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CREDIT RATING AGENCIES AND THE
FINANCIAL CRISIS

WEDNESDAY, OCTOBER 22, 2008

HOUSE OF REPRESENTATIVES,
COMMITTEE ON OVERSIGHT AND GOVERNMENT REFORM,
Washington, DC.

The committee met, pursuant to notice, at 10 a.m., in room 2154,
Rayburn House Office Building, Hon. Henry A. Waxman (chairman
of the committee) presiding.

Present: Representatives Waxman, Maloney, Cummings,
Kucinich, Tierney, Watson, Lynch, Yarmuth, Norton, McCollum,
Sarbanes, Speier, Davis of Virginia, Shays, Souder, Issa and
Bilbray.

Staff present: Kristin Amerling, chief counsel; Russell Anello,
Counsel; caren Auchman, communications associate; Phil Barnett,
staff director; Jennifer Berenholz, assistant clerk; Brian Cohen,
senior investigator and policy advisor; Christopher Davis, profes-
sional staff member; Zhongrui “JR” Deng, chief information officer;
Miriam Edelman, special assistant; Alexandra Golden, investigator;
Michael Gordon, senior investigative counsel; Earley Green, chief
clerk; Karen Lightfoot, communications director and senior policy
advisor; Jennifer Owens, special assistant; David Rapallo, chief in-
vestigative counsel; Leneal Scott, information officer; Mitch Smiley
and Matt Weiner, staff assistants; John Williams, deputy chief in-
vestigative counsel; Lawrence Halloran, minority staff director;
Jennifer Safavian; minority chief counsel for oversight and inves-
tigations; Brien Beattie, Molly Boyl, Alex Cooper, Adam Fromm,
and Todd Greenwood, minority professional staff members; Larry
Brady and Nick Palarino, minority senior investigators and policy
advisors; Christopher Bright and John Cuaderes, minority senior
professional staff members; Patrick Lyden, minority parliamen-
tarian and Member services coordinator; and Brian McNicoll, mi-
nority communications director.

Chairman WAXMAN. Today the committee is holding its third
hearing on the financial crisis on Wall Street. Our subject today is
the role of the credit rating agencies.

The leading credit rating agencies, Standard & Poor’s, Moody’s
and Fitch, are essential financial gatekeepers. They rate debt obli-
gations based on the ability of the issuers to make timely pay-
ments. A triple-A rating has been regarded as the gold standard for
safety and security of these investments for nearly a century.

As our financial markets have grown more complex, the role of
the credit rating agencies has grown in importance. Between 2002
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and 2007, Wall Street issued a flood of securities and collateralized
debt obligations called CDOs backed by risky subprime loans.

These new financial inventions were so complex that virtually no
one really understood them. For investors, a triple-A rating became
the stamp of approval that this investment is safe. And for Wall
Street’s investment banks, a triple-A rating became the independ-
ent validation that turned a pool of risky home loans into a finan-
cial gold mine. The leading credit rating agencies grew rich rating
mortgage-backed securities and CDOs. And we have a chart. I hope
we can display it. That chart will show the total revenues for the
three firms, double from $3 billion in 2002 to over $6 billion in
2007.

At Moody’s, profits quadrupled between 2000 and 2007. In fact,
Moody’s had the highest profit margin of any company in the S&P
500 for 5 years in a row. Unfortunately for investors, the triple-A
ratings that proved so lucrative for the rating agencies soon evapo-
rated. S&P has downgraded more than two-thirds of its invest-
ment-grade ratings. Moody’s had to downgrade over 5,000 mort-
gage-backed securities.

In their testimony today the CEOs of Standard & Poor’s, Moody’s
and Fitch will tell us that, “virtually no one anticipated what is oc-
curring.” But the documents that the committee obtained tell a dif-
ferent story.

Raymond McDaniel, the CEO of Moody’s, will testify today that,
“we have witnessed events that many, including myself, would
have thought unimaginable just 2 months ago.” But that is not
what he said in a confidential presentation he made to the board
of directors in October 2007.

The title of the presentation is “Credit Policy Issues at Moody’s
Suggested by the Subprime Liquidity Crisis.” In this presentation,
Mr. McDaniel describes what he calls a dilemma and a very tough
problem facing Moody’s.

According to Mr. McDaniel, “the real problem is not that the
market underweights rating quality but rather that in some sectors
it actually penalizes quality. It turns out that ratings quality has
surprisingly few friends: Issuers want high ratings; investors don’t
want ratings downgrades; short-sighted bankers labor short-
sightedly to game the rating agencies.”

Mr. McDaniel then tells his board, “unchecked competition on
this basis can place the entire financial system at risk.” Mr.
McDaniel describes to his board how Moody’s has, “erected safe-
guards to keep teams from too easily solving the market share
problem by lowering standards.”

But then he says, “this does not solve the problem.” In his pres-
entation, the “not” is written in all capitals.

He then turns to a topic that he calls, “Rating Erosion by Persua-
sion.” According to Mr. McDaniel, “analysts and MDs, managing di-
rectors, are continually pitched by bankers, issuers, investors and
sometimes we drink the Kool-Aid.”

A month earlier in September 2007, Mr. McDaniel participated
in a managing director’s town hall, and we obtained a copy of the
transcript of the proceeding.

And let me read to you what Mr. McDaniel said: The purpose of
this town hall is so that we can speak as candidly as possible about



3

what is going on in the subprime market. What happened was it
was a slippery slope. What happened in 2004 and 2005 with re-
spect to subordinated tranches is that our competition, Fitch and
S&P, went nuts. Everything was investment grade. It didn’t really
matter. We tried to alert the market. We said we’re not rating it.
This stuff isn’t investment grade. No one cared, because the ma-
chine just kept going.

The following day, a member of the Moody’s management team
commented, “we heard two answers yesterday. One, people lied;
and two, there was an unprecedented sequence of events in the
mortgage markets. As for one, it seems to me that we had blinders
on and never questioned the information we were given. As for two,
it’s our job to think of the worst-case scenarios and model them.
Combined, these two errors make us look either incompetent at
credit analysis or like we sold our soul to the devil for revenue.”

The documents from Standard & Poor’s paints a similar picture.
In one document, an S&P employee in the structured finance divi-
sion writes, “it could be structured by cows, and we would rate it.”

In another, an employee asserts, “rating agencies continue to cre-
ate an ever bigger monster, the CDO market. Let’s hope we are all
wealthy and retired by the time this house of cards falters.”

There are voices in the credit rating agencies that called for a
change, and we are going to hear from two of them on our first
panel: Frank Raiter from Standard & Poor’s and Jerome Fons from
Moody’s. In 2001, Mr. Raiter was asked to rate an early
collateralized debt obligation called Pinstripe. He asked for the col-
lateral tapes so that he could assess the creditworthiness of the
home loans backing the CDO.

This is the response he got from Richard Gugliada, the managing
director: Any requests for loan level tapes is totally unreasonable.
Most investors don’t have it and can’t provide it. Nevertheless we
must produce a credit estimate. It’s your responsibility to provide
those credit estimates and your responsibility to devise some meth-
od for doing so.

Mr. Raiter was stunned. He was being directed to rate Pinstripe
without access to essential credit data. He e-mailed back, “this is
the most amazing memo I have ever received in my business ca-
reer.”

Last November, Christopher Mahoney, Moody’s vice chairman,
wrote Mr. McDaniel, the CEO, that Moody’s has made mistakes
and urged that a manager in charge of the securitization area
should be held to account. Mr. Mahoney’s employment was termi-
nated by the end of the year.

Investors, too, were stunned by the lax practices of the credit rat-
ing agencies. The documents we reviewed showed that a portfolio
manager with Vanguard, the large mutual fund company, told
Moody’s over a year ago that the rating agencies, “allow issuers to
get away with murder.”

A senior official at Fortis Investments was equally blunt saying,
“if you can’t figure out the loss ahead of the fact, what is the use
of your ratings? If the ratings are BS, the only use in ratings is
comparing BS to more BS.”

Some large investors like PIMCO tried to warn Moody’s about
the mistakes it was making. But according to the documents, they
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eventually gave up because they, “found the Moody’s analysts to be
arrogant and gave the indication we’re smarter than you.”

Six years ago, Congress pressed the SEC to assert more control
over the credit rating agencies. In 2002, the Senate Governmental
Affairs Committee investigated the rating agencies and found seri-
ous problems. The committee concluded that meaningful SEC over-
sight was urgently needed. The next year, the SEC published its
own report, which also found serious problems with credit rating
agencies.

Initially, it looked like the SEC might take action. In June 2003,
the SEC issued a concept release seeking comments on possible
new regulations. Two years later, in April 2005, SEC issued a pro-
posed rule.

Yet despite the Senate recommendation and SEC’s own study,
the SEC failed to issue any final rule to oversee credit rating agen-
cies. The SEC failed to act and left the credit rating agencies com-
pletely unregulated until Congress finally passed a law in 2006.

At tomorrow’s hearing with Federal regulators, Members will
have a chance to ask the SEC chairman, Christopher Cox, about
his agency’s record. Today, our focus is on the credit rating agen-
cies themselves, and Members can question the CEOs of Standard
& Poor’s, Moody’s and Fitch about their performance. Running the
credit rating agencies has been a lucrative occupation. Collectively,
the three CEOs have made over $80 million. We appreciate that
they have cooperated with the committee and look forward to their
testimony.

The story of the credit rating agencies is a story of a colossal fail-
ure. The credit rating agencies occupy a special place in our finan-
cial markets. Millions of investors rely on them for independent ob-
jective assessments. The rating agencies broke this bond of trust,
and Federal regulators ignored the warning signs and did nothing
to protect the public.

The result is that our entire financial system is now at risk, just
as the CEO of Moody’s predicted a year ago. And now I want to
recognize the Republican side for their opening statements.
| [The prepared statement of Chairman Henry A. Waxman fol-
ows:]
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Opening Statement of Rep. Henry A. Waxman
Chairman, Committee on Oversight and Government Reform
Credit Rating Agencies and the Financial Crisis
October 22, 2008

Today the Committee is holding its third hearing on the
financial crisis on Wall Street. Our subject today is the role of

credit rating agencies.

The leading credit rating agencies — Standard and Poor’s,
Moody’s, and Fitch — are essential financial gatekeepers. They
rate debt obligations based on the ability of the issuer to make
timely payments. A triple-A rating has been regarded as the
gold standard for safety and security of these investments for

nearly a century.

As our financial markets have grown more complex, the
role of the credit rating agencies has grown in importance.
Between 2002 and 2007, Wall Street issued a flood of securities
and collateralized debt obligations (called CDOs) backed by
risky subprime loans. These new financial inventions were so

complex that virtually no one really understood them.
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For investors, a triple-A rating became the stamp of
approval that said this investment is safe. And for Wall Street’s
investment banks, a triple-A rating became the independent
validation that turned a pool of risky home loans into a financial

goldmine.

The leading credit rating agencies grew rich rating
mortgage-backed securities and CDOs. As this chart shows,
total revenues for the three firms doubled from $3 billion in
2002 to over $6 billion in 2007. At Moody’s, profits quadrupled
between 2000 and 2007. In fact, Moody’s had the highest profit

margin of any company in the S&P 500 for five years in row.

Unfortunately for investors, the triple-A ratings that proved
so lucrative for the rating agencies soon evaporated. S&P has
downgraded more than two-thirds of its investment-grade
ratings. Moody’s had to downgrade over 5,000 mortgage-

backed securities.
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In their testimony today, the CEOs of Standard and Poor’s,
Moody’s, and Fitch will tell us that “virtually no one ...
anticipated what is occurring.” But the documents the

Committee obtained tell a different story.

Ray McDaniel, the CEO of Moody’s, will testify today that
“we have witnessed events that many, including myself, would
have thought unimaginable just two months ago.” But that is
not what he said in a confidential presentation he made to the

board of directors in October 2007.

The title of the presentation is “Credit Policy issues at
Moody’s suggested by the subprime/liquidity crisis.” In this
presentation, Mr. McDaniel describes what he calls a “dilemma”
and a “very tough problem” facing Moody’s. According to Mr.

McDaniel:
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The real problem is not that the market ...underweight[s]
ratings quality but rather that in some sectors, it actually
penalizes quality. ... It turns out that ratings quality has
surprisingly few friends: issuers want high ratings;
investors don’t want ratings downgrades; short-sighted

bankers labor short-sightedly to game the ratings agencies.

Mr. McDaniel then tells his board — and I quote —
“Unchecked, competition on this basis can place the entire

financial system at risk.”

Mr. McDaniel describes to his board how Moody’s has
“erected safeguards to keep teams from too easily solving the
market share problem by lowering standards.” But then he says:
“This does NOT solve the problem.” In his presentation, the

“not” is written in all capitals.

He then turns to a topic that he calls “Rating Erosion by
Persuasion.” According to Mr. McDaniel, “Analysts and MDs
[managing directors] are continually ‘pitched’ by bankers,

issuers, investors” and sometimes “we ‘drink the kool-aid.””

4
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A month earlier, in September 2007, Mr. McDaniel
participated in a “Managing Director’s Town Hall.” We
obtained a copy of the transcript of the proceeding. Let me read

to you what Mr. McDaniel said:

‘The purpose of this town hall ... [is] so that we can speak
as candidly as possible about what’s going on in the

subprime market. ...

[W]hat happened was, it was a slippery slope. ... What
happened in *04 and ’05 with respect to subordinated
traunches [sic] is that our competition, Fitch and S&P, went
nuts. Everything was investment grade. It didn’t really

matter. ...

We tried to alert the market. We said we’re not rating it.
This stuff isn’t investment grade. No one cared because the

machine just kept going.

The following day, a member of the Moody’s management

team commented:
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We heard 2 answers yesterday: 1. people lied, and 2. there
was an unprecedented sequence of events in the mortgage
markets. As for #1, it seems to me that we had blinders on
and never questioned the information we were given. ... As
for #2, it is our job to think of the worst case scenarios and
model them. ... Combined, these errors make us look either
incompetent at credit analysis, or like we sold our soul to

the devil for revenue.

The documents from Standard and Poor’s paint a similar
picture. In one document, an S&P employee in the structured
finance division writes: “It could be structured by cows and we
would rate it.” In another, an employee asserts: ‘“Rating
agencies continue to create [an] even bigger monster — the
CDO market. Let’s hope we are all wealthy and retired by the

time this house of cards falters.”
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There were voices inside the credit rating agencies that
called for change. We will hear from two of them on the first
panel: Frank Raiter from Standard and Poor’s and Jerome Fons

from Moody’s.

In 2001, Mr. Raiter was asked to rate an early collateralized
debt obligation called “Pinstripe.” He asked for the “collateral
tapes” so he could assess the creditworthiness of the home loans
backing the CDO. This is the response he got from Richard

Gugliada, the managing director:

Any request for loan level tapes is TOTALLY
UNREASONABLE!!! Most investors don’t have it and
can’t provide it. Nevertheless we MUST produce a credit

estimate. ...

It is your responsibility to provide those credit estimates

and your responsibility to devise some method for doing so.
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Mr. Raiter was stunned. He was being directed to rate
Pinstripe without access to essential credit data. He e-mailed
back: “This is the most amazing memo I have ever received in

my business career.”

Last November, Chistopher Mahoney, Moody’s Vice
Chairman, wrote Mr. McDaniel, the CEO, that Moody’s “has
made mistakes” and urged that “the manager in charge of the
securitization area should be held to account.” That manager
had been promoted three months earlier. Instead, Mr.

Mahoney’s employment was terminated by the end of the year.

Investors, too, were stunned by the lax practices of the
credit ratings agencies. The documents we reviewed show that a
portfolio manager with Vanguard, the large mutual fund
company, told Moody’s over a year ago that the rating agencies
“allow issuers to get away with murder.” A senior official at
Fortis Invesfments was equally blunt, saying: “if you can’t
figure out the loss ahead of the fact, what’s the use of your
ratings? ... [I]f the ratings are b.s., the only use in ratings is

comparing b.s. to more b.s.”
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Some large investors like PIMCO tried to warn Moody’s
about the mistakes it was making. But according to the
documents, they eventually “gave up” because they “found the
Moody’s analyst to be arrogant and gave the indication ‘We’re

smarter than you.””

Six years ago, Congress pressed the SEC to assert more
control over the credit rating agencies. In 2002, the Senate
Governmental Affairs Committee investigated the rating
agencies and found serious problems. The Committee
concluded that “meaningful SEC oversight” was urgently
needed. The next year, the SEC published its own report, which

also found serious problems with credit rating agencies.

Initially, it looked like the SEC might take action. In June
2003, the SEC issued a “concept release” seeking comments on
possible new regulations. Two years later, in April 2005, SEC

issued a proposed rule.
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Yet despite the Senate’s recommendation and SEC’s own
study, the SEC failed to issue any final rules to oversee credit
rating agencies. The SEC failed to act and left the credit rating
agencies completely unregulated until Congress finally passed a
law in 2006.

At tomorrow’s hearing with federal regulators, members
will have a chance to ask the SEC Chairman, Christopher Cox,
about his agency’s record. Today our focus is on the credit
rating agencies themselves and members can question the CEOs
of Standard and Poor’s, Moody’s, and Fitch about their
performance. Running the credit rating agencies has been a
lucrative occupation: collectively, the three CEOs have made
over $80 million. We appreciate that they have cooperated with

the Committee and look forward to their testimony.

10
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The story of the credit rating agencies is a story of colossal
failure. The credit rating agencies occupy a special place in our
financial markets. Millions of investors rely on them for
independent, objective assessments. The rating agencies broke
this bond of trust, and federal regulators ignored the warning
signs and did nothing to protect the public. The result is that our
entire financial system is now at risk — just as the CEO of

Moody’s predicted a year ago.

11
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Mr. DAVIS OF VIRGINIA. Thank you, Mr. Chairman.

I'm going to have Mr. Shays give it.

Let me just make two comments. No. 1, I associate myself with
your remarks today. And second, we have a letter signed by all of
our Members on our side invoking our right to a day of testimony
by witnesses selected by the minority on matters we think should
be included. And we look forward to working with you.

Chairman WAXMAN. The letter will be part of the record.

[The information referred to follows:]
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ELIIAH €. CUMMINGS, MARYLAND
DENNIS: - KUCINICH, Oy

DANNY K.DAVIS. 1LLINOIS

17

ONE HUNDRED TENTH CONGRESS

Congress of the United States

Thouge of Representatives
COMMITTEE ON QVERSIGHT AND GOVERNMENT REFCRM
2157 Ravsuan House OFFICE BULDING
WasHINGTON, DC 20515-6143

TOM DAVIS, VRGINIR,
'RANKING MINOTITY MEMBER

DAN BURTON, INDIANA
GHHISTOPHER SHAYS, CONNEGTICUT

MARK €. SOUDER, INDIANA

TODD RUSSELL PLATTS, PENNSYLVANIA
CHAIS GANNON, UTAH

JOHN . DUNGAR, IR , TENNESSEE
MICHAEL R. TUANER, OHIO

DAHAELL €. (S5A, CALIFORNIA

KENNY MARCHANT, TE:

LYNN A WESTMURELAND, GEOAGIA
PATRICK T.McHENRY, NORITH GARGLMNA
VIRGINIA FOXX, NORTH GAROLINA
BAIAN . BILARAY, CALIFORNIA

BiLL SALY, IDAND

14 KIROAN, GHIO

 MARYL
NEW HAMPEH)
GHRISTOPHER §, MURPHY. CONNEGTICUT
JOHN P BARBANES, MARYLAND

Magonry (702) 205-805¢
FacsmaLe (202) 2254789
MiNoRirY  O7) 226-5074

PLTER WELCH, VERMONT

JACKIE SPEIER, CALIFORNIA

www.oversight house.gov

October 22, 2008

Chairman Waxman:

Pursuant to clause 2()(1) of House Rule XI, we respectfully request a separate day of
testimony by witnesses selected by the Minority on the matters under consideration
today: the causes and effects of the financial crisis.

While we are pleased you agreed, however belatedly, to hear testimony on the role of
Fannie Mae and Freddie Mac in causing and/or accelerating a collapse in housing
markets and subsequent disruption of national financial systems, we find the scope of the
proposed hearing incomplete. To fully understand how the mortgage giants ignored
warnings and forestalled reform efforts, the Committee’s inquiry has to include
examination and discussion the lobbying activities and other advocacy efforts by the
Government Sponsored Entities, Witnesses selected by the Minority will address those
key questions,

We look forward to working with you to schedule a separate day of testimony on these
issues which are central to the subject of the Committee’s inquiries into the causes and
effects of the current financial crisis.

Sincerely,
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Mr. SHAYS. Mr. Chairman, when the referee is being paid by the
players, no one should be surprised when the game spins out of
control. That is what happened on Wall Street when credit rating
agencies followed the delirious mob making millions on mortgage-
backed securities and sold their independence to the highest bid-
der.

As a result, investments once thought safe are being down-
graded, some to no more than junk status. Trillions of dollars could
vanish as asset redemptions calls for additional collateral, pay-
ments on derivative contracts, and outright defaults unwind, send-
ing unpredictable after-shocks into an already traumatized econ-
omy.

It has been known for years that quantitative analysis armed
with cutting-edge software, realtime data and ultra sophisticated
algorithms were operating light years beyond regulators and credit
evaluators using static econometric models. Esoteric investment
products were structured to garner a triple-A grade by slicing and
dicing risks into bits too small to register. Investors did not have
enough information about the real value of the underlying assets
or about how credit analysts reached their conclusions on the safe-
ty of their products being sold.

Despite significant warning signs of a system under strain dating
back to the failure of the large hedge fund, Long Term Capital
Management, in the late 1990’s, Congress and the Securities Ex-
change Commission [SEC], were slow to recognize the peril posed
by insensitive or financially compromised creditworthiness rating
systems.

Proposals to deconflict the interests of rating companies and
their pay masters and to exact greater transparency and autonomy
from the rating process came too little, too late. So the con game
continued: A scheme to engender and sustain a false sense of con-
fidence in the improbable proposition that housing prices would
never fall. Like the Titanic, the Good Ship Subprime was univer-
sally hailed as unsinkable. Succumbing to and profiting from the
mass hysteria, rating agencies stopped looking for the icebergs al-
ways waiting in the world’s financial sea lanes.

Subjective judgments, perceptions of risk and opinions on value,
obviously, can’t be regulated. But the rigor and consistency of the
methodologies used and the validity of the data inputs relied upon
can and should be far more transparent to investors and the SEC.
Only that will rebuild genuine confidence in credit rating.

Finally, Mr. Chairman, I'm glad you agree to hold a hearing on
the role of Fannie Mae and Freddie Mac. While I understand your
reluctance to probe politically volatile topics for both parties before
the election, the planned November 20th hearing date should give
the committee time to request documents and shine some much
needed sunlight on to the failed operations of the toxic twins of
mortgage finance. The document requests have to include all
records of lobbying contracts, lobbying expenditures, political action
committee strategy and contributions to various organizations, par-
ticularly those favored by Members of Congress. It is past time for
Fannie and Freddie to come clean about their reform avoidance ac-
tivities and just as overdue that Congress confront its own role in
coddling the arrogant authors of the housing finance crisis.
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Chairman WAXMAN. Thank you very much, Mr. Shays. I look for-
ward to working with you on that issue.

Before we recognize panel one, I have a unanimous consent.
Without objection, questioning for panel one will proceed as follows:
The majority and minority will each begin with a 10-minute block
of time with the chairman and ranking member, each having the
right to reserve time from this block for later use.

And without objection, that will be the order.

On panel one, we have Jerome Fons, who is an economist who
worked at Moody’s Investor Service as a managing director until
2007. Frank Raiter worked as a managing director for residential
mortgage-backed securities at Standard & Poor’s until 2005, and
Sean Egan is the managing director of Egan-Jones Ratings in Hav-
erford, PA.

We're pleased to welcome you to our committee. We appreciate
your being here. It’s the practice of this committee that all wit-
nesses that testify before us do so under oath, so I would like to
ask you if would please stand and raise your right hands.

[Witnesses sworn.]

Chairman WAXMAN. The record will show that each of the wit-
nesses answered in the affirmative.

Your prepared statements will be in the record in its entirety.
We would like to ask you to try to limit your oral presentations to
around 5 minutes. We will have a clock that will have green for
4 minutes, orange for 1 minute, and then after 5 minutes, it will
turn red. When you see that it’s red, we would like that to be a
reminder that we would like you to sum up the oral presentation
to us.

There is a button on the base of each mic, so be sure it’s pressed
in and close enough to you so that we can hear everything that you
have to say.

Mr. Fons, why don’t we start with you.

STATEMENTS OF JEROME S. FONS, FORMER EXECUTIVE,
MOODY’S CORP.; FRANK L. RAITER, FORMER EXECUTIVE,
STANDARD & POOR’S; AND SEAN J. EGAN, MANAGING DIREC-
TOR, EGAN-JONES RATINGS

STATEMENT OF JEROME S. FONS

Mr. Fons. Thank you, Mr. Chairman.

Chairman Waxman and Ranking Member Davis and members of
the committee, good morning.

I am pleased to be invited to offer testimony on the state of the
credit rating industry. Until August 2007, I worked at Moody’s In-
vestors Service where I had exposure to nearly every aspect of the
ratings business. My last position at Moody’s was managing direc-
tor, credit policy. I was a member of Moody’s Credit Policy Commit-
tee, and I chaired the firm’s Fundamental Credit Committee. Prior
to my 17 years at Moody’s, I was an economist with the U.S. Fed-
eral Reserve and with Chemical Bank New York. Since leaving
Moody’s, I have been an independent consultant advising firms on
rating agency issues.

As this committee has heard before, the major rating agencies
badly missed the impact of falling house prices and declining un-
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derwriting standards on subprime mortgages. Subprime residential
mortgage-backed securities with initially high ratings found their
way into nearly every corner of the financial system. Although evi-
dence of falling home values began to emerge in late 2006, ratings
did not reflect this development for some time. The first down-
grades of subprime-linked securities occurred in June 2007. In
short order, faith in credit ratings diminished to the point where
financial institutions were unwilling to lend to one another. And so
we had and are still having a credit crisis.

Why did it take so long for the rating agencies to recognize the
problem? Why were standards so low in the first place? And what
should be done to see that this does not happen again?

My view is that a large part of the blame can be placed on the
inherent conflicts of interest found in the issuer-pays business
model and on rating shopping by issuers of structured securities.
A drive to maintain or expand market share made the rating agen-
cies willing participants in this shopping spree.

Let me speak from my experience at Moody’s. Moody’s reputation
for independent and accurate ratings sprang from a hard-headed
culture of putting investors’ interests first. Up until the late 1960’s,
the firm often refused to meet with rated companies. Even through
the mid-1990’s, long after the firm and its competitors began to
charge issuers for ratings, Moody’s was considered the most dif-
ficult firm on Wall Street to deal with.

A 1994 article in Treasury & Risk Management Magazine point-
ed to surveys that highlighted issuers’ frustrations with Moody’s.
This had a profound impact on the firm’s thinking. It raised ques-
tions about who our clients were and how best to deal with them.
Management undertook a concerted effort to make the firm more
issuer-friendly.

In my view, the focus of Moody’s shifted from protecting inves-
tors to marketing ratings. The company began to emphasize cus-
tomer service and commissioned detailed surveys of client atti-
tudes. I believe the first evidence of this shift manifested itself in
flawed ratings on large telecom firms during that industry’s crisis
in 2001.

Following Moody’s 2000 spin from Dunn & Bradstreet, manage-
ment’s focus increasingly turned to maximizing revenues. Stock op-
tions and other incentives raised the possibility of large payoffs.
Managers who were considered good businessmen and women, not
necessarily the best analysts, rose through the ranks. Ultimately,
this focus on the bottom line contributed to an atmosphere in
which the aforementioned ratings shopping could take hold.

The so-called reforms announced to date are inadequate. While
there are no easy fixes to the problems facing the rating industry,
I will offer some suggestions. First, we need to see wholesale
change at the governance and senior management levels of the
large rating agencies. Managers associated with faulty structured
finance ratings must also depart. New leadership must acknowl-
edge the mistakes of the past and end the defensive posture of de-
nial brought on by litigation fears.

Second, bond ratings must serve the potential buyer of the bond
and no one else; that is, ratings must be correct today in the sense
that—that a rating must be correct today in the sense that it fully
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reflects the views of the analyst or rating committee with no at-
tempts to stabilize ratings. A byproduct of this behavior will be
that rating changes eventually lose their influence. Such a situa-
tion might arise sooner if regulators and legislators cease reliance
on ratings. Elimination of the SEC’s NRSRO designation will be a
step in this direction. Also, regulators must drop restrictions on un-
solicited ratings. This would help to minimize rating shopping and
allow competition to yield positive benefits, such as lower costs and
higher quality ratings.

Going forward, structured finance rating practices must empha-
size transparency and simplicity. Statistical backward-looking rat-
ing methods need to be augmented with a strong dose of common
sense. All rated structured transactions should be fully registered
and subject to minimum disclosure requirements.

The rating agencies need to implement concrete measures for
taming the conflicts posed by the issuer-pays business model. I do
not believe that investor-pays model is the correct answer. There
is a free rider problem with subscriber-funded ratings, and most
would agree that ratings should be freely available particularly if
they are referenced in regulations.

It is not my intention to indict everyone working in the rating
industry. Indeed, the analysts that I interacted with took their re-
sponsibility seriously and demonstrated high moral character. I
was proud to be associated with Moody’s, a feeling shared by many
others at the firm. And I fervently believe that substantive reforms
can restore the integrity and stature of the bond rating industry.

Thank you.

[The prepared statement of Mr. Fons follows:]
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Testimony of Jerome S. Fons
Before the Committee on Oversight and Government Reform
United States House of Representatives
October 22, 2008
Chairman Waxman, Ranking Member Davis, and Members of the Committee, good
morning.

1 am pleased to be invited to offer this written testimony on the state of the credit
rating industry. Until August 2007, [ worked at Moody’s Investors Service where I had
exposure to nearly every aspect of the ratings business. My last position at Moody’s was
Managing Director, Credit Policy. I was a member of Moody’s Credit Policy Committee
and [ chaired the firm’s Fundamental Credit Committee. The latter dealt with rating
practices and policies affecting corporate, financial institution and sovereign ratings.
Prior to my 17 years at Moody’s, | was an Economist with the US Federal Reserve and
with Chemical Bank. Ireceived my Ph.D. in Economics in 1985 from the University of
California, San Diego. Since leaving Moody’s, I have been an independent consultant
advising firms on rating agency issues. My technical area of specialization is the
measurement and pricing of credit risk.

As this committee has heard before, the major rating agencies badly missed the
impact on subprime mortgages of falling house prices and declining underwriting
standards. Subprime residential mortgage backed securities (RMBS) with initially high
ratings found their way into nearly every corner of the financial system, including
collateralized debt obligations (CDOs), structured investment vehicles (SIVs), financial

guarantors, insurers, and banks. Many of these institutions and vehicles purchased
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subprime-related securities on the strength of assessients by the major rating agencies.
They allocated capital and extended credit based on their faith in these ratings.

Market participants relied heavily on the rating agencies when purchasing
subprime related assets for at least three reasons. First, subprime RMBS and their
offshoots offer little transparency around the composition and characteristics of the
underlying loan collateral. Potential investors are not privy to the information that would
allow them to understand clearly the quality of the loan pool. Loan-by-loan data, the
highest level of detail, is generally not available to investors. Second, the complexity of
the securitization process requires extremely sophisticated systems and technical
competence to properly assess risk at the tranche level. Third, rating agencies had a
reputation, earned over nearly one century, of being honest arbiters of risk.

Evidence of falling home values began to emerge in late 2006. Yet there was no
appreciable change in rating standards reflecting this reality. Market reaction forced a
halt to new securitizations in the summer of 2007; the first downgrades of subprime
linked securities occurred in June of 2007 (Gorton 2008).

In turn, those institutions and structures that had purchased subprime RMBS
became hapless victims, many seeing declines in their own ratings, some of them pushed
to the brink of failure. As the pace of downgrades accelerated, market participants began
to question the reliability of ratings. In short order, faith in credit ratings had diminished
to the point where no financial institution was willing to lend to another. And so we had

— and are still having — a credit crisis.
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Why did it take so long for the rating agencies to recognize the problem? Why
were standards so low in the first place? And what should be done to see that this does
not happen again?

My view is that a large part of the blame can be placed on the inherent conflicts of
interest found in the issuer-pays business model and rating shopping by issuers of
structured securities (Fons 2008). A drive to maintain or expand market share made the
rating agencies willing participants in this shopping spree. It was also relatively easy for
the major banks to play the agencies off one another because of the opacity of the
structured transactions and the high potential fees earned by the winning agency.
Originators of structured securities typically chose the agency with the lowest standards,
engendering a race to the bottom in terms of rating quality. While the method§ used to
rate structured securities have rightly come under fire, in my opinion, the business model
prevented analysts from putting investor interests first.

A brief historical overview may be helpful. The modern bond rating industry
sprang from the 1909 publication of John Moody’s Analyses of Railroad Investments. In
that book, Moody introduced a simple grading system for classifying the investment
quality of railroad bonds. In the following decades, Standard Statistics (later merged
with Poor’s) and subsequently, Fitch, introduced their own rating systems. As the
acceptance of ratings grew, so did their application. The large rating agencies today
assign credit ratings to corporate bonds, commercial paper, preferred stock, syndicated
bank loans, sovereign nations, municipal obligations, infrastructure projects, structured

finance transactions, bank deposits and mutual funds.
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Prior to 1970, rating agencies did not accept payment from rated bond issuers.
Instead, they financed their rating operations through manual sales and investment
advisory services. Rating agencies were well aware of the conflicts of interest posed by
the “issuer-pays” business model. By accepting payment from an issuer, a rating agency
sacrifices its independence. Rather than being an impartial party, it has a vested interest
in the success of a bond offering and in the welfare of the issuer.

Moody’s own reputation for independent, accurate ratings sprang from a
hardheaded culture of putting investors” interests first. This reputation helped propagate
the use of ratings in regulations and investment guidelines. Up until the late 1960s, the
firm often refused to meet with rated companies. Published methodologies were all but
non-existent and ratings were assigned by an inaccessible, small group of analysts and
managers. Even throughthe mid-1990s, Moody’s was considered the most difficult firm
on Wall Street to deal with.

An article in Treasury & Risk Management, titled “Rating the Rating Agencies”
appeared in the summer of 1994 and had a profound impact on the firm’s thinking. It
raised questions about who our clients were and how best to deal with them.
Management undertook a concerted effort to make the firm more issuer-friendly, since
issuers largely paid the bills by then. In my view, the focus of Moody’s shifted from
protecting investors to being a marketing-driven organization. The company began to
emphasize customer service and commissioned more detailed surveys of client attitudes.
I believe that the first evidence of this shift manifested itself in flawed ratings for large

telecom firms during that industry’s crisis in 2001.
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Following the 2000 “spin” from Dunn & Bradstreet, in which Moody’s became a
stand-alone public company, management’s focus increasingly turned to maximizing
revenues. Stock options and other incentives raised the possibility of large payoffs.
Managers who were considered good businessmen and women — not necessarily the best
analysts — rose through the ranks. Ultimately, this focus on the bottom line contributed to
an atmosphere in which the aforementioned rating shopping could flourish.

Separately, the historic track record of bond ratings, along with seemingly glacial
rating changes, contributed to their over-reliance by market participants and regulators.
Ratings became embedded or “hard-coded” into investment guidelines, bond indices and
private contracts. So-called “triggers” in loan and swap contracts often reference rating
levels, putting a firm at risk of having to raise additional funds if it were downgraded.

Because of the precarious state of today’s credit markets, a downgrade of a
financial institution can lead to panic. Consequently, rating analysts may believe that
they must exercise extreme caution, with the result being that many weak financial
institutions have ratings fixed at inordinately high levels. In a strange quirk of fate, the
over-reliance on ratings reinforced practices on the part of rating agencies that now
further threatens their track record.

I see no easy fixes to the problems facing the rating industry. But, I will offer
some suggestions.

First, we need to see wholesale change at the governance and senior management
levels of the large rating agencies. All managers associated with faulty structured finance

ratings must also depart. The new leadership, preferably from a solid public service
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background, must acknowledge the mistakes of the recent past and end the defensive
posture of denial brought on by litigation fears.

Second, bond ratings must serve the potential buyer of a bond and no one else.
That is, the rating must be “correct” today in the sense that it fully reflects the views of
the analyst or rating committee. There should be no forbearance or other attempts to
stabilize ratings. A by-product of this behavior will be that rating changes eventually
lose their influence. Such a situation might arise sooner if regulators and legislators
cease reliance on ratings. Elimination of the SEC’s NRSRO designation would be a start
in this direction.

Going forward structured finance rating practices must emphasize transparency
and simplicity. The over-reliance on statistical, backward-looking methods needs to be
replaced by an increased reliance on common sense. All rated structured transactions
should be fully registered and subject to minimum disclosure requirements.

1 believe that the reforms announced to date are grossly inadequate. For rating
agencies to regain their footing and serve a useful role in the global capital markets, much
more drastic measures are needed. The rating agencies need to implement concrete
strategies for taming the conflicts posed by the issuer pays model. They need to
articulate clearly the meaning of ratings and define rating quality. For their part,
regulators must drop restrictions on unsolicited ratings. This would help to minimize
rating shopping and allow competition to yield positive benefits, such as lower cost and
better ratings.

Tt is not my intention to indict everyone working in the rating industry. Indeed,

the analysts that I interacted with took their responsibilities seriously and demonstrated



29
high moral character. I was proud to be associated with Moody’s, a feeling shared by
many others at the firm, and I fervently believe that substantive reforms can restore the

integrity and stature of the bond rating industry.
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Chairman WAXMAN. Thank you very much, Mr. Fons.
Mr. Raiter.

STATEMENT OF FRANK L. RAITER

Mr. RAITER. Chairman Waxman and Ranking Member Davis, I
would like to thank you for inviting me to this hearing today.

My name is Frank Raiter, and from March 1995 to April 2005,
I was the managing director and head of the Residential mortgage-
backed securities Ratings Group at Standard & Poor’s. I was re-
sponsible for directing ratings criteria development, ratings produc-
tion, marketing and business development for single-family mort-
gage and home equity loan bond ratings and related products. My
tenure at S&P coincided with the rapid growth in mortgage
securitization and development of new mortgage products, includ-
ing subprime and expanded Alt-A products. During this period,
total residential mortgage production in the United States grew
from $639 billion in 1995 to $3.3 trillion in 2005. Subprime produc-
tion grew from $35 billion to $807 billion over the same period.

By regulation, institutional investment policy and tradition, the
sale of associated mortgage-backed securities generally required
ratings from two of the nationally recognized statistical rating or-
ganizations [NRSROs]. While a necessary player in the exploding
market, the rating agencies were not the drivers of the train. The
engine was powered by the low interest rates that prevailed after
the turn of the century. The conductors were the lenders and the
investment bankers who made the loans and packaged them into
securities, and the rating agencies were the oilers who kept the
wheels greased. And I might add, the passengers on the train were
the investors, and it was standing room only. There is a lot of
blame to go around.

To appreciate the unique role that the rating agencies performed
in the residential mortgage market, it is necessary to understand
the ratings process. The mortgage-backed security consists of a pool
of individual mortgage loans, and depending on the type of mort-
gage product, whether it’s prime, subprime, Alt-A, whatever, an
underlying given security could have as many as 1,000 to 25,000
loans in it. The ratings process consisted of two distinct operations,
the credit analysis of the individual mortgages and a review of the
documents governing the servicing of the loans and the payments
to investors in the securities.

The credit analysis is focused on determining the expected de-
fault probabilities on each loan and the loss that would occur in the
event of default. And these in turn established the expected loss
that support triple-A bonds. In short, what the ratings process at-
tempts to do is to find out what that equity piece is that needs to
support the triple-A bonds so that investor won’t take any losses.
It’s very similar to the home equity you have in a home loan. That
equity is intended to protect the lender from taking a loss in the
event of a change in circumstance.

In 1995, S&P used a rules-based model for determining the loss
expected on a given bond. Late that year, it was determined and
decided to move to a statistical-based approach, and we began
gathering data to come out with a first model that was based on
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approximately 500,000 loans with performance data going back 5
years.

That version of the LEVELSs model was implemented in 1996 and
made available for purchase by originators, investment bankers, in-
vestors and mortgage insurance companies. By making the model
commercially available, S&P was committed to maintain parity be-
tween the model that they ran and the answers that they were giv-
ing to the investors and the issuers that purchased the model.

In other words, S&P promised model clients that they would al-
ways get the same answers from the LEVELSs model that the rat-
ing agency got. Implicit in this promise was S&P’s commitment to
keep the model current. In fact, the original contract with the
model consultant called for annual updates to the model based on
a growing data base. An update was accomplished in late 1998,
1999, and that model was ultimately released.

The version was built on 900,000 loans. And I'm going to speed
this up a little bit. We developed two more iterations of the model,
one with 2.5 million loans and one with 10 million loans. In a nut-
shell, those versions of the model were never released. While we
had enjoyed substantial management support up to this time, by
2001, the stress for profits and the desire to keep expenses low pre-
vented us from in fact developing and implementing the appro-
priate methodology to keep track of the new products.

As a result, we didn’t have the data going forward in 2004 and
2005 to really track what was happening with the subprime prod-
ucts and some of the new alternative-payment type products. And
we did not, therefore, have the ability to forecast when they started
to go awry. As a result, we did not, by that time, have the support
of management in order to implement the analytics that, in my
opinion, might have forestalled some of the problems that we're ex-
periencing today.

And with that, I will end my remarks and be happy to answer
any questions you might have.

[The prepared statement of Mr. Raiter follows:]
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Chairman Waxman and Ranking Member Davis, I would like to thank you for
inviting me to this hearing today. My name is Frank Raiter and from March, 1995
to April, 2005, T was the Managing Director and Head of Residential Mortgage
Backed Securities Ratings at Standard and Poor’s. I was responsible for directing
ratings criteria development, ratings production, marketing and business
development for single family mortgage and home equity loan (HEL) bond ratings
and related products. My tenure at S&P coincided with rapid growth in mortgage
securitization and development of new mortgage products, including subprime and
expanded Alt-A products. During this period, total residential mortgage production
in the United States grew from $639 billion in 1995 to $3.3 trillion in 2005.
Subprime production grew from $35 billion to $807 billion over the same time

frame, and Alt-A production grew to $676 billion in 2005.

By regulation, institutional investment policy, and tradition, the sale of the
associated mortgage backed securities generally required ratings from two of the
nationally recognized statistical rating organization (“NRSROs”). While a
necessary player in the exploding market, the ratings agencies were not the drivers
of the train. The engine was powered by the low interest rates that prevailed after
the turn of the century, the conductors were the lending institutions and investment
bankers who made the loans and packaged them into securities, and the rating
agencies were the oilers who kept the wheels of the train greased.

2
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To appreciate the unique role the rating agencies performed in the residential
mortgage market, it is necessary to understand the ratings process. A mortgage
backed security consists of a pool of individual mortgage loans. Depending on the
type of mortgage product (i.e., prime-jumbo, subprime, Alt-A or HEL) underlying
a given security, the pool could consist of 1,000 to 25,000 loans. The ratings
process consists of two distinct operations--the credit analysis of individual
mortgages and a review of the documents governing the servicing of the loans and

the payments to investors in the securities.

The credit analysis is focused on determining the expected default probabilities on
each loan and the loss that would occur in the event of a default. These, in turn,
establish the expected loss for the entire pool and determine the amount of AAA
bonds that can be issued against the pool. It is analogous to your equity position in
your home and the underlying mortgage. The loss estimate determines the equity
needed to support the bond—it is intended to protect the AAA bonds from
experiencing any losses, much the same as the homeowner’s equity stake ina

house protects the lender from loss in the mortgage loan.

