langehr (2008), Partnoy (1999, 2002), Richardson and White {200¢), Sinclair (2005),
Sylla (2002 and White (2002a, 2002b, 2008, 2007, 2008).

*Theratingagenciesfavor thatterm "opinion” because it supperts theirclaim thatthey ave “publishers.”
Ooe implication & that the credit rating agentiés thug enjoy the protections of the First Amendment
of the U.8. Constitution when they are sued by invesiors and By issuers who ‘claim that they have been
‘injured by the actions of the agencies,
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the credit quality of bonds that are issued by corporations, U.S. state and local
governments, “sovereign” government issuers of bonds abroad,; and (most recently)
MOrtgage securitizers.

Iri thie early years of Moody's, Standard, Poor’s, and Fitch, they earned revenue
by selling their assessments of creditworthiness o investors, This occurred in the
era before the Securities and Fxchange Commission (SEC) was cieated in 1984 and
began requiring corporations to jssue stapdardized financial statements. These
judginents come in the form of “rasings” which aré tsnally a letiér grade. The
besi-known scale is that used by Standard & Poor’s and some other rating agencies:
AAA,AA, A; BBB, BB, and so on, with phuses and minuses aswéil.

Howeves, a major change in the relationship between the credit rating
agencies and the 1.S. bond markets cccurted in the 1930s. Bank regulators
were eager to encourage banks 1o invest only in safe bonds. They {ssued a set
of .z_"_e_,gulauons thar ¢ulminated in a 1986 decrée that prohibitéd banks from
investing in “speculative investment securities” as determined by “recognized
rating mannals.” “Speculauve, securities (which z'mwaciays{ would be called

“junk bonds”) were. below “investment grade” Thus, banks were restricted
to holding only bonds that were “investrnent grade™-—in modery ratings, this
would be equivalent tobonds that were rated BRI or better on the Standard
& Poor’s scale. With these regulations in place, banks were ng longer free to act
on information:about bonds from any source that they deemed reliable {albeit
wittiin oversight by bank regutators). They were instead forced o use the judg-
ments of the publishers of the “recognized rating manuals"—which were only
Moady’s, Poor’s, Standard, and Fitch. Essentially, the creditworthiviess judgments of
these thivd-party raters had attwined the force of law.

In: thie foliowing decades, the insurance regulators of the 48-(and sveriually 50)
states followed a similar path. State insurance regulators established minimum
capital requirements that were geafed té the ratings on the Bonds it which the
insurance companies invested—the ratings, of course, coming from the same small
grap of rating agencies, Once again, an important setof regulators had delegated
their safety decisions 10 the credit rating agencies. Ini the 19705, federal pension
regulators pursued a similar strategy.’

“The Seciirities and Exchange Comuission crystallized the centrality of the
three rating agencies in 1975, when it decided to modify its. minimain capital
réquirements for broker-cealers, who include major investment banks and secu-
rities firms, TFollowing the pattern of the other financial regulators; the SEC
wanted those capital requirements to be sensitive to the riskiness of the broker-
dealers’ asset portfolios and hence wanted to-use bond ratings as the indicators

* Oulisr countries have also incorporated fatingsinto their regulation of finandial institutions, thoigh
not as extensively as in the United States, For an overview, see Sinclair (2005, pp. 47-49), Langohr
and Langobr (2008, pp. 451-34), and Joint Forum (2009), The “New Basel Capital Accord” {often
described as “Basél 117}, which is being adopted internatjonally (albeit with modifications due 19 the
financial crisis), uses ratings on the débt held by banks-as one of three possible frameworks for deter-
mining those banks’ capital requirements: '
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of risk. Put it worried. thae references to “recognized rating manuals” were too
vague and that a bogus rating Arm might arise that waould promise AAA fatings
to those cempanies that would suitably reward ftand “DDD” ratings to those thai
would not.