In 1995 S&P used a rules-based model for determining the loss expected on any

given bond. Late that year, the decision was made to develop a more sophisticated



36
statistically- based approach to estimating the default and loss of individual loans
and pools. A new model was built based on approximately 500,000 loans with
performance data going back 5 or more years. This new version of what is known
as the LEVELs model was implemented in 1996' and made available for purchase
by originators, investment banks, investors and mortgage insurance companies. By
making it commercially available, S&P was committed to maintain parity between
its own ratings model and the one distributed to external parties. In other words,
S&P promised model clients they would always get the same answers from the
LEVELS models that the rating analysts got when running the same pool through
its internal analytics. Implicit in this promise was S&P’s commitment to keep the
model current. In fact, the original contract with the model consultant called for
annual updates to the model based on growing data bases. An update was
accomplished in late 1998 or early 1999 when the second version of LEVELs was
released. This version was built with a data base of approximately 900,000 loans
with 6 to 8 years of performance information. Each version of the model was
better than its predecessor in determining default probabilities. Each new version
was built with growing data on traditional as well as new mortgage products,
particularly the growing subprime market. It was critical to maintain the best

models as they were the linchpin of the rating process. During this time frame, the

! All dates referencing modeling-related matters are approximate and to the best of my recollection.
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analytical staff in the RMBS group at Standard and Poor’s enjoyed the full support
of senior management. That was critical as acquiring data, performing the
statistical analysis and utilizing information technology to put the model into the

rating process was expensive and required significant staff support.

Things began to change in 2001 as the housing market took off—a new version of
the model was developed using approximately 2.5 million loans with significant
performance information. This model was by far the best yet developed, but it was
not implemented due to budgetary constraints. Extraordinarily large volumes of
transactions requiring ratings put a strain on the analytical staff resources, and
requests for more staffing were generally not granted. The model development
team continued to collect data, and in late 2003 or early 2004 a 4™ version of the
model was developed based on approximately 9.5 million loans. These loans
covered the full spectrum of new mortgage products, particularly in the Alt-A and
fixed/floating payment type categories. To my knowledge, that mode] has yet to

be implemented.

The point of this rather long recital is that the analysts at S&P had developed better
methods for determining default which did capture some of the variations among
products that were to become evident at the advent of the crisis. It is my opinion
that had these models been implemented we would have had an earlier warning

about the performance of many of the new products that subsequently lead to such
5
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substantial losses. That, in turn, should have caused the loss estimates mentioned
above to increase and could have thus caused some of these products to be
withdrawn from the market as they would have been too expensive to put into

bonds.

This inevitably begs the question: why didn’t management see the need to keep the
model current? The answer is complex. First and foremost, it was expensive to
build or acquire the growing data bases, perform the necessary statistical analyses,
complete the IT code modifications and implement and distribute new versions of
the model - this process also required significant additions to staff. By 2001, the
focus at S&P was profits for the parent company, McGraw-Hill- it was not on
incurring additional expense. Second, there was an intense debate within the
ratings groups as to whether we needed loan level data and related analyses. The
Managing Director of the surveillance area for RMBS did not believe loan level
data was necessary and that had the effect of quashing all requests for funds to
build in-house data bases. A third reason given was that the RMBS group enjoyed
the largest ratings market share among the three major rating agencies (often 92%

or better), and improving the model would not add to S&P’s revenues.

An unfortunate consequence of continuing to use out- dated versions of the rating
model was the failure to capture changes in performance of the new non-prime

products. As a result, expected loss estimates no longer provided the equity

6
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necessary to support the AAA bonds. This, in turn, generated the unprecedented
number of AAA downgrades and subsequent collapse of prices in the RMBS

market.

In addition to problems with maintaining adequate ratings criteria and models,
there were other aspects of rating agency procedures that contributed to the current
crisis. Foremost amongst these was the lack of adequate surveillance on the bonds
previously rated. At S&P, there was an ongoing, often heated discussion that using
the ratings model in surveillance would allow for re-rating every deal monthly and
provide significantly improved measures of current and future performance. Had
this suggestion been implemented in 2004, we might not have had to wait until
2007 for the poor performers to come to light. Again, had the best practices been
in place, some of the worse performing products might have been extinguished

before they grew to such a size that they disrupted financial markets.

Another area that deserves attention as the rating agencies re-make themselves is in
the document reviews, the “structure” in structured finance. The foundation of the
rating analysis is the data relied on for determining credit enhancement levels.
Rating agencies do not perform “due diligence” on the data, rather they rely on
representations and warranties (guarantees) from the issuer that the data submitted
is indeed accurate. In the event a loan goes bad and it is discovered that the data

was inaccurate (say for example, the appraisal was inflated), the issuer is required

7
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to buy the loan back with no loss to the investor. The rating agencies select those
companies from whom they will accept these guarantees—it is not the entire
population of all mortgage originators. Unfortunately, there were no clear criteria
used to identify this population and then differentiate among providers of these
“reps & warranties” other than they are all assumed to be that “too big to fail.”
There was also no attempt to systematically track the performance of the
companies regarding breeches of “reps & warranties”. The growing potential
liability was not tracked to be assured these companies actually had the ability to
meet their obligations. That raises the question, “Who is going to honor “reps &
warranties” in the case of insolvent institutions recently rescued or acquired?
“Reps & warranties” were provided by such notable companies as Countrywide,

WaMu, IndyMac, Lehman and Bear Steamns.

One possible remedy to the issue of data accuracy might be to have the firms that
provide due diligence reviews for the issuers share their reports and findings with
the rating agencies. Their reviews could be expanded to include samples with
appraisal reviews and verification of key fields on the tapes provided the rating

agencies.

The three primary rating agencies, Moody’s, S&P and Fitch have enjoyed a unique
position in the financial markets. The NRSRO designation has allowed them to

operate virtually without competition, a situation that fostered a culture of

8
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complacency regarding their responsibilities to provide reliable and timely
information to the financial markets. Rather, they have concentrated on
maximizing short-term profits rather than maximizing longer term financial benefit
from accuracy of their credit ratings and surveillance reviews. Ido not believe any
meaningful improvement will occur until this culture is dramatically refocused on
analysis and providing accurate and timely information on the performance of

outstanding ratings.

In closing, I would like to thank the Committee for inviting me to join them today
and hear my thoughts on this subject. At this time, I would be glad to answer any

questions you might have for me.
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Chairman WAXMAN. Thank you very much, Mr. Raiter.
We will have questions after Mr. Egan for the three of you.
Mr. Egan.

STATEMENT OF SEAN J. EGAN

Mr. EGaN. Thank you.

The current credit rating system is designed for failure, and that
is exactly what we are experiencing.

AIG, Fannie Mae, Freddie Mac, Bear Stearns, Lehman Brothers,
Countrywide, IndyMac, MBIA, Ambac, the other model lines, Mer-
rill Lynch, WaMu, Wachovia, and a string of structured finance se-
curities all have failed or nearly failed to a great extent because
of inaccurate, unsound ratings.

The ratings of the three companies appearing before this commit-
tee today, Moody’s, S&P and Fitch, were a major factor in the most
extensive and possibly expensive financial calamity in recent Amer-
ican history. The IMF has estimated financial loss from the current
credit crisis at $1 trillion, but other estimates from knowledgeable
sources have pegged it at twice that amount. Of course, there have
been other contributing parties to this debacle, including some of
the mortgage brokers, depository institutions, and investment
banks, but there should be no doubt that none of this would have
been possible were it not for the grossly inflated, unsound and pos-
sibly fraudulent ratings provided to both the asset-backed securi-
ties directly issued as well as companies which dealt in these secu-
rities, whether it be originating, aggregating, financing,
s}elcuritizing, insuring, credit enhancing or ultimately purchasing
them.

Issuers paid huge amounts to these rating companies for not just
significant rating fees but, in many cases, very significant consult-
ing fees for advising the issuers on how to structure the bonds to
achieve maximum triple-A ratings. This egregious conflict of inter-
est may be the single greatest cause of the present global economic
crisis. This is an important point which is often overlooked in the
effort to delimit the scope of the across-the-board failures of the
major credit rating firms. This is not just a securitization problem.

The credit rating industry is a $5 to $6 billion market with these
three companies, S&P, Moody’s and Fitch, controlling more than 90
percent of the market. With enormous fees at stake, it is not hard
to see how these companies may have been induced, at the very
least, to gloss over the possibilities of default or, at the worst,
knowingly provide inflated ratings.

Again, the problems were not just in structured finance but also
the unsecured bonds and other plain vanilla debt offerings of many
of the corporate entities participating in the mortgage market.

These shortcomings moreover are nothing new. We have been
here before, specifically in 2002, after Enron failed, despite the fact
that the major rating agencies had its debt at investment grade up
through and including just before the company filed for bankruptcy
protection. At Egan-Jones, we downgraded Enron months before
our competitors. In the case of WorldCom, it was about 9 months
before our competitors.

In testimony at the time, it was before the Congress we pointed
out the inherent conflict of interest in the business model of the
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credit rating agencies, which purport to issue ratings for the bene-
fit of investors but in fact are paid by the issuers of those securi-
ties. At a congressional hearing in 2003, I stated that Fannie Mae
and Freddie Mac did not merit a triple-A rating which Moody’s,
S&P, and Fitch accorded to them. At about that time, we issued
a rating call to the same effect with respect to MBIA which our
competitors rated triple-A until just a few months ago.

Currently, we rate MBIA and Ambac significantly in the spec
grade category; I think we are at about single-B or below.

How is it that the major rating agencies, which have approxi-
mately 400 employees for every analyst at Egan-Jones have been
consistently wrong over such an extended period of time? I would
like to say that we have more sophisticated computer models or
that our people are just plain better at what they do. I hope that
some of that is true, but the real answer is that Egan-Jones is in
the business of issuing timely, accurate credit ratings; whereas
Moody’s, S&P, and Fitch have gravitated to the much more lucra-
tive business of expediting the issuance of securities.

Investors want credible ratings. Issuers on the other hand want
the highest rating possible, since that reduces funding costs. Under
the issuer-pay business model, a rating agency which does not
come in with a highest rating will before long be an unemployed
rating firm. It’s that simple. And all the explanations and excuses
cannot refute this elementary truth.

Let’s go back to the Enron example. At the time, the major rat-
ing agencies rationalized this on the basis that there was fraud in-
volved. We've heard that same thing to reflect the mortgage assets
underlying the current crisis. Guess what? There may always be an
element of fraud involved in the financial markets, and contrary to
what you may hear from the other rating agencies, it is expressly
the job of the rating agency to ferret out that fraud before provid-
ing an imprimatur upon which thousands of institutional investors
and tens of thousands of individual investors have every reasonable
expectation to rely on.

It was not always this way. When John Moody founded the com-
pany which still bears his name almost 100 years later, many of
his colleagues on Wall Street urged him to keep the information to
himself. He declined to do so and instead opted for public dissemi-
nation used by and paid for by investors. The same history was
true for S&P and Fitch until all three companies reversed their
business model in the late 1970’s and sought compensation from
the issuers of the securities. The fact that this shift occurred con-
temporaneously with the rise of asset-backed financing is by no
means a coincidence. Profits soared at these companies, but quality
and independence moved increasingly inversely. And advocating
the principle of returning the ratings industry to its roots, we've
been told by the public policymakers that they in the Congress or
the administrative agencies should not be expected to choose
among competing business models. We are at a loss to comprehend
this hands-off approach.

If the business model currently utilized by Egan-Jones and pre-
viously used with great success by our competitors demonstrates a
track record of serial failures with at least 51 trillion of adverse fi-
nancial consequences, why is it not sufficient cause for the govern-
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ment to intervene? When the Congress was confronted with the
safety record of the Corvair versus, for example, a Subaru or Volvo,
the response was not laissez-faire. The Congress and the regu-
lators, indeed even the auto industry itself, responded with correc-
tive actions. For the rating industry the only real reform is to re-
align the incentives and get the industry back in the business of
r}elpresenting those who invest in securities, not those who issue
them.

Our written testimony includes a number of recommendations
that would restore checks and balances to the rating system. But
my main purpose in being here today is to highlight the nature of
the problem and the need to address the root cause not merely
symptoms. Thank you for having me at this hearing and inviting
Egan-Jones to present testimony. I would be pleased to address
any questions.

[The prepared statement of Mr. Egan follows:]
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The role of credit rating agencies in the capital markets is straightforward: to
provide accurate financial analysis of the quality of various financial assets. Two firms
have historically dominated this market and, to this day, Moody’s and S&P account for
approximately 80 percent of the total industry. Despite their market dominance, however,
both S&P and Moody’s failed to wam investors of impending defaults in such
noteworthy corporate bankruptcies as Enron and WorldCom. With respect to the current
wave of credit defalcations, it is clear that the major rating agencies, to include Fitch, not
just failed to give early warning to investors but their ratings were a major factor in the
most extensive and possibly expensive financial calamity in recent America history.

In order to understand how this could happen and what must be done to prevent a
recurrence, it is necessary to begin with an overview of the industry structure.

STRUCTURE OF THE CREDIT RATING INDUSTRY

1.  Original Business Model — From their founding in the early part of the last
century, Moody’s, S&P and Fitch earned their income by selling their ratings
publications to bond investors. it was only in the 1970s, coinciding with the rise of
asset-backed securitization, that these companies began to charge the issuers of debt
for their services.

2. - Size - In 2007, the credit rating industry had total revenues of approximately $5
billion. This amount is down considerably from projected amounts inasmuch as the
second half of the year saw relatively few structured finance transactions.

3. Partnered Monopoly — According to Moody’s itself, these three companies are
responsible for 95% of global ratings with shares of 39, 40, and 16 percent
respectively. Commentators have often referred to this industry as a “partner
monopoly™ rather than a “duopoly.” Since, “it is common for securities issuances to
have two ratings, they need not compete much against one another.”'

4. Profit Margins Consistent with a Business Monopoly — As a stand alone
company, Moody’s numbers constitute the best indicia for the industry.? As noted

' Alex J. Pollock, “End the Government-Sponsored Cartel in Credit Ratings,” American Enterprise
Institute (January, 2005).

2 S&P and Fitch are both subsidiaries of larger financial information providers (McGraw-Hill and
FIMILAC, respectively).
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below, the company enjoys an operating profit margin in excess of 50 percent
which is not just consistent with monopoly profits, but is unheard of in any other
industry. Professor Lawrence J. White of the Stern School of Business at New

York University described this magnitude of return as “breathtaking.

Moody's Profitability
2007 2606 2003
Revenues $2.3 billion $2 billion $1.2 billion
Net Profit $701.5 million $753.9 million $363.9 million
Operating Margin | 50.1 % 61.8% 53.2%
ROE i N/A (neg. eq.) 316.2% N/A(neg. eq.)
After-tax ROI 194.5% 94.4 % 73.4 %
Net Operating Cash Flow;  $984 million $752.5 million $468.4 million

Entry Barriers — The establishment of SEC rules and requirements for Nationally
Recognized Statistical Rating Organizations (NRSROs) had the perverse effect of
cementing the market dominance of the major rating companies. The principal
procedural obstacle for Egan-Jones and other companies seeking to become
NRSROs was the SEC requirement that a new NRSRO be “nationally recognized”
by the predominant users of such ratings in the U.S. before receiving the
designation. This circular standard was specifically cited by the Antitrust Division
of the U.S. Department of Justice in 1998 as likely to preclude new competitors in
the credit rating market,* and this is precisely what happened.

Congress Enacts the Credit Rating Agency Reform Act of 2006 — Congress
passed legislation in 2006 reforming the “process” by which the SEC certifies
companies as Nationally Recognized Statistical Rating Organizations (NRSROs).
The specific goal of that legislation was to improve competition by easing entry
barriers and the early results have been positive inasmuch as additional companies

are being certified as NRSROs.

Pursuant to the adoption of implementing

regulations by the SEC,> a number of additional companies have been certified as
NRSROs. There are now ten NRSROs as opposed to five prior to the enactment of

the 2006 legislation.

Market Share Remains Highly Concentrated — As compared to Moody’s, S&P
and Fitch, the new market entrants, of which three utilize the investor-supported
business model (Egan-Jones, Lace and Realpoint), are relatively small companies in

¥ “The Credit Rating Industry: An Industrial Organization Analysis,” Prepared for the CIPE Project on
“Credit Ratings and the International Economy,” p.17 (2001).

* Letter from Antitrust Division of the U.S. Department of Justice in the matter of File No, $7-33-97
Proposed Amendments to Rule 15¢3-1 under the Securitics Exchange Act of 1934 (Mar. 6, 1998).

* 17 CFR Parts 240 and 249b; 72 FR 116 (June 18, 2007).
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terms of their share of the U.S. rating agency market.® Total U.S. revenue of rating
agencies other than Moody’s, S&P and Fitch is estimated to be less than $25
million.

THE MAJOR CREDIT RATING AGENCIES HAVE CONSISTENTLY
FAILED TO PERFORM THEIR BASIC MISSION OF PROVIDING TIMELY
AND ACCURATE RATINGS OF DEBT OBLIGATIONS

1900-1970 — A comprehensive study of the bond rating industry by L. Macdonald
Wakeman concluded that “although the rating agencies had acquired excellent
reputations since the early 1900s for accurately evaluating and reporting the risks of
new bond issues,” by the 1970s, bond ratings came to do little more than mirroring
the market’s assessment of a bond’s risk.”

Enron, ef al. - While the Enron case, where S&P and Moody’s maintained their
investment grade ratings on the company’s debt as late as four days before its
bankruptcy filing, became a cause célébre, the work product of the major ratings
agencies was equally dismal in numerous other instances, including Orange County
California, Mercury Finance, Pacific Gas & Electric, Enron, WorldCom, Delphi,
General Motors and Ford. As stated by Professor Jonathan R. Macey of the Yale
Law School in congressional testimony leading up to the enactment of the 2006
reform legislation, there is “a plethora of academic studies showing that credit ratings
changes lag the market.”® He further observed that “to the extent that it [their work
product] is accurate, by the time it reaches investors it is so stale as to be useless to the
investors...”

The Major Credit Rating Agencies not just Missed the Subprime Meltdown
They Actively Abetted It — A recent report of the President’s Working Group On
Financial Markets concluded that “credit rating agencies contributed significantly to
the recent market turmoil by underestimating the credit risk of subprime RMBS and
other structured products, notably ABS CDOs.”® In a formal Complaint filed with
the SEC, the National Community Reinvestment Coalition stated the proposition
somewhat more bluntly: “The rating agencies knowingly issued false and inflated
ratings for securities backed by problematic high-cost loans that have created a
financial nightmare for millions of families across the country whose homes have
been lost to foreclosure or are now in jeopardy of foreclosure...”
Because rating agencies are paid by the companies whose bonds they rate, Taylor

¢ Two of the five new NRSROs are Japanese companies with negligible U.S. business.

7 “The Real Function of Bond Rating Agencies,” Modern Theory of Corporate Finance, 391 (1984),
(quoted by Frank Partnoy, “The Siskel and Ebert of Financial markets?: Two Thumbs Down for the
Credit Rating Agencies,” 77 Wash. U.L.Q. 619, 648 (1999)).

¥ Field hearing on H.R. 2990, the "Credit Rating Agency Duopoly Relief Act of 2005." Before the House

Committee on Financial Services, 109" Cong., 1% Sess. (Nov. 29, 2005).

o “Policy Statement on Financial Market Developments,” p.8, (March, 2008).
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said the agencies suffer from “an inherent conflict that created one of the worst
financial crisis this country has ever faced.”'°

4. The Major Rating Agencies have Accumulated so much Dominance that it

actually Impedes the Performance of their Market Function — The current
example of the bond insurers such as MBIA, ACA, and FGIC demonstrates the
perverse situation where the market power of S&P and Moody’s works in the
opposite direction of their role as providers of timely and accurate bond ratings,
i.e. their practices actually serve to hide financial risk from the investing public.
As MBIA and the other bond insurers went from enhancing relatively safe state
and local obligations to guarantying complex asset-based credit instruments, their
liabilities (now losses) increased dramatically relative to capital levels. S&P and
Moody’s are still carrying the insurance units of MBIA as AAA even though state
insurance officials have been arranging “bail-out” scenarios for the entire
industry. The regulators and the market are of the view that the companies would
likely fail if their AAA ratings were revoked. Bear Sterns was another example
of the regulators and the credit rating agencies working to prop up a company
through false assurances until it was too late.

WHY HAS EGAN-JONES BEEN ABLE TO PROVIDE MORE TIMELY AND
ACCURATE RATINGS THAN MOODY’S, S&P AND FITCH?

Investor vs. Issuer Pay Business Model — A critical distinction between Egan-
Jones and its larger competitors in the credit rating industry is that its revenues are
derived from the institutional investors who subscribe to its services, i.e., the
business model which Moody’s, S&P and Fitch followed during the era when they
still enjoyed reputational capital. Many observers have criticized the system
whereby credit rating agencies are paid by the corporations whose debt they are
evaluating as a fundamental conflict of interest. In the words of one industry
expert, “it would be like cattle ranchers paying the Department of Agriculture to
rate the quality and safety of their beef.”!! Professor John C. Coffee, Jr. of
Columbia University Law School has even described the “subscriber pays” model as
one “that issuers and underwriters may fear (because a more independent rating agency
may be more critical of issuers).”"?

SOME MISCONCEPTIONS ABOUT THE PROBLEM

1. Problems arelimited to the Structured Finance area- the recent credit

failures/breakdowns of New Century, Countrywide, the bond insurers, the home
builders, and Bear Stearns were outside of structured finance; the key issue is that

19 press Release of April 8, 2008: “Civil Penalties & Equitable Relief Sought For Consumers &

Communities Injured By Rating Agencies Role In Foreclosure Epidemic; SEC Urged To Suspend
Licenses Of Culpable Rating Agencies.”

i Testimony of J. Kyle Bass, Managing Partner, Hayman Advisors, L.P., before the U.S. House of

Representatives Committee on Financial Services, 110% Cong., 1™ Sess. (Sept. 27, 2007).

12 “Turmoil in U.S. Credit Markets: The Role of the Credit Rating Agencies,” Hearings before the U.S.

Senate Committee on Banking, Housing, and Urban Affairs, 110" Cong., 2 Sess. (April 22, 2008).
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inflated ratings facilitated the unsustainable growth and resulting collapse of credit
quality. Enron, WorldCom and Delphi are also examples of failures of corporate debt
obligations.

Issuer-supported rating firms distribute their ratings for free to the market -
fund managers such as Fidelity pay over $500,000 per year to obtain electronic feeds
and additional commentary on their ratings.

Higher "Chinese Walls" will do the trick - where there is a will, there is a way.
The April 11th WSJ article regarding Moody's firing rating officers for failing to
maintain market share is an indication of the core conflicts. The current situation of
incentivizing high ratings and no penalties for inflated ratings (because of the
freedom of speech defense) is likely to result in serial failures.

More rating firms will "open"” the market- the growth of Fitch as a viable
competitor to S&P and Moody's has not resulted in more timely, accurate ratings.

"They lied to us" - some of the issuer-supported rating firms contend that their
failure to issue timely, accurate ratings were the result of false information provided
by issuers. The issuers have an incentive to skew their information and if the rating
firms have no recourse for ascertaining the truth, they will not.

Separate consulting from rating - from a practical standpoint, it is impossible to
separate the two; the consulting business is not really a significant and separate
business for the major rating agencies. Furthermore, it is extremely difficult to
ascertain when a rating firm is simply responding to investment banker questions or
structuring securities.

Viability of investor-supported model - the issuer-supported rating firms used a
subscription based model from the early 1900's to the early 1970's which was a
substantially longer period than the issuer-supported period.

Investor-supported rating firms have conflicts — investor-supported rating firms
normally do not know whether investors are long or short and are normally motivated
by issuing timely, accurate ratings.

"Investors are at fault" - there is a natural limit on the amount of due diligence most
investors can easily perform; a chief investment officer of a non-domestic insurance
firm is unable to get the depth of information some of the rating agencies are able to
obtain. There is a natural need for reliance on credible agents. A person going to a
doctor should be able to assume that the doctor will do his or her best to properly treat
that person. Likewise, investors should be able to assume that a rating firm will use
reasonable effort to issue timely, accurate credit ratings.
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INADEQUACY OF REFORM PROPOSALS ADVANCED TO DATE

In the face of an estimated $1 trillion or more in losses as estimated by the
International Monetary Fund, there have been three major U.S. initiatives put forward
to address the situation.

1. Industry Best Practices — The major credit ratings agencies have reshuffled
management and announced a number of industry “best practices” to address
concerns in the marketplace. Included among these measures are:

* Enhanced review of the due diligence process conducted by originators and
underwriters;

+ Enhancement of analytical methodologies;

» Providing more clarity about the credit characteristics of structured finance
ratings;

« Promoting objective measurement of ratings performance;

+ Enhancing investors’ understanding of the attributes and limitations of credit
ratings;

« Rotation of analysts; and,
+ Establishment of Ombudsman to manage conflicts.
2. New York Attorney General Settlement —

« Credit rating agencies will establish a fee-for-service structure where they will
be compensated regardless of whether the investment bank ultimately selects
them to rate a RMBS.

+ Credit rating agencies will disclose information about all securitizations
submitted for their initial review. This will enable investors to determine
whether issuers sought, but subsequently decided not to use, ratings from a
credit rating agency.

« Credit rating agencies will establish criteria for reviewing individual mortgage
lenders, as well as the lender’s origination processes.

« Credit rating agencies will develop criteria for the due diligence information
that is collected by investment banks on the mortgages comprising an RMBS.

» Credit rating agencies will perform an annual review of their RMBS
businesses to identify practices that could compromise their independent
ratings. The credit rating agencies will remediate any practices that they find
could compromise independence.
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» Representations and Warranties. Credit rating agencies will require a series of
representations and warranties from investment banks and other financially
responsible parties about the loans underlying the RMBS.

3. SEC Proposal to Amend NRSRO Regulations — The first part of the SEC’s
proposal would:

« Prohibit a credit rating agency from issuing a rating on a structured product
unless information on assets underlying the product are available.

+ Prohibit credit rating agencies from structuring the same products that they
rate.

« Require credit rating agencies to make all of their ratings and subsequent
rating actions publicly available. This data would be required to be provided in
a way that will facilitate comparisons of each credit rating agency's
performance. Subscriber-based rating agencies will be accorded a six-month
delay in providing this information.

» Prohibiting anyone who participates in determining a credit rating from
negotiating the fee that the issuer pays for it.

« Prohibit gifts from those who receive ratings to those who rate them, in any
amount over $25.

* Require credit rating agencies to publish performance statistics for one, three,
and ten vears within each rating category, in a way that facilitates comparison
with their competitors in the industry.

» Require disclosure by the rating agencies of the way they rely on the due
diligence of others to verify the assets underlying a structured product.

» Require disclosure of how frequently credit ratings are reviewed; whether
different models are used for ratings surveillance than for initial ratings; and
whether changes made to models are applied retroactively to existing ratings.

* Require credit rating agencies to make an annual report of the number of
ratings actions they took in each ratings class, and require the maintenance of an
XBRL database of all rating actions on the rating agency's website.

« Require the public disclosure of the information a credit rating agency uses to
determine a rating on a structured product, including information on the
underlying assets.

+ Require documentation of the rationale for any significant out-of-model
adjustments.
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The second part of the Commission's proposal would require credit rating
agencies to differentiate the ratings they issue on structured products from those
they issue on bonds, either through the use of different symbols, such as attaching
an identifier to the rating, or by issuing a report disclosing the differences between
ratings of structured products and other securities. A third initiative by the SEC
seeks to lessen reliance on credit ratings by removing regulatory mandates.

4. ANALYSIS — These proposals are well-intentioned and some certainly move in the
right direction but they share a common defect: they proceed from the erroneous
premise that the major rating agencies are in the business of providing timely and
accurate ratings for the benefit of investors when, in fact, these companies have, for
the last 35 years, been in the business of facilitating the issuance of securities for
the benefit of corporate issuers and underwriters, i.e., the entities which pay them.

RATING AGENCY REFORM PROPOSALS

1. Disclosure by Rating Agency - The publication of any debt rating, whether in written
reports or on websites, should be accompanied by a prominent disclosure statement
indicating how the entity which provided the rating has been compensated. For example,
if a rating agency is paid by the issuer of the securities, a securities dealer, a securities
broker or any other party being compensated from the proceeds of the sale of the debt
obligations being rated, this fact would be disclosed. If the rating agency’s report is paid
for by investors or any other party, it would likewise be required to disclose the generic
source of its compensation.

2. Disclosure by Institutional Money Managers - Fiduciaries such as mutual funds,
pension funds and investment advisors currently disclose the general risk profile of a
particular fund in their annual or more frequent investor reports. If the fiduciaries invest
in rated debt instruments, they should also be required to disclose and describe the extent
to which they rely on external ratings and whether or not those ratings were generated by
rating firms compensated directly or indirectly from the sales proceeds of the debt
issuance.

3. Elimination of SEC Exemption - Rating agencies are exempt from the SEC’s Fair
Disclosure rules (Regulation FD), which can allow them special access to material
nonpublic information from issuers of corporate debt. This is a form of information
monopoly which puts the investing public at a disadvantage and contributes to the
perception that rating agencies “know better.” This special treatment should be ended in
order to ensure the uniform release of credit information to all market participants.

If Regulation FD is not abolished, then, at a minimum, issuers soliciting ratings for a
corporate or asset-based security should be required to provide their offering data and
related information to all SEC designated NRSROs each of which can then decide
whether or not to rate the issue. This can be easily accomplished through a secure,
NRSRO-access only web site, as is utilized today by all the major investment banking
firms for M&A transactions. Once offered, this information cannot be withdrawn from
an individual rating agency, as was recently done recently by MBIA when the company
became concerned that Fitch was likely to downgrade its status.
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4. Business Model Independence - Both Moody’s and S&P followed the “investor paid”
business model from their founding in the early 1900s until the 1970s when the shift to
the “issuer pay” business model came into prominence. As part of its recent exposé of
the industry, Barron’s suggested that rating agencies “be encouraged to make their
money from investor subscriptions rather than fees from issuers, to ensure more impartial
ratings.” One way to do this would be to phase in a requirement that any rating agency,
in order to maintain its NRSRO designation, derive a given percentage of its annual
revenues from investors rather than relying almost exclusively on issuers.

5. Financial Regulatory Requirements - Bank capital requirements, particularly after
the recent adoption of the so-called Basel II revisions, rely on NRSRO ratings for
purposes of prescribing appropriate capital levels. Assets with high quality ratings are
subject to lower capital requirements than lesser rated and non-investment grade bonds.
Financial regulatory bodies in the U.S. and abroad are increasingly concerned about the
impact which inflated ratings may have on the banking system. Sincé most bond issues
carry ratings from two agencies, an antidote would be to require that one of these ratings
be from a company which was not compensated by the issuer of the bonds.

As noted, banks using external ratings to compute their capital compliance should also be
required to disclose in their SEC and other regulatory filings the extent to which they rely
on NRSRO ratings to value their bond portfolios and the rationale for this reliance,
including whether or not those external ratings were generated by rating firms
compensated directly or indirectly from the sales proceeds of the debt issuance.

6. Disclosure of “Forum Shopping” for Ratings - Assigning ratings on structured
finance bonds differs from the process for corporate and municipal bonds. In the
unsecured corporate and municipal markets, debt issuers are subject to being rated by all
of the rating agencies because financial information is publicly available to all parties.
The structured finance market has been a “rating by request” market where the debt
issuers invite some or all of the major rating agencies to preview the collateral pools so
the rating agencies can provide preliminary rating indications that can be used to size the
bond classes and structure the bond transactions.

Historically, all of the rating agencies have agreed to bow out of the rating process if they
are not actually selected by the debt issuer to rate a securities transaction. This has
encouraged the debt issuers to shop for the best ratings so they can optimize their
securitization proceeds. Given the lucrative nature of the rating business for structured
finance ($750,000 to $1 million per issue), rating agencies have had incentives to
compete for rating assignments. This incentive could be neutralized by requiring
issuances over a certain dollar threshold to disclose whether the issuer discussed a rating
with any rating agency that did not issue a rating for the issue.

THE NEED FOR LEGISLATION
In August, the Congress completed action on important remedial legislation

addressing the following industries perceived to have contributed to the mortgage
meltdown: appraisers, mortgage brokers, other lenders, investment banks and the
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secondary mortgage agencies. It is time for the U.S. Congress to correct the glaring
omission of credit rating agencies from this list by insisting that the industry return to the
business model which characterized its first 75 years of successful performance, namely
service to and payment by the investing public.

10



55

Chairman WAXMAN. Thank you very much, Mr. Egan.

Now, pursuant to the unanimous consent agreement, we will
start the questioning 10 minutes on each side, and the Chair yields
5 of his minutes, of his time, to Mr. Yarmuth.

Mr. YARMUTH. Thank you, Mr. Chairman.

I want to thank the witnesses for their testimony.

Mr. Raiter, you explained that mortgage-backed securities are
very complicated. We're all beginning to find that out, that each
one could contain literally thousands of mortgages and the way you
explained in your testimony you need a very sophisticated statis-
tical modeling system to analyze all these mortgages to see how
likely it is that each one or any one might default, and things get
even more complicated when we start talking about collateralized
debt obligations, the securities that are constructed out of numer-
ous asset-backed securities, is that right?

Mr. RAITER. The premise, as I understand it, and I was not in
the CDO group, but the premise in the CDO arena was, by bun-
dling a pool of bonds that had already been rated, that what you
were looking at predominately was the diversity index between the
performance of bonds in the residential market in the pool with
bonds from the corporate market.

Mr. YARMUTH. These are obviously very sophisticated models
that are needed to analyze.

Mr. RAITER. They are supposed to be.

Mr. YARMUTH. So I want to show you a document that the com-
mittee obtained from S&P and get your reaction to it. This is not
an e-mail. This is an instant message or series of instant messages
between two S&P officials who were chatting back and forth over
the computer. It took place on the afternoon of April 5, 2007, and
based on the document, we can identify the two employees as offi-
cials who work in a Structured Finance Division of S&P in New
York City. So a Structured Finance Division would be the one that
analyzes these types, these complicated securities?

Mr. RAITER. That is correct.

Mr. YARMUTH. As I show you these, you will see that what
they're talking about. They're talking about whether they should
rate a certain deal. Here is what they said.

Official No. 1: By the way, that deal is ridiculous.

Official No. 2: I know, right, model definitely does not capture
half the risk.

Official No. 1: We should not be rating it.

Official No. 2: We rate every deal. It could be structured by cows,
and we would rate it.

Official No. 1: But there is a lot of risk associated with it. I per-
sonally don’t feel comfy signing off as a committee member.

This document is not testimony. And it hasn’t been prepared by
an attorney and vetted by the company. It’s just two S&P officials
sending messages to each other, but what they say is extremely
disturbing. Their attitude seems to be casual acceptance that they
rate deals that they should not be rating, deals that are too risky,
and they rate deals no matter how they’re structured.

So I want to ask you, what does the official mean when she says,
“the model definitely des not capture half the risk?” What is she
referring to there?
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Mr. RAITER. Well, again, I'm not an expert on the CDO model or
the methods that they used. But what I have read about is it’s tre-
mendously driven by this diversity index that is supposed to tell
you whether the bonds that are put in one of those transactions are
correlated, so if one sector of the market starts to go down, whether
that might have an impact on the performance of other bonds. As
they started, in my opinion, putting more residential mortgage and
consumer bonds in these transactions, they were highly correlated
in our intuition. We weren’t working on it, but it was highly cor-
related. It really amazed us that they could put so many mortgages
in the pool and still believe that it had diversification risk.

But we were not part and parcel to those conversations. The only
thing that I really got involved in was when I was requested to put
these ratings on transactions we hadn’t seen and to basically guess
as to what a rating might be.

Mr. YARMUTH. I guess maybe to be, put it more simply for lay
people like us is, if somebody says that they’re not assessing half
the risk, would that mean that somebody who was relying on the
ratings to make an investment in those securities would not be get-
ting an accurate picture of the risk that was involved?

Mr. RAITER. I would presume that is an interpretation.

Mr. YARMUTH. Which is the purpose of the ratings, correct?

Mr. RAITER. The purpose of the rating is to clearly and on a time-
ly basis reflect what that risk is according to the experts at the rat-
ing agencies, and that rating apparently did not.

Mr. YARMUTH. Now the committee went back to investigate
whether S&P had in fact rated this particular deal, the one the in-
stant message discusses, and yesterday the SEC informed the com-
mittee that, the committee staff, that it indeed had rated it.

So I'm going to ask, Mr. Egan, what do you think the official
means when she says it could be structured by cows and we would
rate it?

Mr. EGaN. Well, perhaps that cow is particularly talented. What
it means is that it’s ridiculous; that, as the—we have the approach,
again we stepped into the shoes of the investor, that if you don’t
understand it, if it’s unsound, don’t put your rating on it. There is
no law that says that you have to rate everything. In fact, you view
the rating agencies as being similar to the meat inspectors. If the
meat is unsound, that it’s tainted, the inspector has the obligation
to stop the line and get rid of it or it threatens the whole system,
because what happens on the other end of the line that is with in-
vestors is they can’t tell the difference between good meat and
tainted meat. The investors don’t have access to all the informa-
tion. They don’t have the expertise. They’re relying on, hopefully,
an independent agent—and that is the crux of the problem, the
independence—to stop things from coming down the line.

In fact, I would argue that the Fed’s and Treasury’s actions are
going to have less and less impact because it’s not solving the un-
derlying problem. The underlying problem is that ratings link up
providers of capital and users of capital. And if that linkage is bro-
ken, which is what has happened right now, you’re not going to
have people coming into the market. They don’t trust it. They won’t
eat the meat if it is tainted, and we have a breakdown in the sys-
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tem, despite probably about $3 trillion worth of support for the fi-
nancial system.

Mr. YARMUTH. Thank you for using the beef metaphor for the
cow question.

Chairman WAXMAN. Thank you, Mr. Yarmuth.

The Chair reserves the balance of his time, and now turns to Mr.
Davis for 10 minutes.

Mr. DAVIS OF VIRGINIA. I think you milked that one.

I have a couple of questions. First of all, thank you very much
for your testimony. I think it has been very helpful to both sides.

On the next panel, we’re going to hear from senior executives
that acknowledge that the assumptions that S&P used to estimate
the risk of subprime mortgage default in order to produce ratings
of mortgage-backed securities between 2005 and 2007 were wrong.
Is it simply, my question is to each of you, is it simply the case
that they got the assumptions wrong, or do you think there is more
to the story that maybe they aren’t willing to share with us? So I
throw out a couple. Their clients, when you say, who are their cli-
ents, it really wasn’t the general public, was it? It was the securi-
ties they were rating, and it was their shareholders. And they were
real happy with these, isn’t that the underlying problem?

I will start you with, Mr. Egan.

Mr. EGaN. Absolutely. If you're a manager of a public company,
your job is to enhance value of that company as much as possible.
And the providers of 95 percent, between 90 and 95 percent of the
revenues of S&P and Moody’s and Fitch happen to be the issuers.
And the other oddity, and we look at industries all the time you
never find an industry like the credit rating industry. The Justice
Department used the term “partner monopoly,” and that is a fair
term. The problem is that there is no downside for being wrong.
In our case, we’re paid solely by the institutional investor. If we're
wrong, we lose clients. So our job is to get to the truth quickly.
We're sort of like a bank. In the old business model, if you went
to a bank, let’s say 15 years ago, you wanted a mortgage, you go
to a bank, the bank would assess, the banking officer along with
the credit officer would assess your ability to repay the loan. And
then it would go to the head of the credit committee, and then it
would go to the State or Federal bank examiner. So you had three
checks. The goal is to make sure that the credit was assessed prop-
erly. You don’t want to be too tight or you won’t do any business,
and you don’t want to be so loose so you have garbage in the port-
folio.

That system has been thrown out the door to one whereby every-
body involved in the process has an incentive for letting things go
by basically, from the mortgage broker, the mortgage banker, the
investment bank, the issuer-paid rating firm; they all get paid if
a deal happens, and they don’t get paid if a deal doesn’t happen.
In the case of the rating firms, if S&P decides or Moody’s decides
to tighten up their standards, S&P and Moody’s will take the
transaction. And so it’s very easy to just go along with the flow be-
cause the downside is very limited. You can’t be sued, effectively.

Mr. DAvVIS OF VIRGINIA. It’s a great point. The real question is,
I understand where the incentives are. What is your ethical obliga-
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tion? Is it to your clients and your shareholders that are putting
you, up or is it to the public?

Mr. EGAN. They serve two masters. And the most important mas-
ter is the one who pays the freight which happens to be the issuers.
In our case, it’s the institutional investors. Our business has grown
over the past year because we have warned people about the disas-
ters coming down the pike. We got a lot of grief for it because peo-
ple thought we were wrong. But we were worried about the bond
alliance and the broker dealers and a series of others. So our inter-
ests are aligned with the ultimate holders of these securities.

Mr. DAviS OF VIRGINIA. Mr. Raiter, Mr. Fons, do you want to
make any comment? You sat there trying to make the right deci-
sions. You didn’t have the pressures that they felt above to make
profits and to

Mr. RAITER. I believe that Standard & Poor’s at this time, there
was a raging debate between the business managers and the ana-
lysts. The analysts were in the trenches. We saw the transactions
coming in. We could see the shifts that were taking place in the
collateral. And we were asking for more staff and more investment
in being able to build the data bases and the models that would
allow us to track what was going on. The corporation, on the other
hand, was interested in trying to maximize the money that was
being sent up to McGraw-Hill, and the requests were routinely de-
nied. So, by 2005, when I retired, we did have two very excellent
models that were developed but not implemented. And it’s my opin-
ion that had we built the data bases and been allowed to run those
models and continually populated that base and do the analysis on
a monthly quarterly basis, we would have identified the problems
as they occurred.

Another big area that Mr. Egan has discussed is there are two
sides to the rating. You have an initial rating when the bonds are
sold, and then you have the surveillance. And at some point in the
mid-1990’s, the management in Standard & Poor’s decided to make
surveillance a profit center instead of an adjunct critical key part
of keeping investors informed as to how their investments were
performing after they bought the bonds. And as a result, they
didn’t have the staff or the information. They didn’t even run the
ratings model in the surveillance area which would have allowed
them to have basically re-rated every deal S&P had rated to that
time and see exactly what was going on and whether the support
was there for those triple-A bonds.

The reason they gave for not doing it was because they were con-
cerned that the ratings would get volatile and people would start
to feel like all triple-As aren’t the same. And it was a much more
pragmatic business decision than really focusing on how to protect
the franchise and the reputation by doing the right thing for the
investors. Mr. Jones and Mr. Egan pointed out, we weren’t paid by
the investors, but we certainly, at the ratings level, pitched them
because we would say in our presentations, if S&P isn’t on a trans-
action, you ought to ask, why? And we would do the same thing
in presentations that we shared jointly with Moody’s analysts. We
would always tell the investors, you guys are driving this big mar-
ket, and you’re not doing your homework. You're buying everything
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that is coming out the chute, and you need to spend a little more
time on your own analysis and review.

Mr. DAvIS OF VIRGINIA. Nobody looked under the hood.

Mr. Fons. The large ratings agencies do take some fees from in-
vestors. They have so-called investor clients. They market their
services in terms of their research service and other things, so
there is some focus there. But as I said in my testimony, as Mr.
Raiter just mentioned, the franchise derives from the reputation
that the firms have. And that comes from serving the ultimate cli-
ents, and that is the investor, particularly an investor who hasn’t
bought a bond yet who is considering a purchase of a security.

Mr. DAvVIS OF VIRGINIA. And that was really what was betrayed
here, isn’t it?

Mr. Fons. That focus led to the rise in the reputation that helped
build the franchise that they eventually saw as a cash cow, and
they wanted to milk and start serving many masters. As you said,
you can’t do that.

Mr. DAvIS OF VIRGINIA. I will reserve the balance of my time.

Chairman WAXMAN. The gentleman reserves the balance of his
time.

Mrs. Maloney.

Mrs. MALONEY. Thank you Mr. Chairman.

And I thank the panelists today.

Mr. Egan, in your testimony, you basically said that these credit
rating agencies were the gatekeepers. They rated these very com-
plex products, the derivatives, the mortgage-backed securities on
which investors and, I would say, the entire economy relied. I have
to say that it is important to note that the President’s working
group has said that the credit rating agencies contributed substan-
tially to the present financial crisis by their failure to warn inves-
tors of the recent wave of credit defaults and institutional failures.

I would like to begin with you, Mr. Fons, and look at how aware
these credit rating agencies were of the risk that was out there.
And I want to ask you about a presentation prepared by Moody’s
CEO Raymond McDaniel. This presentation was prepared for a
meeting of Moody’s board of directors on October 25, 2007, when
the company was coming to grips with its role in the subprime de-
bacle. The document, in my opinion, is an exceptionally candid in-
ternal assessment of what went wrong at Moody’s. Its title is,
“Credit Policy Issues at Moody’s Suggested by the Subprime Li-
quidity Crisis,” and it is marked “confidential and proprietary.”

Under the heading, “Conflicts of Interest: Market Share,” the
documents says, “the real problem is not that the market
underweights ratings quality but rather that in some sectors it ac-
tually penalizes quality. It turns out that ratings quality has sur-
prisingly few friends. Issuers want high ratings. Investors don’t
want ratings downgrade. Shortsighted bankers labor shortsightedly
to game the ratings agencies.”

Mr. Fons, you used to work at Moody’s. This document appears
to contradict years of public statements by Mr. McDaniel and other
Moody’s officials that they are not pressured by the issuers. And
I'd like to ask you, Mr. Fons, are you surprised by this kind of as-
sessment that Mr. McDaniel would be making to his board of direc-
tors?
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Mr. FoNs. No, I'm not surprised at all. I mean, this totally re-
flected my views and the views of many others at the firm. Many,
of course, didn’t want to hear this.

One problem with this whole statement is that the emphasis is
on rating quality, and in my view that is something that has never
really been clearly articulated by the agencies or by the regulators
or by anybody else. We talk about ratings quality, but there is no
clear definition of what that means, and without a firm target
there, we don’t have much to go on.

But clearly what he is referring to is accurate ratings here. And
we definitely knew that the investors were conflicted in what they
wanted in terms of having stable ratings on bonds once they held
them, that issuers are conflicted and they wanted high ratings on
their securities, whether or not they deserved them, and that bank-
ers were taking advantage of the competition in the industry to
game the system.

Mrs. MALONEY. Let me read another quote from this document.
Mr. McDaniel further writes, “Unchecked competition on this basis
can place the entire financial system at risk.”

It appears he was correct, knowing back in 2007 their failure to
act put our entire financial system at risk. And are you surprised
by this statement? What is your comment on this statement?

Mr. Fons. Well, at that point it was too late to do anything. It
was clear the ratings were wrong. It was clear at that point that
the securities that had faulty ratings had already permeated the
entire financial system. And many of these other institutions were
unwitting victims, including the monoline insurers, including the
banks and insurance companies and others. And so I think this is
not surprising, and I believe it was prescient.

Mrs. MALONEY. In this statement, Mr. McDaniel described how
Moody’s has addressed the tension between satisfying the invest-
ment banks and providing honest ratings; “Moody’s for years has
struggled with this dilemma. On the one hand, we need to win the
business and maintain market share or we cease to be relevant. On
the other hand, our reputation depends on maintaining ratings
quality.”

He describes some of the steps that Moody’s has taken to,
“square the circle.” But he then says, “this does not solve the prob-
lem.”

I would like permission, sir, to put this in the record.

Chairman WAXMAN. Without objection.

[The information referred to follows:]
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Credit Policy issues at Moody's suggested by the subprime/liquidity crisis

" 1 The management group has b’egﬁn identifying issues and weaknesses
that the organization needs to address. These are treated in very preliminary form in the
Solutions document that has been included in the Directors Packet.

2 My purpose here is to offer a framework for how we are thinking about
these challenges conceptually and note some of the initiatives being taken.

3 We will also need to conduct a carefil post mortem of the experience

Conflict of interest
MARKET SHARE

4 In an increasing number of markets, Fitch i3 an acceptable
substitute for either S&P or Moody's. In other markets, any one of the three is enough.
With the loosening of the traditiona! duopoly, how do rating agencies compete?

5 ideally, competition would be primarily on the basis of ratings
quality, with a second component of price and a third ‘component of service.
Unfortunately, of the three competitive factors, rating quality is proving the Jeast
powerful given the long tail in measuring performance. Were that the extent of the
problem ~-that it is hard 1o measure quality and hence price and service are
disproportionately weighted -- it would pinch profitability, forcing rating agencies to
spend more on service and take Jess in fees. But that is no different than for most other
businesses ahd we can cope. The rea] problem is not that the market does underweights
ratings quality but rather that, in some sectors, it actually penalizes quality by awarding
raling mandates based on the Jowest credit enhancement needed for the highest rating.
Unchecked, competition on this basis can place the entire financial system at risk. It
turns out that ratings quality has surprisingly few friends: issuers want high ratings;
investors don't want rating downgrades; short-sighted bankers labor short-sightedly to
game the rating agencies for a few extra basis points on execution,

A Moody's for years has struggled with this dilemma. On the one
hand, we need to win the business and maintain market share, or we cease to be relevant. -
On the other hand, our reputation depends on maintaining ratings quality (or at least
avoiding big visible mistakes). For the most part, we hand the dilemma off to the team
MDs to solve. As head of corporate ratings, I offered my managers precious few
suggestions on how to address this very tough problem, just assumed that they would
strike an appropriate balance. 1 set both market share and rating quality cbjectives for my

CONFIDENTIAL & PROPRIETARY MOODY'S-COGR-0038026
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MDs, while reminding them to squars the circle within the bounds of the code of conduct.

7 Although the business does square the circle in some situations, the
market share pressure persists in others. Moody's has crected safeguards 1o keep teams
from too edsily solving the market share problem by lowering standards. These
protections do help protect credit quality.

(a) Ratings are assigned by ittee, not individuals. (However,

B

entire committees, entire depmmenrs are susceptible to market share objectives.)

(b) Methodologies & criteria are published and thus put boundaries
on rating committee discretion. (However, there is usually plenty of latitude within those
boundaries to register market influence.)

- (¢) Strong culture of imegrify; code of conduct etc.
8 We are adding several more safeguards

(d) No one with market share objectives may chair rating

committee .
(e) Tighter limits on the link between LOB revenue performance

and individual compensation

S . . This does NOT solve the problem though. The RMBS and CDO
and SIV ratings are sxmplv the latestinstance of" uymg to hit perfect rating pitch in a
noisy market place of competing interests. .

RATING ERCSION BY PERSUASION

10 Analysts and MDs are connnua!ly "pitched” by bankers, jssuers,

* investors --all with reasonable arguments -- whose views can color credit judgment,
sometimes improving it, other times degrading it (we "drink the kool—md“) Coupled with
strong internal emphasis on market share & margin focus, this does-constitute a "risk" to
ratings quality. Various protections are being set in place:

[GX. more independent credit policy function
{g) More cross-L.OB participation in credit policy committees
¢h) More cross-LOB rotation of managers or credit policy people

Tn addition, bad ratings must be perceived to have (much) worse,
consequences than market share slippage. Accountability is key. (It is also tricky to
implement.)

CONFIDENTIAL & PROPRIETARY MOODY'S-COGR-0038027
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RATING EROSION FROM SUCCESS

11 . The RMBS & derivatives teams are comprised of conscientious
bnght pcople working long hours; They are highly desirous of gefting the rating right.

12 Butacertain complaccncy about ratings quality is inevitable aftera
prolonged period of rating success. For years these deals were seemingly
overcolisteralized (characterized by upgrades consistently and broadly outpacing
downgrades), given rising housing prices and low interest rates and a decent economy.
There seemed to be ample surplus even for a had scenario. But, asit tumed out, hot
enough for an extreme scenatio.

13 Orgamzatlous often interpret past successes as evidencing their
and the adeq of their procedures rather than a rup of goad huck,

P

14 - Failures motivate search for new methods and systems Jess likely
to fail. In contrast, our 24 years of success rating RMBS may have induced managers to
merely fine-tune the existing system - 10 make it more efficient, more profitable, cheaper,
more versatile. Fme‘tumng rarely raises the probability of success; in fact, it often makes

success less certain,

INDEPENDENT REVIEW WITHIN MOODY'S

15 We are instituting periodic, mdepcndcm review of: ratings,
methodologies, models, assumptions, and data used i in the rating process, with concerns
referred back to the rating group for attention

f

16 We have been criticized for rating mcthodolcgjes that are not
sufficiently transparest. We publicly post methodologies and, in masy cases, our models
in an effort af transparency. In addition, we will now: (i) publish & discuss key
assumptions, adequacy of supporting data, areas of greatest uncertainty; . (i)
describe/dimension scenarios that would trigger Joss for a structured tranche,

17 ltis crucial that we bring the broadest credit judgment possible to
market sectors and asset types. To do that better, we will look for ways to better track
market pricing, liquidity, metrics, investor/trader sentiment to infuse our credit thinking
with a more timely and dynamic sense of real world conditions. .

- 18 Chris Mahoney hias initiated the Global Financial Risks
Perspectives series, to identify and discuss financial system risks and is developing s new
annua) process of identifying and publishing a “central scenario” for expected market and
economic conditions, along with several stress scenarios. Each rating sector or region will

CONFIDENTIAL & PROPRIETARY MOODY'S-COGR-0038028



65

fusther develop or adapt these scenarios for use in industry outlooks, ta!mg committees,
and research. This should add coherence snd substance to the assumptions that go into
our ratings, s well as improving our transparency to the market.

THE NEED FOR INVESTMENT

19 Might under-funding put our ratings accuracy at risk? We should
closely and regularly evaluste the adequacy of siaffing, data system, models,
methodologies, and credit oversight. One way to do that might be an independent rank
ordéring of rating groups in terms of resource adequrcy. Concerns might be veported as
part of Chester's quarterly ERM report.

20 To state the obvious, there will always be tension between fanding
ratings quality and hitting our margins.

21 Moody’s Mongagc Model (M3) needs investment
22 Data & data systems in SFG and Banking need investment.

23 Froma credit policy perspecuve, we want {o be in a position to
JUST SAY NO to amarket opportunity, when imperative to do so from a quality
perspective. We have done thatin the pest (e.g: net interest margm sewmmtmns, capital
notes on STVs; Canadian CP liquidity arrangements). How to do it more aggressively
without simply exiting whole market sectors is an unsolved problem.

Other

24 Our Aaas are intended to be estimations of expected credit loss
over the life of a securiiy. In Fundamental this means that once in avery great while s
single Aaa might default on.an obligation and trigger a loss. But in SFG it means thata
larger number of Asas might rea!izc 4 loss but at such low Jevels as a percentage of
principle and interest that the loss is consistent with the rating. This can lead 10 greater
volatxhty in the rating of a structured security. The market may find that volatility
inconsi: with their exp ions atthe Asz or Aa rating levels. We dre looking for

ways to respond.

CONFIDENTIAL & PROPRIETARY MOODY'S-COGR-0038029
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Mrs. MALONEY. And what is your view on this statement, Mr.
Fons? And I welcome Mr. Egan and Mr. Raiter to make comments
likewise.

Chairman WAXMAN. The gentlewoman’s time has expired, but we
will allow you the time to answer.

Mr. Fons. I believe you hit the nail on the head. It is a difficult
problem, and we don’t see an easy answer.

Mr. EGAN. In our view, it is not a difficult problem. In fact, it
is very simple. This is a—go back to a model that has worked, actu-
ally, from biblical times. And that is you want an alignment be-
tween the ultimate holder of these assets and whoever is assessing
them. If you have that, a lot of problems will fall away. You won’t
have people, you know, taking out mortgages that they had little
chance of paying back.

But you want to focus on the right thing. Some people say it is
a subprime crisis or Alt-A or whatever. No, our view is is that it
is really an industry problem. It is a regulatory problem. We use
the analogy of a 90-year-old man that had a triple bypass oper-
ation. There is no reason that person shouldn’t be allowed to get
insurance. Just like subprime mortgages have a legitimate purpose,
Alt-A mortgages have a legitimate purpose. But back to the 90-
year-old man who wants to get insurance, just make sure that the
risk is properly assessed. OK? That he is charged appropriately for
that.

Chairman WAXMAN. Thank you, Mr. Egan. Thank you, Mrs.
Maloney.

Mr. Issa.

Mr. IssA. Thank you, Mr. Chairman.

I would hope we are not talking about dental insurance here for
that 90-year-old gentleman. But I understand the risk assessment.

Let’s go through a couple of things. I think up here on the dais
we realize that there has been an aircraft crash. And, you know,
there is probably a pilot that didn’t do the right thing, a mechanic
that didn’t do the right thing, maybe Boeing didn’t do the right
thing; and you go back and you say the plane fell out of the sky
because everyone messed up.

What we're trying to did here and what we’re hoping you will
help us with is assess how to keep Congress from doing the two
things we do so well, which is nothing at all and overreact. And
it is the latter that I am concerned about.

Mr. Egan, I want to followup on something that is the premise
of your testimony, I believe; and that is that “whose bread I eat,
whose praise I sing.” And that is what I think I heard. That inher-
ently you give an honest answer to your client, but you are also
skewed that way. That the rating agencies taking money from the
people selling the instruments was a conflict. Is that roughly, loose-
sense correct?

Mr. EGAN. It is a conflict, yes. An unmanageable conflict, too.

Mr. Issa. OK, let’s go through a couple of things. I want to judge
how much of a conflict. PricewaterhouseCoopers rates a public com-
pany in their audit; right?

Mr. EGAN. Yes.

Mr. Issa. They are paid by the company that they are auditing
to give an honest and independent audit.
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Mr. EGaN. Right.

Mr. IssA. There is an assumption that they do. If they don’t, the
entire audit system falls apart.

A CEO of a public company under Sarbanes-Oxley signs saying
I'm telling the truth about the condition of my company on that re-
port that is prepared by the public accounting firm but has his sig-
nature. Generally truthful; right?

Mr. EGaN. Right.

Mr. IssA. Held to be truthful. We rely on it.

If you are an ISO 9001 manufacturer, you pay people to say
whether your quality manufacturing system is in fact credible; and
they rate you for whether you meet that; right?

Mr. EGAN. Yes.

Mr. IssA. OK. Goldman Sachs takes a company public, takes
their stock and sells it. Ultimately, Goldman Sachs makes a for-
tune on it. But isn’t there an essential belief that they are bringing
it to market—they are making a lot of money, but they are bring-
ing it to market at a relatively par level; and, historically, isn’t that
relatively true?

Mr. EGAN. Yes.

Mr. Issa. My premise to you is, since we rely on all of these in
the system and all of these are paid for by the person who in a
sense gets rated, might I not ask the question this way? The
subprime loans were essentially the equivalent of taking the Dow
Jones industrial average, having no equity in it, and then having
no margin call, but saying it is triple-A rated. If I put a package
together of the S&P 500 today and I took one of each of those
stocks and put it in there and I sold it as a package and Moody’s
underwrote it as triple-A but it had no equity in it and it had no
statement of my income and it had no recourse, wouldn’t in a sense
that be closer to what these packages were? Where you had a liar’s
loan, no down payment, and the only way that the loans are going
to be paid back was, A, they had to stay the same or go up; and
in some cases if they didn’t go up the people couldn’t have made
the payments anyway and yet they got a high rating.

Isn’t it the fundamental, actual underpinning of these documents
that should never have gotten a triple-A rating separate from the
question of conflict?

Mr. EGaN. No. Let me explain.

Mr. IssA. OK. Let’s go through that. Now I have very limited
time. So I want you to answer, but I want to pose it in a way that
you can answer it I think consistent. And I think Mr. Fons also
wants to.

Were there subprime loans in which the substantial portion of
the package had little or no down payment?

Mr. EGAN. Yes.

Mr. IssA. OK. Were these in most cases people who in retrospect
were unlikely to be able to make those payments with their current
income if it stayed the same?

Mr. EGAN. Yes.

Mr. IssA. And, by definition, the economy has rises and falls and
real estate goes both directions up or down; isn’t that true?

Mr. EGAN. Sure, yes.
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Mr. IssA. So how do you put a triple-A rating, knowing that if
that happens these cannot in fact be repaid in full or even close
to it?

Mr. EGAN. The core problem in the case of the mortgage-backed
securities was that the assumption was that housing prices would
increase. In fact, they embedded an acronym—what is it—the
House appreciation rate, which is somewhat ironic because it
doesn’t account for the fact that sometimes houses deflate, decline.

You brought up a lot of very good examples, but there is a dis-
tinction between the examples you gave and the rating industry. In
the case of PriceWaterhouse, OK, accounting firms are sued—and
successfully sued—if they’re substantially wrong. In the case of the
rating industry, what the current practice is is that ratings are
opinions. And we agree with that. Because, ultimately, we are not
guaranteeing all the securities. There is too much out there. The
industry would go away. It is a force that—if you did away with
the freedom of speech defense.

In the case of the accounting industry, Arthur Andersen said we
would never allow this nonsense to happen because our reputation
is too important. Well, guess what? On an individual basis, they
obviously did bend their standards with Enron, WorldCom and the
others.

You mentioned Goldman Sachs and others. Sometimes they have
liability. In fact, in the case of WorldCom, they were the under-
writers for I think it was about $11 billion worth of debt that
WorldCom issued about 10 months before bankruptcy. They had to
pay $12 billion. So there are checks and balances. It is rare that
the rating firms have to pay anything for their inaccuracies.

Mr. IssA. Thank you. And thank you, Mr. Chairman. I think the
word “recourse” has come out of this discussion. Thank you.

Chairman WAXMAN. Thank you, Mr. Issa.

Mr. Cummings.

Mr. CuMMINGS. Thank you very much, Mr. Chairman.

Mr. Raiter, Deven Sharma, the president of Standard & Poors,
is probably going to sit in the seat you are sitting in in a few min-
utes. And one of the things that he is going to say to us is that
they received inaccurate information and therefore had no duty to
look at individual mortgages. And one of the things I think that
concerns the American people is how it seems that everybody is
passing the buck, passing the blame, and nobody seems to want to
take responsibility for this phenomenal fiasco.

So I want to ask you—you and other panel members—about a
particularly complex type of financial product, a CDO squared. A
CDO squared is created when CDOs are constructed from pools of
securities issued by other CDOs. They are also sometimes called
synthetic CDOs because they can be backed by no actual mort-
gages. The complexity of these instruments can be simply stagger-
ing.

Let me show you an e-mail exchange between three analysts at
S&P that took place on December 13, 2006. They are trying to fig-
ure out if the rating they are giving a CDO squared is justified.

In this first e-mail, an analyst named Chris Myers says he is
worried about the CDO problems; and this is what he writes:
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Doesn’t it make sense that a triple-B synthetic would likely have
a zero recovery in a triple-A scenario? If we ran the recovery model
with the triple-A recoveries, it stands to reason that the tranche
would fail, since there would be lower recoveries and presumably
a higher degree of defaults.

Now Mr. Myers then writes: Rating agencies continue to create
an even bigger monster, the CDO market. Let’s hope—and this is—
this is striking—let’s hope we are all wealthy and retired by the
time this house of cards falters.

Mr. Raiter, I know you usually rated mortgage-backed securities
and not CDOs, but this is a striking statement for an S&P analyst
to make. What do you think Mr. Myers meant when he called the
CDO market a house of cards? And this would seem to almost go
directly against what Mr. Sharma has written in his written testi-
mony that there were certain—that they had come to a point where
they didn’t have information and therefore they had no obligation
and therefore let the buck pass to somebody else.

Do you have a response?

Mr. RAITER. Well, my short response is Mr. Sharma wasn’t there
at the time, so somebody else wrote his

Mr. CuMMINGS. What he has done is he has talked about what
has happened over that time.

Mr. RAITER. I don’t believe they didn’t have the information. I be-
lieve it was available on both the residential side and on the CDO
side. I believe there was a breakdown in the analytics that they re-
lied on. And that the house of cards, intuitively, to a lot of us ana-
lysts that were outside the CDO area but were looking at it
through the glass, intuitively, it didn’t make a whole lot of sense.

And as Mr. Egan has suggested, we are all relatively well edu-
cated and intelligent people; and if you couldn’t explain it to us, we
were real curious how this product was enjoying such a tremendous
success. And, unfortunately, anecdotally, we were told that it was
enjoying a lot of success because they were selling these bonds in
Europe and Asia and not in the United States, particularly the
lower-rated pieces.

Mr. CUMMINGS. It sounds like Mr. Egan and you and perhaps
Mr. Fons believe, as Nobel Prize winner, Mr. Krugman, believes,
is that there may have been some fraud here.

Mr. RAITER. Well, I wouldn’t use fraud, sir. I would suggest that
there became a tremendous disconnect between the business man-
agers at our firm that were trying to maximize McGraw Hill’s
share price

Mr. CuMMINGS. Clearly, would you agree there was greed?

Mr. EGaN. I think that there was. Look at the definition of fraud.
When you have—when you hurt somebody and you do it willfully,
then it is fraud.

And in the case—I am relying on the information provided by the
Financial Times, Moody’s knew there was problems with the model
and withheld that information because they didn’t want to move off
of the triple-A. They hurt investors in the process. They knew they
were hurting investors if the information in the Financial Times re-
port was accurate. So, yes.

Another comment on fraud.

Mr. CUMMINGS. Yes, what?
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Mr. EGAN. It meets the normal definition of fraud, exactly. You
have to do some additional investigation, but if the Financial Times
is right, yes, there is fraud.

Also, in terms of fraud in the underlying securities, I stated in
connection with the Enron and WorldCom hearing that there’s al-
ways fraud connected with financial matters where people—where
firms are failing. It is normal. OK? It is normal for the WorldCom
executives to say everything is fine, don’t worry about it. But yet
it is the job of the credit rating firm to assess that and to get to
the truth.

And that’s where the alignment of interests is absolutely critical.
If you don’t have that, you have a breakdown in the system; and
that is exactly what we have right now.

Mr. CUMMINGS. Thank you, Mr. Chairman.

Chairman WAXMAN. Thank you, Mr. Cummings.

Before I recognize the next questioner, I want to ask unanimous
consent to allow all documents referred to in statements and ques-
tions throughout this hearing to be part of the record.

Without objection, that will be the order.

Mr. Bilbray.

Mr. BiLBRAY. Thank you, Mr. Chairman; and I want to thank all
the panel for being here.

And I really want to say, Mr. Egan, thank you for saying bluntly
what a lot of people have been thinking, wanting to have open—
and saying, look, this thing has reached the point to where there
is no reasonable way to say that it has not crossed fraud. Now how
much over? We could say who would have thought that real estate
would ever go down in this illusionary time. That is the difference
between the expert and the general public, supposedly.

Do you think the rate shopping played a major role in this crisis?

Mr. EGaN. Absolutely.

Mr. BILBRAY. And that—would you say that rate shopping and
the way it was done would be defined to reasonable people as fraud
instead of just a normal business cycle?

Mr. EGAN. Well, it is incremental. So it is harder to throw it in—
in my opinion, it is harder to throw it into the category. To ulti-
mately reach that level where you are hurting the public, you knew
were hurting the public and yet as a firm, a publicly held rating
firm, you are pressured into it.

But I think there is a deeper problem, and the deeper problem
is addressing the question why is there ratings shopping? Why can
issuers go from one firm to the other firm to the other firm and
get the highest rating and there is relatively little downside for the
rating firm because they have the freedom of speech defense?

I think you have to step back and say, how do we fix this? And
I think you fix it from the institutional investor standpoint, which
will trickle down to the individual. The institutional investor
should know darned well that these ratings are paid for by the
issuers—99.5 percent. Why in the world do they have all their in-
vestment guidelines geared to conflicted ratings? They should make
the adjustment, because it is a fool’s error to try and rein in the
activities of S&P and Moody’s. It won’t happen over the long term,
because there is a natural tendency to serve their master’s, the
issuers.
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Mr. BILBRAY. Following your analogy to the meat inspector, the
fact that if the meat inspector gets paid per side of beef that is ap-
proved, there is an inherent conflict with him finding the tainted
meat and throwing it off the line because they get paid less.

Mr. EGaN. Absolutely. Yes, sir.

Mr. BILBRAY. That is the analogy that you worked on.

The other analogy that you used—Saint Augustine teaches us
that when we want to find fault then we should start looking at
what we’re not doing properly.

Mr. EGAN. Sure.

Mr. BILBRAY. The analogy that you used of the elderly man get-
ting a triple bypass needs to be required to pay more because there
is more risk there.

Mr. EGAN. Yes.

Mr. BILBRAY. And that more is not punitive. It is just common
sense—I mean, it is not punitive, but it is prudent.

Mr. EGAN. It is sustainable. You could set up a firm just to in-
sure those people.

Mr. BILBRAY. And you realize in this town, in Congress, they
would call you mean spirited and that attitude picks on those who
can least afford to pay on that. And I'll give you an example. We
have the same thing here. We were talking about, I have to as-
sume, that the degree of subprime loan, the general population
that received those subprime loans tended to be in the lower socio-
economic rating, wouldn’t you say?

Mr. EGAN. Yes.

Mr. BiLBRAY. OK. Now in this town you start requiring those
people to carry more of the burden of ensuring their loan, there are
a lot of people here that would be the first ones to attack you for
doing that because you are targeting those who could pay the least.

Mr. EGAN. There is a place for public policy interests, and there
is a place for good business decisions. We are in the—our job is to
protect investors, and everything is geared toward that.

Mr. BiLBRAY. And I understand that. And I will just tell you
something. There are a lot of people in this town on our side of the
dais who would love to turn every program into a welfare pro-
gram—be it loans, be it the tax system or everything else. And
then when the system starts crumbling because it cannot maintain
itself, it is the little guy that gets hurt the worst in these crises.
And I wish we would remember that when we mean to help the
little guy we actually can do damage.

Mr. EGAN. Absolutely. One case in point is the commercial paper
crisis. It might be that GE is helped out because it is a large, im-
portant issuer. But what about the secondary and tertiary issuers
of commercial paper?

That is why we encourage a return to a sustainable system. The
government can’t—the Fed and the Treasury can’t issue a new pro-
gram every week and hope to save the market. What is needed is
a return to the policies that have worked over time. And that is
basically checks and balances, two forms of ID. Make sure that the
credit quality is properly assessed so that the money will flow in.
So that the French treasurer who is burned because he invested in
triple-A of Rhinebridge and Automo was rated triple-A and was
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slammed down to D in a period of 2 days will come back into the
market after there are some checks and balances reinstalled.

Mr. BILBRAY. Thank you, Mr. Chairman.

Chairman WAXMAN. Thank you, Mr. Bilbray.

Mr. Kucinich.

Mr. KuciNIicH. Thank you, Mr. Chairman.

Mr. Fons, did you write a white paper on rating competition and
structured finance?

Mr. Fons. I did.

Mr. KUCINICH. And in that paper did you say that recent rating
mistakes, while undoubtedly harming reputations, have not materi-
ally hurt the rating agencies? On the contrary, rating mistakes
have in many cases been accompanied by the increase in the de-
mand for rating services. Did you say that?

Mr. Fons. Yes.

Mr. KucCINICH. And so we have a situation where the rating serv-
ices are actually profiting even though their ratings may not in fact
have been created; is that correct?

Mr. Fons. [Nonverbal response.]

Mr. KuciNIicH. Thank you, sir.

Mr. Chairman, members of the committee, look at this system.
Investment banks need high ratings. Moody’s, Standard & Poors
need lucrative fees from the investment banks. Investment banks
get the ratings, Moody’s gets the fees, we know what the investors
get, and we know what the taxpayers get.

Now, Mr. Fons, we have a document here called Ratings Erosion
by Persuasion, October 2007. It is a confidential presentation that
was prepared for the company’s board of directors at Moody’s. I
want to read you one part of the section that says: Analysts and
managing directors are continually pitched by bankers, issuers, in-
vestors, all with reasonable arguments whose use can color credit
judgment, sometimes improving it, other times degrading it. We
drink the Kool-Aid.

What does that mean?

Mr. Fons. I think it’s human nature to be swayed to some extent
by the people you interact with. And they are being pressured—
they are being pitched because their ratings are important, their
ratings carry weight in the market. At least they had at that time.
And they had a lot of incentives to listen to these people.

Mr. KuciNicH. Thank you.

I would like to submit for the record from the Oxford dictionary
of American Political Slang: To drink the Kool-Aid: To commit to
or agree with a person, a course of action, etc.

Mr. Fons, did Moody’s offer a German insurance corporation,
Hannover, to rate its credits? Do you have any knowledge of that?

hMr. FoNs. I'm not sure. No. I don’t know exactly what happened
there.

Mr. KuciNicH. Could you provide to this committee the answer
to this question: Whether or not Moody’s offered to rate Hannover’s
credit and when Hannover refused, whether it gave it an adverse
rating?

And I'm raising this question, Mr. Chairman and members of the
committee, for this reason. On January 10th, the same day that
you wrote your article, according to Alex Coburn in Counterpunch,
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he said that Moody’s gave the U.S. Government a triple-A credit
rating. But while it was giving the U.S. Government a triple-A
credit rating, it said, according to this report, that in the very long
term, the rating could come under pressure if reform of Medicare
and Social Security is not carried out, as these two programs are
the largest threat to the financial health of the United States and
to the government’s triple-A rating.

Are you familiar with that report.

Mr. Fons. I didn’t read that. No.

Mr. KUCINICH. I am going to submit this for the record, Mr.
Chairman.

[The information referred to follows:]
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White Paper on Rating Competition and Structured Finance

*
Jerome S. Fons

As subprime mortgage losses cascade throughout the global financial system, attention
has turned to the structure and performance of the bond rating industry. Faulty ratings on
securities backed by subprime mortgages are believed responsible for billions of dollars
in losses. This White Paper argues that any such faulty ratings are due in part to conflicts
inherent in the issuer-pays rating agency business model. Such conflicts, when combined
with existing structured finance practices, have led to widespread rating shopping.
Efforts to increase competition among rating agencies may exacerbate the problem unless
fundamental changes occur in the structured finance area, particularly in attitudes toward
unsolicited ratings.

Background

Today’s credit rating industry traces its roots to the 19® century commercial credit
bureaus, whose simple grading systems helped facilitate trading among merchants. At
the same time, the birth of the US corporate bond market was underway as financing for
the bulging nation’s railroads was desperately needed. Large sums were required and
the expected horizon of borrowing was many years. Because banks alone could not meet
these needs, bonds became the preferred financing vehicle for the many, initially quite
separate, railroad companies dotting the landscape of the late 1800s.

Seeing a need for information to assist potential buyers of railroad bonds, several
enterprises began marketing “manuals” of financial data and other statistics. Poor’s
manuals were soon joined by John Moody’s railroad and industrial manual. This wasa
difficult business because the barriers to entry were fairly low and high volumes were
necessary.to cover printing and distribution costs. Moreover, demand was highly
dependent upon market conditions, which tended to be quite volatile around the start of
the 20" century.

After losing his manual business following the panic of 1907, John Moody
decided to implement an idea suggested to him by an associate. He created a system that
graded bonds according to their investment quality. The 1909 publication of Moody s
Analyses of Railroad Investments thus marked the beginning of the bond rating industry.
In the following decades, Standard Statistics (later merged with Poor’s) and
subsequently, Fitch, joined the ratings fray.

By convention, bond ratings are opinions of relative credit quality.' These are
expressed using comparable, simple rating systems. Most rating agencies rely on a rating
system expressed, from highest to lowest, as AAA, AA, A, BBB, BB, B, CCC, CC,C

" Independent consultant and former Managing Director, Credit Policy, Moody’s
Investors Service. Email: jfons@nyc.rr.com.

! Recently, with the advent of structured finance, ratings also acquired a numerical
meaning via bond default studies. The measure became either the expected loss for a
portfolio of similarly rated securities or the “average reduction in yield” for such a
portfolio.
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and D, while Moody’s has continued to use its Aaa, Aa, A, Baa, Ba, B, Caa, Caand C
system.

As the acceptance of ratings grew, so did their application. The large rating
agencies today assign credit ratings to corporate bonds, commercial paper, preferred
stock, syndicated bank loans, sovereign nations, municipal obligations, infrastructure
projects, structured finance transactions, bank deposits and mutual funds.

Managing Conflicts
Prior to 1970, rating agencies did not accept payment from rated bond issuers.” Instead,
they financed their rating operations through manual sales and investment advisory
services. Rating agencies were well aware of the conflicts of interest posed by the
“issuer-pays” business model. By accepting payment from an issuer, a rating agency
sacrifices its independence. It has a vested interest in the success of a bond offering and
in the welfare of the issuer. Despite this conflict, the issuer-pays model now dominates
the industry.

Market features and business practices have evolved to help offset this conflict of
interest. These safeguards, however, do not eliminate the conflict.

Reputation Risk

First and foremost, the credibility (and therefore the value) of a rating presumably
derives from the reputation of the issuing agency. Any agency suspected of selling high
ratings would, in a free market, see its business deteriorate as such ratings would not
influence bond pricing decisions. The market would discount or ignore ratings of
agencies whose reputation is tarnished.

It is argued that building a stellar reputation requires a long-term horizon and
view. Yet managers of publicly owned rating agencies are subject to intense short-term
pressure to demonstrate earnings growth. It takes tremendous discipline to turn away
business, particularly when competitors are building market share.

Recent rating mistakes, while undoubtedly harming reputations, have not
materially hurt the rating agencies.” On the contrary, rating mistakes have in many cases
been accompanied by an increase in the demand for rating services. One could conclude
that reputation risk is not an important deterrent to poor ratings.

Separating Analysis from Business Pressures

Independent, non-conflicted ratings do not take into account revenue implications
for the rating agency. A popular practice that helps meet this objective is the rating
committee. More specifically, a rating committee where those with business objectives
have little, or at best, equal voting rights, can help resist some of the pressure exerted by
an issuer. Even better would be a rating committee in which such individuals play no
role whatsoever. Also, a larger committee may (though not necessarily) have a smaller
stake in the rating outcome, further improving rating independence.

Transparency

? As such all ratings were “‘unsolicited,” or not requested by the issuer.
3 Notable and often cited mistakes were East Asia, Enron, WorldCom and Parmalat.
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Publicly available rating methodologies, providing sufficient detail to guide a
layman towards plausible rating outcomes, are one of the most important tools to
counteract the issuer-pays conflict. A transparent methodology makes it difficult to
justify a higher-than-warranted rating outcome.

Transparency in the financial situation of the rated issuer or obligation is also
important in managing the conflict. For one thing. an issuer with publicly available
financial data is open to scrutiny by a wide range of market participants. It is easier for
investors to apply rating criteria and compare with published ratings when there is
financial transparency. Moreover, as a defense against “rating shopping,” any rating
agency can (in principle) assign a rating to an issuer with transparent financial reports.
As discussed below, many structured finance transactions fail this transparency test.

Objectivity

A related characteristic, objectivity, can provide a defense against conflicted
ratings. What is typically meant by objectivity is that a rating methodology is based on
non-subjective, observable, criteria. Objective ratings are not subject to the whims of any
particular analyst or rating committee.

Complications can arise, however, when trying to balance an objective
methodology against the desire to be “forward looking,” or able to include new or
unanticipated factors into a rating. Analysts will often argue that they need to be flexible
in applying a methodology. So long as the arguments for deviating from a published
methodology in a given situation are clear (and publicly available), this complication can
be managed.

Scale

A large rating agency is less likely to suffer financially by assigning low ratings
to a given issuer. Since no single issuer can materially affect the revenue of the rating
agency, the temptation to sell a high rating is more easily offset by reputation concerns.
Consequently, a larger rating agency is more likely to have the financial resources, and
therefore discipline, to stand up to any individual rated issuer.

Governance

In addition to these defenses, various corporate governance safeguards must also
be in place. It is generally agreed that a large, diversified corporate parent should not
own a rating agency. Corporate pressures may cause the agency to “lowball” ratings for
competitors of its sister companies. If the rating agency is publicly owned, the board of
directors (often with their own corporate affiliations) must not participate in rating
decisions. One could argue that the need to meet financial targets of any kind places
undue pressure on the quality of ratings under the issuer-pays framework.

Competition and Ratings
Because the rating industry tends to be dominated by a few large firms, many observers
assume that greater competition can improve the quality of ratings. One of the goals of

* Rating shopping occurs when an issuer (or its banker-agent) seeks to select a rating
agency that offers the highest rating.
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the Credit Rating Agency Reform Act of 2006 is to open the NRSRO recognition process
to a wider array of firms.®> Unfortunately, increased competition can instead lead to rating
shopping and a race to the bottom, in terms of ratings quality.

1t is useful to examine briefly what is meant by ratings quality. Rating quality is
difficult to quantify. Most market observers equate rating quality with rating accuracy.
Although there are no official measures in place for determining rating accuracy, the
basic idea is that the more accurate a rating system, the better it discriminates ex ante
between those issuers (or obligations) that default and those that do not® Because
defaults tend to be somewhat rare, establishing a rating system’s accuracy can be
difficult, particularly if one focuses on a single industry or region.

Many users of ratings are focused not on the accuracy of ratings, but rather on
subjective features, such as speed of execution, responsiveness to inquiries, or other
aspects of service.” In the absence of clearly articulated and observable rating system
objectives, competition among rating agencies often occurs along these dimensions.
While commendable as goals, these have nothing to do with protecting investors.

The target market for bond ratings most accurately falls under the label
“institutional buy-side.” That is, today’s rating agencies are organized to cater to large
fund managers and other investor-agents. These well-funded participants hold
tremendous sway with banks, broker dealers and bond-issuing companies. Many asset
managers are themselves governed by ratings-based investment guidelines. These
guidelines, in turn, lead many of these professionals to “game” ratings, rather than view
them as helpful investment signals.® .

Consider the rating needs of a typical bond fund manager. When deciding
whether or not to buy a particular bond, the manager wants an accurate, independent
opinion of the bond’s credit risk. Upon purchasing the bond, however, the manager’s
interest in an accurate rating deteriorates. In particular, the manager does not want to see
the bond’s rating downgraded. In addition to causing a possible decline in price and
subsequent portfolio losses, a downgrade may actually force the manager to sell the bond
(due to the aforementioned guidelines), even if he or she is disposed to keep it. In other
words, a rating agency focused on pleasing fund managers will not necessarily provide a
product that protects investors.

Network Effect

It is widely accepted that competition and market forces offer benefits under most
circumstances, in terms of resource allocation and efficiency. Where there is a market
failure, however, the competitive solution may not be optimal. One type of market

% The US Securities and Exchange Commission first established the Nationally
Recognized Statistical Rating Organization (NRSRO) designation in 1975 as part of
capital regulations for broker dealers. It is now used for a wide range of regulatory
purposes. Today there are eight NRSROs.

¢ A default rate, calculated for a given rating category and time horizon, is not a clean
measure of rating accuracy.

7 Auxiliary services, including “research” and access to analysts, pose their own conflicts.
¥ The performance of fund managers typically involves comparison against one or more
bond index benchmarks. Ratings are generally used to create these benchmarks.
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failure that permeates the rating industry is a network effect. An example of a network
effect is a language. A specific language gains currency and, hence utility, through wide
adaptation. The larger the number of speakers, the greater is the language’s usefulness.
This imparts a monopoly status to an established language. Competition — that might
arise from a parallel language — if anything, wastes resources through the need to employ
interpreters and duplicate documents.

Ratings are a type of language. They too gain currency when widely “spoken”
and understood. When discussing the attributes of a bond, traders and investors prefer to
speak in one rating language. They want to be sure, for example, when told that a bond is
rated BBB, it is of a known credit quality. Clarifying that the BBB is from XYZ rating
agency often simply confuses the matter.” Consequently, any emerging, competing risk
language will face much resistance until it reaches a critical mass of users.

Like a language, a rating system gains currency when both coverage and
distribution are broad. Wide coverage — across obligations, issuers, sectors and regions —
facilitates investment comparisons. Wide distribution also increases the chances that
users will prefer one rating system to another. Unfortunately, the high costs of achieving
broad coverage and wide distribution form a barrier to entry.

Most financial news and data providers allocate space for just one or two rating
systems. Large investors and others buy feeds from the major rating agencies and must
configure their databases and display systems to handle each rating system.

Issuers generally do not enjoy meeting with rating agencies. Beyond enduring
uncomfortable questions, they must prepare presentations and allocate scarce time and
personnel for meetings. They do not want to meet with 10 rating agencies. Nor do they
want to buy the services of 10 rating agencies.

In other words, there is a network effect at the rating industry level and smaller
network effect with respect to an individual rating agency. In order for a competing
system to displace the established rating paradigm, it must entice a critical mass of users,
Such early adopters must be willing to bear costs without yet benefiting from the network
effect. And in order for a new rating agency to become successful, it must achieve broad
coverage and distribution at a substantial financial risk.

As illustrated below, under certain conditions, competition between rating
agencies leads to rating shopping and thus to sub-par rating opinions.

Shopping for Structured Finance

The recent failure of rating agencies to signal in a timely and accurate fashion the
condition of many securities backed by subprime housing loans can be traced to
weaknesses (or outright failures) in the protections against conflicts of interest cited
above. It is instructive to describe first the rating process for structured transactions.

The structured finance industry arose as a partnership between Wall Street and the
rating industry. In principle, modern structured transactions can trace their lineage to
practices used to package the obligations of the US government sponsored enterprises
(GSEs), such as those of Fannie Mae and Freddie Mac. These organizations issue

% It is important to understand that there is no law of regulation that defines the risk
inherent in a given rating category. Rating agencies’ efforts to see that their ratings are
equivalent is their way of propagating the network effect.
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securities backed by so-called “conforming” loans used to finance home purchases. Even
though the underlying loans are subject to credit risk, the GSEs guarantee the securities
backed by risky loans. The principal risks, therefore, stem from changes in interest rates
and the somewhat related risk of prepayment. What Wall Street brought to the table was
the repackaging of GSE securities into bonds that represented various bets on the
direction of these risks.

Because the GSEs only buy so-called conforming loans, there appeared an
opportunity to issue securities backed by non-conforming loans: those with balances
greater than the GSE limits as well as those to borrowers of less than stellar credit
standing. To issue these, a banker or arranger creates a bankruptcy-remote Special
Purpose Vehicle (SPV) whose function is to buy a pool of loans and issue securities to
finance the purchase of the pool." The obligations of the SPV are tranched in such away
as to insure that any losses (from delinquent and foreclosed loans) accrue first to the
lowest tranche (or security class), and then to the next higher tranche, and so forth.

In order to assign a rating to the highest (or any other) tranche, typical practice is
to model the loss distribution of the entire loan pool. The objective is to calculate the
expected loss for the tranche and match that loss to historical loss rates observed in the
corporate bond market. Consequently, a structured finance rating committee for a new
issuance does not vote on a rating, per se, but rather on the amount of support
(subordinated to the rated tranche) needed to achieve the desired expected loss rate.'!

There are a number of ways to model expected pool losses for residential
mortgage-backed securities. Most are designed to build a certain amount of leeway into
the assigned rating. Common practice is to replicate a severe downturn in the housing
market through statistical methods. Unfortunately for the modelers, outside of the Great
Depression, there have been few instances of a widespread decline in home prices and
little historical experience with subprime borrowers.

Other asset types have been used as underlying collateral for structured
transactions. The most common are based on pools of automobile loans, credit card
receivables, commercial mortgage loans and corporate bonds. Securitization techniques
have also been applied to the tranches of existing securitizations and to pools of
derivative securities.

Rating Shopping

Somewhat unique to the structured finance market is the opacity of rated
securities. In certain situations, the details of the underlying asset pool and often the
structure of the transaction are not publicly available for external scrutiny.'? And unless
the banker/originator brings a transaction to a rating agency for evaluation, the agency
will generally not have enough information to assign it a rating.

19 The SPV is designed to be legally isolated from a bankruptcy of the sponsor.

" A similar, often-used approach is to model the change in internal rate of return on the
tranched security and compare this against established rating benchmarks. For existing
securities, a rating committee may vote to revise ratings, as support levels are fixed.

2 By contrast, neatly every corporate bond issuer is required to file publicly, detailed
financial statements.
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The role of rating agencies is particularly important to the structured finance
process. Investors rely on agency ratings when making purchase decisions because of the
opacity described above. Moreover, the tools to analyze credit risk, even with transparent
assets, are beyond the grasp of many investors. Rating methods are quite technical, often
relying on advanced statistical techniques. Documentation supporting a transaction can
be equally daunting, reading more like a legal brief than helpful financial guidance. In
turn, a solid understanding of how to value structured securities remains elusive. No one
“model” dominates pricing practices in structured finance. Instead, there are literally
dozens to choose from.

The business of rating structured finance securities is highly competitive. For one
thing, the fees (and corresponding margins) tend to be high relative to other product
lines.” Structured finance is perhaps the largest single product line for the major rating
agencies, representing 40% or more of total revenues. Moreover, growth in structured
finance helped fuel high price/earnings multiples for rating agency shares. So there is
intense pressure for each agency to see its structured finance practice thrive.

In addition to being profitable for rating agencies, structured finance is very
profitable for the arranging banks. Consequently, the incentive to see a transaction close
is strong. This has led rating agencies to compete on standards of credit support. The
rating agency most willing to assign a low level of support to a given transaction is most
likely to receive the mandate to rate it.