To deal with this potential problem, the Securitjesand Exchange Commission
created a new category—‘nationally recognized statistical fating organization”
(.NRSRO)w—and immediately grandfathered Moody’s, Standard & Poor’s, and
Fiteh into the category: The SEC declared thatonly the ratings of NRSROs wepe
valid for the determination of the broker-dealers’ capital requirements. Other
financial regulators sopn adopted the NRSRO category and the rating agericies
wiihin it. In the early 1980, the SEC again made use of the NRSROs' ratings when
it established safety requiremnents for the cominercial paper (short-term deby) held
by money market mutual fands,

Takén iogether, these regulatory rulés méant. that the judgments of credit
rating agencies became of central importance in bond markets. Banks and many
other finaficial institutions, could satisfy the safety requirements of their regula-
tors by just heeding the ratings, rather than their own evaluations of the risks of
the bonds, Because these regulated firiancial institutions were such important
participants in the bond market, other players in. the market—both buyers and
sellets—tieéded 1o pay particular attention to the bond raters’ pronouncements
as well. The irony of the regulators” reliance on the judgments of credit. rating
agencies is powerfully revealed by a line'in Standard & Poor’s standard disclaimer
at the bottom of its credit ratings: “JAlny user of the information contained herein
should not rely oh any credit rating or other opinion contained herein.in making
any investment decision.” (Moody’s ratings have a similar disclaimer.)

From Investor Pays to Issuer Pays

One. other piece of history is important: In the early 187Cs, the basic Busi-
ness model of the large rating agencies changed. In p[acé of the “investor pays”
model that bad been establishéd by John Moodyin 1909, the credit rating zgenties
converted toan “issuer pays” model, whereby the entityissuing the bonds also pays
the raring firm to rate the bonds. The reasons for this change of business model
have nof been established definitively. Several candidates have been préposed.

First, the rating firms may have feared that their sales of rating manuals would
suffer from the consequences of the high-speed photocopy machine (which was
justentering widespread use), which wouid allow too many investors to free ride by
obtaining photocopies from their friends.

Second, the bankruptcy-of the Penn-Central Railroad in 1870 shocked. the
bond markets and made debe jssuers more conscious of the need 1o assure bond
investors that they {the issuers) reallywere low risk, and they were willing to pay the
credit rating frms fof the opportunity 1o have the latter vouch for them (Fridson,
1989). However, this argument cuts both ways, because the same shock should have
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also made investors more willing 1o pay to find out which bonds were really safer
and which weré not.

Third,. the bond rating firms may have belatedly realized that the financial
regulazions described above meant ehat bond issuers needed their honds to have thie
“hlessing™ of one.or more rating agencies in order to get those bonds into the portfo-
lios of financial institutions, and the issuers should be willing to pay for the privitege.

Fourth; the hond raiing business, like many 'inferma{i'on-industries,_invo%ves a
“two-sided market,” whére bayments can comé from otie or both sides of the market
{as: discussed in this journai by Rysman, 2008). For example, in the two-sided
markets of newspapers and magazines, business models range from “stbscription
revenues. only” (like Consumer Reports) to “a mix. of subscription revenues. plus
advertising revenues” (most newspapers and magazines) o “advertising revenues
only” (ke The Village Vhice, some metropolitan “giveaway” daily newspapers, and
someé sublrban weekly “shoppers™). Information. inarkéts for the quality of bonds
have a similar feature; in that the. information can be paid for by issuers of debt,
buyers of debt; of some mix of the twor—and the attual outcoms may sometimes
shift in idiosyncratic ways.

Repardless of the reason, the change to the “issuer pays” business model opened
the ‘door to potential conflicts of interest: A rating agency might shade its rating
upward s as to keep the issuér happyand forestall {he issner's taking its rating busi-
ness to a different rating agency.* '

However, the rating agencies’ concerns about their lodg-run repuations
apparently kept the actual conflicts in check for the first three decades of expe-
rience with the new business model (Smith and Walter, 2602; Caduette, Alman,
Narayanan, and Nimmo, 2008, chap. 6). There were two important and related
chatacteristics of the Dond issuing market that helped: First, there were thouisands
of corporate and government hond issuers, so that the threat by any single issner
(if it was displedsed by an sigency's rating) o take its business o a diffefent rating
agerncy was not potent, Second, the corporations and governments whose “plain
vanille” debtwas being rated weré relatively transparent, so that an chvicusly incor-
rect ratirig would quickly be spotted by others and would thus potentially tarnish
the tater’s reputation.