The result is a situation in which rating shopping dominates the structured finance
business.'* Reputation risk is in effect traded for short-term financial gain. Bankers can
wield tremendous power and play the rating agencies off of one another.' They are able
to do this because many investors see the ratings of Moody’s, S&P and Fitch as
interchangeable. Consequently, many investors will purchase a security with ratings
from two {or sometimes just one) of the three major agencies. Support levels migrate to
the lowest possible values as agencies maneuver to maintain market share. The agency
with the highest support level on a given transaction will lose the deal and, over time, its
structured finance business.

This situation was sustainable in the subprime area so long as pool losses
remained subdued. Low support levels (which offer minimal protection to senior

'* Rating fees for plain vanilla corporate bonds are roughly 3 basis points (of par
amount). Fees for structured transactions range from 6 to 13 basis points or more.

Mt was always about shopping around" for higher ratings, says Mark Adelson, a former
Moody's managing director, although he says Wall Street and mortgage firms called the
process by other names, like "best execution" or "maximizing value.” “How Rating
Firms' Calls Fueled Subprime Mess,” Wall Street Journal, August 15, 2007,

15« | the Moody's Corp. unit said it was passed over and not hired for 75% of the
commercial mortgage-backed securities rating assignments issued in the past few months
as a result of its requirement that issuers add an extra layer of credit enhancement.
Moody's said issuers are "rating shopping" -- meaning they were hiring competitors that
would hand out higher ratings on securities.” “Moody's Says It Is Taking Hit,” Wail
Street Journal, July 18, 2007.
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securities) seemed sufficient in an atmosphere of easy money and rising home prices.
But when losses began to materialize, ratings began to fall, and investor losses surfaced.'s

Role of Regulation

Certain market observers point to the use of ratings in regulation as a contributing
factor to rating shopping. Because many regulations stipulate minimum rating levels
without referencing a specific rating agency, such use contributes to the
“commoditization” of ratings. When the SEC, the NAIC or a banking regulator officially
recognizes a rating agency, its ratings assume a quasi-official status.

One reason this occurs is because many investment professionals simply do not
place importance on a rating opinion as long as it meets a regulatory (or institutionally
approved) minimum. Most investment managers try to maximize return subject to a
specified risk level. In the fixed income universe, ratings are the language used to
establish maximum allowable risk levels and are often seen as a constraint. There is in
principle a link between ratings and expected return. But investment managers add value
through independent research and finding opportunities regardless of the published
rating.

Official status is thought to be a major contributor to demand for an agency’s
ratings. Yet it is extremely difficult to estimate the benefits from official recognition.
What is clear is that such recognition is highly sought after by new entrants.

Finally, regulators have indicated a bias against unsolicited ratings. In fact,
unsolicited ratings provide an opening for new competitors — sometimes the only opening
- and form an important defense against rating shopping. As discussed below, when an
issuer or its banker cannot suppress an unwanted rating opinion, the incentive to “shop”
rating agencies is reduced.

Alternative Business Models
Given the conflicts inherent in the issuer-pays arrangement, it is worth considering
alternative business models. We describe two of these here.

Investor-Pays

As previously noted, over its first sixty years, the bond rating industry did not charge
issuers for ratings. Instead, ratings were financed mainly by manual sales and certain
other investor-oriented services."” The primary purchasers of manuals were bankers and
libraries.

In order to have access to ratings, one needed access to a manual from at least one
rating agency. The manuals themselves were typically published annually. Ifratings
changed in the interim, investors would not have access to the updated ratings until
publication of the next edition. This did not pose much of a problem during the relatively
slow investing world of the mid-20" Century. But it certainly would not work today.

'® A further criticism of structured finance is that most rating methodologies are, by
design, “backward looking.” Loss distributions are anticipated to follow historical
experience and ratings (if monitored at all) are not adjusted until losses surface in the
underlying pool.

"7 Barly manuals also relied on advertising revenue.
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With the increasing breadth of the bond markets, the number of rating manuals
expanded dramatically. By 1928, Moody’s alone published separate manuals for
Railroads (subsequently re-named Transportation), Industrials, Public Utilities,
Governments and Municipals and Bank & Finance (subsequently re-named Bank,
Insurance, Real Estate and Investment Trusts). In turn, the costs of access to a
comprehensive set of ratings rose.

The rating manuals were not designed to provide ready information about the
actual ratings of various bonds. Rather than simple rating lists, they focused on financial
information and issuer history. Many were not organized along obvious lines, such as the
alphabet. They catered to a time when bond investing was a serious, deliberate affair and
when the typical buyer was a buy-and-hold investor.

In time, however, bond rating “surveys” and “guides” offered timely and concise
rating coverage. Ready access to the rating on any obligation became the norm,
reflecting the trend towards increased trading of bonds. These quick reference guides
opened the rating industry to a new threat, the photocopier. With the advent of
photocopying, rating agencies suffered the “free rider” problem, whereby non-paying
investors could benefit from relatively easy (even if illegal) access to rating lists.
Moreover, in the US public finance market, the investor base per bond was too small to
support adequate analysis. Sensing this, S&P began charging issuers for public finance
ratings and was quickly followed by the other rating agencies. Soon thereafter, all issuers
were charged for ratings.

One could argue that ratings are a “public good,” and should be available to all
market participants, For one thing, rating analysts in the US are exempt from fair
disclosure laws. These securities laws prevent the disclosure of non-public information
to market participants. Rating agency personnel are viewed as special because of the role
of ratings in the securities markets. And because ratings are used in many regulations,
open access to ratings would seem to fulfill a broader public policy purpose. Restricting
ratings to a select group of investors willing (and able) to pay for them may stoke
populist fears.

An investor-pays model therefore faces economic hurdles relating to the free rider
problem and from ratings’ public good status. Newspapers are subject both to the former,
and to a lesser extent, the latter hurdles. They typically rely on advertising revenues to
meet the costs of supporting a large editorial staff, printing and distribution. This poses a
conflict, in that a newspaper might refrain from negative reporting about a large
advertiser. Many newspapers carry official notices, lending them minor public good
status.

A Mutual Rating Organization

Today’s major rating agencies are large, complex organizations with staff
numbering in the thousands. They have offices in countries around the world. In order to
attract qualified personnel, they must compete with insurance companies, mutual funds,
commercial banks and investment banks. Mutual ownership, once common in the
insurance industry and still widely used by credit unions, can offer an alternative means
to garner the resources necessary to compete on a global scale.

Unlike public ownership, a mutual organization operates for the benefit of its
members. Members supply capital and receive shares in the mutual. As owners, they
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also share in any profits accruing to the enterprise. Such co-ops offer myriad benefits to
their owner-customers, particularly in a non-profit setting.

A mutually owned rating agency would have as shareholders commercial banks,
investment banks, mutual funds and other institutional investors. One need only look at
the client list of any large rating agency to identify potential candidates. Unlike the
shareholders of many mutual organizations, these are large, sophisticated entities.

A mutual rating agency would not need to charge issuers for ratings. Its
shareholder/customers would pay for access to ratings and any affiliated commentary.
Access to ratings themselves would be free to all, but the costs would be borne chiefly by
the shareholders. Any profits would be distributed back to the shareholders as dividends
or reinvested in the agency. Losses would be covered by shareholder assessments.

Because each shareholder would have a stake in the success of the rating agency,
its ratings would likely crowd out those of any competitor. The more widely owned, the
quicker this might happen. For one thing, issuers would generally prefer the “free”
ratings of the mutual agency, doubly so if they knew that leading investors followed such
ratings.

The shareholders would in theory operate the rating agency to provide the best
possible ratings within prudent cost guidelines. Managers would answer to the
owner/users, rather than to a public board of directors. Resources would be channeled to
meet the mutual needs of shareholders.

Unfortunately, organizing such a diverse group of natural competitors itself
provides a sufficient barrier to success. There are institutional, regulatory and legal
constraints to deal with. And unless the world is convinced that the current system is
broken, generating enthusiasm for such an endeavor may be difficult.

A Prescription for Structured Finance

If we accept that the issuer-pays model is the only viable alternative, an effort must be
made to minimize the risk of rating shopping. To summarize, relatively tranquil markets,
little reputation risk, high fees and opaque structures facilitated rating shopping within
structured finance, Some of these features will self correct, others must be addressed
head-on.

Recent market turmoil has removed the appetite for highly complex, opaque
structured products. The market for CDOs and CDOs of CDOs (“CDOs squared”) has
seen its heyday and may never return in the same shape or form. The same might be said
for Structured Investment Vehicles (SIVs) and many synthetic-based products, which
rely on derivatives. Demand for securitizations of subprime mortgages is certainly likely
to remain low for many years to come.

In order to prevent rating shopping in any future structured finance business,
fundamental changes must be made in the way transactions are created and marketed. As
mentioned previously, banker/originators decide which rating agency can or cannot view
the details of a new securitization. This prevents certain agencies from offering an
unsolicited rating opinion.

The power to suppress an unwanted rating opinion is at the heart of the rating
shopping problem in structured finance. There must be a shift in the balance of power if
rating shopping is to be contained. Specifically, any stigma associated with unsolicited
ratings must be banished and biases in regulation eliminated.

10
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For example, section 3.9 of the International Organization of Securities
Commissions (I0SCO) Code of Conduct Fundamentals for Credit Rating Agencies
{CRAS) states:

For each rating, the CRA should disclose whether the issuer
participated in the rating process. Each rating not initiated at the
request of the issuer should be identified as such. The CRA should
also disclose its policies and procedures regarding unsolicited
ratings.

The implication is that unsolicited ratings are necessarily inferior to those
solicited and paid for by the issuer. Paragraph 108 of the Basel Committee on Bank
Supervision’s International Convergence of Capital Measurement and Capital Standards
(Basel I1) raises further concerns when discussing External Credit Assessment
Institutions (ECAls):

As a general rule, banks should use solicited ratings from eligible
ECAIs. National supervisory authorities may, however, allow banks
to use unsolicited ratings in the same way as solicited ratings.
However, there may be the potential for ECAIs to use unsolicited
ratings to put pressure on entities to obtain solicited ratings. Such
behaviour, when identified, should cause supervisors to consider
whether to continue recognising such ECAIs as eligible for capital
adequacy purposes.

Although ostensibly addressing potentially anticompetitive practices, intense
pressure from European corporate issuers was likely the motivation for this guidance.'®

Competitive forces will not improve the quality of ratings without the ability to
offer an unsolicited opinion. For their part, rating agencies must not use unsolicited
ratings in anticompetitive ways. Anticompetitive behavior might occur, for example, if a
major rating agency were to enter a new market and “dump” free ratings in order to drive
out potential new entrants.

Regulatory anthorities must insist that future structured finance transactions be
sufficiently transparent in their structure and in the details of the underlying collateral
that any rating agency may offer a credible opinion, whether it was selected by the
originator or not,

Rating agencies must publish and abide by transparent methodologies for rating
structured securities. They must provide these for every asset class and each must meet
certain minimum criteria. The overriding principle is that an outside party following the
methodology should be able to conclude to the rating (or, more specifically, support
level) reached by a rating committee. At most, any deviation would be minor. If the
rating methodology is expressed in terms of a model, that model should be available to all

'® Some rating agencies were believed to be assigning low unsolicited ratings as a way to
threaten issuers to purchase their services (and thereby get higher ratings).

11
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(for free) so that any sufficiently competent user can replicate the rating/support cutcome.
In those instances where a rating agency deviates from its methodology, it must explain
why.

For existing transactions, there should be adequate public disclosure of the
underlying asset pool performance and sufficient disclosure of the parameters and
thresholds that might lead to a rating change. This assumes that transactions are indeed
monitored once completed. It does not mean, however, that rating agencies should
operate in a totally mechanical fashion. There must be room for human judgment and
effort should be made to encourage forward-looking criteria. But the emphasis should,
first and foremost, be on transparency.

Even if market forces do not render them extinct going forward, the rating of
complex structures should be avoided or prohibited. Complexity is attractive to rating
agencies because fees can be much higher than those for simpler, generic securitizations.
Complexity, however, is anathema to transparency, and thus opens the gate to rating
shopping.

These suggestions are meant to assure the survival of the rating industry, not to
drive it into poverty. Unless the incentive to shop ratings is removed, the industry risks
obsolescence. Alternative risk measures will emerge and gain currency. While this may
happen on its own accord, better ratings may forestall such an outcome.

Conclusion

Rating agencies perform a valuable social service. Their opinions can help improve the
efficiency of capital markets. Conflicts inherent in the issuer-pays business model have
instead contributed to faulty ratings for many structured finance securities. Increased
competition alone will not fix the problem. Rather, fundamental changes must be made
in the way structured finance securities are created and marketed. Increased transparency
in the structure and performance of individual transactions, along with increased
transparency in rating agency methodologies, will allow investors and rating agency
competitors to assure standards are being met. In order for competition to succeed, biases
against unsolicited ratings must fall.

12
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Mr. KUCINICH. Because we know that Wall Street has been try-
ing to grab Social Security forever. Imagine, Mr. Chairman, if we
had gone along with these privatization schemes and all the people
on pensions in the United States lost their Social Security benefits
because the market crashes.

Here we have Moody’s—according to this article, Moody’s is in-
volved in promoting not only privatization of Social Security but
privatization of Medicare. If we privatize Medicare, the insurance
companies Moody’s rates can make more money. You privatize So-
cial Security, Wall Street investors make a windfall.

Now this racket known as ratings has not just a whiff of fraud,
as pointed out by Mr. Cummings in a conversation with Mr.
Tierney, but if the investment banks are paying to get a form of
a high rating, that is kind of extortion. If they pay to make sure—
can they also pay to make sure their competitors get low ratings?
Which would be a type of bribery.

If Moody’s could essentially offer credit to rate someone and then
if they don’t accept the rating, give them an adverse rating, that
is a form of a racket. And if they could go to the U.S. Government
and tell the U.S. Government either you go along with privatiza-
tion of Social Security and Medicare or we are going to downgrade
your rating. I mean, this is criminal.

Mr. Egan, would you like to comment on that?

Mr. EGaN. You have a current example of that process whereby
reportedly S&P and Moody’s went to the monoline insurance com-
panies, the MBACs and the MBIAs, and said—they were at that
time involved only in municipal finance—and said that if you don’t
get involved in structured finance we’re going to have to take a
negative action on you because your funding sources aren’t suffi-
ciently diversified. A core aspect is do they really believe it or were
they pressuring them to bolster the structured finance market?
Don’t know. But your point is well taken that they can abuse the
power that they have.

And, by the way, the best source of information on Hannover re-
insurance is an article by Al Klein in the Washington Post. It is
probably about 2% years ago. And there is a subtlety. Because this
came up when I testified in front of the Senate Banking Commit-
tee. The subtlety was that Moody’s was providing a rating for Han-
nover Re but is looking for additional compensation on another
form of rating. I think—what was it—their insurance side. But
they wanted to be rated, I believe—they wanted to be paid for the
rating on the debt side.

So Moody’s answer was we are already being paid, but the re-
sponse was a little bit more nuanced than that. They wanted to be
paid on the more lucrative part, the one where they had the more
extensive relationship; and, according to Al Klein’s story, they took
negative action while S&P and I think it was A.M. Best did not.

Basically, the opportunity, the means for mischief is there. And
that is why we press that there at least be one rating that has the
interest of the investors at heart. Because you can check these
things. You say, hey, wait a second. This is a real credit rating and
forget about this nonsense that is going on.

Chairman WAXMAN. Thank you, Mr. Kucinich. The time has ex-
pired.
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Mr. Souder.

Mr. SOUDER. All of us are really crashing and learning as much
as we can about the finances. And every time I think I can get into
a couple of questions that I want to, but some of the answers just
appall me. It is clear that greed led to not only “see no evil, hear
no evil” but “report no evil”. It is clear that there was fraud here.
But there is also to me incredible gross incompetence.

It is an embarrassment to the business profession to have
businesspeople stand up here, and even some of you who have been
warning, to make some of the statements you have made in front
of these hearings.

For example, Mr. Raiter, you said we didn’t have the ability to
forecast when these were going awry. You also said there was a
breakdown on fundamental analysis.

My background by training is business management. I spent 2
years in a case program where you basically analyze what is the
core source problem? What is the secondary problem? What is ter-
tiary? How do you do this? And you wake up at night and, basi-
cally, everything for the rest of your life you are tearing it apart
in that system.

This just screams out in 60 minutes of analyzing what happened
certain base management things that were not done. That if you
have basic mortgages, you come out and start to try to separate
these into no-risk mortgages. Then you come down to a six-pack of
derivatives with some toxic things inside that. Then you do another
derivative package off of that, and then you do another derivative
off of that.

No. 1 management theory is, if you are building a house like
this, every level you go you should be drilling down where the foun-
dation is and know every variation of that foundation because you
built an entire system of ratings on a foundation that requires in-
creasing scrutiny. Not we don’t quite know this. I wonder how
we’re going to do this. And so on. Basic core management.

If you say you are a business exec, you would be crawling all
over the specifics of that. Then, guess what? Because these new ve-
hicles came that were supposedly, “risk free,” now out three and
four levels, some without even a mortgage behind it, demand came.
It was no secret that whether it was political driving on Fannie
Mae, whatever, part of this was demand for everybody who wanted
higher returns to go get these packages. So we have an artificial
doubling of the housing market without anybody asking where are
these coming from? Where did all of these new people come to get
these new homes? Who was building this foundation?

Yes, some of it is a conflict of interest. It is clear that when the
temptation was there the conflict of interest came in. But the core
problem is we have this in multiple categories in the financial, and
not all of them had conflicts of interest. We have a conflict of inter-
est here, but we also have a core problem founded in what were
the bond rating managers doing? You could tell from the change in
the market. You could tell why are some of these yielding so much?
Guess what? They are yielding more because they are getting
charged more points. They are having to pay higher interest rates.
Any manager—any manager looking at that should have said these
are higher risk. What are we getting here?
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How can you say that this wasn’t predictable? Are you—the
things were all there.

Mr. EGAN. In our opinion, it is not, by the way, incompetence. If
you look at the job of a manager of a public company, it is to in-
crease the revenues, increase the profitability. You probably could
come to the conclusion that they did everything possible to do that.

Mr. SOUDER. I understand your point. You are making an ethical
argument. I would argue that presumes that they actually knew
the danger, rather than they were just trying to—I believe there
is possible legal culpability.

Because, in fact, another thing that was stated here, in the mul-
tiples of memos, but in the—I think Mr. Raiter said the question
was, did we want to come up with two categories of triple-A bonds?
Because some of these were more risky. Yes, that is an ethical obli-
gation. It’s probably a legal obligation. If there were inside triple-
A bonds some things that didn’t really have the criteria that is the
public definition of a triple-A bond, there should have been another
category. Because that suggests that management actually knew.

Now, I understand your point. Their goal is to maximize revenue,
if you take that model. But, by the way, in agriculture, agriculture
does fund some of the inspectors. But the reason they don’t have
a conflict of interest is they know if there is tainted meat or tainted
chicken their entire category goes under. Nobody will buy their
meat as in mad cows. And there can be a conflict of interest and
still, in fact, maintain inspectors.

The problem is if they’re incompetent and greedy and corrupt
and behaving illegal, then the conflict of interest pushes them over
the top and it destroys their industry, which is what happened
here. It has not happened in agriculture. The examples that were
being used in agriculture are wrong.

Mr. EGAN. Can I address that, since it is my example? I think
in economics—this is from going back 20 years—it is what is called
the tragedy of the commons. And that is that, given a town in the
1700’s, you let people put the cow on the commons to graze. The
problem comes in when everybody puts their cow. Then the com-
mons deteriorates, and it doesn’t support any of the cows. And so
there is a delay in the reaction.

Did the investment banks—did they want to see—did the indus-
try want to see three of the five investment banks disappear? No.
But the decision isn’t being made on that level. It is being made
on the individual level, just like the cow example. We want to get
this deal through. We want to get the lowest possible issuance cost.
Let’s do what we can to do it.

I think this breakdown surprised a lot of people in the industry,
in the finance sector. But here we are, and we have to step back
and say what is the underlying cause and how can we address it.

Chairman WAXMAN. The gentleman’s time has expired.

In this example, it is the aggregate of the excrement on the com-
mons with all the cows that becomes the problem.

Mr. Tierney.

Mr. TiERNEY. Thank you, Mr. Chairman.

Mr. Raiter, I'm not sure that we need any more examples of
things gone awry. I think we want to find out how far up the chain
this goes.
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But I do want to ask you about one remarkable incident during
the time you were at S&P. Around 2001, my understanding is that
you were asked to do work on rating a collateralized debt operation
call Pinstripe. Do you recall that?

Mr. RAITER. Yes, sir.

Mr. TIERNEY. Now a collateral debt obligation is essentially a col-
lection of the different mortgage-backed securities; and I think you
were asked to look at one segment of those mortgage-backed securi-
ties; is that accurate?

Mr. RAITER. I was asked to put a rating on a bond that has been
rated by Fitch. It was being included in the CDO.

Mr. TIERNEY. Now the foundation for the ratings analysis is usu-
ally the value of the underlying mortgages?

Mr. RAITER. Yes.

Mr. TIERNEY. And I suppose the information like the credit wor-
thiness of the borrower, the borrower’s credit score, things of that
nature would be important to you.

Mr. RAITER. That was the tape that we asked for.

Mr. TIERNEY. OK. Well, that is exactly what I want to get into.
You sent an e-mail; and in the e-mail on March 19, 2001, you
asked for collateral tapes. What was on the collateral tapes that
you sought?

Mr. RAITER. That would have been the information on every loan
that was in the pool. It would have had the FICO score. It would
have had the loan-to-value information, the kind of note that was
written, whether it was fixed or floating. A variety of information
about the house’s price, where it was located. The tape had about
at that time 85 or 90 data points for every loan on the tape.

Mr. TIERNEY. To most of us sitting here, that seems like a rea-
sonable request. It seems exactly what we would expect somebody
to do in underwriting, whether or not they were going to make that
rating.

But the S&P executive in change of those ratings, Mr. Richard
Gugliada, I want to show you an e-mail he sent back to you when
you made that request.

He answered back: Any request for loan level tapes is totally un-
reasonable. And he made the words “totally unreasonable” in bold.
Most investors don’t have it and can’t provide it. Nevertheless, we
must—again in bold—produce a credit estimate. It is your respon-
sibility to provide those credit estimates and your responsibility to
devise some method for doing so.

Now that’s a little hard for us to understand, given what we just
discussed and the need for those documents. So you were told to
assign a credit risk for the mortgage-backed securities that backed
a CDO; and now you were being ordered, apparently, to give the
rating without having the backup information that you need.

You forwarded that e-mail on to a number of other officials at
S&P, and here is what you wrote, “This is the most amazing memo
I have ever received in my business career.”

Why did you write that and what did you intend to imply by
that?

Mr. RAITER. Well, it was copied to the chief of credit quality in
the structured finance group, and earlier in the memo, I had also
said I want some guidance from Mr. Gillis to tell me what we are
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supposed to, otherwise I have no intention of providing guess rat-
ings for anybody. And there were no responses to the memo, so we
just let it die. We never gave them a rating.

Mr. TIERNEY. Never gave them a rating?

Mr. RAITER. No.

Mr. TIERNEY. Good for you. Mr. Egan what is your reaction to
that scenario, that someone would send an e-mail to Mr. Raiter de-
manding that he give a rating without the back up materials?

Mr. EGaN. I think it is reasonable if you are being paid by
Lssuers and unreasonable if you have the investor’s interests at

eart.

Mr. TIERNEY. Why wouldn’t the government just get out of the
business of certifying agencies like yours? Why wouldn’t we just
say that this is too fraught with errors and problems and risks. We
are going to get out of the business of certifying agencies and we
will establish our own standards. Then you can do what you want
to do. We can’t put you out of business. It would be an overstep
to do that. But there is no reason we should certify you as a gov-
ernment. You give your ratings and let the market decide whether
or not you are worthy of them and sort out of conflicts issue, but
we’re not going to do it anymore. We're going to step in and be the
r}elgu‘}ators instead of contracting it out to you. Why wouldn’t we do
that?

Mr. RAITER. If I could just—there is no reason why under the
certain circumstance that you don’t take those steps. There is a big
difference in this market between the rating at issue and the sur-
veillance. A breakdown occurred both in the proper sizing of the
rating at issue. But surveillance has been atrocious. And the
NRSRO designation that has been provided to the three majors,
and A.M. Best and maybe others, it doesn’t distinguish across what
kind of ratings you can give. If you get rid of that designation, you
can keep the investment policy guidelines that say if you are the
investment manager, you have to get two ratings. But let the re-
sponsibility fall on the investor to find the best rating, and then to
find the best surveillance that would keep them informed on a
timely basis as to how that rating is performing.

Mr. TIERNEY. Wouldn’t that be the better course? Mr. Fons,
would you agree?

Mr. Fons. Yes, I advocated that in my oral testimony that the
NRSRO designation should be abolished.

Mr. TIERNEY. Mr. Egan, do you agree as well?

Mr. EGAN. The government has been part of the problem in this
industry. It took us 12 years to obtain the NRSRO

Mr. TIERNEY. Excuse me, but when you say the government is
part of the problem, are you referring to the SEC?

Mr. EcaN. The SEC, exactly. It took us 12 years to obtain an
NRSRO, and yet there is proof from the studies of Federal Reserve
Board of Kansas City and from Stanford and Michigan that pointed
out that we had much better ratings than S&P and Moody’s but
yet there is still no response.

In that time period, what has happened is that because the gov-
ernment only recognized those few rating firms and continued this
unsound business model, it enabled the issuer-compensated rating
firms to grow much faster, much further, and have a more consoli-
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dated industry than it would be otherwise. Think the equity re-
search industry. There are a lot of equity research shops out there.
In the case of the rating industry, as Jim Graham said, it is a 2%
firm industry. That was before we got the NRSRO. Now he puts
us in the category.

But I think that what has to happen at this point—clearly there
is a breakdown—what has to happen is something that gives con-
fidence for the investors that are not in the market and they hap-
pen to be in many cases non-U.S. investors. The Asian and Euro-
pean investors, to get back in the market. Because they can’t do
the work themselves. They have to be able to rely on a credible
agent to be able to properly assess credit quality. You are not going
to change significantly S&P and Moody’s and Fitch’s way of doing
business. You can’t do it. These are rating opinions; they will re-
main rating opinions. What is needed is an alternative business
model to be more or less on the same plane so that people have
some confidence and get back into the market and get credit flow-
ing again.

Mr. TIERNEY. I think you can change the nature of that model
because we can set standards at the Securities and Exchange Com-
mission saying that we don’t accept it when the issuer makes the
payments as opposed to the investors.

Mr. EGaN. We've argued for that——

Mr. TIERNEY. Rather than having the government stepping in
and protecting that conflict and then leaving it there. I think the
idea is right. Mr. Raiter is right. Set the standards and leave your
standards out there, but don’t start picking winners and losers.

Chairman WAXMAN. Thank you, Mr. Tierney. Ms. Watson.

Ms. WATSON. Thank you, Mr. Chairman. On July 10, 2007,
Moody’s downgraded over 450 mortgage-backed securities. It placed
another 239 on review for possible downgrade.

Although many of these bonds were not rated highly to begin
with, Moody’s had awarded them its highest rating of triple-A.

The committee has obtained an internal Moody’s e-mail written
the next day, July 11, 2007. I think it is going to be up on the
screen in a moment. And this e-mail was written by Moody’s vice
president, who took multiple calls from investors who were irate
about these downgrades. And I would like to get your reaction to
these comments.

First the e-mail describes a call with an investor from the com-
pany PIMCO and the vice president writes: PIMCO and others
have previously been very vocal about their disagreements over
Moody’s ratings and their methodology. He cited several meetings
they have had questioning Moody’s rating methodologies and as-
sumptions. And he feels that Moody’s has a powerful control over
Wall Street, but is frustrated that Moody’s doesn’t stand up to Wall
Street. They are disappointed that this is the case Moody’s has toed
the line. Someone up there just wasn’t on top of it, he said. And
mistakes were so obvious.

So this goes to Mr. Fons. PIMCO is a very highly regarded inves-
tor management. It’s run by Bill Gross, who is widely regarded as
one of the Nation’s most experienced fixed-income investors. Does
it surprise you, Mr. Fons, that PIMCO would be so critical of
Moody’s?
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Mr. Fons. No, it doesn’t surprise me. I personally met with folks
at PIMCO and they are eager to express their opinions about how
they think the ratings should be run and how we should be doing
our business. So this doesn’t surprise me at all.

Ms. WATSON. This e-mail described a similar call from an inves-
tor from Vanguard, which is one of the Nation’s leading mutual
fund companies. According to the e-mail, Vanguard expressed frus-
tration with the rating agency’s willingness to allow issuers to get
away with murder.

And so again, Mr. Fons, why would Vanguard say credit rating
agencies allow people to get away with murder?

Mr. FoNs. They are addressing the rating shopping issue, the
erosion in standards that were obviously clear to them and clear
to many others in the market. And the delay by the rating agencies
to adjust their methodologies and ratings accordingly.

Ms. WATSON. I want to read three more lines and they are up
on the screen. Vanguard reports it feels like there is a big party
out there. The agencies are giving issuers every benefit of the
doubt. Vanguard said that portfolio managers at Vanguard began
to see problems in the work of the rating agencies beginning about
18 months ago. At first, we thought that these problems were iso-
lated events. Then they became isolated trends. Now they are nor-
mal trends. And these trends are getting worse and not getting bet-
ter.

So Mr. Egan, down at the end, what do you make of this e-mail
and do you agree that these isolated events turned into worsening
trends?

Mr. EGAN. It is not at all surprising. In fact, we argued that the
current ratings system is designed for failure and that’s exactly
what we have.

Ms. WATSON. I want to thank you particularly, Mr. Egan, be-
cause you have been one of the clearest speaking people that we
have had up here since we have been looking at the collapse of the
market. What we need is plain English to try to unscramble these
eggs that we find ourselves in and they are rotten eggs at this
time. I appreciate all the panel being here and I appreciate clear
responses that the public out there can understand. Thank you,
Mr. Chairman.

Chairman WAXMAN. Thank you, Ms. Watson. Mr. Lynch.

Mr. LyNcH. Thank you, Mr. Chairman. And I also want to thank
the witnesses.

I also have the dubious honor of serving on the Financial Serv-
ices Committee and in our hearing yesterday, I began my remarks
by saying I wasn’t interested in assigning blame or responsibility.
And that I was more interested in hearing about how we might go
forward and build a regulatory framework that would actually be
reliable and would secure the markets. That was the Financial
Services Committee.

This is the Oversight Committee which actually, in my opinion,
does have a responsibility to identify those who are responsible and
to hope in a way to hold those people accountable. It is a fact that
Moody’s and Standard & Poor’s especially as rating agencies held
a position of trust in relation to investors and market participants
and over time over the past 75 years or so investors and market
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participants were induced to rely on the ratings that were produced
by those agencies.

It is also a fact that while there were other bad actors in this
crisis, none of the others held a special responsibility as being a
gatekeeper or to serve as a firewall in the event that this toxicity
arrived in order to prevent it from, first of all, being systemic, and
in this case, actually going global. But the rating agencies facili-
tated that by putting triple-A stamps on this. They were
facilitators of allowing this whole problem to go systemwide and
then go global.

And as a result, I have a lot of families in my district and across
America who had their life savings wiped out and had their pen-
sions cut in half. Their investments have disappeared. Some have
been thrown out of their houses. I have retirees coming out of re-
tirement asking me to find them a job in this economy. There is
a human side to this that I think that some of our ratings agencies
and financial services do not recognize.

My constituents were not in the position to understand what a
binomial expansion was or did not have the ability to scrutinize the
different tranches of securities. They just did not have that ability
And they were not sophisticated like this. But they knew what tri-
ple-A meant—and what it has meant for the past 75 to 100 years—
and they relied on that. And they were induced to rely on that.
These securities are so complex. People in America and across the
globe knew what triple-A meant because Moody’s and Standard &
Poor’s as agencies were trusted. They were trusted to be accurate
and honest. And that was then.

I have a lot of people in my district who feel that they have been
defrauded. And they are mad as hell. And they think that in light
of what has happened to them, that somebody ought to go to jail.
And the more I hear in these hearings, the more I read, I am in-
clined to agree with them. I am inclined to agree.

Mr. Egan, you have been very helpful and I just want to touch
on one of the things that is at the root of this and that is this firm
shopping or ratings shopping. I want to ask you about the problem
of ratings shopping when the investment banks go around and take
their mortgage backed securities to various credit agencies to see
which one will give them the highest rating. And under the current
system, a rating agency gets paid by the issuer as we have talked
about here.

Let me show you an example. We have an e-mail that was sent
on May 25, 2004, from one of the managing directors at Standard
& Poor’s to two of the company’s top executives. The subject line
of this e-mail is “competition with Moody’s.” It says: We just lost
a huge Mazullo RMBS, which is a residential mortgage-backed se-
curity deal, to Moody’s due to a huge difference in the required
credit support level. That is the amount of other mortgages sup-
porting the upper tranche.

Later on, the S&P official explains how Moody’s was able to steal
away the deal by using a more lenient methodology to evaluate the
risk. He says this: “They ignored commingling risk and for the in-
terest rate risk they took a stance that if the interest rate rises
they will just downgrade the deal.”
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Mr. Raiter, you used to work at Standard & Poor’s. And were of-
ficials at the company concerned about losing rating deals to your
competitors?

Mr. RAITER. Well, I believe that might have been a deal that was
rated in Tokyo. And in the United States we had, as I believe my
statement explains, we had delivered our models out to the street.
So there was no real rating shopping in our market share, because
they could basically run the pool of mortgages through the model
on their own desk and get exactly the same answer that we got.

Mr. LYNCH. Are you saying there is a difference between what
you did in the Asian market versus what you did here?

Mr. RAITER. Yes, there was a difference in every market. The
U.S. market had its criteria, the Japan had a separate set of cri-
teria, the Spain, England, based on the nature and structure of the
market and the securities.

Mr. LYNCH. But this is Moody’s stealing accounts from S&P and
vice versa. This is competition between the two firms we are talk-
ing about here.

Mr. RAITER. Predominantly, yes between the two firms.

Mr. LyNcH. Whether you are stealing work that was in Asia or
the United States, it is the competition between the firms. Let me
ask Mr. Fons, you were a senior official at Moody’s

Chairman WAXMAN. The gentleman’s time has expired. Do you
want to conclude with one last question?

Mr. LYNCH. Sure this will be it. Let me read the rest of the e-
mail. After describing the loss to Moody’s the S&P officials say this.
This is so significant that it could have an impact on future deals.
There is no way we can get back this one, but we need to address
this now in preparation for future deals. I had a discussion with
the team leaders and we think the only way to compete is to have
a paradigm shift in thinking, especially with interest rate risk.

My last question would be, Mr. Raiter, what is your view about
these e-mails? They seem to indicate that credit rating agencies are
engaged in a race to the bottom in terms of credit ratings quality.
And I'd like to hear your comments on it. And I thank you for your
forbearance, Mr. Chairman.

Mr. EcaN. I think we have had ample evidence that ratings
shopping is alive and well. And when you couple that with the fact
that ratings have been viewed as opinions and therefore there is
relatively little downside to inaccurate opinions, you have a condi-
tion that has led to the collapse that we are experiencing.

Mr. LYNCH. Thank you, I yield back.

Chairman WAXMAN. Thank you, Mr. Lynch.

Ms. McCollum.

Ms. McCoLLuM. Thank you, Mr. Chair. Credit rating agencies
are viewed as sources of information for independent analysis. In-
vestors—and that includes the families in my district who purchase
these products—they look for the credit rating agency to speak to
the financial conditions, the creditworthiness, so that they can as-
sess their risk or lack of risk.

I want to cite an April 26th, New York Times piece that was
called Triple Failure, “Moody’s used statistical models to assess
CDOs. It relied on historical patterns of default. It assumed the
past would remain relevant in an era in which the mortgage indus-
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try was metamorphosing into a wildly speculative business.” In
fact, the chief executive of JPMorgan and Chase said, “There was
a large failure of common sense by the rating agencies.”

Mr. Fons, from your testimony, “The focus of Moody’s shifted
from protecting the investors to being a market driven organiza-
tion.”

So my question for you gentlemen. I want to ask about July 10,
2007, when Moody’s downgraded over 450 mortgage-backed securi-
ties and threatened to downgrade over 200 others. The investors
were irate because Moody’s had previously rated some of these
bonds as triple-A, equivalent to Treasury.

One of the documents that the committee has obtained is a
Moody’s internal e-mail from July 12, 2007, only 2 days after these
downgrades, which shows how these complaints continued and they
rose all the way up to the CEO level.

In this e-mail Moody’s officials described a tough phone call with
the chief investment officer at Fortis Investments. The Moody’s of-
ficial wrote that the Fortis investor requested to speak to someone
very senior very quickly. She said she was extremely frustrated
and had a few choice words, and here’s what she told the Moody’s
official: “If you can’t figure out the loss ahead of the fact, what’s
the use of your ratings? You had legitimized these things,” refer-
ring to subprime and ABs, that’s asset-backed CDO assets,” as
leading people into dangerous risk.

“If the ratings are BS, the only use in ratings is to compare BS
relatively to BS.”

Mr. Fons, you used to work at Moody’s, so my question for you
is, that’s a pretty damning indictment of the entire system, to use
the phrase, to use only ratings “compared BS relatively to BS.”

So my question to you, does Fortis have a point?

Mr. FONs. Absolutely. The deterioration in standards was prob-
able. As I said, evidence first arose at least in 2006 that things
were slipping, and the analysts or the managers for whatever rea-
son turned a blind eye to this, did not update their models or their
thinking and allowed this to go on. And what these investors are
most upset about clearly, is the fact that a triple-A was down-
graded.

Triple-As had historically been very stable ratings through time.
And so there was an implicit compact, if you will, that the triple-
A was to be something that was to last at least for several years
without losing that rating. And when you see something go from
triple-A to a low rating in such a short period of time, clearly that’s
evidence of a massive mistake somewhere.

So she’s venting her frustration.

Ms. McCoLLUM. So the triple-A is like the gold standard?

Mr. FoNns. It is, yeah. It’s the brand. That’s what Moody’s is sell-
ing.

Ms. McCoLLUM. According to the e-mail, a Fortis Investments
manager had come to Moody’s the year before to discuss their con-
cerns about the company’s methodologies. So she’s been concerned
before. In fact, she told Moody’s, that she and “other investors had
formed a steering group to try to get the rating agency to listen to
the need of the investors.”
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So, Mr. Egan or Mr. Raiter, what does it say about a system
when the investors that—the people these ratings are supposed to
be serving, their customers have to form a steering group just so
the credit agencies won’t ignore them?

What does that say about the credit agencies?

Mr. RAITER. Well, I just think it’s a further indictment that there
was a big breakdown between the people that were trying to maxi-
mize profits and the people that were trying to maximize the credit
ratings methodology and activities, and that the people with the
profit motive won.

Ms. McCoLLuM. Mr. Egan.

Mr. EGAN. I think it is similar to a Yiddish saying, which is that
we have to get smart quickly, OK, that we’re stupid right now. This
system is stupid; we need to make some adjustments. It’s not fair
and it’s not going to be a good use of your time and energy and
effort to try to curb the behavior of S&P and Moody’s and Fitch.

Why? Because that’s the way they're set up. Ratings are opinion;
and you’re stuck. Accept them for what they are and go around and
get another check and balance in this system.

Yes, the investors are upset, but you need to provide a pathway
for some other independent voices. We're out there. There are other
firms that are out there that are similar to us, but we have a small
voice compared to S&P and Moody’s. And so we, yeah, we can con-
tinue on the current path, have more failures.

The United States slips in importance. The financial services in-
dustry is one of the most important industries, and we see it fall
apart. We can continue along the path or we can take some tan-
gible actions to correct the problems. And I think that would be
much more fruitful than beating up on S&P and Moody’s for doing
what they have an incentive to do, basically, which is to issue the
ratings that will satisfy the people who pay 90 percent of their
bills, that is, the issuers.

Ms. McCoLLuM. Thank you, Mr. Chair.

Chairman WAXMAN. Thank you, Ms. McCollum.

We are checking out that Yiddish quote to see if it’s accurate.

Mr. Sarbanes.

Mr. SARBANES. Thank you, Mr. Chairman.

It seems like the rating agencies were ignoring risks in two di-
rections. We have talked a lot about one direction which is they
were ignoring the risk inherent, it seems, in these subprime, mort-
gage-backed securities by not doing the level of due diligence that
they should have done; or once they had done it, ignoring the anal-
ysis that they performed.

But in the other direction, I gather they were also enhancing the
status of these risky securities based on the fact that the invest-
ment banks were going out and purchasing this, “insurance” in the
form of the credit default swaps, which were themselves very risky
instruments. You had this kind of perverse situation where because
the CDS was there, that kind of insurance product, they would
take something that was already risky and suggest that somehow
the risks have been reduced because you had gotten this insurance
product, this CDS product, which we know from our AIG hearings
was inherently risky itself.
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And I just ask a couple of you to speak very briefly to that side
of the equation, as well, in terms of them ignoring this credit.

Mr. Fons. I would like to comment.

First of all, the insurance that the rating agencies looked to, it
was typically from a monoline insurer to back the mortgage-backed
securities. The credit default swap activity you mentioned was typi-
cally used by financial institutions to hedge their exposures to
these things. And so it would have been on the financial institu-
tions’ ratings side where they would be depending on that; or the
institutions were at least, you know, asserting that this protected
them to a certain extent.

Mr. SARBANES. But the rating agencies were giving them some
credit for that, were they not?

Mr. Fons. Yes. I think they counted that as hedging to a certain
extent.

Mr. EGAN. In fact, I'm glad you brought out the monolines. We
were on the record probably about 18 months ago, in fact, even ear-
lier than that, in 2003, I think I was quoted in Fortune saying that
MBIA is not a triple-A rated credit.

Triple-A is a special standard. Basically it means that an obligor
can pay its obligations come hell or high water. No matter what,
they can pay the obligations. And there are relatively few issuers
that rise to that high level.

In our opinion, the monolines didn’t fit that. Basically we looked
at their liabilities and found that they had—was exposure to—I
think it was about $30 billion in collateralized debt obligations. We
took a 30 percent haircut on it as $10 billion, and we said, those
are just the pipeline losses; and to cover it, to come up to the triple-
A, they’d have to raise that to about three times that. So that
would have been $30 billion just for one issuer.

We multiply that, too, by seven issuers, and we got to 210, but
we backed it down to $200 billion. We issued that statement pub-
licly, I think it was probably about 9 months ago. And a lot of peo-
ple said we were ridiculous.

But that is the crux, that these are not triple-As, and a lot of
people have been making investment decisions and have not taken
markdowns, assuming they were true triple-As, but yet we’re talk-
ing about bailing out these supposedly triple-A-rated firms.

It makes no sense. The sooner we get back to reality, the better
off we’ll be.

Mr. SARBANES. Thank you.

Let me ask you, Mr. Fons, because this sort of follows up on Mr.
Tierney’s questions earlier about what do we do next. In your testi-
mony you talked about wholesale change, right? That’s the term
you used. And you talk about change in the government in senior
management levels. And you don’t really buy the notion that the
reforms that have been announced so far meet that standard.

I was reading ahead a little bit the testimony of Mr. Sharma,
who is coming next, where he talks about 27 new initiatives and
other things that have been undertaken to address the breakdown
that you've all alluded to: new governance procedures and controls,
analytical changes focusing on substantive analysis, changes to in-
formation used in the analysis, new ways to communicate.
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You basically list out everything, which is what the rating agen-
cies should have been doing in the first place. I mean, it’s not like
saying, we've got to come along and change a couple of things. If
you read the list, it’s basically saying, everything we were supposed
to do we weren’t doing, and now we are going to start doing it.

Which gets to the question of, you can change procedures, you
can change controls, you can change protocols, etc., but why should
we trust the same people who ignored these warnings to fix the
prob&gm in a way that means it’s not going to happen going for-
ward?

So I think that’s what you're getting at. If you could just speak
to that a little more specifically, I'd appreciate it.

Mr. Fons. I think that’s exactly what I meant, that you still have
the same overall incentives in place, you still have the same struc-
tures; and as you said, they should have been doing those things
in the first place. These are not reforms; these are just doing busi-
ness properly and doing them better.

So at the governance level you need the board of directors who
are actually acting in shareholders’ interest and that interest is
preserving the franchise and preserving the reputation of the firm.
And I didn’t see that happening. They weren’t interested in hiring
good businessmen and seeing a business run; and as I said, that’s
why I have advocated wholesale change at those levels.

Mr. SARBANES. Mr. Chairman, my time is up. I would just point
out there is going to be huge resistance to that notion because the
same people that were part of this are going to want to say, we
screwed up, things broke down, but we know how to fix it and ev-
erything will be fine going forward.

And we’re going to have to look past that.

Chairman WAXMAN. Members of the Sarbanes family have heard
that story before. Thank you, Mr. Sarbanes.

Ms. Speier.

Ms. SPEIER. Thank you, Mr. Chairman.

Gentlemen, thank you for your testimony. You have provided us
with a definition of corruption that I think is bone chilling. I can’t
bec%in to tell you how dismayed I am by what you have told us
today.

Mr. Egan, let me start with you. You said that in 2003 you alert-
ed Congress to what was coming down. It sounds like Congress
didn’t listen to you. You don’t have to respond to that, but I want
to ask you a question today. What’s the next shoe that’s going to
fall? And maybe we can listen to you this time.

Mr. EGAN. People pay us a lot of money to get that answer. Basi-
cally, there’s a series. You have investment banks that are way
undercapitalized right now, investment now—commercial banks
that are way undercapitalized. You have the commercial banks
that are undercapitalized. You have the money market funds that
are in fear of breaking the buck.

So basically anything that isn’t propped up by the Fed or the
Treasury is going to drop, unfortunately; and what is needed—and
it should drop, actually. It should drop until it reaches a point
where it’s sustainable.

So there’s a variety—we tell our clients that the ecosystem, if you
will, in funding has broken down. Everybody connected with the
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mortgage market, you've seen them fall; the mortgage brokers, the
mortgage bankers, the investment banks, the commercial banks,
they’re all in terrible shape.

So if you want to protect your investments, there are certain in-
dustries that you want to look at that aren’t dependent on that eco-
system and aren’t dependent on the consumers that will do all
right. So it’s basically—and this came up in an interview I had yes-
terday on Bloomberg Television. It’s basically those firms that are
either propped up by the Federal Government—and that propping
will remain, won’t expire after 2009, which is the case of Fannie
and Freddie—or are not dependent on the ecosystem or anything
directly or indirectly connected to that ecosystem.

Ms. SPEIER. All right. Thank you.

I would like to move to the motivation for much of what you've
told us today, which appears to be money. I want to show you how
the revenues for rating residential mortgage-backed securities and
CDOs became a significant part of these rating agencies’ bottom
line. Let’s start with S&P.

As you can see from this chart, S&P increased its share of reve-
nue for rating mortgage-backed securities from 24 percent of U.S.
rating revenue in 2002 to as much as 37 percent in 2006.

Let’s now show you Fitch. As you can see from this chart, Fitch’s
revenues for rating these bonds increased steadily, accounting for
35 percent of its U.S. rating revenue in 2004 and 2005 before drop-
ping slightly in 2006.

Now, we have a slightly different chart with Moody’s, but it
shows the same trend. By 2006, Moody’s structural finance posi-
tion, which rates mortgage-backed securities and CDOs, accounted
for more than half of the company’s total rating revenue.

So profits have played a huge role in the rating of these exotic
instruments; is that not the case? And if you could just each indi-
cate that.

Mr. RAITER. Well, profits were what drove it starting in about
2001 at Standard & Poor’s. It was the growth in the market and
the growth—profits were running the show. In a nutshell, that was
the simple answer. And the business managers that were in charge
just wanted to get as much of the renew as they saw like this,
growing out in the street, into their coffers.

And the breakdown, in my opinion, was that while we can talk
about or you all can consider different ways of fixing the rating
agencies’ current situation, by and large, the analysts, as we have
seen in the e-mails, they were honest, hardworking people. And
they were sending messages to the business managers through the
MDs, etc., and they weren’t getting any response.

So there was a big breakdown, and that reputation that was lost
shouldn’t be totally blamed on the analysts because most of them
were trying to do the right thing, but the money became so great
that the management lost focus.

In residential mortgages alone, just that piece of the business,
from 1995 when I joined the firm to 2005, grew from $16 million
a year for S&P to $150-plus million, a tenfold increase. And the
market was just being driven by low interest rates, by these new
products that were coming out so fast and furious that it took a lot
of money to track them and analyze them, and the money wasn’t
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available. So our analysts spent their time just trying to get the
ratings out the door and to alert management what was going on,
and none of that money was plowed back and reinvested.

And I firmly believe that had we continued to track at the loan
level those new products, we would have seen things in 2004—2005
that would have forewarned us.

And when you talk about the way these deals work, you can’t
lose the fact that triple-A bond has support; just like you should
have equity in your house, the support underneath that was estab-
lished by the rating. With more information about those new prod-
ucts, that support requirement could have gone up significantly
and made some of those products uneconomic to originate. But be-
cause they weren’t tracking the data, they weren’t allowing the an-
alysts to collect it and analyze it continuously, those alerts waited
until 2007 when everything collapsed.

There were good people in those firms at Moody’s and S&P and
Fitch that saw what was coming, and they tried to make manage-
ment aware of it. And money was the overriding concern at the top
of the firm.

And the point Mr. Sarbanes made is right on the money. Some
of these people are the same ones that brought Enron and
WorldCom to us, and now they’re going to give us another list of
things. And you can go back and check; a lot of things on that list
they promised to do after Enron and WorldCom exploded, and they
still haven’t done it—so the same people still in charge of the hen
house.

Chairman WAXMAN. Thank you, Ms. Speier.

Mr. Shays.

Mr. SHAYS. We passed Sarbanes-Oxley in response to WorldCom
and Enron. And Oxley was pretty strong. Sarbanes was stronger,
because by then WorldCom went under.

The scariest hearing that I have ever had, that rivals this by far,
was that when Enron went under, the board of directors didn’t di-
rect, the administration didn’t manage properly, the employees
didn’t speak out, the law firms were in cohoots, the rating agencies
were just in left field. Every part of the system broke down.

So we passed Sarbanes-Oxley.

What I want to ask, from the three of you, how is it possible
when the German company that was looking at VEBA, V-E-B-A,
was looking to unite two equals of Enron that they determined that
Enron had taken 70 percent of its stuff off the books and that they
had about a $2 billion unfunded liability that was not recognized;
and still the rating agencies rated this company like it was an ex-
traordinary, well-run company even after that?

I happen to think the rating agencies are useless now. I think
they have no brand. I wouldn’t trust them if I had money to invest.

So the second part of my question is, tell me how they get their
brands back. Tell me why there should just be the so-called “Big
Three” when actually, had they done their job, we wouldn’t be in
this mess?

So walk me through that. Mr. Egan, you can start.

Mr. EGaN. Well, thank you.
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First of all, I'd prefer they use an adjective in front of the noun
“rating firm” because we are a rating firm, but our behavior, our
actions, are significantly different than the issuer compensated——

Mr. SHAYS. I don’t want to get into that. I'm sorry; you've had
your chance to do that. But frankly I think buyers have had almost
as much conflict as sellers, so I'm not as impressed with that point.

Just tell me why the rating agencies failed to identify what hap-
pened at Enron, why the whole banking community failed to
undersee it. I don’t get it.

Mr. EcaN. Well, you know, we’re not geniuses. And we got it,
OK? Why did we get it? Well, because in Enron’s case, the business
model failed. Same as in WorldCom’s case. Enron’s core business
was—and they were smart in one way, but they didn’t——

Mr. SHAYS. Was that an indication we didn’t understand the
business model with all these new instruments, that they are like
Greek to the rating agencies even?

Mr. EGAN. I think you get rid of the people that did understand
it. I think there’s an incentive.

In fact, there are some articles. Aaron Lucchetti of the Wall
Street Journal documented how some analysts were sounding the
alarm, and they didn’t maintain market share, and one way or an-
other they were pushed out the door.

Mr. SHAYS. Mr. Raiter.

Mr. RAITER. Well, if the broader question is, how do you think
they might go about——

Mr. SHAYS. I want to know first about Enron. I don’t get it. I
don’t understand why none of the rating agencies didn’t take a sec-
ond look when this deal fell apart and the German company said
this company has $2 billion of unfunded liabilities.

I don’t get it. Why wouldn’t that have shown up?

Mr. RAITER. Well, either they weren’t digging deep enough or
they weren’t looking in the right place. I mean, there are, as Mr.
Egan has suggested, human beings involved in this.

I don’t believe on the S&P side there was fraud. It might have
been a little less than diligent in terms of the work they did, but
they come back with the fact that it’s an opinion

Mr. SHAYS. Mr. Fons, maybe you can help me with this. I don’t
get it.

Mr. Fons. I think the mistake was talking to those companies in
the first place, instead of sitting down as a disinterested observer
and looking at the financials and looking

Mr. SHAYS. Price Waterhouse did the due diligence for the Ger-
man company and said, don’t go there. Well, Price Waterhouse did
it. The deal fell through, and the rating agencies still rated Enron
quite significant.

Mr. FoNs. There were a lot of mistakes made in the Enron situa-
tion, and then——

Mr. SHAYS. My last question then is, is it conceivable that the
rating agencies just don’t understand the market that they are
having to evaluate, that they don’t understand these instruments?
And if that’s the case, do they have a moral right not to rate these
businesses?

Mr. Fons. I think the overall track record of rating agencies have
been, up until this time, pretty good. They have successfully dif-
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ferentiated defaulters from nondefaulters. That’s the job of the rat-
ing system.

The track record is what allowed the reputation to grow. They
built that reputation and milked it for what they could, and started
lowering standards. But over time credit analysis is a reputable
discipline. It think it’s doable. It’s just, you know

Mr. SHAYS. They have no brand, they have no credibility whatso-
ever. I can’t imagine any investor trusting them.

Mr. Fons. It’s going to be a while to build that up, I agree.

Chairman WAXMAN. The gentleman’s time has expired.

Ms. Norton.

Ms. NORTON. Thank you, Mr. Chairman. I think this hearing is
about something that’s been on the minds of lots of people in trying
to figure out how did this happen, and they go back to the credit
rating agencies and the enormous, apparently undeserved, respect
they have enjoyed.

I want to ask about a word I have not heard before, “ratings
withdrawal,” where apparently after a credit agency rates a secu-
rity, the agency can be terminated if there is a threat to downgrade
the security.

I'm not making this up. This is true. I want to refer to a few ex-
amples.

The New York Times reported on Mrch 8th that the world’s larg-
est bond insurance company, MBIA, fired Fitch ratings because
Fitch was considering downgrading the company’s bonds from tri-
ple-A to some lower rating of some kind. According to the Times,
all three rating agencies had rated MBIA’s bonds but only Fitch
was considering a downgrade.

And I'm familiar with that happening in cities and States all the
time. One rating agency does one thing and the others don’t.

Mr. Egan, you mentioned this specific incident, I believe, in your
written testimony. How does it affect an agency’s ratings if that
agency knows it can be fired anytime it downgrades a bond?

Mr. EGAN. You have to assume that it’s considered very carefully.
If you're relying on the issuers for compensation, you hate to see
that revenue go away.

In our case, we never had MBIA at triple-A. It never rose to that
level. I think our current rating is down about single B or there-
abouts, which is about nine notches, which is lower than the oth-
ers. That’s a Grand Canyon-type difference. They never fired us—
that’'s MBIA—because they never hired us.

So far as your specific question about firing, yes, it would have
a big impact.

Ms. NORTON. It seems——

Mr. FoNs. We have policies that we would not withdraw a rating
just because somebody said, you're fired. If we believe and we had
enough information to rate the thing at Moody’s, we would con-
tinue to rate it. They couldn’t fire us.

They could fire us, they could not pay us, but we could still offer
our opinion and express our first amendment right.

Ms. NORTON. But then you would have the situation that Fitch
had where apparently it tried to keep a company called Radian,
even without the company’s cooperation. And don’t you have to
have the company’s cooperation?
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Mr. Fons. I don’t believe so. I believe it’s not helpful.

Ms. NORTON. We have quite a conundrum here, don’t we?

Here’s another example: Fitch downgraded the insurance com-
pany Radian from A to A-; and a publication called Business Wire,
on September 6, 2007—said that Radian sent a, “formal request
that Fitch immediately withdraw all of its ratings on Radian.”

Now, are you concerned about this practice, first of all, is that
unusual—just withdraw your ratings?

Mr. EGAN. No, it’s not. In fact, sometimes you don’t even get
hired. It’s another manifestation of the rating shopping. Basically,
if you're not going to go along with the highest rating possible,
there’s a good chance you won’t be hired initially to do the rating
or you will be fired later.

Ms. NORTON. How about take all my ratings off? You have to do
that if they ask for it

Mr. Fons. We have specific policies surrounding the withdrawal
of a rating, and we would only do it under certain circumstances.

Ms. NorTON. What kind of circumstances would you do it?

Mr. FoNs. One would be, we didn’t have enough information to
rate something. We would do it there. If the issue had disappeared
or the bonds no longer existed, we would withdraw the ratings, for
example.

Ms. NORTON. I spoke of a conundrum. Surely there is some way
out of this problem which everybody apparently knew about. It’s
been transparent; everybody knew it happened.

How do you deal with this problem of the issuer not giving you
information that you need in order to rate and the circular problem
you find yourself in, and all of us who depend upon you, therefore,
find ourselves in?

Show me a way out of this problem.

Mr. Fons. If they’re issuing public securities, laws are, there are
disclosure requirements for companies. That should be sufficient to
draw a rating assessment.

Ms. NorTON. How do you enforce that?

Mr. Fons. SEC does that. Isn’t that their job?

Ms. NORTON. Has it done that before? Has SEC enforced that, to
your knowledge?

Mr. EGaN. I think in the corporate area they have. But the an-
swer here to your question is a little bit more subtle because what
happens in the case of MBIA, because that’s a current example, it’s
an important example in the industry because there are so many
firms that are relying on MBIA’s, Ambac’s support for various secu-
rities. If they lose that support, they’re going to have to mark down
those securities.

What happens in the industry is that the issuer will say—in the
case of Fitch or in our case, they’ll say that rating firm, don’t pay
attention to their ratings because they don’t have the additional in-
formation.

We say, look at our track record; you know we are right. Look
at other manifestations of the deterioration of the company’s fall.
But nonetheless, that’s the company’s response, that if you want
the true rating, go to those that we support that we still, pay which
is a little bit odd.
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Ms. NORTON. How common is this practice of just saying, Just
withdraw the rating? Is it an everyday occurrence?

Chairman WAXMAN. The gentlewoman’s time has expired, but I
would like to hear an answer.

Mr. Fons. It’s unusual.

Mr. EGAN. It happens from time to time.

Ms. NORTON. I'm sorry?

Mr. Fons. It’s unusual. It’s unusual.

Ms. NoORTON. Thank you very much.

Thank you, Mr. Chairman.

Chairman WAXMAN. Thank you, Ms. Norton.

Mr. Davis.

Mr. DAVIS OF VIRGINIA. Mr. Chairman, I just have one more
question. In Mr. Raiter’s written testimony he states the founda-
tion of the rating analysis is the data relied on for determining
credit enhancement levels.

Rating agencies don’t perform due diligence on the data; am I
right? They just rely on representations and warranties that come
f{lom the 1ssuer that the data submitted is indeed accurate; is
that

Mr. RAITER. That is—the structured side of the transaction is
reading the documents and relying on the information provided,
and we do not do due diligence. Our lawyers have said that is an
SEC-defined term, and it’s the issuers that are required to do the
diligence on their filings.

So we relied on reps and warranties, the guaranties.

Mr. DAvVIS OF VIRGINIA. That leads to my question. I just wanted
to make sure I was right in my understanding.

Now, the rating can only be as good then as the data that’s put
into the models?

Mr. RAITER. Correct.

Mr. DAvis OF VIRGINIA. But there is no independent verification
that the data is accurate?

Mr. RAITER. No independent verification of the tapes, that’s cor-
rect.

Mr. DAvIS OF VIRGINIA. All right.

From the loan originators and the borrowers who might have
fudged home buyers’ creditworthiness, employment history, to the
issuers who package these mortgages and want to get the highest
possible rating, it looks to me like there were a lot of places along
the line where the data that ultimately makes it to the rating
agencies could be made unreliable.

Mr. RAITER. That it could have been made more reliable?

Mr. DAvis OF VIRGINIA. That it could have been made more unre-
liable just as it passes——

Mr. RAITER. Right.

Mr. DAviS OF VIRGINIA. OK.

Now, if it’s not the rating agency’s job to ensure the accuracy of
the data it’s using to rate these securities, whose job is it?

Mr. RAITER. That’s correct. We determined that it was better to
put the onus on the issuer as we required, as I spelled out in reps
and warranties.

Mr. DAVIS OF VIRGINIA. Let me ask this: Was there a computer
model that could evaluate the risks and the values if you had all
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of the correct info through these documents? I understand that a
single prospectus for a mortgage-backed security I have looked at,
they run 2,000, 3,000, 4,000 pages sometimes.

Mr. RAITER. I haven’t seen one quite that large, but they are
multiple hundreds of pages, and if they give you the detail on the
tapes, they could run to quite an extensive length.

Mr. DAvis OF VIRGINIA. Is there a computer model—given if
you've got all the information in that, and there probably were
some inaccuracies, but if you had all of that you could have given
an appropriate evaluation?

Mr. RAITER. The model would give an appropriate evaluation on
the collateral, what the enhancement requirement was, how much
insurance you need to put under the triple-A bond. They were cal-
culating the default expectations for each of the mortgages and
what the loss would be if the mortgage defaulted; that was the
model on the data side.

The structure side of the transaction was then looking at the doc-
uments to make sure that the investors were being protected in the
servicing of the loans, in the pass-through of the payments, part
and parcel.

And someone asked what the next shoe might be to drop. This
could be another shoe that hasn’t hit yet. That was the reps and
warranties that were put on the data. As these loans are going bad
and the bonds have been downgraded, there are people that are
going through each one of those in foreclosure; and if they find out
that the appraisal was inflated or that any other information that
was supplied to the rating agency was incorrect or inaccurate or
just fraudulent, they have the right to put it back to the issuer.

And what we’re faced with today is, a number of the institutions
that have received government bailouts or have been in fact
merged out of existence—Lehman, WAMU, Bear Stearns, Country-
wide and IndyMac—they were all providers of huge rep and war-
ranty guarantees; that if those loans start getting identified as hav-
ing appraisal problems and put back, the question is whether the
people that bailed those organizations out are going to make good
on those reps and warranties, or are they going to go by the board
and they just won’t have any value?

Mr. DAVIS OF VIRGINIA. You anticipated where I was going.

Any comments on that, Mr. Egan or Mr.——

Mr. Fons. I think that the assumption here is that the models
were right, even with the right data, and in any opinion there
wasn’t a strong history, first of all, with the subprime mortgage
market. We didn’t really know how these things—there was no
good model in existence.

Mr. DAVIS OF VIRGINIA. So we don’t know for sure if the model
holds up, because it wasn’t really utilized as much?

Mr. Fons. It hadn’t been tested thoroughly, I'd say, through ex-
perience.

Mr. DAvVIS OF VIRGINIA. But, you know, you could—as we go
through this from here on out, you can test it and maybe refine it
a little more.

Mr. Fons. Well, I think this will be a great test case for future
securitizations, pointing to this episode, absolutely.
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Mr. EGaN. There’s been a breakdown. If you look at the old
model that worked, and that is where there was the local banker
who was going to hold the paper and look at it, why would that
local banker make sure that the property—do some spot checks.

Let’s say they were going to fund 100 mortgages. Well, you don’t
have to check every single one, but maybe a handful, to make sure
that the properties were appraised properly. Check some of the doc-
umentation that is documented. Make sure that the mortgagees
can pay—the obligors can pay their obligations. And that hasn’t
happened.

What has happened in the market is, because of the dominance
of the major rating firms, they've constricted what they view as
their job, which might serve their interests very well, but has not
served the public’s interests very well.

In fact, there’s been a breakdown because the assumption is that
if it’s a triple-A, it really is a triple-A, that you’ve done what is nec-
essary to ascertain that everything can be done properly. And
that’s not the case.

So if you go back to—and you can’t micromanage it and say, well,
in this transaction do this, in the other transaction do that. That’s
a waste of time. What you want to do is make sure there are some
agents in there that are protecting the ultimate investors. That’s
the key here.

Mr. DAvis OF VIRGINIA. Thank you.

Chairman WAXMAN. Just to followup on that point: But if the
people doing the rating realized that there was no money being put
in by the purchaser of the home because they were borrowing the
down payment, as well as the rest of the loan, one would have as-
sumed that they might have concluded that a default is more likely
wouldn’t they?

Mr. EGaN. Absolutely. And just rate it as such. That’s all.

It’s like the 90-year-old man that I gave as an insurance com-
pany. It’s fine that there are certain segments of the population
that maybe because the houses are appreciated, you know they're
going to appreciate. Maybe there is a big plant going in that area
and there is a bargain deal that the builder—it’s fine that you ac-
tually rate those. But make sure you rate it properly. Make sure
again that there is an alignment.

In fact, right now, there is a lot of opportunity to be made in the
mortgage area. You don’t have money flowing in there because peo-
ple have seen the ratings slam down. So now when, let’s say,
they’re being priced at about 40 cents on the dollar, you could see
]}Olali the portfolio disappear and you could still make your money

ack.

People, institutions aren’t putting money into it because, again,
the ratings aren’t high enough. They’re BB. So we will go to inves-
tors and say, listen, at a new money basis, it should be rated high-
er than what it is.

There’s some interest, but the ratings are so key in this whole
process. You have to fix that problem.

Chairman WAXMAN. I thank the three of you very much. Ratings
are key, and they are relied on by investors. And when they see
a triple-A rating, investors assume this is a good investment, even
though there is no liability, even if they just made up an opinion
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without having the facts to substantiate that opinion. And that’s
one of the reasons we are in the situation we are in today and why
we have had this hearing.

So I thank the three of you for your presentation, and we are
going to now move on to the next panel.

But before we move on to the next panel, I would like to make
a clarification for the record. In my opening statement, I referenced
an e-mail by a Moody’s employee named Christopher Mahoney. It
has now come to our attention that although Mr. Mahoney was the
author of the e-mail, he was forwarding the opinion of somebody
outside of the company.

I do want that to be clarified. We will be glad to give you that
information.

We now move on to our second panel, and while we are making
this transition, why don’t we have a 5-minute recess, if that’s OK.
Those who are leaving will leave and those who are coming in will
come in.

[Recess.]

Chairman WAXMAN. The meeting of the committee will please
come back to order.

Without objection, questioning for panel 2 will proceed as follows:
The majority and minority will each begin with a 12-minute block
of time with the chairman and ranking member each having the
right to reserve time from this block for later use. And without ob-
jection, that will be the order.

We are pleased to welcome to our hearing for this panel Deven
Sharma, who is the president of Standard & Poor’s; Raymond W.
McDaniel, who is chairman and chief executive officer of Moody’s
Corp.; and Stephen Joynt, who is president and chief executive offi-
cer of Fitch Ratings. We're pleased to have you here today.

It’s the practice of this committee that all witnesses who testify
before us do so under oath, so I would like to ask you to please
stand and raise your right hands.

[Witnesses sworn.]

Chairman WAXMAN. The record will indicate that each of the wit-
nesses answered in the affirmative.

Mr. Joynt, why don’t we start with you?

I might indicate to each of you that your prepared statement will
be in the record in its entirety. What we will request, and we are
not going to be very strict on this, but we request that you observe
the clock that we will give you 4 minutes green, then 1 minute or-
ange; and then after 5 minutes, it turns red, and we’d like to have
you at the end of that time conclude your testimony.

STATEMENTS OF STEPHEN W. JOYNT, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, FITCH, INC.; RAYMOND W. McDANIEL,
CHAIRMAN AND CHIEF EXECUTIVE OFFICER, MOODY’S
CORP.; AND DEVEN SHARMA, PRESIDENT, STANDARD &
POOR’S

STATEMENT OF STEPHEN W. JOYNT

Mr. JOYNT. Thank you very much.
Since the summer of 2007, the global debt and equity markets
have experienced unprecedented levels of stress and volatility. The
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underlying factors contributing to the credit crisis have been many,
namely, historically low interest rates, greater global demand for
relatively riskier and higher yielding assets, lax underwriting
standards in the mortgage origination markets, inadequate dis-
cipline in the securitization process, insufficient risk management
practices at financial institutions, an outmoded global regulatory
framework, and credit ratings in RMBS and CDOs backed by
RMBS that have not proven as resilient as originally intended.

As I noted in my testimony before the Senate Banking Commit-
tee in April, the crisis began with severe asset quality deterioration
in the U.S. subprime mortgage market and related RMBS and
CDO securities that caused large market price declines because ul-
tima(‘;e credit losses will be far greater than anyone had antici-
pated.

Today’s market stresses, however, have become more broad
based—by asset, institution, and geography—and emanate from a
global reassessment of the degree of leverage and the appropriate-
ness of short-term financing techniques inherent in today’s regu-
lated and unregulated financial companies. Deleveraging is dra-
matically reducing liquidity and contributing to price volatility,
both for individual securities and for the institutions that own
them or ensure them.

With the benefit of hindsight, it is clear that many of our struc-
tured finance rating opinions have not performed well and have
been too volatile. We have downgraded large numbers of structured
finance securities, particularly in the subprime mortgage and CDO
areas, and in many cases by multiple rating notches. Why is this
happening?

While we were aware of and accounted for in our models and
analysis many risks posed by subprime mortgages and the rapidly
changing underwriting environment in the U.S. housing market,
we did not foresee the magnitude or the velocity or the decline in
the U.S. housing market nor the dramatic shift in borrower behav-
ior brought on by changing practices in the market, nor did we ap-
preciate the extent of shoddy mortgage origination practices and
fraud in the 2005 and 2007 period.

These dynamics were magnified in the CDO market. Structured
securities are specifically designed for lower-rated, riskier and
therefore higher-yielding bonds to absorb losses first. However,
radically and rapidly changing markets have led to dramatic rating
changes that have affected even highly rated bonds. As we now
have learned, building complex highly tranched securities on his-
torical default probabilities does not always provide enough cushion
for extraordinarily variable performance.

We need to reemphasize the art, learned through experience, to
complement the science of quantitative analysis. Reflecting the cri-
sis still unfolding, we began in 2007 to build significantly more con-
servatism into our analytical approach as we reassess past ratings
or consider rating any new securities.

Problems in the subprime mortgage and CDO assets represent a
major portion of asset losses and breakdowns. They are one of the
original catalysts for today’s financial crisis, but that is not a com-
plete picture. Derivative exposures relating to these assets, but also
other assets, have created major stress. Balance sheet leverage is
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too high for the volatility we are experiencing, and the ongoing
deleveraging process is dramatically pressuring markets and
prices.

Further, the leverage of synthetic exposures, that normally is not
transparent, has become painfully transparent as counterparties
lose confidence in each other and require physical collateral to pro-
tect synthetic positions.

It has been difficult to find balance in assigning ratings to major
global financial institutions during this current financial crisis.
While the public ratings reflect the fundamental analysis of each
company, they do not and have not anticipated completely illiquid
markets. In fact, our ratings reflect the expectation that in crisis
environments regulators and governments will support major
banks and financial systems. With that in mind, we have continued
through recent months to maintain high ratings, mostly AA cat-
egory, on the majority of the top 25 largest global financial compa-
nies, despite market stresses from capital raising, liquidity and
profitability, anticipating government support that has been largely
forthcoming.

Having mentioned some limitations of rating at this point, I feel
I should note, however, that Fitch has and continues to produce
much high-quality research and ratings of value to many investors
in many market segments.

I recognize the purpose of today’s hearing is to focus on the crisis
and the problems and, hopefully, forward moving solutions. So with
that in mind, how is Fitch functioning in the market today?

We have reviewed our original ratings on entire vintages of
subprime and CDO securities, and now find that many were too
high. Our continuous goal has been to undertake new analysis that
provides investors with our latest opinion about the risks of these
securities, even though the result in many cases has been signifi-
cant downgrades.

We have paid special attention to modulate our communication
to the importance of our rating decisions. In calmer times, small
changes in credit ratings are notable for investors. In today’s crisis
environment, I have directed our teams to identify important and
critical changes in credit quality and immediately bring those for-
ward to the market.

Minor changes in quality need to be communicated with balance
and proper perspective. Rating changes should not be continuously
contributing noise to the crisis, but instead be simple, clarifying
gradations of risk or credit strength.

Returning to problem mortgage and CDO securities, ratings were
designed to identify the relative probability of full repayment of
these securities. Today, we expect many junior securities may have
significant or total losses. The variance in projected repayment and
the related valuation of highly rated securities, triple-A, is a criti-
cal market problematic. Some may have sizable losses, but many
large-balance, triple-A securities may receive full payment or expe-
rience relatively small percentage losses.

We are shifting our analytical resources in modeling to provide
information to investors and other interested parties such as the
Federal Reserve and the U.S. Treasury to support greater trans-
parency and price discovery to help finally define and stabilize
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these asset valuations. To win back investor confidence, our ratings
opinions must be more predictive and our research and analysis
must be more insightful and forward looking. We remain commit-
ted to the highest standards of integrity and objectivity.

I'd like to add one thing to my prepared opening remarks. Hav-
ing listened this morning to the panels, I accept that our ratings
did not project, as I have described, the full risk in many mortgage-
backed and CDO securities. But regarding the question of intent
that also this committee is discussing, I would like the committee
to consider Fitch on the merits of how we've performed as a com-
pany rather than on the many colorful things that we have seen
this morning from e-mails and others.

I believe that we have operated with very strong intent. I person-
ally have operated with very good integrity, and I believe our cul-
ture has supported the effort to operate with good intent and good
integrity, both; and I'm happy to describe during the questions and
answers information that would, in my opinion, would support that
conclusion.

Thank you.

Chairman WAXMAN. Thank you, Mr. Joynt.

[The prepared statement of Mr. Joynt follows:]
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FitchRatings

Prepared Statement of
Stephen W, Joynt
President and Chief Executive Officer
Fitch, Inc.
To
United States House of Representatives
Committee on Oversight and Government Reform

October 22, 2008

Since the summer of 2007, the global debt and equity markets have experienced
unprecedented levels of stress and volatility. The underlying factors contributing to the
credit crisis have been many, namely historically low real interest rates, greater global
demand for relatively riskier and higher-yielding assets, lax underwriting standards in the
mortgage origination markets, inadequate discipline in the securitization process,
insufficient risk management practices at financial institutions, an outmoded global
regulatory framework, and credit ratings in RMBS and CDOs backed by RMBS that have

not proven as resilient as originally intended.

As I noted in my testimony before the Senate Banking Committee in April, the crisis began
with severe asset quality deterioration in the U.S. subprime mortgage market and related
RMBS and CDO securities that caused large market price declines because ultimate credit
losses will be far greater than anyone ever anticipated. Today’s market stresses, however,
have become more broad-based — by asset, institution and geography — and emanate from a
global reassessment of the degree of leverage and appropriateness of short-term financing

techniques inherent in today’s regulated and unregulated financial companies.
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Deleveraging is dramatically reducing liquidity and contributing to price volatility — both

for individual securities and for the institutions that own or insure them.

With the benefit of hindsight, it is clear that many of our structured finance rating opinions
have not performed well and have been too volatile. We have downgraded large numbers
of structured finance securities, particularly in the subprime mortgage and CDO areas, and

in many cases by multiple rating notches. Why is this happening?

While we were aware of, and accounted for, in our models and analyses the many risks
posed by subprime mortgages and the rapidly changing underwriting environment in the
U.S. housing market, we did not foresee the magnitude or velocity of the decline in the
U.S. housing market, nor the dramatic shift in borrower behavior brought on by the
changing practices in the market. Nor did we appreciate the extent of shoddy mortgage

origination practices and fraud in the 2005-07 period.

These dynamics were magnified in the CDO market. Structured securities are specifically
designed for lower-rated, riskier and therefore higher-yielding bonds to absorb losses first.
However, radically and rapidly changing markets have led to dramatic rating changes that
have affected even highly rated bonds. As we now have learned, building complex highly
tranched securities on historical default probabilities does not always provide enough

cushion for extraordinarily variable performance.
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We need to reemphasize the “art” learned through our experience to complement the
“science” of quantitative analytics. Reflecting the crisis still unfolding, we began in 2007
to build significantly more conservatism into our analytical approach as we reassess past

ratings or consider new securities.

Problems in subprime mortgages and CDO assets represent a major portion of asset losses
and write-downs. They are one of the original catalysts for today’s financial crisis, but that
is not a complete picture. Derivative exposure relating to these assets, but also other
assets, has created major stress. Balance sheet leverage is too high for the volatility we are
experiencing and the ongoing deleveraging process is dramatically pressuring markets and
prices. Further, the leverage from synthetic exposures that normally is not transparent has
become painfully transparent as counterparties lose confidence in each other and require

physical collateral to protect positions.

It has been difficult to find balance in assigning ratings of major global financial
institutions during the current financial crisis. While the public ratings reflect the
fundamental analysis of each company, they do not, and have not, anticipated completely
illiquid markets. In fact, our ratings reflect the expectation that in crisis environments

regulators and governments will support major banks and financial systems.

With that in mind, we have continued through recent months to maintain high ratings

(mostly ‘AA’ category) on the majority of the top 25 largest financial companies despite



114

market stresses from capital raising, liquidity, and profitability, anticipating government

support that has been largely forthcoming.

Having addressed some limitations of ratings, I should note however that Fitch has and
continues to produce much high quality research and ratings of value to many investors in
many market segments. I recognize the purpose of today’s hearings is to focus on the
crisis, problems, and hopefully forward-moving solutions. With that in mind, how is Fitch

functioning in the market today?

We have reviewed our original ratings on entire vintages of subprime mortgage and CDO
securities, and, with the benefit of hindsight, have now found that many were too high.
QOur continuous goal has been to undertake new analysis that provides investors with our
latest opinion about the risk of these securities even though the result in many cases has

been significant downgrades.

We have paid special attention to modulate our communication to the importance of our
rating decisions. In calmer times, small changes in credit ratings are notable for investors.
In today’s crisis environment, I have directed our teams to identify important and critical
changes in credit quality and immediately bring those forward to the market. Minor
changes in quality need to be commmunicated with balance and in their proper perspective.
Rating changes should not be continuously contributing noise to the crisis, but instead be

simple, clarifying gradations of risk or credit strength.



115

Returning to problem mortgage and CDO securities, ratings were designed to identify the
relative probability of full repayment of these securities. Today we expect that many
junior securities may have significant (or total) losses. The variance in projected
repayment and the related valuation of highly rated securities (AAA’s) is a critical market
problematic. Some may have sizable losses, but many large balance AAA securities may
receive full payment or experience relatively small percentage losses. We are shifting our
analytic resources and modeling to provide information to investors and other interested
parties such as the Federal Reserve and U.S. Treasury to support greater transparency and

price discovery to help finally define and stabilize these asset valuations.

To win back investor confidence, our rating opinions must be more predictive and our
research and analysis must be insightful and forward-looking. We must tell the market
about what might happen tomorrow instead of what has happened yesterday. This applies
to all of our ratings — structured and corporate. We remain committed to the highest

standards of integrity and objectivity.
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Chairman WAXMAN. Mr. McDaniel.

STATEMENT OF RAYMOND W. McDANIEL

Mr. McDANIEL. Good morning, Chairman Waxman, Congress-
man Davis, and members of the committee. 'm Ray McDaniel,
chairman and chief executive officer of Moody’s Corp., parent of
Moody’s Investor Service.

Moody’s is the oldest bond rating agency in the world, having
issued its first ratings in 1909. Our company was founded on the
great American traditions that encourage and protect the market-
place of ideas. Today, Moody’s has 20 offices around the world and
employs almost 2,500 people worldwide, including approximately
1,500 people in the United States.

On behalf of all my colleagues at Moody’s, I thank the committee
for the opportunity to participate in today’s hearing.

Over the past several weeks, we have witnessed events that have
sent shock waves around the world and undermined confidence in
the capital markets. American families are directly affected by this
loss of confidence. Many have lost jobs, homes or retirement sav-
ings, and they are suffering.

The problems being faced by the financial markets extend well
beyond housing, and have exposed vulnerabilities in the overall in-
frastructure of the world’s financial system. These weaknesses in-
clude exceptional leverage, loss of liquidity in periods of stress, the
rapid changes of asset valuations and capital needs, insufficient
risk management practices, interlinked market participants and
limited transparency. We believe it is important to consider all of
these issues as new regulatory structures for the financial markets
are developed.

With respect to the rating agencies, many have asked what hap-
pened in the rating process that led to large downgrades in the
subprime market. As is now well understood, the deterioration of
the U.S. housing market began with the loosening of underwriting
standards for subprime mortgages.

Moody’s did observe the trend of weakening conditions. Begin-
ning in 2003, we published warnings about the increased risks we
saw and took action to adjust our assumptions for the portions of
the residential mortgage-backed securities market that we were
asked to rate. We did not, however, anticipate the magnitude and
speed of deterioration in mortgage quality or the suddenness of the
transition to restrictive lending.

We were not alone, but I believe that Moody’s should be at the
leading edge for predictive opinions about future credit risks, and
we have learned important lessons during these fast-changing mar-
ket conditions. Indeed, I believe that we now all need to consider
how to improve the U.S. mortgage origination and securitization
process. For our part, we have made specific changes in our proc-
esses, including, among others, seeking stronger assurances from
the issuers and better third-party review of underlying assets.

Beyond the housing market, Moody’s believes that the critical ex-
amination of our industry and the broader market is a healthy
process that can encourage best practices and support the integrity
of the products and services our industry provides.
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Rating agencies occupy an important but narrow niche in the in-
formation industry. Our role is to disseminate opinions about the
relative creditworthiness of bonds and other debt instruments. At
Moody’s, our success depends in large part on our reputation for
issuing objective and predictive ratings, and the performance of our
ratings is demonstrated over many credit cycles on the hundreds
of thousands of securities we have rated. At the heart of our service
is our long-term credit rating system that rank-orders the relative
credit risk of securities.

In the most basic sense all bonds perform in one of two ways:
They either pay on time or they default. If the future could be
known with certainty, we would need only two ratings, “default” or
“won’t default.” Because the future cannot be known with cer-
tainty, we express our opinions on the likelihood of default on a 21-
step rating scale ranging from triple-A to C.

One common misperception is that Moody’s credit ratings are
statements of fact or solely the output of mathematical models.
This is not the case. The process is, importantly, subjective in na-
ture and involves the exercise of independent judgment by the par-
ticipating analysts.

Although rating criteria will necessarily differ from one sector to
another, we use essentially the same rating process in all sectors.
The rating process begins with rigorous analysis by an assigned an-
alyst of the issuer or obligation to be rated, followed by the conven-
ing of a rating committee meeting where the committee members
discuss, debate, and finally vote on the rating. Once the rating
committee has made a decision, the rating is published and subse-
quently monitored and adjusted as needed.

Importantly, the rating reflects Moody’s opinion and not an indi-
vidual analyst’s opinion of the relative creditworthiness of the
issuer or obligation.

In conclusion, we believe in this process, but continually strive
to do better. For example, as described more fully in my written
statement, we’re refining our rating methodologies, increasing the
transparency of our analysis and adopting new measures to rein-
force and enhance existing processes and policies that address po-
tential conflicts of interest.

The Securities and Exchange Commission recently concluded its
own extensive examination of the industry and provided us with
specific tasks to enhance our services, which we are in the process
of implementing.

We know that there has been a loss of confidence in our industry.
Moody’s is committed to working with Congress, with regulators
and with those affected by the markets to do our part in restoring
confidence in our industry and in the broader financial system.

Thank you, and I will be happy to respond to questions.

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

[The prepared statement of Mr. McDaniel follows:]
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HEARING ON CREDIT RATING AGENCIES

INTRODUCTION

Good morning, Chairman Waxman, Congressman Davis, and memberg of the Committee.
[ 'am Ray McDaniel, Chairman and Chief Executive Officer of Moody’s Corporation (*“MCQ”),
the parent of Moody’s Investors Service (“Moody’s™). Moody’s is the oldest bond rating agency
in the world, having issued its first ratings in 1909. Our company was founded on the great
American traditions that encourage and protect “the marketplace of ideas.” Today, Moody’s is
one of the world’s most widely used sources for credit ratings, market research and risk analysis.
We have 20 offices around the world and employ almost 2,500 people worldwide, including
approximately 1,500 in the United States. On behalf of all of my colleagues at Moody''s, I thank
the Committee for the opportunity to participate in today’s hearing.

Over the past several weeks, we have witnessed events that many, including myself,
would have thought unimaginable just two months ago. These events have sent shock waves
around the world and undermined confidence in the U.S. capital markets. American families are
directly affected by this. Many have lost jobs, homes or retirement savings and they are

suffering.

[ will talk today about the turmoil in the U.S. housing market that began with the
loosening of underwriting standards for subprime mortgages. The problems that we are now
experiencing in the world’s financial markets, however, extend well beyond the housing market
and have been driven by excessive leverage in an opaque but deeply interconnected global

financial system.

As 1 will describe in more detail, Moody’s observed the trend of weakening conditions in
the subprime market. Beginning in July 2003, we published wamings about the increased risks
we saw and took action to adjust our assumptions for the portions of the residential mortgage
backed securities (“RMBS”) market that we were asked to rate. We did not, however, anticipate
the magnitude and speed of the deterioration in mortgage quality or the suddenness of the
transition to restrictive lending. We were far from alone in that regard, but I believe that we

should be the leading edge for predictive opinions about future credit risks, and we have learned
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important lessons from these fast-changing market conditions. Indeed, I believe that all market
participants should now be taking stock to determine how to improve the U.S. mortgage
origination and securitization process. In my testimony, I will describe some of the initiatives
that Moody's is taking in this area. [n addition, I will discuss the role credit rating agencies have

played and can play in the global capital markets.

Beyond mortgage origination and securitizations, the recent liquidity crunch has exposed
vulnerabilities in the infrastructure of the global financial system. These weaknesses include
exceptional leverage and business models that relied on secondary markets for liquidity of
complex instruments in periods of stress; the interaction of asset valuation and capital;
insufficient risk management practices; interlinked market participants; and Jimited transparency.
We believe it is important to consider all of these issues as new regulatory structures for the

financial markets are developed.

Moody’s believes that the critical examination of our industry and the broader market is a
healthy process that can encourage best practices and support the integrity of the products and
services our industry provides. As part of our self-examination, we have taken action to
enhance the quality of our analysis and improve the reliability of our credit ratings in light of
changing market dynamics. These initiatives include refining our rating methodologies,
increasing the transparency of our analysis, and adopting new measures to reinforce and enhance
existing processes and policies that address potential conflicts of interest. The Securities and
Exchange Commission (“SEC”) recently concluded its own extensive examination of the
industry and provided us with specific tasks to enhance our services. We continue to cooperate
with the SEC, our regulator, and a range of market participants to implement effective reforms

and rebuild confidence in our industry.

In short, we know that there has been a loss of confidence in our industry and the entire
U.S. financial system. We are committed at Moody’s to working with Congress, with our
regulators and with market participants to take whatever steps are necessary to restore that

confidence to the system.

Let me now turn to some specifics.
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1. THE ROLE OF CREDIT RATING AGENCIES IN FINANCIAL MARKETS

The credit rating business has its roots in the American tradition of the marketplace of
ideas. In 1909, American entreprencur John Moody published a manual, dnalyses of Railroad
Instruments, which introduced a system of opinions about the creditworthiness of railroad bonds.
Since then the industry has grown cousiderably. Today, ten firms are registered with the SEC as
Nationally Recognized Statistical Rating Organizations (“NRSROs™), and the SEC estimated
that approximately another 20 credit rating agencics will become registered as NRSROs in the

future.!

Rating agencies occupy an important but narrow niche in the information industry. Our
role is to disseminate opinions about the relative creditworthiness of, among other things, bonds
issued by corporations, banks and governmental entities, as well as pools of assets collected in
securitized or “structured finance” obligations. By making these opinions broadly and publicly
available, rating agencies help to level the playing field between borrowers (debt issuers) and
lenders (debt investors). Specifically, rating agencies serve the market by reducing information
asyminetry between borrowers and lenders. We sift through the vast amount of available
information, analyze the relative credit risks associated with debt securities and/or debt issuers

and provide our analysis to the investing public for free.

a. Credit Ratings Are Opinions about Future Outcomes

Moody’s ratings provide predictive opinions on one characteristic of an entity — its
likelihood to repay debt in a timely manner. Our ratings of corporate issuers (including financial
institutions) are based primarily on analysis of financial statements, as well as assessments of
management strategies, industry positions and other relevant information. Our ratings of
structured finance bonds’ are based primarily on analysis of the transaction’s legal structure, the
cash flows associated with the assets on which the deal is based and other risks that may affect

the bonds’ cash flows. Our analysis necessarily depends on the quality, completeness and

' SEC, “Final Rules: Oversight of Credit Rating Agencies Registercd as Nationally Recognized Statistical Rating

Organizations,” Release No. 34-55857 at 33607.