*Or the information might be given away asa “loss leader” o attract cuslomers ko giher paying services:
of the information. provider, For example, in December 2009, Morningstar, Inc. (which is primasily
a mutual fond information company) begap isswing corporate bond ratings with o fees directly
¢harged o dnyone, '

5 Skreta and Veldkamyp (2004) develop a model in which the alility of issuers to choose among poten:

tial rater's leads to overly optimistic ratings, even if thie ratérs are all trying honestly to.estimate the

creditworthiness of the issuers, In their model, the raters can orﬂy make. estimates of the creditworthi-

ness-of thie issugrs, which means thiat their estimates will have errors. If the éstimates are’ (on average)

correct and the errors are distributed symmetrieally {thatis, the raters are hopest but less than perfect)

but the issners can choose which rating to purchase, the issuers will systematically choose the most

optimistic. {This niodel thas has the same mechanism that underlies the operation of the “winner’s
curse” in auction markets.) In an important sense; itis theissuers’ ability to select the rater that creates
the conflict of interest.
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Indeed, the major complaint about the rating agencies during this era was not
that they were too compliant Lo fssuers’ wishes but that they were (06" tough and
too powerful, This view was epitomized by the New York Times columnist Thomas L.
Friedman’s remarks in 2 PBS “News Hour” interview on February 18, 1996: “There
are two superpowers in the world roday in-myepinion. There's the United States, and
there’s Moody's Bond Rating Setvice, The United States can destroy you by dropping
bombs, and Meody's can destroy you by downgrading your bonds. And befieve me,
it’s not clear sometimes who's more powerful” In Octobér 1995, a Coloradd schonl
district sued Moody’s, claiming that the rating agency deliberately underrated the
school district's borids, in retalistion for the district’s decision niot o selicit a Iatmg
from Moody's;® and other issuers apparently were also fearful of arbitrarily low ratings
(Partnoy, 2002, p. 79; Fridson, 2002, p. 82; Sirclair, 2008, pp. 152-54, 178).

How'the Credit Rating Industry Evolved and Barriers to Entry

Although there appear to be roughly 150 local and international credit rating
agencies worldwide {Basel Comrnittes on. Banking Supervision, 2000; Langolir
and Langohr, 2008, p. §84), Meody's, Standard & Poor’s, and Fitch are clearly the
dominant entities. Al three operate on a worldwidé basis, with offices on six conti-
nents; each has ratings outstanding on tens of trillions of dolars of securities. Only
Mobdy's is a free-standing company, so the most information is known about that
frm: Its 2008-annual report listed the company's total revenues at $1.8 billion; its
net Tevehines at $458 million, and its total assets at year-end a¢ $1.8 billions (Moody's,
2009). Fifty-two percent of its total revenue came from the United States; as recently
as 2006 that fraction was two-thirds. Sixty-nine percent of the company’s revenues
coines from ratings; the rest-comes from reiated services. At yearend 2008, the
éomipany. had approximately 8,960 erhployees, with slightly moré than hall located
in the. United States.

Because Stayidard & Poor's and Fitch's rating$ operations are components, of
larger enterprises that reparton a consolidated basis, comparable revenue and asset
fignies are not possible. Bt Standarid & Pdor's. rating operations are roughly the
sarne size as Moody's, while Fiich Is somewhat simaller. Table 1 providesasetof roughty
comparable. data on each company’s analytical employees and numbers of isstes
rated.. All three companies employ about the same riumbers of analysts;- however
Moody's and Standard & Poor’s rate appreciably more corporate and assetbacked
secyrities than does Fitch, The markst shaies (based on revenués or issues, rated) of
the three Armsare commnonly estimated to be approximately 40, 40, and 15 percent

*The-suit was eventually dismissed, See Jefferson County School Disirict No. Rl v. Moody's Inuvestor's Services;
Foc., 175 K.3d 846 (1999). After the suit was filed, the US, Depariment of Justice’s Agttitenst. Divi.
sion opézied an investigation fo determine whether Moody's alleged threais of low-insolicited ratings
constituted an llégal exercise of market power; the investigation was eventuallyclosed, with na charges
filed {Partady; 2002, 1. 76).
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Tuble I .
Data from Form NRSRO for 2008 for Moody’s, Standard & Poor’s,
and Fitch
Moody's Standard & Peor’ Figeh
Number of analyst cmployees: _
Credit analysis 1,126 1,081 1,0875
Credit analyst supérvisors 126 228 305
Numiber of bond jssues rated off ‘
Financial institiiticns 84773 47300 85,640
Thsarance epmpanies 6,277 8,600 4,797
Corporate issuers. 31,128 26,900 14557
Assethacked securifigs 108,281 198,200 77,480
Gavernment securities 192,058 976,000 491,264

Sowrées: Form NRSRO 2009, for each company, a5 found on eagh cc-mpany’s welbsite.
Note: Table'l provides = set of1 ougbly comparable dals o gach company’s. anal)'ucal
dinplojees and numbers of fssues rated. The large tumlbers of Bonds that are raled
parily derive from the fact that many bonds represent muifiple issues. from the same
issuer; which usaally involve little marginal effort from the raling dgency..

for Moody's, Stahiard & Poof’s, and Fich, respectively (Smith and Walier, 2002,
p. 200; Cacuette, Altman, Narayanan, and Nimmo, 2008, 1..82).