2 In using the term “bonds”, I am referring to bonds and other types of debt instruments that are rated by Moody’s.
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veracity of information available to us, whether such information is disclosed publicly or

provided confidentially to Moody’s analysts.

The heart of our service is expressing opinions on the relative credit risk of long-term,
fixed-income debt instruments, expressed on a 21-category rating scale, ranging from Aaa to c?
In the most basic sense, all bonds perform in a binary manner: they either pay on time, or they
default. If the future could be known, we would need only two ratings for bonds: “Default” or
“Won’t Default”. Because the future cannot be known, credit analysis necessarily resides in the
realm of opinion. Therefore, rather than being simple “default/won’t default” statements, our
ratings are opinions about the risk of outcomes in the future with degrees of uncertainty.

Moreover, our opinions are about the relative credit risk of one Moody’s-rated bond versus other

Moody s-rated bonds. In other words, Moody’s ratings provide a perspective on the relative
rank ordering of credit risk, with the likelihood of loss increasing with each downward step on
the rating scale. The lowest expected loss is at the Aaa level, with higher expected losses at the

Aa level, yet higher expected losses at the single-A level, and so on.

We believe it is essential for investors and others to understand the role of rating agencies
and what credit ratings can and cannot do. Moody’s has always been clear that our ratings
should be used primarily as a gauge of relative default probabilities and expected credit loss. We
discourage people from using our ratings as indicators of price, as measures of liquidity, or as
recommendations to buy or sell securities — all of which are regularly influenced by factors
unrelated to credit. Moody’s ratings are not designed to address any risk other than credit risk

and should not be assigned any other purpose.

The predictive value of Moody’s ratings is demonstrated in our annual default studies and
periodic ratings performance reports, which we post on our website, www.moodys.com. These
default studies show that both our corporate and our structured finance ratings have been reliable

predictors of default over many years and across many economic cycles.

Nornetheless, there will always be unanticipated developments in the markets that affect
the credit risk of securities — and we have seen this starkly over the past year. Indeed, because of

events that occur at different times in different sectors, which will never be perfectly predictable,

* Moody’s also assigns short-term ratings — primarily to issuers of commercial paper — on a different rating scale

that ranks obligations Prime-1, Prime-2, Prime-3 or Not Prime.
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default rates by rating category vary widely from year to year across regions and industries
within the corporate sector, as well as within various structured finance sectors. Moody’s
success depends on our reputation for issuing objective and accurate ratings — and the strong
performance of our ratings is demonstrated over many credit cycles on the hundreds of thousands

of securities we have rated.

b. Moody’s Credit Rating Process

One common misperception is that Moody’s credit ratings are derived from application
of a mathematical process. This is not the case. Models are used for some ratings, but the
process involves much more, including the exercise of independent judgment by the participating
analysts. The process for all ratings begins with rigorous analysis by an assigned analyst of the
issuer or obligation to be rated, followed by the convening of a rating committee meeting where
the committee members discuss, debate and finally vote on the rating. Once the rating
committee makes a decision, the rating is published and subsequently monitored, as needed, on
an ongoing basis. Importantly, the rating reflects Moody’s opinion, and not an individual
analyst’s opinion, of the relative creditworthiness of the issuer or obligation. Although rating
criteria may differ from one sector (v.g., corporate) to another (e.g., structured finance), we use
essentially the saime rating process in all sectors. Now [ would like to summarize the key steps

in that process and explain how these steps promote the quality and integrity of our ratings.

e Gathering Information: The analyst or analysts assigned to a particular issuer or
obligation (“Assigned Analyst”) begin the credit analysis by assembling the relevant
information. This information may come from the issuer in meetings or through other
communications with the Assigned Analyst, as well as from public sources. It may be
supplemented with information generated by Moody’s, including macro-economic and
sector-specific data. Under the laws of the United States, and most foreign countries,
issuers are able, but not obligated, to provide non-public information to credit rating
agencies, such as projections, legal documents, and data about priority of claims and

collateral characteristics.
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s  Credit Ana}ysis: Once information has been gathered, the Assigned Analyst analyzes
the issuer or obligation and formulates his or her view for the rating committee to
consider. In doing so, the Assigned Analyst will apply relevant Moody’s methodologies,
which likely will include consideration of both quantitative and qualitative factors. For
example, in our Corporate Finance group, quantitative factors might include profitability,
capitalization and liquidity ratios while qualitative factors might include business strategy,
competitive position and management quality. In our Structured Finance group,
quantitative factors may include the degree of credit enhancement provided by the )
transaction’s structure, the historical performance of similar assets created by the
originator and macro-economic trends. Qualitative factors could include an assessment
of the bankruptcy remoteness of the entity holding the assets, the integrity of the legal

structure and management and servicing quality.

e The Rating Committee: Moody’s credit rating opinions are determined through rating
committecs, by a majority vote of the committee’s members, and not by an individual
analyst. Once the Assigned Analyst has arrived at a view, he or she presents it to a rating
committee. The rating committee is a critical mechanism in promoting the quality,
consistency and integrity of our rating process. Rating committee composition varies
based on the structure and complexity of the credit rating being assigned. Members are
also selected based on expertise and diversity of opinion, and are encouraged to express
dissenting or controversial views and discuss differences openly. The committee
includes the Chair, who acts as the moderator of the committee; the Analyst, who
presents his or her views and the analysis supporting them; and other participants, who
may include support Analysts, other specialists (such as accounting or risk management
specialists) and/or senior-level personnel with analytical responsibilities. Once a full
discussion has taken place, the members then vote, with the most senior members voting
last 50 as not to influence the votes of the junior members. Each member’s vote carries

equal weight.
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Dissemination of Credit Rating Announcements: When a rating committee forms its
opinion, we typically contact the issuer or its agent to inform them of the rating. The
rating decision is not communicated to any other external party before it is published.
Where feasible and appropriate, Moody’s may also give the issuer or ifs agent an
opportunity to review a draft of the rating announcement to verify that it does not contain
any inaccurate or non-public information. The issuer may agree or disagree with the
rating outcome. Ifthe rating opinion relates to an existing published credit rating, we
will publish the new opinion in any event unless the issuer or its agent provides us with
new credit information that reasonably may change the assumptions underlying our
analysis and therefore our conclusion. In such circumstances, a Moody’s rating
committee would consider the new information, determine the appropriate rating in light

of that information and publish our opinion.

Monitoring: Once a credit rating is published, we monitor the rating on an ongoing
basis and will modify it as appropriate to respond to changes in our view of the relative
creditworthiness of the issuer or obligation. As part of this monitoring process, analysts
may review public information as well as non-public information provided by the issuer
or its agent. Analysts also use a range of tools to monitor and track rated issuers and
obligations. These include comparisons of Moody’s ratings with other measures of credit
risk, including measures derived from the market prices of bonds and credit default swaps,
accounting ratio-implied ratings based on default prediction and rating prediction models
(for corporate and sovereign issuers). We also use institutional monitoring processes
overseen by Moody’s Credit Officers. For example, in our Financial Institutions group,
we conduct periodic portfolio revicws to compare the quality and consistency of ratings
within a peer group. In these portfolio reviews, senior analysts from inside and outside
the group assess the quality of all Moody’s-rated issuers in an industry or industry sub-
sector. A rating committee is convened if an issuer appears as if it may be at a credit

rating inconsistent with its peers.

In most of Moody's U.S. Structured Finance groups, monitoring is performed by

dedicated surveillance analysts under the leadership and oversight of our Group
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Managing Director — Structured Finance Global Surveillance Coordinator. In general
terms, the surveillance analyst receives and processes data from regular servicer and/or
trustee reports. The surveillance analyst then assesses the data and, if necessary (e.g.,
because the performance data is not in line with expected parameters), conducts a rating
analysis. Finally, where necessary, the surveillance analyst (or his or her manager)

convenes a rating committee to vote on and authorize the publication of a rating action.

¢. Issuer Pays v. Investor Pays

For more than three decades, Moody’s has been paid primarily by issuers of the securities
we rate. Moody’s also provides a subscription-based service of research and data products
through an operationally and legally separate company, and we continue to invest significant

resources in developing and maintaining these products and analytical tools.

Some observers argue that an investor-pays business model would have fewer potential
conflicts than an issuer-pays model. We believe this approach ignores the sources and drivers of
potential conflicts of interest in the ratings business as well as the significant public policy

benefit associated with the issuer-pays model.

s First, the term investor can describe a variety of parties with different interests. In the
case of purchasers of a rating agency’s services, investors can include entities holding
either long or short positions (or both), including institutional bond investors, equity
investors and hedge funds.! Each of these entities will be motivated to influence ratings:
just as an issuer has an interest in the rating to improve the marketability of its bonds,
investors seeking to improve their existing portfolio values or to establish new portfolio
positions on more favorable terms have an interest in the rating of a bond. In short,

investors of all varieties are interested parties to rating actions just as issuers are.

* Moody’s notes that, even though our ratings focus only on credit risk, our rating actions often have implications

for an entity’s equity valuation, and so investors who also hold equity positions may be doubly motivated to
influence rating actions.
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o Second, investors frequently are entities that are also issuers, such as banks, insurance
companies and governments. In such instances, investor-pays versus issuer-pays is not a

meaningful distinction.

s Third, entities seeking to influence rating actions can and have attempted to do so by
challenging rating agencies through commercial mechanisms unrelated to fees, for

example, through litigation.

If Moody's rates a given company and is paid by that company, then we must protect
against the company’s influence on and interference in future rating actions. Importantly, these
steps are made plain and the market broadly understands this potential conflict. Transparency
itseif is a protection. If the industry adopted an alternative business model in which investors
rather than issuers pay for ratings, this would not relieve the perceived conflict — it would only
shift it.

Potential conflicts exist regardless of who pays. The key is how well the rating agencies
manage the potential conflicts. We believe that Moody’s manages the potential conflicts in our
business model to a global best practice standard, and we have implemented a series of changes

over the past year o further strengthen these standards.’

Given that all feasible business models embed potential conflicts, we should ask whether
one model provides superior, offsetting public policy benefits. The principal benefit in the
issuer-pays model is that it allows all rating actions to be released to the entire public
simultaneously and at no cost. Larger, wealthier parties have no advantage over their smaller
rivals. The investor-pays model, however, does not allow for public and broad disclosure of
ratings; rather the model involves selective disclosure of information via subscription. The basis
of the model is to charge fees in return for selective access to information for those who can

afford the subscription fees.

5 For a detailed discussion of the various policies and mechanisms we have in place that manage and mitigate the

potential conflicts in our business model please see “Moody’s Investors Service Report on the Code of
Professional Conduct,” April 2006 (“Moody’s Report”™ ), available at moodys.com.
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d. How We Manage Potential Conflicts of Interest

To ensure our objectivity and independence, and to protect the integrity of our credit
ratings and rating process, we have adopted structures to manage potential conflicts of interest.

These measures include, among others, the following:
¢ Rating decisions are made by rating committees and not by any individual analyst.

« Analysts are prohibited from holding fee discussions with or owning securities in the

institutions that they rate (except through holdings in diversified mutual funds).

* Moody’s does not evaluate or compensate analysts on the basis of the revenue

associated with the entities they rate.

* Moody’s policies provide that credit ratings will not be affected by the existence of,
or potential for, a business relationship between Moody’s (or any of its affiliates) and
the issuer (or its affiliates) or any other party, or the non-existence of such a
relationship. Rather, credit ratings are determined solely on the basis of factors
relevant to the credit assessment. We do not refrain from taking a rating action based
on the potential effect of the action on Moody’s, an issuer, an investor or any other

market participant.

¢+ Moody’s does not create investment products or buy, sell or recommend securities to

the users of our research,

s Asthe Committee may also be aware, in June this year, Moody’s and certain other
rating agencies entered into an agreement with the New York State Attorney General
designed specifically to limit perceived conflicts of interest and curtail “rating
shopping” in the rating of subprime morigage securitizations. The agreement
includes provisions requiring issuers to pay for the review of securities regardless of

whether a rating ultimately is used.

The SEC is also considering revised rules to address potential conflicts of interests, and
we will adopt whatever additional policies and procedures may be necessary to implement these

rules once they are finalized.

10



129

2. THE HOUSING MARKET AND MOODY’S RATINGS OF RMBS

After a decade of steadily escalating home prices, delinquencies began to rise sharply for
subprime mortgages created in 2006 and 2007. It is now generally accepted that the
deterioration in the subprime mortgage sector was caused by an unusual confluence of three
factors: (i) increasingly aggressive mortgage loan underwriting practices; (ii) declining home
price appreciation; and (iii) the sudden unavailability of refinancing alternatives for mortgage-
holders.

a. Subprime Mortgages and the Securitization Process®

The subprime mortgage market has existed for decades (albeit less pervasively than in

recent years) and over its history has experienced a recognizable credit cycle.”

A part of this cycle has been for lenders to lower credit standards in order to maintain or
increase lending volume when demand falls off. In the most recent cycle, this pattern reached
new extremes as lenders introduced aggressive, new alternative mortgage products that made it
easier than ever for borrowers to obtain a loan. Often, these loans had a combination of features
designed to facilitate such borrowing. Such loans included: loans made for the full (or close to
the full) purchase price of the home, allowing borrowers to contribute little or no equity to the
home: loans with less rigorous documentation, enabling borrowers to state their income or assets
without verification (or in some cases to avoid even having to include a statement about income
or assets); loans that exposed borrowers to sudden payment increases; and negative amortization
loans. Consequently, while the $640 billion of subprime mortgages originated in 2006 still

comprised a relatively small proportion of the nearly $3 trillion of residential mortgages

For a more detailed description of the securitization process, please see Annex 1.

During periods of growth in the housing and mortgage markets, increased borrowing demand allows existing
mortgage lenders to expand their business and new lenders to enter the market. Eventually, these trends create
overcapacity in the mortgage lending market as demand for borrowing slows or falls. As the lending market
cools (e.g., when interest rates rise, home price increases abate or the econony slows), competition among
fenders for the reduced pool of borrowers heats up and lenders may lower credit standards (i.e., make riskier
loans) in order to maintain origination volume.

11
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originated during that same year,® the subprime sector steadily was becoming a larger proportion

of overall mortgage origination.

RMBS are securities whose principal and interest payments are made from the mortgage
payments received on thousands of “pooled” mortgage loans. Credit rating agencies come into
the residential mortgage securitization process after a mortgage loan has been made to a
homeowner by a lender and identified to be sold and pooled into an RMBS by an originator
and/or an investment bank. Moody’s does not participate in the origination of the loan; we do
not receive or review individual loan files; and we do not structure or provide advice about the

structure of the transaction.

In rating any structured instrument, we may hold in-depth analytical discussions with
issuers or their advisors. In these discussions, rating agencies do not act as investment bankers,
consultants or advisors. Instead, these discussions serve the dual purpose of (a) helping us
better understand the particular facts of the transaction as proposed by the issuer; and (b)

clarifying to the issuer the rating implications of our methodologies for that transaction.’

Moody’s role is to provide a public opinion (based on both qualitative and quantitative
information) that speaks to one aspect of the securitization, specifically the relative credit risk
associated with the securities that are issued by securitization structures. Our role in the
structured finance market is fundamentally the same as the role Moody’s has played over the last

100 years in the corporate bond market.

Betore an RMBS is brought to Moody’s to be rated, information about the underlying
loan pool is verified by various parties at several points in the process. First. the lender,
sometimes referred to as the “originator”, verifies underwriting information when it extends the
mortgage loan to the borrower. Second, the investment banker arranging the structured finance
vehicle conducts due diligence to verify that the loans in a particular pool meet relevant

underwriting standards. It is common practice for a securitization’s investment banker to hire a

See generally, Roberts, Russell, “How Government Stoked the Mania,” October 3, 2008, 7he Wall Street
Journal.

Similar discussions take place with corporations contemplating changes in financial structures and business
strategies {e.g., the potential rating implication of a share buy-back program on a corporate issuer’s senior
unsecured debt obligations), or with new corporate issuers to whom Moody’s has not previously assigned a
rating.

12
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due diligence firm to conduct the due diligence. The originator of the loans generally is required

to buy back loans that are found to be in violation with its stated criteria. Finally, accounting

firms are charged with verifying that the summary information about the loan pools matches the

information in the related loan files. Separately, the transaction sponsor (or the original lender)

of an RMBS provides representations and warranties to the securitization trust about each of the

underlying mortgage loans, including that each loan meets the requirements of applicable laws.

b. Moeody’s Analysis and Actions Relating to Subprime Mortgage Portfolios

Between 2003 and 2006, Moody’s observed an increase in the risk profile of subprime

mortgage portfolios that we were asked to review prior to assigning ratings. In response

Moody’s undertook several actions:

1

2)

3)

We began warning the market starting in 2003: Our commentary included warnings
about the deterioration in origination standards and inflated housing prices. We began
publishing warnings on these issues in July 2003 and throughout 2004, 2005 and 2006.
In January 2007, we published a special report highlighting the rising defaults on the
2006 vintage subprime mortgages'® and thereafter we continued to publish on their

increasingly deteriorating performance. .

We tightened our ratings criteria: We steadily increased our loss expectations on
pools of subprime loans and the levels of credit protection required for a given rating
level. Our loss expectations and enhancement levels rose by about 30% between 2003
and 2006, As a result, bonds issued in 2006 and rated by Moody’s had more credit
protection than bonds issued in earlier years. In practical terms, this mcant that more

than half the loans in a pool could suffer a 50% loss without the Aaa tranches defaulting.

We took rating actions as soon as the data warranted it: The earliest loan
delinquency data for the 2006 mortgage loan vintage was largely in line with the
performance observed for the 2000 and 2001 vintages, during the last U.S. recession. The

2006 rated RMBS were structured with sufficient credit protection to easily withstand

i

“Moody’s Special Report: Early Defaults Rise in Mortgage Securitization.” January 18, 2007.

13
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such performance. As soon as the more significant loan performance deterioration in the
2006 vintage became evident fo us, however, we took prompt and deliberate action on
those transactions that showed evidence of significantly heightened risk. A first, limited
set of rating actions were taken in November 2006, with broader actions beginning in
April 2007.

4) We conducted loan modification surveys: Finally, in an effort to gauge the potential
impact that loan modifications might have on reducing losses on detaulted loans,
especially in light of interest rate resets when monthly payments increased, sometimes
dramatically, Moody’s began conducting surveys of the modification practices of sixteen
subprime mortgage servicers. These servicers together constituted roughly 80% of the
total subprime servicing market. The results of our first survey, published in September
2007,"" suggested that, on average, subprime servicers were not focused on modifying
loans and had only modified approximately 1% of their serviced loans that had
experienced a reset in the months of January, April and July 2007. We published follow-
up surveys in December 2007 and July 2008.12

In sum, Moody’s undertook efforts to watch, to warn, and to react. We know that many
think we should have done more or acted sooner. With the clarity of hindsight, we see missed
opportunities, as we imagine every participant in the mortgage origination, securitization and
investment process does. We are moving aggressively to enhance our practices in light of the
changing credit markets. At the same time, we are working with others on initiatives necessary

to restore confidence in the broader capital markets.

' “Special Report: Moody’s Subprime Mortgage Servicer Survey on Loan Modifications,” September 21, 2007,

12 «“gpecial Report: US Subprime Market Update: November 2007,” December 17, 2007 and “Special Report:
Moody’s Subprime ARM Loan Modification Update,” July 14, 2008.

14
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3. EFFORTS TO RESTORE CONFIDENCE

a. Moody’s Initiatives to Enhance Analytical Quality of Our Structured Finance

Ratings

Events of the past year have reinforced for all participants how rapidly and dramatically
markets can change. We believe that such change provides an opportunity to improve market
practices, including credit analysis and credit rating processes. During the past year, Moody’s
has solicited input from the market and global policy makers regarding the utility of our ratings
and our ratings system. Based on this dialogue, we have committed to a serics of measures that
seek to enhance the quality, integrity and transparency of our ratings and respond to concerns
articulated by the market or the regulatory community. We have taken steps in six broad areas
that seek to strengthen the credibility of our ratings and respond to concerns expressed by both

the private and public sectors.

1) Strengthening analytical integrity of ratings: including improving teasibility reviews

for new structured products and strengthening our internal model verification and

validation processes.

2) Enhancing consistency across rating groups: including incorporating common macro-

economic scenarios in rating committees and improving surveillance coordination among

credit rating groups.

3) Improving transparency of ratings and ratings process: including publishing

assumption volatility scores and sensitivity analysis on structured finance securities and

expanding our reviews of loan originators.

4) Adding resources in key areas: including increasing the number of surveillance analysts

and compliance professionals.

5) Bolstering measures fo manage potential conflicts of interest: including codifying the

existing prohibition on providing recommendations or advice on structuring and
extending the existing prohibition on fee discussions between analysts and issuers to the

analysts® rating managers as well.
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6) Pursuing industry and market-wide initiatives: including rating agency industry-wide

actions to promote independence and objectivity and participation in initiatives of other

associations such as the American Securitization Forum’s Project RESTART.

b. Further Steps Moody’s Will Take to Enhance the Transparency of Ratings and
Market Awareness of Their Purpose

We believe that we have made good progress with changes to improve the analytical
quality and credibility of our ratings, but know there is always more to do. Outlined below are

some of the more important steps that we intend to implement in the near future.

1) Increasing transparency of methodologies: Beginning in December 2008, Moody’s will

issue a press release on a quarterly basis that summarizes the incremental changes to
procedures and methodologies in the Structured Finance Group that have not been
previously published and will incorporate or link these changes into the existing

published methodology.

2) Implementing uniform presentation of methodologies: As new methodology

documents are written and old methodologies are revised, we are encouraging more
uniform means of presentation and greater discussion of key parameter sensitivities and

model uncertainties.

3) Improving disclosure on limitations and attributes of ratings: To help raise market

awareness of what credit ratings do and do not measure, we have developed a statement
explaining the attributes and {imitations of our credit ratings and will include it in our
rating announcements and on our Disclosure page (found on the Regulatory Affairs page

on moodys.com).

Moody’s recognizes that the public has an interest in the measures that we are taking to

enhance the quality, integrity and transparency of our ratings. Accordingly, we recently
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published a report on the status of our implementation of these measures.”> Many of our
commitments will entail ongoing adjustment, and we will update the public on the status of our

implementation at regular intervals.

¢. Enhancements to U.S. Residential Mortgage Securitization

Some have suggested that misrepresentations made by mortgage brokers and appraisers
are at the root of the subprime crisis. Others argue that the lack of oversight and licensing of
mortgage brokers at a federal level created a patchwork of regulation that allowed bad actors to
slip through and predatory lending practices to thrive. We do not know the extent of such “bad
acts”, but what is now clear is that at least some of the loan-level information we and investors
received was inaccurate.

Moody’s has made the following industry-level proposals to improve wansparency, data

integrity and accountability in U.S. residential mortgage securitizations:

¢ Stronger representations and warranties;
e Independent third-party pre-securitization review of underlying mortgage loans;
e Standardized post-securitization forensic review;

e Expanded loan-level data reporting of initial mortgage pool and ongoing loan

performance; and

* More comprehensive originator assessments. b

These five proposals together will provide more standard and reliable information on

RMBS transactions than is currently available. Moody’s willingness to rate « particular RMBS

B “Moody’s Special Comment: Strengthening Analytical Quality and Transparency: An Update on Initiatives

Implemented by Moody’s in the Past Twelve Months,” August 2008.

These proposals were made in a Special Report, “Moody’s Proposed Enhancements o 1.5, Residential
Mortgage Securitizations: Call for Comments,” published by Moody’s in March 2008, Moody’s currently is
developing a set of minimum representations and warranties — which will be a threshold to obtaining a Moody’s
rating for subprime RMBS.

17
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or assign a high or investment grade rating will depend in part on the degree to which issuers

incorporate these enhancements.

1 would note that it is difficuit to assign ratings if information is not publicly available
and if issuers are allowed to pick and choose to whom the information is provided. The
corporate finance market has very clear rules and regulations about the type of information
issuers need to make public if they are to access the capital markets. Yot comparable rules in the
structured finance market are somewhat lacking. This is particularly true for privately placed,
complex structured finance instruments and the secondary markets in which « {arge number of
these instruments trade. As a result, “rating shopping” is prevalent — and has been particularly
acute in the structured finance market.'> Moreover, this lack of transparency has prevented
investors from accessing the full range of information they need, about credit risk but also about
other investment risks, to make investment decisions. We strongly advocate that market

participants and authorities work together to enhance transparency and disclosure requirements.

¥ SEC, “Proposed Rules for Nationally Recognized Statistical Rating Organizations,” Relcase No. 34-57967,
June 25,2008 at 36218,
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CONCLUSION

The events of the past 15 months have demonstrated that markets can change
dramatically and rapidly. Such change brings important lessons. The opportunity to improve
market practices, including credit analysis and credit rating processes, must be pursued
vigorously and transparently if confidence in credit markets and their healthy operation are to be

restored.

At Moody’s, we are firmly committed to meeting the highest standards for integrity of
our rating practices, the quality of our rating methodologies and analysis, and the transparency of
our rating actions and rating performance metrics. In this regard, we look forward to continuing
our dialogue with authorities and market participants to help restore confidence in financial

markets.

[ am happy to respond to any questions.

H#HHH#
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Annex I

The Process of Securitizing Subprime Mortgages

To understand the process of securitizing subprime mortgages, it is important to

understand the roles played by the various market participants:

Mortgage originators, or lenders — entities that make the loans, such as banks or
mortgage finance companies. Typically lenders make a loan decision based on four
key factors: a borrower’s current income in relation to the size of the mortgage loan; a
borrower’s credit history (including their FICO score); the appraised value of the
house that secures the mortgage; and the size of the down payment for the loan.
Originators are one of the two parties who historically have been responsible for

conducting due diligence on the loans pooled together for securitization.

Subprime borrowers — borrowers who have weaker credit historics (¢.g., incur loan-

to-value ratios of 80-100%, and have income to loan payment ratics of 45-50%).

Investment bankers — generally investment banks or other banks that structure the
securitizations and scll the bonds that are issued to investors. Investment banks are
the second party who historically have been responsible for conducting due diligence

on the loans pooled together for securitization.
Trustees — entities that are responsible for administering the securitizations.

Servicers — entities that collect all payments on the subprime moricage loans from

the borrowers.

Investors — entities that purchase the bonds that are backed by the ussets and their
related cash flows. [ the securitization market, these entities typically are
sophisticated institutional investors who generally make their invesiment decisions

based on their own analysis, with ratings being one of many !actors they consider.
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Steps to Structure Mortgage-Backed Securities

The securitization process generally begins approximately three or mere months after a
borrower has closed on his mortuage transaction. It is at this point in time tha! the lending
institution decides to securitize. It is important to note that some lenders may choose to retain
the loans they have made on their balance sheet or sell them into the whole loxn market, and as
such a certain percent of mortgages are never securitized. Once the lender de.idces to securitize,
however, there are numerous steps involved in securitizing a mortgage-backe.! sccurity from

lender origination to investor purchase.

First, a large number of subprime residential mortgage loans (tyj:icall: thousands) are
identified for securitization by the mortgage originator. This originator relies on an arranger like
a bank or investment bank to assess the risk of the loan portfolio, conduct due diligence by
sampling loan files, with or without the help of a due diligence firm, and replice any loans which
do not conform to the underwriting standards. The originator creates a trust, !imited liability
company or corporation, '® which is the securitization issuer. The originator then sells all of its
legal right to receive monthly paivments on the subprime mortgages to t"e trust, receiving cash in
return which is then used to orizinate new loans, thereby keeping the mzrket liquid. The trust
thereby becomes the “owner” or “holder” of the loans. Finally, the trust issucs and sells bonds to
investors — in separate tranches that have varying degrees of risk and payouts. The bonds oblige
the trust to make monthly payments to the bond investors, which it does using: the monthly loan

payments it receives from borrouwers on their mortgages.

Loss Protection for Mortgage-Backed Securities

Securitizations of all kinds, including those of subprime mortgage loans, use various
features to protect bondholders from losses. The more loss protection (also referred to as “credit
enhancement™) a bond has in reiation to its “expected loss™, the higher the likelihood that the
investors holding that bond will receive the interest and principal promised to them. Some

common types of loss protection are:

' For ease of reference, we will refer to these types of new entities as the “trust™.
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* A guarantee from a creditworthy entity, like an insurance company, or a bank that

covers all or a certain portion of the losses above a certain level;

e “Overcollateralization”, which is the amount by which the augregute amount of

mortgage loans exceceds the aggregate amount of bonds issued;

« “Subordination”, which means that instead of all bonds in the securitization sharing
losses equally, losses are borne by bonds sequentially in reverse order of seniority;

and

* “Excess spread”, which refers to the application of any excess amount of interest
collected on the loans over the amount of interest payable on (and fees and expenses

payable with respect to) the bonds to cover loan losses.

An Example of How Loss Protection Works

Figure 1 represents a simple subprime securitization transaction. where four classes, or
“tranches,” of bonds totalling $90 are issued and are backed by loans totalling totalling $100. In
this structure, losses would first be applied to reduce the “$10 net worth,” or overcollateralization,
Only when the losses exceed thie overcollateralization amount would the bond balances be
affected. Losses would be applied to the bond tranches in reverse order of seniority, such that
losses are not allocated to a given tranche until the balances of all tranches that have a lower

priority have been reduced, or written down, to zero.

Figure 1

Simplificd Balance Sheet for a Typical
Subprime Securitization

Assets (Loans) fLiabilities (Bonds) + Net Worth
$65 Senior Bond

$10 Mezzanine Bond #1

$10 Mezzanine Bond #2

$5 Subordinated Bond

$10 Net Worth
$100 Mortgagus {{"Overcollateralization”)

ii
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For example, if the losses on the pool of mortgages were $20, as shown in Figure 2, then
the outstanding balance of the mortgage loan pool would fall to $80. At this point, the
overcollateralization amount would be reduced, or “written down”, from $10 to zero and the
remaining $10 of losses would result in losses for both the $5 subordinted bond and the $10
mezzanine bond #2. The principal amount of the $5 subordinated bond would be written down
to zero, and then the $10 balance of mezzanine bond #2 would be reduced by the remaining $5
of losses to a balance of $5. [ osses are not allocated to a given tranche until the balances of all

tranches that have a lower seniority have been written down to zero.

Figure 2

Securitization After Incurring $20 of Losses

Assets (Loans) {[Liabilities (Bonds) + Net Worth
$65 Senior Bond

$10 Mezzanine Bond #1

$5 Mezzanine Bond #2

$0 Subordinated Bond

$0 Net Worth

$80 Mortgages  |("Owercoliateralization”)

Consequently, the likelihood t:at an investor in a particular tranche will receive both the
principal and interest due on the bond depends not only on the quality of the loans in the
securitization, but also on the smount of loss protection provided. The higher the seniority of a
bond issued in a securitization. the greater protection it will have against losses, making it more
likely to be repaid in full — mcuning it is “less risky.” Conversely, the ‘ower the seniority of a

bond, the less protection it wili have against losses, making it less likeiv to be repaid in full.

When Moody’s issues credit ratings for subprime bonds like those in this example, the
tranches generally receive pro. ressively lower ratings as the seniority ol the iranches gets lower.
Each progressively more subordinate bond has less loss protection because cach has fewer bonds
that can provide a cushion to «"sorb losses in case of defaults on sonc of the {oans in the pool.
Furthermore, because losses 0:: subprime loans are generally expected 10 be much higher than
losses on “prime” loans, a greater amount of loss protection is needed 11 a subprime
securitization for a given tranche to receive the same rating as a simiior tranche of a prime

securitization(
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Chairman WAXMAN. Mr. Sharma.

STATEMENT OF DEVEN SHARMA

Mr. SHARMA. Mr. Chairman, Mr. Ranking Member, members of
the committee, good afternoon.

We at Standard & Poor’s appreciate the severity of the current
disruption in the capital markets and its effect on the economy and
American families. As events continue to unfold, the role played by
leverage, liquidity, underwriting, accounting p011c1es and other fac-
tors is becoming clearer.

Let me state up front that we recognize that many of the fore-
casts we use in our ratings analysis of certain structured financed
securities have not borne up. We have reflected on the significance
of this and are committed to doing our part to enhance trans-
parency and confidence in the markets.

For decades, S&P’s ratings have been and we believe will con-
tinue to be an important tool for investors, but it is important to
recognize and appreciate how they should be used. S&P’s ratings
express our opinion about the ability of companies to repay their
debt obligations, but they do not speak to the market value for the
security, the volatility of its price, or its suitability as an invest-
ment.

At Standard & Poor’s we employ a number of measures that pro-
motes independent and analytical rigor. I have described several of
these measures in greater detail in my written testimony.

Studies on rating trends and performance have repeatedly con-
firmed that Standard & Poor’s ratings have been highly valuable
in informing the markets about both the deterioration and im-
provement in credit quality. That legacy, which is a most valuable
asset, has been challenged by recent events.

It is, by now, clear that the mortgage performance has suffered
more severely than we had estimated in relation to stresses in the
housing market. However, our estimates and the ratings based on
them were the result of a robust analysis of the transactions them-
selves, our monitoring of markets, our experience in rating these
types of securities and the stress test based on the historical data
including market events going back 75 years to the Great Depres-
sion. While we performed analysis in good faith, events have shown
that the historical data we used in our analysis significantly under-
estimated the severity of what subsequently occurred.

Having said that, it is important to put this issue in context.
While negative performance no doubt has been significant, 1.7 per-
cent of the U.S. structured financial securities we rated in the
worst performing period, 2005 through the third quarter of 2007,
have actually defaulted and about a third have been downgraded.

We constantly learn from our experience and we are actively tak-
ing steps to improve our ratings process. We announced a series of
initiatives earlier this year, which I have outlined in my written
testimony speaking to the new governance procedures and analyt-
ical improvements, data quality and transferency enhancements to
the market and education about ratings.

Recent attention to our ratings has lead to questions about po-
tential conflicts of interest in the issuer pays business model. Of
course the receipt of money from any party, whether an insurer or
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an investor, raises the possibility of potential conflict. At Standard
& Poor’s, we have measures to protect against conflicts and are im-
plementing even still more. Indeed the evidence speaks to S&P’s
independence. For example, from 1994 to 2006, upgrades of our
U.S. RMBS ratings outpaced downgrades by a ratio of approxi-
mately 7 to 1. Some critics say, we are issuing inflated ratings as
a result of the conflicts. One would expect year after year to see
more downgrades than upgrades, as ratings are revised in light of
actual performance. In addition, the issuer pays model promotes
transparency as it allows us to disseminate our ratings for free in
real-time to the public at large.

One final point, we are taking steps to maintain and strengthen
our long tradition of professionalism. On that note, certain e-mails
cited in the SEC’s recent examination report are attributable to
Standard & Poor’s. Unfortunate and inappropriate languages used
in some of these e-mails does not reflect the core values at S&P
and we are redoubling our emphasis on the importance of profes-
sional conduct.

In addition, during its recent comprehensive examination, SEC
staff found no evidence that we had compromised our criteria or
analytics to win business.

In closing, let me say that restoring confidence in the credit mar-
kets will require a systemic effort. S&P is one part of the equation.
We are committed to working together with the other market par-
ticipants, Congress and policymakers to restore stability in the
global capital markets.

I would be happy to answer any questions you may have. Thank
you, Mr. Chairman.

[The prepared statement of Mr. Sharma follows:]



144

TESTIMONY OF DEVEN SHARMA
PRESIDENT
STANDARD & POOR’S

BEFORE

THE COMMI'T 'EE ON OVERSIGHT AND GOVYEINMENT REFORM
UNIT! D STATES HOUSE OF REPRESENTATIVES

OCTOBER 22, 2008



Mr. Chairman, Mr.

name is Deven Sharma. I av:

appear before you today. !
participate in the discussion
nearly century-long history
processes in light of recent «
other important dialogues h::
effective functioning of the ¢:

We at S&P appreciatc
the challenges it poses for t
recognize that many of the fc.
securities have not been born
committed to doing our par
making several changes in
testimony.

Most of the ratings :
ratings on securities backed
2007. There have been a nu:

process, including:

145

aking Member, Members of the Committee, good morning. My
the president of Standard & Poor’s (“S&P”) and I am pleased to
cse are unprecedented times and I appreciate the opportunity to
day about the ongoing global credit situation as well as S&P’s
:f publishing ratings, the steps we arve taking to improve our
‘ents and our role in the financial markets. Hopefully, this and
sening around the world will lead to actions that strengthen the

ital markets, whicl are so important to our economic growth.

.1e seriousness of the current dislocation in the capital markets and

- American and global economies. lLet me state upfront that we

:casts we used in our ratings analysis of certain structured finance
out. We have reflected on the significance of these events and are
o enhance transparency and confidence in the markets. We are

ir business which I will discuss at greater length later in my

at have been the subject of significant attention, including our

y subprime morteages, were issued prior to the second half of

oer of significant Jevelopments since then that bear on our rating



¢ The impleme:

“CRARA™),

regulatory sch

e A recent com:

and

e A number of i:
ratings proces:
For many decades, *

quality, independent, and trar:

creditworthiness of issuers &
default, although they can in
useful to investors, but it is
S&P’s ratings do not speak
critically, ratings are not rc
investment. We have long

detail below, recent events, i

ways for which they were n:

146

ation of the Credit Rating Agency Reform Act of 2006 (the
ich went into effect in June 2007 and is the first comprehensive
e related to issuance of credit ratings;

shensive examination of our processes by the staff of the SEC;

‘fatives we have undertaken this year to improve the quality of our
:nd our transparency to the markets.

:P has effectively served the global capital markets with high

oarent credit ratings. Those ratings represent an opinion about the

i their debt. They primarily speak to the expected likelihood of
-de other factors such as recovery upon default. Credit ratings are
nportant to recognize and appreciate how they should be used.
the market valuc of a security or the volatility of its price, and,
‘mmendations or commentary on the suitability of a particular
‘ived to make these limitations clear, but, as discussed in more
‘uding the apparent use of credit ratings by market participants in

designed, sugges: the need for us to be even more aggressive in

communicating with the mari :

S&P has a long trad

professionalism. Our core n:’

Three of the more important

are:

on of - and a swong cultural commitment to — integrity and
sion is to provide the markets with quality, independent analysis.

casures we emplov to promote independence and analytical rigor



» Ratings decisi
committee bri:
¢ We have in -

analytical rigc

and

¢ We make our

available and

consistency ar
Market participants ai
performed remarkably well.
studies on rating trends and p

and www.ratingsdirect.com

corporate debt, municipal bo

informing the markets about
— which is our most valuable

S&P’s Initintives To Enhu
Promote Confidence

It is by now clear that
mortgage-backed securities is
not work, Those assumption
environment were the result ¢

of the market. our experiencc

147

s are always madc by committees, not individuals. Working by

s greater breadth of experience and judgment to our analysis;

ace a team of yuality officers whose function is to promote

and who provide un important safeguard to our ratings process;

iteria, analytics and methodologies, as well as our ratings history,
en to market coniment and scrutiny. This promotes openness,

objectivity.

" regulators alike have observed that our ratings have historically

Ve have been in this business for over one hundred years and
formance, which ure available on our Web sites www.sandp.com

ave repeatedly confirmed that S&P’s ratings — whether of

s, structured finance, or the like — have been highly effective in

rth deterioration and improvement in credit quality. That legacy
sset — has been challenged by recent events.

ce the Ratings Process and

1 number of the :ssumptions we used in preparing our ratings on
1ed between the list quarter of 2005 and the middle of 2007 did
about the expecivd performance of assets in a future economic
a robust analysi: of the transactions themselves, our monitoring

in rating these tyes of securities, and historical data, including



market events going back as { -
to determine, for example, ot
pools of mortgages, which w
good faith to assess what we -
that our ratings might withsta
the historical data we used
severity of what has actually
experience and our view of
ratings processes and learn firc

S&P is not alone in hr
and mortgage markets. Virtt
agencies, regulators, or inves!
investors looming issues we
remains that in publishing om
severe, negative performance
we anticipated the extraordin:
utilized different economic fc
that we did.

in light of these deve
adjustments to our analysis so

on all information learned to

148

as 75 years to the Great Depression. We used these assumptions

expectations reg:

ve then incorpor:

:ought would occ:

J the stresses of «

ad the assumpti:
ccurred. Just as
kely future deve
| the unanticipate
ing been taken b:
ily no one — bc
vs — anticipated

'w in the housin:

“nitial ratings on :

1 the housing and

 events that hav.

:casts and woul!

pments, we hav.

hat our current riv

ate; and (i) ide

wding potential and likely losses arising out of
ted into our ratings. While we endeavored in
i in o variety of future economic conditions so
wonomic cycles, events have demonstrated that
s we made significantly underestimated the
our analysis has always been informed by past

spments, we are taking steps to improve our

1 events now occurring in the markets.

surprise by the extreme decline in the housing
:hey homeowners, financial institutions, rating
what is occurring.  Although we highlighted to
» market as far back as early 2006, the reality
wany of these securities we never expected such
morigage markets, There is no doubt that had
- occurred — and we did not — we would have

a0t have assigned many of the original ratings

: been focused on two key efforts: (i) making
ings reflect our best opinion of credit risk based

tifving and implementing steps to improve our



149

processes and restore the ma ot’s confidence 11 S&P’s rating opinions. Let me describe in

some more detail what we has

At S&P, a core princ
analytical quality, is a constai
to, and reflected on the many
and here in Washington and «
process, provide better and m«
As a result, we announced
transparency — providing the
information supporting our

practices and processes.

In total, we introducec
and our dialogue with marke:
new governance procedures a:
and to safeguard against fa
focusing on the substantive
information we use in our ¢

assumptions with, the public; ¢

about our ratings, their intende |

An important goal of

example:

been doing.

commitment to i

-omments and ¢«

<ewhere, and we

¢ information to

series of acti

aarket with great

‘ngs — as well

7 new initiative

articipants and

! controls design:

ors that could .

‘vsis we do inar:

alysis and the v

il (iv) new ways

use, and their li:

hese 27 initiativ

‘¢ of our busine: -

. wnd a key driver of our long track-record of
iprovement. We have actively sought, listened
:cerns that have been expressed in the markets
suve tocused our efforts to enhance our ratings
nvestors, and promote confidence in our ratings.
ax o carlier this year which focus on raising
“insight and understanding of the analytics and

furiher enhancing Standard and Poor’s rating

. which are © result of both our internal reviews
sbul policymakers. The initiatives include: (i)

to enhance the integrity of our ratings process

alfonge that process; (ii) analytical changes
‘in:. at our r:tings opinions; (iii) changes to the
¥ we convey our opinions to, and share our
» conmunicate with, and explain to, the market

Hations,

5 i¢ increased transparency and quality. For



We are implementi
interest. These incl
of the Ombudsman.
We are increasing t
our underlying asst
scenario analysis ar
We are expanding
certain structured !
addition to continui
We are implement
used by issuers an¢
their fraud detectic
capabilities;

We are developing
speaking, ratings st
original ratings ove
we have not exp
analysis. Our new
and arises out of th
We continue to im

surveillance staff f

o a number of ac

:de: periodic rota:

> amount and us.
nptions for varic
und the factors t
aur surveillance
‘nance securities
'« to analyze deta

ag procedures fo

ariginators to as

. measures so th.

new criteria foc
Hility refers to tf
time, rather than

ssly incorporate

initiative respond

anprecedented re
st in our people

- all asset classes

150

ith-al satvouards against potential conflicts of
snof ered i analysts and establishing an Office
‘ulnvss of th information we publish, including
- avset chuies, stress tests for our ratings, and
¢ cculd driv s aratings change;
v ebtainine updated underlying loan data in
‘uring the - criod we monitor our ratings, in
od loan dat- in the initial ratings process;
evivw morc information about the processes
w8 e aree ey and integrity of their data and
: we can botter understand their data quality
ing on i stability of our ratings. Broadly
~mevement of ratings, up or down, from their
he vitimes iikelihood of default. Historically,
considerinns of ratings stability into our
to the muriet’s request for such information
ags voletiii v we have recently witnessed.
For exum le, we have increased our ratings
1 structur.  finance, and brought in a number



of new senior exc
established a Mode
« We are strengther
fanctions from ou:
analysts,
¢ And we are reachi
more clearly the n:
using other types o'
Other Developments
Additionally, earlier t!
General. The agreement foct:
investors and reinforcing the

new rules — of which S&P i:

been one we whole-heartedly !

it. We take the need for great -

by the steps we are taking.
communication about how we
As the Committee is :
scheme for ratings agencies th
product of several years of co
oversight and analytical indey

2007, approximately 16 mon

151

fives — includii
validation Group
e our analytics

angoing quality

:+ out to all type:

e of ratings, in.

avestment resea

5 year, we signc .