During the 25 years. that foliowed 'the Securities and Exchange Comthissioil’s
1975 creation of the “nationally recognized statistical rating organization” category;
the SEC designated only four additional firms as NRSRO¢ Duff-& Phelps in 1982
McCarthy, Crisanti & Maffei in 1988; IBGA in 1991; and Thomson BankWarch in

1099, However, mergers among: the entrants and with Ficehi caused the nuinber of
NRSROs to return to the original three by year-end £000.

Of course, the credit rating industry was néver going to be a commbodity baisi--
ness with hundreds of small-scale producers. The market for bond information
is one.where, potential barriers 1o entry like economies of ssale, the advarnitages
of experience, and brand name reptiation are important features. Nevertheless,
in creating the NRSRO designation, the Securities and Exchange Commission
had becoine-a sighificant barrier to entry Into the bond rating, busingss.in its own
right. Without the benefit of the NRSRO designation, any would-be bond rater
would likely remain smail-scale. New rating firms would risk being ignored by most.
financial institutions (the “buy side™ of the bond markets); and since. the finan-
cial institutions would ignore the wowld-be hond rater, so would bond issuers (the
“seliside” of the markets). .

{n addition, the Securities and Excharige Commission was remarkably opaque
in its designation process, It never established formal criteria for a firm to be. desig-
nated as a “nationally recognized statistical rating organization,” rever established
a formal application and review process, and never provided any justification or
explanation for why it “anointed” some firms witli the designation and refused to
do so for others.
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However, it is important w notwe that while the major credit rating agencies
aré a major source of creditworthiniess for bond investors, thiey are-far frém, the
only potentidl source, A few smaller rating ﬁrms—v—notably KMYV, Egan-Jones, and
Lace Financial, all of which had “Irivestor pays” busmess mcde]s—were ai}le O
survive, despite the absence of NRSRO designations (although KMV was absorbed
by Moody's in 2002). Some bond rmutual funds do their own resedrcly as do some
hedge funds. “Fixed income analysts™ at many financial services firms offer recoms
menda’;ioa's to those Arms cliénts with réspact 16 bond investments.”

Controversy Arrives for Credit Rating Agencies

The *“nationally recognized statistical rating: organization™ sysiem remained
ane of the less-well-known features of federal finangial regulation until the Efiran
bankruptcy of November 2001, In the wake of the Enron bankruptcy, however; the
media and Congress noticed that the three major rating agencies had maintained

“investment grade” ratings on Enron’s bonds until five days before that.compary
declared bankruptcy. This notoriety led to Congressional hefrings in which the
Securities and Exchange Commission and the rating agencies were repeatedly
asked Low the later could have been $6 gow to récogrize Enrof'’s weakéned finan-
cial condition. The rating agencies were similarly slow to recognize the-weakened
francial condition of WorldCom, and were subsequiently grilled about that as well,
Indeed, the major agencies’ tardiness in changing their ratings has continued up
t¢ the present. The major rating agencies still had “investinént grade” ratings on
Lehman Brothers’ commercial paper on the morning that Lehman declared bark-
rupicy in-Séptember 2008,

‘Why does this sluggishriess in adjusting credit ratings persist? According to the
credit rating agencies, they profess o provide a long-térm perspectivé-—to “rate
through the ¢ycle”—rather than providing an up-to-the-minute assessment. This
stralegy impligs that credit ratmg agericies will atways have a delay in perceiving
that any pdrticular movemernt fsn't just the initial part of a revérsible cycle, but
instead is the beginning of a sustained decline or improvément,

This practice of rating through the cycle may well be a resporise to the rating
ageiicies' institutional investor constituendy. Investors cledrly desife stability of
ratings, 50 as wo'reduce the need for frequent {and costly) adjustments in their pott-
folios (for example, Altman and Rijken, 2004, 2006; Loffler, 2004, 2005; Beaver,
Shakespeare, and Solimarn, 2006; Chieng and Nezintu, 2009); which might well be
mandated by the regulatory requirements discussed above, Prudentially regulated
investors (such as banks, insurance corapanies, and others that are regulated for
safety) may notmind inaccurate ratings—indeed, they may prefer bonds that carry

?There is a professional sotisty for fwed income analystse~the Fixed Income Adalysts Society, Ing.
{FIASI)mand even 2 Fixed Income Analysts Society Hall of Fame! Jebnston, Maskoy and Ramoath
{2009} document the importance of §xed income analysts for the hond markets,
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ratings that the market believes to be inflated, since those bonds will carry higher
yields relative to the ratifig and the insticution’s bond managef can thereby obtain
higher yields {by taking greater risks) and yet still appear 1o be within regulatory
safety fimics (Calomiris, 2009}, In addition, issuers of securities, who pay the fees
of credit rating agencies, would certainly prefer.not ro be downgraded. However,
as Flandreay; Gaillard, and Packer (2008) document, the rating dgencies’ shig-
gishness extends back at least to the 1930s, long before the:switch to the “issuer
pays” business model. Also; the absence of frequent changes allows the agencies to
maintain smaller staffs.

The sluggishiness of these changes raises an even mor central giestion:
wheiher the three major credit rating agencies actually provide useful informa-
tion about default prcbabiiities to the financial markets (and, indeed; whether
they have done so since the 1930s). As evidence of their value, the rating agencies
themselves point to the genefally tight relationship over the decades bétween
their rankings and the likelihoods of defaulis. Moody’s (2009, p. 18) annual
réport, for example; states: “The quality of Moody’s long-term performance is
iltuserated by a simple measure: over the past 80 jfears across a broad range of
dsset classes, obligations with lower Moody's ratings have consistently defanlted
at greaterrates than those with higher ratings.” But this correlation-could equally
well arise if the rating agencies drrived ar théif ratings by, say, observing the
financial markets’ separately determined spreads on the relevant bonds {over
comparable Treasury bonds), in which case the agercies'would not be providing
useful information to the markets.

More sophisticated empirical approaches, suminarized in Jewell apd Livingston
(16969 and Creighton, Gower, and Richards (2007), have noted that-when a major
rating ageficy chasiges its rating on a bond, the markets react. But this reaction
by.the financial markets might be due to the concomitant change in the implied
regizlatory status of the bond. Forexample, if a rating moves a bond from “invest:
ment grade” to “speculative,” or vice-versa—or even if it just moves the bond closer
16, Or fdrther away from, that regulatory “cliff --many finanicial institutions must
thien Teassess their holdings of that bond, rarher than reacting to any truly new
information about the default probability of the bond. The questios of what true
value the major credit rating agencies bring to the financial markets remains open
and difficult 1o fesolve ®

Finally, the post-Enron notoriety for the, credit rating agencies exposed their
“igsuer pays” business model—and its potential conflicts—to a wider public view.

_ ®ltis difficulifor research concerning the effects of ratings changes on the secarities markets to avoid
this ambiguity. Creighton, Gower, and Richards (2007) claim ‘that bond rating changes provide new
information to the securities marketsin Australia, where the regulatory relance on ratmgs is substan-
tially less than in the United States; but there i$ nevertheless some regulatory reliznce iu Anstralia,
and 1.8, investors in Anstralian bonds may be affécted by:the rating changes. Jorion, Liy, and 5hi

{2008) fnd that the conseguences of rating downgrades were Jarger after a SEC regulatory change
i 2000 ("Reéguiation Fair Difclosuté”) that placed the rating gencies in a favored position -vig-&vis
pther potential sources of information about conipanies; but Jorien etal. do not adequately control for
#possible increase in the severity of the downgrades after the regulatory change:
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Although the rating agencies’ reputational concerns had kept the potential conflicts
in check, the possibility that the conflicts might gét out &f hand Tooined (Smith aiig
Waller, 2002; Cacuette, Aluman, Narayanan, and Nimme, 2008, chap. 6).

Fueling the Subprime Debacle

Thé problems with ofitsourcing regulatory judgments to three entrenched
credit rating agencies —ail of whom had *issuer pays” business models—became
evern more apparent with the unfolding of the Boom and bust in housing prices,
and the financial crisis that followed. The 1.8, housing boom that began in the late
1990s and ran through mid 2006 was fueled; to 4 substantial extent, by sibprime
mortgage lending.® In turn, the underlying finance for these subprime morigage
loans came through a process of sé'c‘:urir;ization.-The':subpﬁme"mortga‘ge loatis were.
combined into mortgage-related securities; which in turn were divided info a number
of more-senior and less-senior tranches, such that junior tranches would bear all
losses. before the senior tranches bore any. Senior tranches of these mortgage-
backed securities ended up being owned by many finascial firms, incluging banks,
Many financial institutions also created “structured investment wehicles,” which
borrowed funds by issning short-term “asset-backed” commercial paper and then
used the funds to purchase tranches of the collateralized debt obligations backed
by stibprifme mortgages. 1f these morigage-backed securities received high credit

. ratings, then the asset-backed commercial paper could also receive a high credit
rating-—thius miaking it cheaper to borrow. .