5 on augmentin:

ed for data quali

sroadly supporti -

arer to increase

transparency an:

¢ believe all pa:

ulyze creditwort

sure, the CRARA

. choose to regist:
‘ideration and, ir
sdence. The SE

= ago, and the

A nCw

Dy sep

sview i

of mars~
uding 1

inthe

our fec

The -

FANSHArT e

ind:per
‘e nre

iness.

represe

cas NR-©

i vicy L

‘s inp.

st BEC

an agr

1 bes

»f Credit Officer —— and we have

ig out our criteria development

ions as well as from our ratings

articipants to explain further and

!imitations, and the importance of

Hysis.

nt with the New York Attorney
cture and increasing disclosure to
has also recently issued proposed
:stances, the overarching goal has

about what we do and how we do

e very seriously, as demonstrated

r served by open and transparent

ae first comprehensive regulatory
5. This regulatory regime was the
fects a judicious balance between
ting rules took effect on June 26,

mination of S&P under the new



regime started in late 2007. |

extremely thorough and comp:

At the conclusion of t
are taking aggressive action o
we belicve will benefit our 1o

those I reviewed above, includ!

. Revising and ¢:

ratings criterja:

. Developing wi'

and disclosurc «

. Strengthening «

S&P’s policies
As has been widely pu

that raise concern. Some of

inappropriately worded. Let «.

these emails does not reflect :

also want to be clear that, ¢
emails, there is no evidence o
of our ratings process has bee
evidence during its examinalic

also worth repeating that no «

v compliance do

152

= scope of the ex.

wnsive in its wo:

¢xamination, th:
v newly regulate:

;08 process. Sor

ancing our polic'

1 policies and 1 -

patential errors i

d procedures,
icized, the SEC’s -
wse emails are
I clear that the

- core culture of
nite how some 1

v misconduct 1

sempromised. I

that S&P had o«

21 analyst, inclu

mal

ninatio

SEC m

entity

s oot the

s regar

wcedure

our rat

srtnmen

parta

iributa’

nfortws -

e orge

1y inte

ot an

eed, th

ipromi:

ng the

s extensive and the SEC staff was

. series of recommendations. We
»lement these and other steps that

itiatives, which are in addition to

he adoption and dissemination of

ting to the detection, remediation
:nd methodologies; and

the monitoring of adherence to

ncluded reference to certain emails
o S&P, including some that were
and inappropriate language used in
tion I am committed to leading. I
t the language in certain of these
ts or that the fundamental integrity
iC itself concluded that it found no
its standards to please issuers. It is

wors of these emails, has the ability



to determine ratings on his o

the language used in some o
make sure our people apprec’

business, and the markets we -

Response To Certain Questio
| would also like to =

ratings business:

*« Does our “issu

ratings tees --
« Do we “struct:
e Do we prov:
independence’”

The "Issuer Pays"” Model
Critics have alleged 1
conflict of interest that com:
skeptics question whether, i

be warranted. This is not th.

“issuer pays” model provides

The fact is that, as the

rating methodology or mode:

United States Securitic
Commission Staff’s Ex«:

153

+ own as all of .
i emails is disa

2 the importancc

wss briefly threc

: 1vs” business
«nt a threat to tl
" :he transactions

oasulting ser

‘he fees paid b
niises the indep
it of fees, S&
<. Moreover, s
i < market.

‘U recently conc

sere made based

‘xchange Comny.

inns of Select Cs

wrnting

pointing

of profe:

question

adel e
indepen
ve rate?

ooto i

issuers
weice 2
may giv

1 eritici

ded, “the

i uitracti:

sty Sup
/it Rating

ire determined by committee. Still,
d we are redoubling our efforts to

onal conduct to our reputation, our

hat are sometimes raised about our

ereby issuers of securities pay our

:nce of our process?

uers that could compromise our

wd/or their representatives present a
! objectivity of our ratings. These
nigher ratings than would otherwise

1 ignores the significant benefits the

2 is no evidence that decisions about

2 or Josing market share”.! Indeed,

«ary Report of Issues Identified In The
lgencies, July 2008, at 25.



the facts consistently attest t
too long ago in Canada wh
illiquid. The paper had not
decision meant our foregoin:
quality.

‘The real question is

pays” model, but whether the

Division of Market Regulat!

raised by this long-standing |
“Typically, {r
presents a coi

should have .
policies and p

S&P maintains rigor
processes through a number
now, and have never been, ¢
issuers or issues they rate.
periodic rotations for credit
leave our firm to work for -

from our analytical rating:

Recent Events in the i
and the Global Fconon.
Congress. 31 (2007) (st
Securities and Exchany

154

&1"s independe:

wrgnificant amot

 S&P’s ratings

b

1

. it was consis

vhether there :
. be effectively

Lt year testifs

-ss model are

agencies] arc
but we believe

. ticies and proc

- ares when thes

olicies and pr.

ceks and bala

L isated based u

vdo eredit an

Gosts as well a

=)

or. As stated

as and, mosl

. i Mortgage A
i wing Before the

)

tof Erik R Sis

mission).

<. A hi
s of ass
rhicria at

s with «

£ potents

sraged.

fatace

¢d man,

wid by

o, W

portan

cand
ve Co:
rector

ly publicized example occurred not
~backed commercial paper became
I so we did not rate it. While this

i commitment to independence and

i conflicts of interest in the “issuer
Mr, Erik Sirri, director of the SEC’s
sressional hearing that the conflicts
seable. As Mr. Sirri testified:

e underwriter or the issuer. That
st is manageable. [Rating agencies]

ace and they should adhere to those
als.”

>und the integrity of our analytical
ample, S&P’s professionals are not
wunt of revenue we receive from the
ate fees. We have also instituted
.7 procedures when credit analysts
{so have a quality function separate

v, ratings decisions are made by

ssible Implications for U.S. Consumers
. on Financial Services, 110th
Yivision of Market Regulation,



committee. Taken together.
potential conflict of interest |
The “issuer pays” mo

well as other important infor

rating is assigned or changed

and www.ratingsdirect.com

there arc approximately nine
over one million active rati

market are obvious: any and

the same time. This creates :

leads to higher quality rating
from every corner of the cap!
By contrast, subscrip

provide the broad (and free}

Access to ratings under such:

this result in less, not more.
away an important check or
the breadth of our ratings co
vast majority of individuai
information, if the “issuer p:

that these investors would h::

155

- owlieve these
o in the “issuc
i.~0 benefits the

1. available to

anpnouncemen:

< a press rele

i1 current and

¢ available fo:

oerested marke:

¥ nlaying field

:r analysis is s

vercets.
«lels, such a-

wiination of

2ls 1s expensi:

quality — 1

- nd the dept

cairs, simply
:iness mode!

c:eaningful ace

HIes 1

s

ket.

mark.

ade «

s pro

- rical

S on ¢

sicipa:

cacon

to:

st

DU

1 not

e to

wide robust safeguards against the
el
- 1> makes all of its public ratings, as

‘ree of charge in real time. When a

+ our Web sites — www.sandp.com

fed to news media outlets. Today
ings available on RatingsDirect and
w.sandp.com. The benefits to the
< can access the same information at

1on basis for analyzing risk. It also

ket scrutiny and reaction every day

- some of our competitors, do not
:creases transparency for investors.
sive to subscribers. Not only does

those ratings, but it can also take
scrutiny of a broad market. Given
vsis, many investors, including the
o able to afford access to ratings
inpear. The likely result would be

2s information.



Finally, it is worth n
well, as investors would prc
any approach, whether it b
appropriate steps to preserve
our business.

S&P’s Policies Prohibit “Si:

Similar misundersta:
“structuring” transactions, t
that our policies prohibit o:
structuring of deals.

It is true that our an:
ratings process, as they have
rating their non-struciured
Critical to our ability to «
Reading documents and revic
so is communication with th
with issuers and their repres
rated, including any odific
forward. This dialogue pron
and one that regulators have ¢

While this dialogue m

S&P’s role is fundamentally

156

it “investor i

~or ratings, ev.

. lOr or issuer |

sendence. Fo

»
i
—

nave led son -

wreatening rat’

its from struc

k to issuers
nally had dix
:s.  This dir
. sactions is =
e results of r

le responsib!

.28 our analy-<

to those tra:
ransparency i -

‘ntly espouse:!

s different for

ive. Using

17

s 3

iy

St

“sic

e

shu

va:

Lo

“tie

ou:

i

i

have the potential for conflicts as
“.ing equal. The key question for
i whether the rating agency takes

independence is a core principle of

‘on whether S&P participates in

:ndence. First, let me state clearly

actions or advising issuers on the

finance transactions as part of the

h corporate issuers with respect to

‘ides benefits to the marketplace.

lerstanding of those transactions.
leling are important, of course, but
nsaction itself. Through dialogue

iter insight into transactions to be

1t may occur as the process goes

:gs process, a virtue we believe in,

ent situations, the key point is that

publicly available criteria, issuers



provide us with informatios
implications. In the process
discuss with issuers the reasor
process at S&P, which otherw
would be proposing structure
matches with their ratings go:
and efficient.

Nor should anyone vie
an effort to obtain a specific r:
particular result consistent wi

structures presented, but not to

Ratings Services Docs Not En:

157

we respon.
as part of ¢

‘hind our an: i

uld be a "bk

structure w.

hat certainly

uspicious the i
esult. Indec . :
* ratings crit -
¢ among thc:

1 Consulting

Similarly, S&P’s cred

issuers we rate. We do not ac

financing, or how and when t
are strictly segregated from ot
Hill Companies, Inc.

Some have questioned
consulting and so [ would like
to entities contemplating potc
ratings impact of those transac

provide advice about what th

ngs busines

ssuers about

oach the cay’

P activities :

her our “Ra

:nd a minut

transactions

S&P does

ot should o

[HE

4

{suy

hoste

considered view of the ratings
ent to transparency, we also may
‘ype of dialogue informs the ratings
‘ithout informed discussion, issuers
mbled upon the structure that best

nake the markets more transparent

me issuers structure transactions in

of potential struclures could merit a

ble is to come to a view as to the

orovide consulting services to the

uct their business, whether to seek

. Additionally, our ratings analysts

our parent company, The McGraw-

:tion Service” (“RES”) amounts to

that. RES provides our assessment

sition, for example — of the likely

‘trategic alternatives to the issuer or

do. Nor does S&P commit to the



rating assessment it provides;
contemplated action, any actu
will be evaluated both on its |
of the action. S&P’s receipt,
transaction beforehand (and out
valuable information to the issu
the deal is actually announcec
analysis of the transaction, and :

1 should also note that a
securities.
A Systemic Challenge

We believe the capital
they move out of the current 1
Ratings have been, and we belie
a common and transparent lang
sectors in both mature and devel

Restoring confidence in
S&P, we are one part of the ec
market participants need to tak
implemented, steps to try to im,

we publish, it is critical for all n

158

d, S&P mu
ngs decisior
rms and in |
;onnection
ity to condu
it it also pul
ais enables

s the marke:

natter of po!

ts will cont
cial and ec:
ill continue
» for evalu:
v global ma:
credit mark:
w and we &
tion as we!
+ the qualits

t participan:

it o!

th b

an

Lo

» fac

Y

e

amis

i

wil

rea

Fo

it if and when the entity takes the
sject to our committee process and
‘et conditions applicable at the time
»f information about the proposed
red analysis of it) not only provides
‘er position to publish a rating when
Jde the market with a more timely
At analysis in more quickly.

:ot offer RES for structured finance

. for quality, independent ratings as
:0il and look to expand and grow.
“ortant tool for investors looking for

nparing creditworthiness across all

‘ire a systemic c!fort, however. At
| willing to do our share, but other
aple, while we can take, and have
we use and the quality of opinions

ag issuers, investors, regulators, and



others — to come together with
its core to help prevent a recurre

Similarly, while we are
ratings, we do not control wheth
suggest that some market part
designed. As noted, ratings are
security. Instead, our ratings ar
obligation, primarily the risk the
as they come due. Some invest
our ratings speak to other invest
debt securities: they do not.

We understand that som:
ratings on them as a reason for 1
difficulties would appear to hav
from the ratings themselves.
consequences for the markets, b
with our independent role in the
believed warranted out of defer
sentiment.  Rather, our role

creditworthiness,

159

ingful solv:

if the prese:

:asing our -

hers ultima

nts have u

avestment o

nions on ti

shtity may

nd other m

. considera:

g !

sius

meial instic: s ns

Jifficulties.

ulted from =

ch a situ

~do not bet

ets forus v

to particul ¢

yoact as

i

1l strengthen our financial system at

‘ons efforts regurding the nature of
atings appropriatcly or not. Reports
in ways for which they were not
ymmendations to buy, sell, or hold a
wre credit risk o! an entity or a debt
:ontractual and jinancial obligations
sants have incoriectly assumed that

liquidity and/or the market value of

sited recent S&P downgrades of our
re not privy to a'i of the facts, these
< influencing the market, rather than
srtunate and h:s had regrettable
I have been appropriate or consistent
1ed from taking ::ction we otherwise
ur ratings are nc: driven by market

observers offermg our views of



160

Conclusion

1 thank you for the oppc 'y to particip: e iearing. Since our founding over a
century ago, S&P’s consistent : ach has beer to from experience and to evolve our
analytics, criteria, and review p xes when cpper e ou can expect that same approach
going forward. Let me also asst aragain ofor oo rent to analytical cxcellence and our
desire to continue to work wi ngress avd o ts, legislatures and policy-makers
worldwide as they explore the 1 troubling d¢ ek s and strive to develop solutions to
restore stability in the global ¢ markets. U 0] appy to answer any questions you
may have.
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Chairman WAXMAN. Thank you, Mr. Sharma. I’'m going to start
questions myself.

Gentlemen, you're giving us assurance that while mistakes were
made, you are correcting the problem, that there are a few prob-
lems in your industry, but your ratings are honest, your methods
transparent and your internal controls appropriate. That is what
I'm hearing from the three of you. And it’s really not anything new.
Because, Mr. McDaniel, in 2003 you said, rating actions will reflect
judicious considerations of all circumstances and that the system is
not broken. In 2005 you said, “we believe we have successfully
managed the conflicts of interest and have provided objective, inde-
pendent and unbiased credit opinions.”

These are the things that we are hearing from you in public over
the years. But Mr. McDaniel, behind closed doors you were appar-
ently more candid because on September 10, 2007, you had a pri-
vate meeting with your managing directors. You called it a town
hall meeting. And you said the purpose was to speak as candidly
as possible about what is going on in the subprime market and our
own business. And you told the gathering of senior executives that
there are a number of messages that we just frankly didn’t want
to write down. But a transcript was kept of that meeting, and we
have obtained a copy of it. This transcript has never been made
public before. According to the transcript, this is what you told
your managing directors, about why so many mistakes were made
rating mortgage-backed securities. “Now, it was a slippery slope,
what happened in 2004 and 2005 with respect to subordinated
tranches is that our competition, Fitch and S&P, went nuts. Every-
thing was investment grade. It didn’t really matter. We tried to
alert the market. We said we’re not rating it. This stuff isn’t invest-
ment grade. No one cared because the machine just kept going.”

Mr. McDaniel, what did you mean when you said that Fitch and
S&P went nuts and started rating everything as investment grade?

Mr. McDANIEL. I was responding to a question that was raised
in the town hall meeting, and I don’t recall whether I was repeat-
ing a phrase from a question or whether this was independent com-
mentary that I made. But what I was discussing more generally
was in our opinion, the need during this period to be raising credit
enhancement levels or credit protection levels which we did. And
to the extent that made the credit protection levels higher for cer-
tain instruments, it meant that we might not be rating those in-
struments, and in fact, that was part of the story during that pe-
riod.

Chairman WAXMAN. You were saying your competitors were
going nuts and rating everything. You said that the entire credit
rating industry was on a slippery slope and went nuts when it
started to rate everything investment grade. Maybe I should hear
from Mr. Joynt and Mr. Sharma, this is what apparently he was
saying about you behind closed doors. Is it accurate? Mr. Sharma.

Mr. SHARMA. Mr. Chairman, there are many instances we have
chosen not to rate when either we have believed we do not have
enough information from the issuer or it doesn’t meet our criteria
appropriately. So there have been many examples and instances
and we will be happy to provide that.

Chairman WAXMAN. So you don’t agree with his assessment?
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Mr. SHARMA. We have continued to sort of, as I said, there are
many instances when we did not rate things, and as I said, there
are things——

Chairman WAXMAN. Sometimes you didn’t rate. Sometimes you
didn’t give a rating. Therefore, if you gave ratings inappropriately
in other cases, we should take that into consideration.

Mr. SHARMA. Mr. Chairman, we also make all our criteria public.
It is available to the investor. It is available to the issuers and pub-
lic at large for them to look at how we rate

Chairman WAXMAN. Let me get back to the essential issue here,
because Mr. McDaniel solicited feedback from the company’s top
managers about that meeting, and I want to read what one of the
managers said, “We heard two answers yesterday. One, people lied,
and two, there was an unprecedented sequence of events in the
mortgage markets. As for one, it seems to me that we had blinders
on and never questioned the information we were given, specifically
why would a rational borrower with full information sign up for a
floating rate loan that they couldn’t possibly repay and why would
an ethical and responsible lender offer such a loan? As for two, it
is our job to think of the worst-case scenarios and model them,
after all, most economic events are cyclical and bubbles inevitably
burst. Combined these errors make us look either incompetent at
credit analysis or like we sold our soul to the devil for revenue or
a little bit of both.”

Mr. McDaniel, one of your top managers said Moody’s was either
incompetent or sold its soul to the devil. It’s a serious charge. How
do you respond?

Mr. McDANIEL. I think the manager was referring to what the
perception could be based on the stress that assets that had been
rated in the mortgage-backed securities area were undergoing.
With respect to the comment they lied, I was not referring to any-
one at Moody’s, or, in fact, anyone in the industry. I was referring
to media reports about the deterioration in the veracity of informa-
tion that was flowing through the mortgage origination process.

Chairman WAXMAN. In other words, people were claiming they
could pay back the loan but they couldn’t.

Mr. McDANIEL. Yes.

Chairman WAXMAN. But that shouldn’t be hard to figure out
when you have loans that are being given with an amount up 100
percent and no equity in the hands of the borrower.

Mr. McDANIEL. Well, one of the——

Chairman WAXMAN. Wouldn’t that be a more likely situation for
a default?

Mr. McDANIEL. Certainly to the extent that there is more lever-
age. In a mortgage or in the purchase of a home, there is a greater
risk of default.

Chairman WAXMAN. So people are lying, or you weren’t modeling
for the worst-case scenarios. I'm trying to reconcile what you have
said publicly on a number of occasions, including today, and what
you said in a private meeting and it seems to me you are saying
totally different things in public than you’re saying in private. In
public, you assure us that your industry meets the highest stand-
ards but in private, you're telling insiders that conditions in your
industry could lead to a financial crisis.
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Mr. McDANIEL. I am saying both internally at Moody’s and ex-
ternally to the public, very consistently, that we seek to maintain
the highest levels of objectivity, independence, and professionalism
in assigning our ratings and I say that to both groups.

Chairman WAXMAN. I know that is what you’re saying here, but
it’s hard to reconcile the transcript of that meeting. My time has
expired and I want to recognize Mr. Davis.

Mr. DAVIS OF VIRGINIA. Thank you, Mr. Chairman. You know,
the credit rating agencies have long maintained a fiction that their
ratings are consist across all asset categories but according to the
data published by Moody’s in July 2007, we learn that not all cred-
it ratings are not created equal. Moody’s apparently found that
BAA-rated corporate bonds, which is the lowest investment grade
Moody’s rating, defaulted in an average 5-year rate of 2 percent,
but CDOs with the exact same BAA rating suffered from an aver-
age 5-year default rating of 24 percent. How do you explain giving
the same rating grades to such wildly different kinds of debt?

Mr. McDANIEL. That was research we conducted in order to
evaluate, just as you cite, the consistency of our ratings. I think it
is important that we do so. That is exactly the kind of research
work and self-assessment that we should conduct for our firm. And
there were findings that there were higher default rates at the low
investment grade level in one sector versus another sector.

Mr. DAvVIS OF VIRGINIA. Twelve times higher in this case.

Mr. McDANIEL. For the period of time, that was being assessed,
that’s correct. For other periods of time, we have found that 12
times number, in fact, fell dramatically. And so part of what we
were considering was whether there were issues about the point in
time in the credit cycle or with respect to certain types of assets
tﬁat were receiving those ratings that needed to be considered fur-
ther.

Mr. DAVIS OF VIRGINIA. Mr. Sharma, let me ask you, Chris Cox,
who is the chairman of the SEC and a former colleague of ours,
will be before the committee tomorrow and he is going to testify
that the credit rating agencies sometimes help to design structured
mortgage-backed securities so that they could quality qualify for
higher ratings. Now, you testified that Standard & Poor’s doesn’t
do this. How would you respond to Chairman Cox if he were here?
And I would like the rest of the panel to respond as well.

Mr. SHARMA. Mr. Ranking Member, I can only respond for us.
We have very stringent policies and practices that our analysts will
not advise any firm on structuring of deals. Though there are in-
stances where when we look at the rating and our procedure and
process where people are bringing their analysis to us and we are
opine on that whether it meets our criteria or not. That is the only
thing we do is to opine on whether they meet our criteria or not.
Nothing more.

Mr. McDANIEL. We do have interaction with issuers and with in-
vestors around the credit implications our potential credit implica-
tions of securities which they are contemplating issuing into the
market. Those discussions should relate solely to credit. And it is
in the interests of one, understanding the information that is being
delivered to us to make sure that we reduce the likelihood of
misanalysis of that information and two, communicating back to
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those parties, information that we think may have credit implica-
tions for the securities under consideration. So that is the nature
of the interaction.

Mr. JOYNT. The regular dialog between analysts and anyone
working on issuer or a banker on putting together of financing is
there an iterative process that is, I think, unavoidable, so for our
employees to suggest that they become involved in consulting and
trying to design securities that is not part of our approach. That
is not part of our business. It’s not their job. So restrict them from
any interaction of course is not also constructive, and so I would
say it’s a back-and-forth kind of iterative process. But our analyst
interaction isn’t designed to create securities or to create the high-
est ratings.

Mr. Davis oF VIRGINIA. When Congress passed the Credit Rating
Agency Reform Act, we included language that prohibited notching
as an anti competitive practice. And as I understand it, notching
refers to when one credit rating agency reduces its rating for a par-
ticular structured financial asset that incorporates components like
subprime mortgage-backed securities that it hadn’t previously
rated. Some have asserted that notching is a valid technique used
by some credit rating agencies to protect their reputations and pro-
vide more accurate ratings, but others say it represents an anti
competitive practice. I ask each of you, is notching an anti competi-
tive practice and should Congress have gotten involved in this
issue and what impact does the prohibition of notching have on the
ratings of subprime mortgage-backed CDOs and other risky struc-
tured financial products.

Mr. JOYNT. So if I could address that first, because I think Fitch
was involved in suggesting that notching could be an anti competi-
tive practice and put that proposition forward, so today I would
suggest, as I did in my testimony, that we’ve moved way beyond
that question. In fact, notching, as referenced then, referred to the
creation of securities that now we’re discovering the ratings are
changing by whole categories not by notches.

So the fact that reliance on ratings generally and their default
probabilities specifically for some of the structured securities since
they have changed so dramatically as you pointed out is a rel-
atively small issue, not an important one. The more important one,
I think for rating agencies, is to reflect on what is a steady state
expectation for these securities that we’re now rating and have
rated in the past and that we’re trying to change the ratings to
make them more active on, I would say, that is our more important
mission.

Mr. Davis OF VIRGINIA. Mr. McDaniel, do you have anything to
say?

Mr. McDANIEL. I believe it is a party of matter of intent. I think
there are valid credit analytical reasons to notch in some cases and
there may not be in other cases.

Mr. SHARMA. I think ultimately, it is the responsibility of the rat-
ing company on what rating they’re given, what the quality is, so
I think the responsibility is to make sure they’re comfortable in as-
suming or making assumptions and that is why there are valid rea-
sons to continue notching.
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Mr. DAvVIS OF VIRGINIA. Was the congressional intervention in
this appropriate or not?

Mr. SHARMA. It’s brought into the analytical process, and ulti-
mately, it’s the rating company that is responsible for the ultimate
rating, but independence has to be allowed for the rating company.

Mrs. MALONEY [presiding]. Thank you. I would like to welcome
all of the panelists.

Mr. McDaniel, in 2002, the Senate Governmental Affairs Com-
mittee recommended that the SEC begin regulating credit rating
agencies. In 2003, the SEC agreed and issued what they called a
concept release that would have addressed conflicts of interest at
credit rating agencies. On July 28, 2003, you sent the SEC a letter
opposing this regulation. In your letter, you claim that Moody’s had
dealt with this conflict of interest. And I will read to you exactly
what you said. You said, “the level of ratings are not affected by
a commercial relationship with an issuer.” Do you remember send-
ing this letter?

Mr. McDANIEL. I do remember sending the letter. I don’t remem-
ber the sentence, but yes, I remember sending the letter.

Mrs. MALONEY. In the letter, you made a very strong case that
you had vigorous protections in place to prevent your ratings from
being affected by your profits, and as a result of your categorical
strong assertions, no regulations were adopted. My problem is that
on October 23, 2007, you gave a presentation to your board of di-
rectors, which said absolutely the exact opposite of what you said
publicly and to the SEC. The committee has obtained a copy of that
document. In the document you described what you called, “a very
tough problem.” And under the heading conflict of interest, market
share, you said, “The real problem is not that the market
underweights ratings quality, but rather that in some sectors, it ac-
tually penalizes quality. It turns out that ratings quality has sur-
prisingly few friends. Issuers want high ratings. Investors want
ratings downgrades. Short sighted bankers want to game the rat-
ing agencies. And you described in this document some of the steps
that Moody’s has taken to square the circle.” But then you said
this, “this does not solve the problem.”

Would you like to comment on what you said in this document?
You also said that keeping market share while maintaining high
quality, was an unsolved problem. Does this internal presentation
to your board contradict years of public statements to the public
and to the SEC by you and other Moody’s officials? In public, you
said conflicts of interest could be managed. But in private, you said
your internal procedures had not solved the problem.

And let me read you another passage. You also wrote this, “Un-
checked competition on this basis can place the entire financial sys-
tem at risk.” To me, this is an astonishing, amazing statement. Es-
pecially in light of what is occurring in the markets now and the
pain and suffering of Americans and our economy, what exactly did
you mean when you said competition on this basis can place the
entire financial system at risk? And how can you sleep at night
knowing that these risky products that you were giving triple-A
ratings could put the entire financial system at risk?

Mr. McDANIEL. First of all, I should restate the public comments
that I have made previously, which is that our ratings are not in-



166

fluenced by commercial considerations. Our ratings are the basis of
our best opinion based on the available information at the time.

Mrs. MALONEY. But that is not what you said to your board
members. That is not what you said in this document.

Mr. McDANIEL. It’s not inconsistent with what I said to my board
members. What I said to the board is that it creates a problem that
to maintain the appropriate standards creates a conflict potentially
with maintaining market share. And that is a conflict that has to
be identified, managed properly and controlled. I think that in rais-
ing these kinds of tough questions with my senior management
team with the board and publicly is exactly the job that I should
be doing.

Mrs. MALONEY. But you also said that Moody’s drinks the Kool-
Aid. “Analysts and MDs, managing directors, are continually
pitched by bankers, issuers and investors all with reasonable argu-
ments whose views can color credit judgments, sometimes improv-
ing it, other times degrading it. We drink the Kool-Aid.” What did
you mean exactly when you said “we drink the Kool-Aid?”

Mr. McDANIEL. It was a shorthand reference to the fact that
communications from individuals may either be more persuasive or
less persuasive. They may influence our subjective judgments as to
whether credit quality for an instrument or an obligor is associated
with a well-managed firm, or perhaps a not-so-well-managed firm.
And I made the comment with respect to the potential for those as-
sessments to affect ratings either up or down.

Mrs. MALONEY. I just would like to conclude by saying in public
you were saying in in one thing, in private you were saying an-
other. In public you were saying, “the level of ratings are not af-
fected by a commercial relationship with an insured.” But in pri-
vate, you were telling your board that this was a huge risk, that
Moody’s, for years, “has struggled with this dilemma” and it is
hard for me to read this document and believe that you believed
what you were saying in public. My time has expired.

Mr. Cummings.

Mr. CUMMINGS. Thank you very much. You know gentlemen, I'm
sitting here and I'm trying, I'm trying to feel that honesty is com-
ing from that table. I'm trying. But as I listen to you and I think
about what has happened to the people in my district, students not
able to get loans, businesses closing, seniors going back to work,
people suffering, and then I listen to the testimony that we heard
earlier, I'm convinced that the financial world and when I say
“world,” I mean world, worldwide, needed the ultimate trust from
your agencies. And I'm afraid to tell you and I hate to tell you this,
but I believe that a lot of that trust has been lost. Whether it was
intentional, unintentional, whatever, it has been lost.

And Mr. Sharma, in your testimony, you blame the models that
you used in your assumptions on how the housing market would
behave for S&P’s failure to rate securities accurately. But then Mr.
Raiter stated in his submitted testimony that part of the rationale
for the failure was, the failure to implement the new model, was
one, it was too expensive; two, there was a debate as to whether
S&P needed that level data and three improving the model would
not add to S&P’s revenues. Was it any of those? You know, we're
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blaming everybody else for everything but people are suffering.
And I just want to know what is the deal? I'm listening.

Mr. SHARMA. Mr. Cummings, first of all, it is a severe dislocation
that we are all experiencing and what you’re describing is some-
thing that all of us feel it, all of our 4,000 analysts around the
world feel it, because it is not without pain that everyone is experi-
encing and seeing. What Mr. Raiter was talking about was two
things, one, a model that he proposed or he was part of develop-
ment when he was there, which many of our analysts tested and
concluded it was not as reliable analytically. And so that is why the
decision was made not to use it. The second part Mr. Raiter high-
lighted was that the model that he was instrumental in developing
he has indicated it may not have been updated. To just give you
the fact that since Mr. Raiter left, it has been updated eight times
which is about 2% times per year since he left.

So we have been committed to sort of continue to update the
models as the environment changes, we observe the risks changing,
we observe what things we need to change a model and we make
the appropriate changes. So we are continuing to make changes
and we have learned from this experience as well.

Mr. CumMINGS. Well, you know, it’s interesting, you said some-
thing that was interesting. You said some of the statements do not
reflect the core values of S&P and I guess that includes the state-
ment from Chris Meyer, who says doesn’t it make sense that a V
B synthetic triple-B synthetic would likely have a zero recovery in
a triple-A scenario, and if we ran the recovery model with the tri-
ple-A recovery, it stands to reason that the tranche would fail since
there would be lower recoveries and presumably a higher degree of
default, and then he went on to say that “rating agencies continue
to create an even bigger monster,” the CDO market, let’s hope we
all are wealthy and retired by the time this house of cards falters.

It seems to me that there was a climate there, of mediocrity be-
cause when we go on, we realize that there were other people say-
ing the same thing in your organization. Now although you may
not think it reflected the culture, I think it reflected the culture
and my constituents think it reflected the culture, and to you Mr.
McDaniel, you know this is your watch. You made a nice statement
about your organization being around since 1909. But I wondered
whether the folks who started your organization in 1909 would be
happy with what they see today. Because there is, without a doubt,
there has been a loss of trust. And somebody has to recover that.
You have to get that trust back. We can never get these markets
back, get them back right unless the investors feel comfortable
about what is going on. And you're the gatekeepers. You're the
guys. You're the ones that make all the money. You’re there. That
is why you'’re there.

And so we literally face a situation where we’ve got a house of
cards that has fallen. And here we are trying to resurrect it. Some-
thing is wrong with this picture. And I have read the testimony.
I understand all the things that you say you’re going to do. But do
you know the what the problem is? Once you lose trust, nobody be-
lieves you’re going to do it. I see my time is up. You want to com-
ment? Anybody?

Thank you.
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Chairman WAXMAN [presiding]. Gentleman’s time has expired.
Mr. Tierney.

Mr. TiERNEY. Thank you very much, Mr. Chairman I want to
talk a little bit again if I can about rate shopping. We've talked
about that a little bit when the prior panel was up here. Here is
a document that we have, an e-mail dated March 21, 2007, by an
individual named Gus Harris who was managing director at
Moody’s, Mr. McDaniel. He sent this to several of the other officials
in your company and in it he accused or complains that Fitch is
using a more lenient methodology to award higher ratings and
steal away business from your company. This is what the e-mail
says exactly. We have heard that they, meaning Fitch, had ap-
proached managers and made the case to remove Moody’s from
their deals and have Fitch rate the deals because of our firm posi-
tion on the haircuts. We have lost several deals because of our posi-
tion. Now I think we have to explain a little of the industry jargon
here. A haircut as I understand it in the jargon, is if you saw some
uncertainties with the underlying value of mortgage-backed securi-
ties, you require some additional collateral and it was that addi-
tional collateral that was referred to as haircuts. Am I right?

Mr. McDANIEL. Yes, that’s correct.

Mr. TIERNEY. And apparently what he is saying is Fitch when
they find those uncertainties, they don’t require the additional col-
lateral. They just proceed with the deal so they’re able to get the
higher rating without that so called haircut. Were you losing busi-
ness to Fitch or was Fitch poaching on your business on those
types of premise?

Mr. McDANIEL. With respect to the specific comment made by
Mr. Harris, I do not have any detailed information about his com-
ments. I'm sure he was identifying information that he had seen
and was communicating what he believed but I don’t have specific
information.

Mr. TIERNEY. Was that an isolated incident where others in your
company mentioned to you that they thought that Fitch or one of
the other rating companies was making overtures to your clients in
competition trying to steal accounts?

Mr. McDANIEL. Well, I would acknowledge that ratings coverage
probably for all of the rating agencies waxes and wanes. We have
different points of view about different industries, different sectors.
Sometimes we feel more confident about a sector than our competi-
tors. Sometimes we feel less confident about a sector. And the con-
sequence of that is that issuers of securities may seek ratings from
one or more agencies that has more

Mr. TIERNEY. But do agencies seek out the issuers? Have you or
anyone in your company ever gone to an issuer and suggested that
you ought to replace one of the other rating agencies because you
have a more lenient standard?

Mr. McDANIEL. I have never done that and I'm not aware of any-
one doing that.

Mr. TIERNEY. Mr. Joynt, Mr. Harris says that your company was
doing that with respect to Moody’s. Has anybody in your company
ever gone to an issuer and said, we have a different standard over
here than Moody’s does, you ought to switch over to us?
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Mr. JOYNT. I'm sure our business development people would have
contacted issuers, bankers or investors and suggest they should use
Fitch for their ratings. I would like to think, and I believe, that
they would have approached that by saying we have a better qual-
ity research, a better model, a better approach, more information
so.

Mr. TIERNEY. Mr. Harris seems to think they had a different ap-
proach.

Mr. JOYNT. I might also add separately that in the subprime
area, in particular, our market share was significantly lower than
the other rating agencies. That to me wouldn’t be evidence that we
were the most liberal rating agency. And in addition to that, almost
the majority of the ratings that we assigned in subprime were third
ratings, so we weren’t replacing any one which to me was always
evidence that some of us adding our rating not so much for the rat-
ing, but because they valued our research our model our presale re-
ports and other things.

Mr. TIERNEY. Do any of you gentlemen believe that we ought to
talk about the fact of not allowing issuers to actually pay the rate
setters, that we ought to go to a model that allows for the investors
to make the payments and not to the issuer hire the company?

Mr. JOYNT. My personal view is that the reason this developed
that issuers were paying was from the Penn Central period and
there was not enough analytical talent following the fixed income
markets and because of that the whole industry meaning bankers
and government as well got together and suggested that an issuer
pay model handled well, which could be handled was more support-
ive of the people, talent and money that was needed to cover these
markets.

Mr. TIERNEY. Do you believe that is still true?

Mr. JoynT. I still do.

Mr. TIERNEY. Mr. McDaniel, do you belive that is true?

Mr. McDANIEL. With respect to issuer versus investor pay model,
I think the biggest mistake we could make is believing that an in-
vestor pay model does not embed conflicts of interest. So as long
as rating agencies are paid by any party with a financial stake in
the outcome of our opinions, and that includes investors and
issuers, there are going to be pressures. And so the question is not
are there conflicts of interest? There are. It’s managing them prop-
erly and managing them with enough transparency that regulatory
authorities and market participants can conclude that, in fact,
those conflicts are being handled to the right professional standard.

Mr. TiERNEY. Thank you very much, Mr. Chairman.

Chairman WAXMAN. Thank you, Mr. Tierney. Mr. Issa.

Mr. Issa. Mr. McDonald, I want to followup on—McDaniel, I'm
sorry. 'm going to followup on the last statement you made. The
second to last word you said was transparency. What is the trans-
parency of your evaluation models?

Mr. McDANIEL. The transparency of our——

Mr. IssA. Your analytical computer modeling. How much trans-
parency will I find in yours or the gentleman to your left and right?

Mr. McDANIEL. We publish all of or methodologies and those are
available on our Web site for the general public. The methodologies
include a description of models that we use as well as qualitative
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subjective factors that may be considered in rating committees on
an industry by industry basis.

Mr. IssA. Let me ask a question because I started looking at
Berkeley and other sort of software models that are saying, look
you can evaluate, at least today, where we went wrong. And, I have
an observation that I would like you each to comment on, and that
was pick a date anywhere from the first derivative problems that
occurred that led to lawsuits in 2001, 2002, 2003, the early indica-
tions but let’s take 2006 and beyond, why wouldn’t your models
have picked up, because they are historic models, and you can’t,
you have to weight a historic model both on total number but also
on any significant change. Why wouldn’t we have seen a dramatic
change in ratings of whole classes occur in a relatively short period
of time as soon as home prices peaked and began falling?

And Mr. Kucinich isn’t here right now, but I'm particularly sen-
sitive to that because at the very beginning of this Congress 2
years ago, we went to Cleveland and got an earful on the fore-
closure rate, on the walk away rate on the problem. So maybe each
of you can respond to that because to me, that is the most impor-
tant question is why didn’t your models pick it up in real time and
why do I believe your models today if they couldn’t pick it up close
to real-time then?

Mr. McDANIEL. From Moody’s perspective, one of the interesting
early developments in the current problem that we have seen in
the mortgage area was that the monthly performance data which
we began to receive from the 2006 vintage and then the 2007,
tracked very closely to what we had seen in 2000 and 2001 in the
previous recession, almost exactly on top would be the way our an-
alysts would describe it.

Mr. IssA. Meaning the tip of it looked just like the previous
event?

Mr. McDANIEL. Exactly. And as a consequence, we did not move
as quickly as we would have if the early data indicated a shift com-
pared to the prior recession that we had been in. So there was a
several month lag until we were able to see enough data to see
that, in fact, it was not tracking what had occurred in the last re-
cession because those securities were certainly robust enough to
withstand the kind of recession that we saw in 2000, 2001.

Mr. IssA. Do you all, three of you, believe today that your models
have been improved such that the same event or substantially
similar event or even a sneakier event if you will would not catch
your models off guard the way these did?

Mr. JOYNT. I believe we’ve introduced significant conservatism
into the models now and we need to be thinking forward because
for us to rate new transactions today that is starting the begin-
nings of a new cycle or a new process. So I think there are changes
in terms of the magnitude of the stressors that we've introduced
that were greater than we would have used in the past. And then
the evidence and information of delinquency and loss in mortgage
and then re-reflected in CDOs is far greater than it ever was in the
past. So the prior experience of very good structured finance per-
formance from the last 15 years is going to be supplemented by
quite poor performance that needs to be modeled.
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Mr. IssA. Let me ask one, and I'm very concerned because I see
whole other classes of debt that are likely if we don’t pull out of
this recession that we’re heading toward likely look to repeat what
we have already seen, and I don’t yet see it completely in your
models. I see paper that is rated better than to be traded at 60
cents on the dollar of its face value, and yet it’s trading that way.
Let me just ask kind of a closing question. You're essentially all
unregulated industries, you as rating organizations. And from the
dais, there will undoubtedly be a call to look over your shoulder in
significant ways.

Do each of you believe on behalf of your companies but also on
behalf of an industry you believe belong to that a Blue Ribbon
panel or commission that was independent of politics would be ap-
propriate as an in-between step of what might originate from the
dais if we didn’t take that in-between step?

Mr. JOYNT. We are regulated by the SEC to whatever degree and
they have started examinations in a more forceful way having, I
think, been directed by Congress in that direction. So I do think
that the only important protective element is our judgment and our
ratings judgment. So if the oversight from regulatory bodies or
some kind of panel has to do with process procedure, and those
things, then I think we’re open to that, at least that pitch. I don’t
want to speak for the industry on that. I don’t see us as an indus-
try group in that way.

Mr. IssA. Each of you is able to answer.

Mr. McDANIEL. I would just add that in addition to United
States, we are regulated in various jurisdictions around the world.
And so, while I would agree with Mr. Joynt that to the extent that
there is a review of process as opposed to our ability to develop
independent opinions, I would be supportive of that. And I would
hope that such a review would be able to accommodate the global
nature of the work that we do.

Mr. SHARMA. We would agree also given, and SEC has come up
with more rules and guidelines for oversight of the processes, and
I think it’s moving in the right direction. The more transparency
we put around these things it’s better for the whole marketplace.

Mr. IssA. Thank you. And Mr. Chairman I know this is particu-
larly going to make us look forward to seeing Mr. Cox tomorrow,
Chairman Cox.

Chairman WAXMAN. Thank you, Mr. Issa. Mr. Lynch.

Mr. LyNCcH. Thank you very much. Gentlemen I want to ask you
in continuing with Mr. Tierney’s line of questioning. I want to ask
about the problem of rating shopping. And we heard testimony
from former employees of your firms, and others outside of this
hearing that this occurs when investment banks take their mort-
gage backed securities to various credit rating agencies to see
which one will give them the highest rating and for the rating
agencies this creates incentives for lenient rating systems, and
there is a financial incentive to beat your competitors by lowering
your standards and offering higher ratings. In essence, it creates
a race to the bottom.

There is an interesting example here, and we have an e-mail I
would like to have put up that was sent on May 25, 2004 from one
of the managing directors. This is not a lower employee. This is a
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managing director at Standard & Poor’s, to two of the companies’
top executives. So this is at the very top level of the organization.
The subject line of the e-mail is competition with Moody’s and it
says this, “we just lost a huge Mazullo residential mortgage-backed
securities deal to Moody’s due to a huge difference in the required
support level.”

A little further on, the Standard & Poor’s official explains how
Moody’s was able to steal the deal away in his opinion by using a
more lenient methodology to evaluate the risk. He says this again,
they ignored commingling risk and for the interest rate risk they
took a stance that if the interest rate rises they will just down-
grade the deal.” It goes on. And let me read the rest of the e-mail
and you get the back and forth here.

After describing a loss to Moody’s, the S&P managing director
writes, this is so significant that it could have an impact on the fu-
ture deals. There is no way we can get back in on this one. But
we need to address this now in preparation for future deals. Goes
on. He says, I had a discussion with our team leaders—sort of like
what you were describing a little earlier, Mr. McDaniel—I had a
discussion with team leaders and we think that the only way to
compete is to have a paradigm shift in thinking especially with the
interest rate risk.

So you can see this back and forth, they steal the account, they
lower their standards now, now Standard & Poor’s is lowering their
standard and it’s fairly evident. It speaks for itself.

But Mr. Sharma what was your managing director referring to
when he said this is so significant that it could have an impact on
future deals and that the only way to compete is to have a para-
digm shift in thinking?

Mr. SHARMA. Well, Mr. Lynch, I wasn’t there so I cannot speak
to the specific wording in this e-mail but what I can tell you is that
in this case I don’t, I believe we did not rate this deal and

Mr. LYNCH. Say that again?