The securitization of these subprime mortgages was onlyable to succeed—that
is, the resulting securities were onily #ble to bewidely marketed. and sold-—becailse
of the favorable ratings bestowed on the inere-senior tranches. First, recall thiat
the credit ratings had the fofce of lawwith respect to regulated fihancial institd-
tions’ abilities and incentives (via capital requirements) to invest in these bonds:!®
Second, the generally favorable reputations that the credit rating agencies had
established in their corporate and government bétidiratings meant that many bond
purchasers—regulated and nonregulated—weérg inclined fo trust the agencies’
ratings on the mortgage-related securities.

During their earlier history, the credit rating agencies rated the bonds that
were issued by corporations and various gov,‘emmeriz-agencies. Bug in rating of
morigage-related securides, the rating agencies became highly involved in their
design. The credit rating agencies consuited extensively with the issuérs of these

* The-debacle is discussed extensively in Gorton. (2008), Acharya and Richardson {2009), Brunner-
meier (2009), Coval, Jurak, and Stafford (2009), and Mayer, Pence; and Sherhand (2009),

*® For banks and savings institutions, mortgage-backed securities—induding collateralized debt ohij-
gatipns—that were issued by nongovernmental entities and rated AA or better qualified for the same
reduited capital réquirements (1.6 percent éfasset value) that applied to the mortgage-backed seculi-
ties issued by Fanmie Mae and Freddie Mac, instead of the higher (4 percent) capital requirements that
applied to mortgages and fower-rated mortgage securities,
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securities on what kinds of mortgages (and other kinds of debt) would earn what
levels of ratings for what sizes of wranches of these securities (Mason and Rosner,
2007y, For any given package of underlying morigages (o be securitized, the securi-
tizers made higher profits if they attained higher ratings on a larger percentage of '
the tranches of securities that were issued against those mortgages.

It is not sutprising, then, that the securitizers would be prepared to pressure the
rating agencies to deliver favorable ratings. Unlike the market forrating corporate
and government debt, where there were thousands of issuers, the market for rating
mortgage-related securites involved only arelatively small numberof investmenibanks
a3 sécuritizers with high volumes (U.S. Securities and Exchange Commission, 2008
p. 82); and the profit margins on these morigage-related securities were substantially
larger as well, An investment bank that was displeased with an agefcy'’s rating on any
specific security had e more powerful threat—to move all ofits securitization business
to & different rating agency—than would any individual corporate or government
tssuert In addition, these mortgage-related securities were. far more complex and
opaque than wete the traditional “plain vanilla” corporate and government bonds, so
rating errors were less likely to be quickly spotted. by critics {or arbitragers).

Thus, in calculating appropriate ratings on thie tranches of securities backed
bv subprime morigages, the credit rating agencies were operating in a situation
wiiere they had essentially ho prior éxperience, where they wete intitrately involved
in the design of the securities, and where they were under considerable financial
préssire to give the answérs that issuers wanted to hear, Furthermore, it is. not.
surprising that the members of a tight, protected oligopoly might become compla-
cent and less worried about the probleins of protecting their long-rfun reputaticns
{Mathis, McAndrews, and Rochet, 2000).

The credit. ratings for the securities backed by subprime mortgages surnéd
out to be wildly optimistic—especially for the securities that were issued and rated
in 2005-2007. Then, in keeping with past practicé, the credit rating agenciés
were slow to downgrade those securities as their losses became apparent. Here is
one stark indicator of the extent of the initial overoptimism: As of June 30, 2008,
90 percent of the collateralized debt obligation tranchies that were issued bemween
2005 and 2007 and thatwere originally ratéd AAA by Standard & Poor’s had been
downgraded, with 80 percent downgraded below investment grade; even of the
simpler residential mortgage-backed securities that were issiiéd during these years
and eriginally rated AAA, 63 percent had been downgraded, with 52 percent below
investment grade (International Monetary Fund, 2009, pp. 88, 93),

2 informed commentary at the time acknowledged that vating shopping was cccurring (Adelson,
1997). Econometric evidence that supporls the likelitived of ratings shopping can be found in
Benmelech-and Dlugess {2009), He, Qian, and Strahan (2009), and Morkotter and ‘Westerfeld (2009).

When some of the downgraded tranches were resecuritizad in 2009, the securitizers shunned Moody's,
Bécause of its more stringent rating méthodology for these securitizations {IMF, 2009, pp. 86~ 87).

And ina similar market--rating commercial mortgage-backed securities——Moody's found that it Jost
market-share in 2007 after it tightened its ratings standards (Punham, 2007).
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Policy Responses

The main policy responses to the growing criticism of the three large bond
raters—aover the stuggishness in downgrading Enron and WorldCom debt, on
through the recent errors in their initial, excessively optimistic ratings of the
complex mortgage-related securities—have irvolved dttempts t0-incredse entry, to
limit conflicts of interest, and to increase transparency.

The Sarbaries—Oxley Actof 2002 includedia provision that required the Sequrities
and Exchange Commission to send a report to Congress on the creditrating industry
and the “nationally recognized statistical Tating organization” system. The SEC duly
did so (11.8. Securides and Exchange Commission, 2008); bul the reportonly raised a
series of questions rather thin directly addréssinig the issues of the SEC as a barrier to
entry and the enhanced role of the three incumbent credit rating agencies.

However, thé Securities and Exchange Commission did begin to allow more
entry. In early 2008 the SEC designated a fourth “nationally recognized siatistical
rating oiganization™ Dominion Bond. Riting -Services, a Canadian credit rating
Brm. In early 2005 the SEC designated a Bfth NRSRO: A M. Best, an insurance
company rating speciatist. The SEC's procedures remained opaque, however, and
there were still nie announced criteria for'the designation of 2 NRSRO.

Tiring of this situation, Congréss passed the Credit Raring Agency Reféim
Act, which was signed irto law in September 2006. The: Act instructed the SEC
to cease being a barrier to entry; specified the critéria thar the SEC sHould use'in
designating new “hationally recognized statistical rating organizations,” insisted
on transparency and due process inthieseé SEC's decisions, and provided the SEC
with limited powers to oversee the incumbent NRSROs—Dbut specifically forbade
the SEC from influencing the ratings or the business models of the NRSROs. The
SEC responded by designatinig. three new NRSROs in 2007 Japan Credit Rating
Agency; Rating and Information, Iric. (of Japany; and Egan]ones—a,nd ancther
two'in 2098, Lace Financial and Realpoint. Thus by early 2010, the total number
of NRSROSs has reached. ten. However; to. this point the SEC's belated. effert.s o
allow wider entry during the current decade have had little substantial effect. The
inherént advantages of the “Big Three’s” incumbency could not.quickly be over-
come by the. subsequent NRSRO: entrants—three of which were headquartered
sutside the United Stdtes, one of which was a U.S, insurance company specialist,
and three of which were small U.S.-based firms.

To address issues of conflict of interest and transparency, the Securities and
Exchange Comimission in December 2008 and again in November 2009 promul-
gated. regulations on the “nationally recognized statistical rating: organizaticmns”
that placed restrictions ofi the conflicts of ifiterest thatcan arise under their “issuer
pays” business maodel For example, these rules require that the credit rating agen-
cies not rate complex structured debt issues that they have also helped to design,
they require thar analysts for credit rating agencies not be invofved in fee nego-
siacions, dnd so on. These rules also require greater transparenty, for example,
by requiring that ihe rating agencies reveal details on their methodologies, |
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assumptions, and track records in the construction of ratings. (Federal Register, vol.
74, February 9, 2009, pp. 5456~84 and Federal Register, vol. 74, December 4, 2009,
pp- 6383265}, Similarly, in April 2008 the European Union adopied a sel of rules
that address the conflictof-nterest and transparency issues (European Central
Bank, 2009). Political pressures to require further, more stringent efforts on the
part-of the rating agencles o deal with agency tenflicys and enliance franspar-
ency—and possibly even to ban the “issner pays” model—have remained strong.

This regiiatory résponse—the credit rating agencies made mistakes; let’s try
to make sure that they don’t make such mistakes in the future—is understandable.
But it would riot alter the rules thiaz have pushed the judgments of the creditrating
agencies imo the center of the bond information process. Moreover, regulatory
afforts to fix problems, by prescribing specified structures and processes, unavoid-
ably restrict flexibility, ralse cosis, and discourage entry and innovation in. the
development and assessment of information for Jjudging the cfedisworthingss of
bonds. Ironically, such efforts are likely to increase the importance of the three
large incumbent rating agéndies, Finally, althoigh efforts to increase ransparency
of credit rating agencies may help reduce problems of asymmetric information,
theyaisc have the potential for éfoding 4 rating firm's ixtellectual property dnd,
over the longer run, discouraging the creation of future intellectual property.

Alternatively, public policy with regard 10 credit rating agencies could proceed
in a quite different direction. This approach would begin with' the withdrawal of
2ll of those delegations.-of safefy judgmiesits by financial regulators to the rating
agencies. Indeed, the Securities and Exchange Commission has withdrawn some
of its delegations (Fedéral Regisier, vol. 74, Qttober 9, 2009, pp. 52358-81) and hag
proposed withdrawing more (Federal Register, vol. 74, October 9, 2009, pp- 52874-81).
Under such rules, the rating agencies’ judgiments wonld no longer have the force of
Jaw. However, no other financial regulator has similarly withdrawn its delegations.
And even the SEC appedrs to be twd-minded about this matler; since the SEC has
also proposed regulations that would increase money market mutual funds’ reli-
ance or ratings (Federdl Reserve, vob. 74, July 8; 2009, pp. 82688-82741).

The withdrawal of these delegations need not mean an “anything goes”
attitude toward the safety of the bonds that are held by prudentially regulated
financial institutions. Instead, finencial regulators should persist in their goals
of having safé bonds in the portfolios of their regulated institutions (or that, as
in the case of insurance companies and broker-dealers, an institation’s capital
requirement would be geared to the riskiness of the bonds that it holds); but those

2 15 October 2009, the Federal Reserve anmounced that it world be more selective with respect ta
which ratings it would accept in connectioni ‘with the collateral provided by borrowers under the
Fed’s “Term Asset-Backed Securities Lending Facility” (TALF) and would also conduct its ovwn risk
assessments of propesed collateral; and in November 2009, the National Association of Insurance
Cominissioners {NAIC) anpounced that it had asked the Pacific Investment Managément Company
(PIMCO). o provide a separate risk assessment of residential mortgage-backed securities that were
held by insurance companies that are fegulated by the 50 state insurance feguiatars.
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saféty judgments should remain the responsibility of the regulated institutions
therhiselves, with oversight by regulators.

Under this akernative public policy approach, banis and other financizal insti-
tutions would have a far wider choice as to where and from whom they could seek
advice as to the safefy of bonds that they might hald in their portiblios. Some
institutions might choose to do the necessary researchon bonds themselves, or rely
primarily on the informaton yielded. by the credit default swap market. Or they
might furn 16 cutside advisérs, which might include the incuthbent credit rating
agencies but might also include the fixed income analysts af investment banks or
industry analysts or upstart advisory firrns that are currently viikiown, Regula-
fors would-—and should—continue o oversee the safely of the instituiion’s bond
portfolio, and this oversight might also iriclude a revisw of how the institution
evaluates the risks-of its bond holdings {ncluding its choice of adviser). Neverthe-
less, it'seems highly likely thar the bond infofmation market would be opéned w
newideas—ahont ratings business models, methodologies, and fechnologies—and
to 1iew emtIy in ways that have not beeri possible since the 1980s. Perhaps the
“issuer pays” business model would survive in this new approach; perhaps not. That
otitcomie would be determined by the compesitivé process.

if this second route is pursued, then the frst route—the expansion of conflict-
cfinterest and transparency regulations, as well as the coiltinned exisence of the
NRSRO system—would no longer be needed. The bond manager of a bank or
othér fivancial instivugon should have sufficient market sophistication to be.able to
figure cut who is a reliable advisor—subject, of course, 1o the prudential oversight
of regulators. (If these markets were ifistead dominated by household transactors,
then a different answer would be appropriate.)

Conclusion

These who are initerested. or involved in this public policy debate concerning
the credit rating agencies should ask themselves the following questions: Is a
reguiatory systemi that delegates important safety judgments about bonds to third
parties in the best interests of the regulated financial institutions and of finanicial
markeéts more generally? To what extent will more extensive regulation of the rating
agericies succeed in pressing the rating agencies to make better judgments in the
future? To what extent would such regulation limit flexibility, innovation, and entry
in the bond information markes? Can financial institutions instead be trusted to
seek their own sources of information about the creditworthiness:of bonds, so long
as financial regulators oversee the safety of those bond portfolios?

w [ ain grafefil fo David Autor, Jamies Hines, Charles Jones, and Tanothy Tayler for helpful
COMMEns.
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