Mr. SHARMA. We did not rate the deal.

Mr. LyNCcH. No, I'm talking about the exchange here. It’s not, I'm
not interested in entering this as a legal act. I'm interested in eval-
uating this as a document that speaks for itself. This is a present
recollection of your management, OK, and as long as you can read
English, you can pretty much figure out what is going on here.
This is not, we’re not evaluating a CDO here. This indicates intent
and then we know that each firm has modified their approach here
in lowering their standards. So I'm asking you from that stand-
point, just from a commonsense standpoint what you get from
these statements.

Mr. SHARMA. Our criteria is public, as I believe other firms’ cri-
teria is also public. So from time to time, our analysts do look at
the criteria from the other firms to see have we captured things
right, are they capturing other things that we are not capturing?
And so there is a look at the competition to see what are we doing,
what are we not doing. So I would imagine this was sort of refer-
ring to looking at the competition’s criteria and analytics and
thinking and looking at seeing if we were missing something that
we should be considering. That is what I would suggest.
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Mr. LYNCH. He is saying they didn’t have something. They basi-
cally ignored commingling risk and for the interest rate risk they
took a stance, said hey, if the interest rate rises they will just
downgrade the deal. So he is not stealing good ideas here. He is
not being innovative here. He is just ignoring some important fac-
tors in the deal in order to give them a higher rating and by doing
so he is lowering his standards. So we’re not talking about competi-
tion by innovation. We're talking about competition by Sergeant
Schultz basically ignoring what is going on, looking the other way.

Mr. SHARMA. As I said, all I can speak to is the intent was to
look at analytically are there things that we are not considering or
we are considering that we should be looking at it differently.

Mr. LYNCH. My time essentially is expired.

Mr. McDaniel, they are talking about a managing director at
Standard & Poor’s who says that they ignored key risk in order to
win business. Do you have any response to that?

Mr. McDANIEL. I do not, obviously—I cannot speak to this spe-
cifically, but certainly we are not going to ignore issues or topics
that have credit implications. So I'm not sure what the concern was
from a member of another rating agency.

Chairman WAXMAN. Mr. Lynch your time is up.

Mr. LyncH. Thank you, Mr. Chairman.

Chairman WAXMAN. Mr. Bilbray.

Mr. BILBRAY. Thank you very much, Mr. Chairman.

Gentlemen, I guess around 2006, the subprime mortgage securi-
ties made up about 100 billion out of 375 almost four a quarter of
CDOs sold in the United States. Please help this committee under-
stand how, when you have a quarter subprime, that the rating
agencies can qualify those securities as triple-A when they are
backed by very questionable mortgage arrangements. One quarter
of them were subprime. Is that the industry standard? And we
kept seeing these subprime always being sort of packaged. But
they were going a pretty high percentage, 25 percent is a pretty big
package. Was it just the perception that real estate never goes
down, you never have to worry about it, and payback will always
be automatic because you can liquidate the asset?

Mr. McDANIEL. No. It’s not that at all at Moody’s, and frankly,
I don’t believe it’s that way elsewhere in the industry either. We
know that subprime mortgages are going to have poorer perform-
ance than prime mortgages. And that is why high levels of credit
protection are associated with those transactions. In the subprime
mortgage backed securities area, for example, that 2006 vintage
when we analyzed that, we analyzed it to a level at which in a pool
of 1,000 mortgages, approximately 500 could default, and the tri-
ple-A bond holders would still receive their payments in full.

So the point is there were large amounts of excess protection
built in to protect triple-A bond holders, and we will have to see
whether those triple-A bond holders, in fact, suffer credit losses in
the future, and that question is still open.

Mr. BILBRAY. When we'’re talking about this whole rating shell
game, and that is what it appears to a layman, are we talking real-
ly about the fact that the cost of insuring is determined by the rat-
ing? Is that what we’re really talking about, the overall insurance
and the different rating, the rating affecting those insurance rates?
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Mr. JOYNT. I'm not sure I understand the question.

Mr. BILBRAY. Let me, the biggest concern I have here is that the
credibility of the process has definitely been decimated over the
last few months. If you were going to change a system of having
ratings, the rate, basically, the rating system upgraded, everybody
is talking about the conflicts that exist now. How would you negate
those conflicts or minimize them so that there was more nexus be-
tween true rating and a sensitivity there and the protection of the
market? Because a lot of people are talking about things that went
Evrong‘.? What would you do to change the system to make it work

etter?

Mr. McDANIEL. If T had one thing that I would recommend to do,
it would be to make sure that there is sufficient information not
in the hands of just the rating agencies but in the hands of the in-
vesting public that they can make informed investment decisions
about these securities without having to rely solely on rating agen-
cies. The problem with having insufficient information available to
the investing public is that they become more reliant on rating
opinions—and they are just opinions—and they also have less abil-
ity to differentiate the performance of the rating agencies because
they can’t look at the underlying information and make take their
own independent judgments about the work. That would be my
principle recommendation.

Mr. BILBRAY. Transparency.

Mr. McDANIEL. Of the underlying information yes absolutely.

Mr. BiLBRAY. Gentlemen, you agree with that?

Mr. SHARMA. Absolutely, and that is why we have made a com-
mitment to not only increase transparency through more analytics,
but also as Mr. McDaniel said more underlying information but
also more information around our assumptions and the stress test
scenarios that we do. Mr. Member, you said that we were looking
at house pricing. The fact is, all of us look at house price declines.
The only difference was in this case, unfortunately, we did not as-
sume as severe a house price decline as has occurred. So the more
we can make those assumptions clearer to the public and to inves-
tors so they can understand what stress test scenarios we are look-
ing at and how extreme they are, the better and more informed de-
cisions they can make about their investments.

Mr. BILBRAY. So what we have is, basically, the consumer basi-
cally there was the perception here is a rating and we can’t look
beyond that to find out where that number came from. And then
we're told buyer beware. And frankly, the perception was it was al-
most worse than having none at all because there was a false sense
that rating was legitimate and could be trusted when, in fact, you
weren’t allowed to be able to go back and look at the data to justify
that rating so that you had a confidence with it. Thank you very
much, Mr. Chairman.

Chairman WAXMAN. Thank you, Mr. Bilbray. Mr. Yarmuth.

Mr. YARMUTH. Thank you very much, Mr. Chairman.

I would like to start by posing a question that I want each of you
to answer with a simple yes or no. Have you or any officials in your
company ever knowingly awarded a rating that was unsupported
or unjustified in order to win a deal or keep from losing one? I'm
just going to go right across the line. Mr. Joynt.
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Mr. JoYNT. Not that I'm aware of no.

Mr. McDANIEL. I'm not aware of any situation like that.

Mr. SHARMA. Not that I'm aware of.

Mr. YARMUTH. Well, the documents that the committee has re-
ceived and the testimony from the first panel suggests that your
analysts did give unjustified ratings. And let me ask about one of
these documents. During the first panel, I discussed an internal in-
stant message that was a conversation between two S&P officials
on the afternoon of April 5, 2007. From the documents we know
these were two officials in the structured finance division of S&P.
This was a discussion about whether they should rate a certain
dfal. The conversation quickly once again you are probably aware
of it.

Official one, “That deal is ridiculous.”
hOfﬁc}i{al two, “I know, right model definitely does not capture half
the risk.”

Official one, “We should not be rating it.”

Official two, “We rate every deal it could be structured by cows
and we would rate it.”

Official one, “But there is a lot of risk associated with it. I per-
sonally don’t feel comfy signing off as a committee member.”

Mr. Sharma, is this one of the conversations that you referred to
in your testimony as containing unfortunate and inappropriate lan-
guage?

Mr. SHARMA. Absolutely, Mr. Member, and let me also clarify,
the full context of the e-mail, as that could be made available,
would show that our analysts were referring to the bank models
not to our models, but to the bank models. So the bankers submit
the models. Our analysts concluded it was not including enough of
the risk that it should have been including. And so that is what
they were talking about. It was the bankers models. And that is
what they were talking about. And but you know it was only part
of the e-mail that came out.

Mr. YARMUTH. I understand that may have been the case, but
the S&P ended up rating it any way in spite of the questions that
your analysts, your officials raised about it.

Mr. SHARMA. Yes, two things, Mr. Member, again A, the model
was modified. Two, it was more referring to the CLOs and the
CLOs to date are still doing OK.

Mr. YARMUTH. Well, you have officials who said they are not
comfortable signing off on it.

Mr. SHARMA. Right.

M(li YARMUTH. They didn’t know the risk, but yet your company
rated it.

Mr. SHARMA. Again, they were not comfortable as the model was,
so they were basically asking the bankers’ models to be refined and
redefined to include the whole risk and when it was redefined to
include the whole risk then they did rate it. And as I said it was
for the CLOs which are still performing to the normal expectations
that we have.

Mr. YARMUTH. Sounds pretty suspicious.

Mr. SHARMA. Well, Mr. Member, we are happy to share more
facts on that with you.

Mr. YARMUTH. Thank you. We would appreciate that.
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Chairman WAXMAN. We will hold the record open to receive more
information from you.

Mr. YARMUTH. I focused that question on you, Mr. Sharma, but
the problems aren’t limited to S&P. There was a New York Times
article earlier this year that reported that Moody’s gave one of its
analysts a single day to rate a security that compromised almost
2,400 subprime mortgages worth $430 million. There seems to be
no way that you could do an effective job of rating a portfolio that
large in 1 day. Mr. McDaniel would you like to comment on that?

Mr. McDANIEL. First of all, I have to say I don’t know what the
New York Times was referring to, so I have to answer this in the
abstract. But to the extent that a transaction had already been re-
viewed for its structure, that we had looked at the assets underly-
ing the transaction and were simply running those assets in a com-
puter ready form through a model so that we could take them to
a rating committee, it may be possible that could be done in a day.
As I said, I can only answer that in the abstract though because
I'm not sure what that was referring to.

Mr. YARMUTH. But you’re basically saying that a hypothetical,
let’s make it a hypothetical portfolio of that could be evaluated
with sufficient scrutiny that it would form a reliable basis for mak-
ing an investment decision for somebody else?

Mr. McDANIEL. It depends on whether other aspects of the trans-
action had already been analyzed and taken care of and whether
we were simply looking at the pool of mortgages that had to be as-
sessed with the assistance of computer tools.

Mr. YARMUTH. Let me ask you one other question, and you re-
sponded in relation to Congresswoman Maloney’s question of trying
to reconcile the two statements the public one and the private one
to your internal communication. The implication to me, if I accept
your explanation which I will be happy to accept it, is that the
other rating companies are doing something that is not crooked. Is
that what you meant?

Mr. McDANIEL. What I meant, and what I have discussed with
our board and our management team is there are difficult issues
that have to be reconciled in this business in doing the proper job.
I think every business has those kinds of challenges.

Mr. YARMUTH. But that comment was related, it seems, to me
specifically to the competitive situation in your field. You have 90
percent of the business sitting at that table and so I can’t take your
explanation any other way than you think one of those other two
is basically doing something that doesn’t meet the standards that
you had.

Mr. McDANIEL. As I said earlier, we have different points of view
about different securities, different sectors, industries in different
geographies. And it is inevitable that we are going to hold different
views, some of them more liberal and some of them more conserv-
ative, than our competitors. Those have competitive implications,
and we have to be cognizant and candid and discuss those issues
in order to keep our eye on the core of our business which is a
standards business.

We can’t hide from that. We have to address it.

Mr. YARMUTH. Thank you.
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Chairman WAXMAN. I'm going to yield myself 3 minutes here be-
cause what you’re saying is not what you said. What you’re saying
now is not what you said then, because your accusation was about
these other companies. You said they are placing the entire credit
rating industry on a slippery slope, and you said they’re going nuts
and they are starting to rate everything investment grade.

That’s not the same as your interpretation of it now.

Mr. McDANIEL. I apologize. I may have misunderstood. I thought
you were asking about my communications with our board of direc-
tors, and I think this was a communication on the town hall meet-
ing.

But to answer the question on the town hall meeting, again, 1
believe I was responding to a question that had to do with stand-
ards and the challenge of maintaining standards, especially in good
times when the marketplace may not be as attentive to identified
risks.

Chairman WAXMAN. Well, the other thing I can’t understand
now, the interpretation of words that sound pretty clear to me, is,
Mr. Sharma, you're saying if we can get that colloquy up of the two
officials, one guy said, the idea is ridiculous. The other one said,
I know, right, the model definitely doesn’t capture half the risk.
The other one said, we should not be rating it. And then the an-
swer to that is, we rate every deal; it could be structured by cows,
and we would rate it.

That doesn’t sound to me like a discussion of, perhaps we can
have a reevaluation of and find out through another modeling that
it does deserve rating. It sounds like a statement by one of the peo-
ple who works for you that said, we rate everything. Even if it
were, as he said, structured by cows, we would rate it.

How do you explain that?

Mr. SHARMA. Mr. Chairman, first of all there was unfortunate,
inappropriate language used

Chairman WAXMAN. No, it’s not inappropriate at all. Maybe it’s
more honest than what we’re hearing from you and others today.

Mr. SHARMA. But as I was sharing with the Congressman before,
the full context of e-mails would highlight that they were referring
to the bankers’ models; and the fact is that we do ask that more
risks be considered than the models that were originally proposed
by the bankers. So this is exactly what we want our analysts to do
is to challenge and raise questions when they don’t feel com-
fortable.

Chairman WAXMAN. One man is saying, I don’t feel comfortable
with it; I don’t think it deserves any kind of rating. The other man
is saying—both working for you—you’ve got to rate it; we rate ev-
erything. We rate everything; even if a cow structured it, we would
rate it.

That doesn’t sound to me like we could rate it if it had a different
model. It sounds like, don’t give me any trouble, we're rating every-
thing.

Mr. SHARMA. Mr. Chairman, again, we make all the criteria pub-
lic. And then when we rate to it, we make it very transparent to
the investors and to everybody else.

Chairman WAXMAN. What do you make transparent?




178

Mr. SHARMA. Our criteria which we rate. So that is publicly
available. And when we do the ratings decision, we make the ra-
tionale as to why we concluded the rating also transparent to the
marketplace that says, here’s the criteria, here’s how we rate it,
here’s the rationale for it.

Chairman WAXMAN. It’s hard to understand how transparent it
is when you don’t even go back and look at the underlying securi-
ties upon which this whole house of cards is based.

Mr. SHARMA. We do—have made that commitment to continuous
look for more underlying securities.

If I may just mention, the SEC staff in its examination of us
while these e-mails were brought out—and they were unfortunately
inappropriate—they did not find any misconduct even in this case
that they examined.

Chairman WaAXMAN. Well, it’s hard to find any misconduct if
there is no standard for misconduct.

Mr. Issa, did you want some of the time?

Mr. IssaA. I will take 3 minutes. Thank you, Mr. Chairman. I'm
going to try to hit on just a couple of quick points.

First of all, are all of you familiar with the Superior Bank failure
and River Bank failure?

Mr. JOYNT. No.

Mr. IssA. Both occurred in the early 2000’s. Both were subprime
lending related. Hopefully, you will become familiar with them so
that your companies can look and say, why didn’t our model pick
up these significant failures related to subprime in that earlier re-
cession you talked about? Because whole banks went down because
they were excessively invested in this type of instrument, and I
think that should have been a warning that didn’t fit into your
models.

You may want to look at the question of—it’s a little bit like, I
mentioned airplanes one time in a hearing and I lost people. But
an airplane can fly precisely all the time except the one time it
crashes. It doesn’t do any good to say it had 10,000 good hours. If
every 10,000 hours a plane falls out of the sky, Boeing would be
out of business; McDonnell Douglas never would have gotten, so to
speak, off the ground. You have to have a much better capability
to deal with when something goes wrong, if you will, a failure that
doesn’t lead to a crash.

So I will just leave you with that. I don’t want to go further into
it other than to say, there were indications 8 years ago that
subprime—these now so-called toxic loans—could lead to cata-
strophic events.

I want to put you on the spot though today as to the overhang
of the LBO market. We’ve been talking and people have been im-
plying here that if you take somebody’s money, you automatically
do their bidding to their preference.

I find it a little interesting that Members of Congress pride
themselves on taking a million dollars every 2 years from people
who want us to do certain things; and then we often, rightfully so,
vote against their interest. And somehow we can’t see that we are
asking you to do substantially the same thing as an organization.

But having said that, we have hundreds of billions of dollars—
probably several trillions; I don’t have the exact number—in these
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leveraged loans that corporations did. They are still on the books.
They’re trading at 50 and 60 cents even if they are fully perform-
ing.

How do you view your ratings today as predictive of whether or
not these are going to become nonperforming, particularly—and I
go back to what was said on the other side of the aisle, particularly
when you have indexing of two points or more—actually, 11 over
LIBOR, if you bust a covenant, today would probably be what you’d
get. With those kinds of increases that would evaporate the ability
to repay a loan, how do you see that and how are you rating them
so that we can understand with confidence that those trillions
aren’t going to need a bailout from Washington?

Mr. JOYNT. So, speaking of most highly leveraged companies that
would have to leverage loans that you’re referring to, probably
their ratings are speculative grade today. Probably their original
ratings were not highly rated or investment grade.

But I take your point well that in this kind of environment, I
think companies that thought they would have stable cash-flows,
that have introduced tremendous leverage into their business, are
much more susceptible to failures. So I think we need to be ad-
dressing the ratings on those, although they’re already speculative
grade, by moving them down. But I think it’s more important that
we find a way, or the management of those companies, find a way
to reduce the leverage, especially in this environment.

Mr. McDANIEL. We expect that the default rates for these highly
leveraged corporations are going to rise in 2009 and 2010. We do
have them graded in the speculative grade range, many of them
deep into the speculative grade range.

But I agree with Mr. Joynt that the ability of these companies
to delever or access capital in a very difficult market is going to
be very important to the ultimate default rates we see in this sec-
tor.

Mr. SHARMA. I agree with Mr. Joynt and Mr. McDaniel.

We also—for example, most of the ratings are speculative grade,
and our average defaults for them are 1 percent and we are now
projecting it to go as high as 5 to 6 percent, which will put more
strains and pressures. And the deeper the economic recession, the
greater the risk.

Mr. IssA. Thank you.

Thank you, Mr. Chairman.

Chairman WAXMAN. Thank you, Mr. Issa.

Ms. McCollum.

Ms. McCoLLuM. Thank you, Mr. Chair.

Well, today I have been listening of culpability, incompetence,
and in any opinion, corruption. This Member of Congress has
downgraded your AAA rating. Your industry and financial system
is based on trust. A former Moody’s analyst is quoted by
Bloomberg.com last month saying, “Trust and credit is the same
word. If you lose that confidence, you lose everything because con-
fidence is the way Wall Street spells God.”

Mr. Chairman, in the last few weeks we have seen what happens
when Wall Street loses religion.
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Mr. McDaniel, in 2005, you testified before the Senate Banking
Committee, you said, “Moody’s integrity and performance track
record have earned the trust of capital participants worldwide.”

Mr. McDaniel, documents obtained by the committee tell a very
different story. On July 10, 2007, Moody’s downgraded over 540
mortgage-backed securities and placed 239 for possible downgrade.

The committee has an e-mail that was sent 2 days later, on July
12th. This e-mail says that Fortis investors raised concern with
your organization. Publicly you say you have the trust of the mar-
ket. But privately many market participants say they don’t have
trust in your ratings.

Now, here’s a few of the quotes from the e-mail, “If you can’t fig-
ure out the loss ahead of the fact, what’s the use of using your rat-
ing?” “You have legitimized these things.” That’s referring to
subprime, asset-backed CDOs. In other words, I'm going to put it
together, and it says, “You have legitimized these things that are
leading people into dangerous risks.”

“If the ratings are BS, then the only use in the rating is compar-
ing BS relative to more BS.” That’s not a satisfied customer, Mr.
McDaniel, and it does not sound to me like you have the trust of
the market.

Without the trust of the market, what value do any of your orga-
nizations add to the financial system? It appears to be none.

Mr. McDaniel, do you have the trust of the market?

Mr. McDANIEL. The trust in rating agencies and in Moody’s has
obviously eroded during this period of credit turmoil. I think it
would be disingenuous not to acknowledge that, and I do.

We are working very hard to make sure that we can reinstill a
sense of trust in the market to support the confidence that the
market needs for the free flow of capital. That is absolutely critical,
3nd ichat is what we are focused on as an organization very, very

eeply.

Ms. McCoLLuM. Mr. Chairman, I have only 5 minutes, so I
would like to hear from the other gentlemen if they think that
their investors, my constituents—the word “credit” comes from the
Latin word “credo,” belief. They had belief in you. They had belief
in your rating systems, and instead they have lost, some of my con-
stituents, their entire retirements, their grandchildren’s college
funds.

So I'm asking you, do you believe that my constituents have trust
in your ratings?

Mr. SHARMA. We absolutely have to earn the credit back; and as
you said, the credibility back and the trust back. We absolutely be-
lieve that, and that’s why we have announced a number of actions
that we believe we need to continue to add transparency, bring
more transparency in the marketplace to re-earn the trust of the
investors, because ultimately it’s the investors who use our ratings;
and that’s who we need to earn our trust back from.

Ms. McCoLLuM. Sir?

Mr. JOYNT. I'm also very disappointed in our inability to project
losses and foresee the problems in the mortgage area and the CDO
area. It’s resulted in a lot of rating changes that have changed
valuations and prices and have impacted many people. So I realize
our credibility has been damaged in that way.
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I—hopefully, people recognize that our—at least my view is that
Fitch—that we have operated with objectivity, with best intentions,
with no malintent, although we weren’t successful in projecting
them. So, hopefully, that’s a foundation on which we can build
credibility again.

Ms. McCoLLuMm. It’s my understanding from the earlier testi-
mony that Standard & Poor’s had in front of it an opportunity to
upgrade its model in 2001.

Mr. SHARMA. Sorry. Say——

Ms. McCorLLuM. That Standard and Poor’s had in front it a new
modeling system. They knew the modeling system that they had
didn’t work, and in 2001 made a decision, because they didn’t have
enough money for staff and they didn’t have enough money for the
computer upgrade to do the model, to do that.

So was Standard and Poor’s lacking in profits during that time.

Mr. SHARMA. Congresswoman, Mr. Raiter had raised that point
and let me address—there were two points he raised.

One was that there was a new model that he was part of in
terms of his development. But that model, a number of other ana-
lysts looked at it and they did not conclude conclusively they it
could improve their reliability or was a valid analytical approach;
and so that was why we didn’t choose to use it.

The other point he raised was that the model that he was part
of, we have updated that about eight times since he has left Stand-
ard & Poor’s. That’s about two and a half times a year. So we up-
dated almost two to three times a year, and we continuously up-
date it.

And we will update that as frequently as the environment
changes, assumptions change. We will continue to update that.
That’s our commitment.

Ms. McCoLLuM. Mr. Chair, if the staff could get that information
that, in fact, they had aggressively pursued constantly updating
their models to meet the needs of what they saw in the changing
marketplace, that would be very helpful for the committee.

Chairman WAXMAN. We'd like to share what information we have
about your operations so you can respond to the facts that we know
about your company that you’re not aware of.

Mr. Sarbanes.

Mr. SARBANES. Thank you, Mr. Chairman.

Thank you to the witnesses.

Would you say that the failure on the part of your companies to
accurately assess the risk of these securities has contributed to the
collapse of the financial markets that we have seen? Yes? No?

Mr. SHARMA. There are assumptions as we have seen, for exam-
ple, in house price declines that we made that would decline by 10,
12, 15 percent; certainly the house price declines have been much
more severe than we had anticipated. So, in that context, the risks
embedded in these instruments at a 30 percent house price decline
are certainly higher than 15 percent house price declines.

Mr. JOYNT. I would suggest that having ratings move with the
volatility that they have in CDO and mortgage space impacts
prices and has brought people concerns about whether they’ll re-
main volatile or not. That’s impacted many people’s valuations,
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banks, and of course has been a portion of the pressure put on
them, yes.

Mr. SARBANES. I guess I was suggesting something else. I'll just
draw the conclusion myself, which is that you encouraged risky be-
havior because you rated these things as AAA or reasonable invest-
ments when they weren’t; and that set off a whole chain of events
which resulted in the collapse of the financial markets, and it had
the human effect of a lot of people losing their homes, of increased
tightening of credit and all the things that we'’re seeing.

I looked through the testimony of each of you. It didn’t say, but
I was just curious how long each of you have been in the positions
that you hold right now.

Mr. JOYNT. I started in the ratings business in 1975. I started
at Fitch in 1989, and I became president in 1994.

Mr. McDANIEL. I began with Moody’s in 1987, and I became CEO
just over 3 years ago.

Mr. SHARMA. I took on the role of president at Standard & Poor’s
just last year in September.

Mr. SARBANES. Last year, OK. At least two out of three of you
were there when a lot of this bad assessment was occurring, and
let me ask you this question: Would you say that people inside your
agencies—that these securities were so exotic, so unusual, so fast
moving in their design that the fact of the matter is that there was
really nobody who understood them completely? Is that a fair char-
acterization?

Mr. JOYNT. In the case of mortgage securities, I think they grew
in complexity, but I believe our teams understood them well.

In the case of CDOs, they also started more simply and got more
complex. The requirement to model their sophistication became
more difficult, but if we were uncomfortable with our judgment on
that, we would not have assigned ratings to them.

My final example would be CPDOs, which also has been men-
tioned in the press as problematic instruments; and there our
teams studied those for more than 6 months. We had great debates
within the organization between the quantitative people who
thought we could model the risk and some of our senior credit peo-
ple who felt like the price performance was too short and the in-
struments too volatile; and after 6 months of healthy analytical de-
bate, we chose not to rate them with either of our highest ratings
and, therefore, we did no ratings.

Mr. SARBANES. I'm glad to hear you say that, because it’s become
a popular refrain in this to sort of say nobody really understood
these things. I've heard a number of you say today, Well, we built
the models, but the models didn’t pick up on certain things, they
were the wrong models, and so forth. And I was counseled the
other day by somebody to resist that characterization and to be-
lieve that, in fact, there were people at all the various levels of this
drama who knew exactly what these instruments were, understood
exactly what the risks of them were, but nevertheless proceeded to
put a stamp on them at some level and just pass them along.

And what I'm curious about is, there had to be people inside of
your agencies who were getting a sick feeling in the pit of their
stomach as these things were coming across their desks. And I
don’t understand why the company didn’t have a culture that
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would trap that uneasiness and convert it into some real resistance
to giving these high ratings to these securities.

Can you explain that?

Mr. JOYNT. Sir, I'd like to address that if I could, because I asked
earlier if I could at least represent Fitch’s position in this matter.

So I think there are a lot of examples where our credit culture
has had us decline to rate securities many times. So earlier it was
suggested in 2004 that we were nuts, I think was the term. I don’t
think so. In early 2003 or 2004, our credit teams decided that we
were uncomfortable assigning our highest ratings to all base securi-
ties, and so we weren’t asked to rate any.

Our market share dropped to zero as a consequence, which I
think, to me—and I certainly accept that and was aware of it, and
it was a consequence of the healthy analytical conclusion we
reached—nothing to do with business.

So there are structured investment vehicles that were rated. I
think the other rating agencies rated 40 or more. We rated five, I
believe, because it was well known in the market our credit views
were more conservative, and so we couldn’t reach the higher rating
conclusions that they expected.

So I think there are many examples.

Ms. Norton, Congresswoman Norton, suggested earlier MBIA.
We changed our rating at MBIA. I personally was involved in a
quite contentious—contentious public debate with the chairman of
that company as to why we’re changing our ratings.

So I think there are a lot of examples where our firm, at least,
has demonstrated that when we have clear credit concerns; then
we either lower our ratings, or we don’t move forward with ratings.

Chairman WAXMAN. Thank you, Mr. Sarbanes. Your time has ex-
pired.

Mr. IssA. Mr. Chairman, how much time do I have remaining?

Chairman WAXMAN. You have 3 minutes and we have one, two,
three Members

Mr. IssA. I will reserve. Thank you.

Chairman WAXMAN. Ms. Watson.

Ms. WATSON. Thank you so much. The committee just received
a letter from our treasurer, Bill Lockyer, from the State of Califor-
nia, my State; and in this letter Lockyer is extremely critical of the
way credit rating agencies are rating municipal bonds in Califor-
nia. Mr. Lockyer tells us that at the beginning of June of this year,
S&P rated the creditworthiness of both Lehman Brothers and the
State of California. S&P gave them both A+ ratings. We were 85
days before we got our budget, and with a $14 billion shortfall.
However, just 3 months later, Lehman Brothers filed for bank-
ruptcy.

Now here’s what Lockyer says in the letter: “How could any ra-
tional person believe that a long-term investment in Lehman
Brothers was as safe as a long-term investment in California?”
That sounds kind of quirky. Because we're in a little trouble, but
something is amiss if a credit rating agency can give the same as-
sessment.

So I would like to start with Mr. Sharma. Can you please explain
to me how S&P thought Lehman Brothers was such a safe bet that
they gave it the same chances of defaulting as California?
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Mr. SHARMA. Thank you, Congresswoman. As you very well
pointed out, at that point in time, California’s deficit and budget
shortfall was rising from up to about $22 to $23 billion——

Ms. WATSON. How did we get an A+?

Mr. SHARMA. But, again, there was the ability to raise the cap-
ital.

There are two things we look at. One is the capacity to pay and
the other is the willingness to pay.

Same thing, turning to Lehman. Lehman, until that Friday be-
fore they went bankrupt, they were trying to raise capital. They
were trying to diversify some of their assets, and then they had the
Federal Government, Federal Reserve, as a backstop; and those
were the reasons why they thought they could still be an ongoing
entity.

Ms. WATSON. Let me read you something that Mr. Lockyer said
in this letter: “Without doubt, the rating agencies too freely as-
signed their highest ratings to structured investment products
backed by market shares and the debt of financial institutions,
many of which have now collapsed. Some evidence suggests that
the agencies may have cut corners and violated their own stand-
ards in doling out their ratings.”

So do you have a double standard where you give corporate
bonds preferential treatment compared to municipal bonds, Mr.
Sharma?

Mr. SHARMA. No, Congresswoman. We have a single, global, con-
sistent scale, and we strive to get a global consistency across all
our asset classes over a long period of time. At any point in time
there are different credit cycles, different market cycles across dif-
ferent asset classes; so there may be some differences.

Ms. WATSON. I know we were in trouble in California with the
largest State majority of minorities. People come from Southeast
Asia, over the border, with different needs that have to be met by
%overnment. And you knew all the factors that were affecting Cali-
ornia.

Do you not do that same thing with Lehman Brothers? Because
what I'm finding out, they misrepresented their standing, their li-
quidity and factors, and so I'm wondering if you evaluate them dif-
ferently.

Mr. SHARMA. We do look at different criteria. However, from a
scale point of view, we look at them with the same level of critical-
ity.

We had downgraded Lehman several weeks ago, and then we
had even put them on grade Watch Negative, I believe, and we can
confirm that to you. And the day before they went bankrupt, again
they were trying to raise capital and they assured us that they had
access to capital.

Ms. WATSON. So were we.

Mr. SHARMA. I understand. Even in California the reason we put
them at Negative; and we changed the rating yesterday, madam,
because we saw they were able to raise the capital.

Ms. WATSON. Very good.

But I also understand from Mr. Lockyer that out of all the States
there has only been one State that defaulted; so I would think that
our bonding rate would be higher.
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Now, Mr. Chairman, one of the issues that concerned many in-
vestors, particularly in the midst of the financial crisis, is the
seemingly arbitrary meaning of credit ratings given by S&P,
Moody’s, and Fitch. I don’t know how we are supposed to trust
these ratings when junk bonds based on subprime mortgages re-
ceive AAA ratings, the same rating as the Federal Treasury.

And I would ask all of you, but my time is up, if the ratings have
no meaning in relationship to each other, what really is their use?
Because my time is up, maybe we can ask what these standards
are or how they apply to municipal bonds.

Thank you, Mr. Chairman.

Chairman WAXMAN. Thank you, Ms. Watson.

Ms. Norton.

Ms. NORTON. Thank you, Mr. Chairman.

I would like to get some clarification as to the real meaning you
intend of ratings, particularly in light of the disclaimers that are
found in the documents of all of you.

Your companies are very profitable for the reasons that people
put their money on you, in effect, and you see how profitable you
are. The three firms doubled from 2002 to 2007, increasing from $3
billion to $6 billion. This will go down in history. This was the pe-
riﬁd during which the government flushed down into the you-know-
what.

At Moody’s the profits quadrupled between 2000 and 2007. In
fact, Moody’s had the highest profit margin of any company on the
S&P for 5 years in a row. And the reason that youre so profitable
is because so many investors rely on your expertise and your rat-
ings as virtual gospel, scripture, whatever you want to call it. They
point to them time and again.

But to hear the disclaimers and the caveats and the qualifica-
tions, you would think that the credit ratings aren’t worth the
paper theyre written on. Let me find out.

Mr. Sharma, here’s is a disclaimer from—S&P includes in its ma-
terials: “The credit ratings and observations contained herein are
solely statements of opinion and not statements of fact or rec-
ommendations to purchase, hold, or sell any securities or make any
other investment decisions.” Written by somebody in my law school
class, I'm sure.

But from the point of view of an investor, what does it mean?

Here is Mr. McDaniel’s disclaimer from Moody’s, similar state-
ment: “The credit ratings and financial reporting analysis observa-
tions are and must be construed solely as statements of opinion
and not statements of fact or recommendations to purchase, hold,
or sell any securities.”

My, my, my.

Now, Mr. Joynt, not to leave you out, Fitch’s code of conduct goes
perhaps the furthest. This is what it says: “Rulings are not them-
selves facts and therefore cannot be described as either accurate or
inaccurate.”

Now, from where I come from, this sounds like doublespeak.

Mr. Joynt, how can you say that your ratings are neither accu-
rate or inaccurate?

Mr. JoynT. Well, I'm not sure of the legal definition and why it
was created in that way, accurate or inaccurate. I think we’re em-
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phasizing the fact that our ratings are opinions and they’re formu-
lated by people that have done the best they can with good faith
to look at all the analysis they can. The ratings can change over
time, and they do; and it’s better that we disclose the fact that they
are opinions as clear as we can.

Ms. NORTON. Well, anything anybody says is an opinion unless
it’s a scientific fact. We do understand that.

But, Mr. Joynt, let me give you a hypothetical. If you rate a
group of bonds as AAA and those bonds fail, would you say that
rating was accurate or inaccurate?

Mr. JOYNT. I would say that it did not project the kind of risk
that investors—that our ratings were intended to project.

Ms. NORTON. I'm asking you about your rating. Would you say
it was accurate or inaccurate?

Mr. JOYNT. I would say it did not reflect the risk that AAA was
designed to reflect, a high degree of likelihood of repayment of prin-
cipal and interest

Ms. NORTON. Was it inaccurate or accurate?

Mr. JOYNT. I suppose inaccurate.

Ms. NORTON. I just ask that because most investors will ap-
proach this with a high degree of reliance. And the three of you
seem to be having it not both ways, but all ways. On the one hand,
the legal disclaimers saying people shouldn’t rely on what you say
because it’s your opinion, they can’t possibly be accurate or inac-
curate. On the other hand, you are telling investors and they are
paying because they believe you—that’s why I quoted how profit-
able you are—that you have the best methodology and the best rat-
ing record and the most expertise, so they should pay you billions
of dollars. And they comply.

So let me ask each of you a question. Do you think your compa-
nies?in any way are responsible for what has happened to our econ-
omy?’

Mr. JoyNT. Well, I attempted to answer that question earlier
from the standpoint of the ratings volatility; and the downgrades,
since we weren’t able to project forward this crisis in housing com-
ing, would have impacted prices of securities and that would have
contributed to the volatility in the market, which has contributed
to the crisis.

So I certainly——

Ms. NORTON. So do you all accept some responsibility for what
has happened to the economy given the reliance of investors, ordi-
nary people and others, on your ratings? Do you accept some re-
sponsibility?

Chairman WAXMAN. The gentlewoman’s time has expired, but I
want to give each of you an opportunity to further answer the
question.

Mr. McDANIEL. With respect to this crisis, I think there are re-
sponsible parties throughout the marketplace——

Ms. NORTON. Including yourselves?

Mr. McDANIEL. That includes the credit rating agencies and
Moody’s. Our opinions were best opinions based on information we
had at the time, but they had to change rapidly and on much more
of a wholesale basis than what we would like to see, obviously.

Ms. NORTON. Mr. Sharma.
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Mr. SHARMA. Absolutely. When you look at the role we play,
which is to provide credit opinions and assumptions we made that
underlie that, it did not turn out the way we expected it to be.

Ms. NORTON. Thank you, Mr. Chairman.

Chairman WAXMAN. Ms. Speier.

Ms. SPEIER. Thank you, Mr. Chairman.

And thank each of you for participating today.

Consumer Reports is a rating agency, and it rates appliances and
cars and electronics; and it’s well regarded by the consuming public
because it’s scrupulous about not engaging in conflicts of interest.
So I'm going to ask you a couple of questions.

Who do you owe a fiduciary duty to, the issuer or the investor?
Just answer it with one word.

Mr. Joynt.

Mr. JOYNT. I don’t know. Fiduciary responsibility, I'm not sure
I can answer that question. So I feel quite responsible to provide
our best opinion to investors and everyone in the market.

I don’t feel a special responsibility to issuers.

Ms. SPEIER. Mr. McDaniel.

Mr. McDANIEL. The responsibility is ultimately to the market-
place.

Ms. SPEIER. To the investor?

Mr. McDANIEL. To the market. The investor is an absolutely crit-
ical component of an effectively functioning marketplace, so we
must be responsible to the investor.

We also have a responsibility to the overall good operation of the
markets themselves.

Ms. SPEIER. Mr. Sharma.

Mr. SHARMA. Trust is the life blood of our franchise, and we see
ourselves as the bridge between the issuers and the investors——

Ms. SPEIER. Just answer the question.

Mr. SHARMA. Responsibility to the investors is the most critical
thing for us.

Ms. SPEIER. Do any of you accept gifts from issuers—dinners,
golfing, trips, contributions to your conferences?

Mr. JoYNT. We have a gift policy which I believe we provided to
the committee as well.

Ms. SPEIER. Well, what is it?

Mr. SPEIER. I believe it limits gifts to $25 or

Ms. SPEIER. So you don’t go out to dinner with any of those that
are your clients? You don’t go golfing? You don’t—they don’t con-
tribute to conferences you host around the country?

Mr. JOYNT. I'm not sure about contribute to conferences or
whether we’ve ever cohosted conferences with either investors or
issuers or industry groups. I'm not certain about that.

Ms. SPEIER. Mr. McDaniel.

Mr. McDANIEL. I do have meals occasionally with investors and
issuers, including issuers who are themselves governments around
the world. I do not engage in any other entertainment or accept
gifts from——

Ms. SPEIER. I'm talking about your company. Do you allow——

Mr. McDANIEL. Yes. We have a gift policy similar to what Mr.
Joynt just described. And I believe we have made that available,
and my recollection is, it’s a $100 limit on gifts.
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Ms. SPEIER. And they don’t contribute to conferences you have
around the country?

Mr. McDANIEL. I don’t believe they do, but I would have to go
back and check to see if there is any——

Ms. SPEIER. We'll ask you to do that.

Mr. Sharma.

Mr. SHARMA. Similarly, as Mr. McDaniel said and Mr. Joynt, we
have a gift policy, which we made available to you.

Ms. SPEIER. All right.

Is it true that as a result of legislation you sought and sup-
ported—I believe in 2007, maybe in 2006—you no longer can be
sued by the taxpayers?

Mr. SHARMA. Say that again.

Mr. McDANIEL. I'm sorry. I don’t know the answer to that.

Ms. SpPEIER. Thank you. Let’s move on then to AIG. Each of you,
or one of you, rated AIG as AA 2 days before it went bankrupt.
How can you square that rating with the condition of the company
at the time?

Mr. Sharma.

Mr. SHARMA. First of all, AIG rating has continued to be changed
over the last several years. Three years ago it was AAA, and then
it was downgraded to AA.

Ms. SPEIER. But let’s just talk about it in that week before it
went bankrupt. And the taxpayers in this country are now on the
hook for over $100 billion. You had rated them as A or AA.

Mr. SHARMA. Our analysts had projected some economic losses
for AIG which they had gotten a similar independent view from a
third party as to what those economic losses were. But then when
the Fannie and Freddie Mac issues happened, the spreads widened,
and as the spreads widened, they had to report greater mark-to-
market losses on their books. As they did that, that created more
pressure on them, and as a result, they had to raise more capital.

Ms. SPEIER. We understand all that. But did you raise any ques-
tions about the credit default swaps?

Mr. SHARMA. We do. We had taken into account of that and put
a capital charge against them. But as our markets unfolded so
quickly, their ability to raise capital and liquidity quickly shut off
from them; and as a result, the spreads widened on them, and they
had to put more losses on their books.

So things moved very quickly on them, and as it moved quickly—
and, in fact, the Friday of that week I believe we already sort of
put them on grade Watch Negative, recognizing these issues were
starting to come up.

Ms. SPEIER. Two days before they were AA.

Chairman WAXMAN. Thank you, Ms. Speier.

Mr. Shays.

Mr. SHAYS. Thank you very much, Mr. Chairman.

Gentlemen, thank you for coming. When the story is told about
this debacle, there will be a lot of blame to go around to the private
sector, the public sector, the HUD, Congress; but it doesn’t relieve
any of us from the particulars of what each of our roles were.

Tell me, first off, do you believe that your company’s brand, that
you've lost because of the incredible failures that have taken
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place—that your company brand is pretty low, No. 1? And I want
to know if each of you think that. I think you’ve lost your brand.

I will tell you what I think; I want to know if you agree: that
you have no credibility, that you have so screwed up the ratings
as to not be believable anymore.

Do you think that’s true? I will ask each of you.

Mr. JOYNT. So, I said earlier I think our reputation has been
damaged by our inability to project the ratings and the risk of
mortgages and CDOs.

I also feel like we accomplished a lot of credible work in other
areas.

Mr. SHAYS. That’s not what I asked you.

Mr. JOYNT. It’s been damaged, yes.

Mr. McDANIEL. Yes. I think there has been reputational damage
and——

Mr. SHAYS. Serious or little reputational damage?

Mr. McDANIEL. Serious reputational damage in the areas that
have been under stress, absolutely.

Mr. SHAYS. Mr. Sharma.

Mr. SHARMA. Certainly. And we have to have that credibility
back.

Mr. SHAYS. What makes us feel comfortable that you can gain it
back?

One of the things that has come across to me is the comment
that these instruments, CDOs, are so complex and that each of you
view them differently.

What makes us think that you can get on top of this, Mr.
Sharma?

Mr. SHARMA. We have announced a number of actions earlier
this year to improve our analytics and bring more transparency
and information disclosure to the marketplace, and put new gov-
ernance and control procedures in place to make sure that there’s
a confidence in our process; and also go to the marketplace with
some education to the investors as to what we are doing.

Mr. SHAYS. Would any of your answers be different?

Mr. McDANIEL. Not substantially different.

Mr. JOYNT. I think I would answer by saying that we at Fitch
also now have a healthy skepticism about the complexity of instru-
ments and the use of quantitative models to try to assess those.

So, I said earlier in my testimony that we need to both revisit
our models, seek to rate less complex instruments and bring a
healthy degree of experience and art to the process.

Mr. SHAYS. Let me ask you what is the guarantee that you won’t,
in order to try to prove your worth, go in the exact opposite direc-
tion? You all were on a feeding frenzy.

I mean, Moody’s went from $30 million to $113 million in just
4 years, dealing with CDOs, asset-backed securities. I mean, this
was a feeding frenzy.

What is there to convince us that you won’t now—to compensate
for being so wrong, that you won’t be so wrong the other way?

Mr. McDANIEL. I think the first and best means of judging the
balance of our opinions will be to look to the methodologies, for in-
vestors and the marketplace to judge the quality of those meth-
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odologies and to whether we are adhering to them; and that, over
time, will show whether we have achieved the proper balance.

I agree with you, we cannot go overboard the other direction.
That is not helpful either.

Mr. SHAYS. Let me understand. Would you all agree with that
answer?

Mr. SHARMA. Yes. And, in fact, if you look at—even now in to-
day’s environment, when things are so fragile and unstable, we get
calls that we are too quick in some cases and not too quick in other
cases.

So we get sort of comments on both sides: You're not taking
enough rating action; and in other cases, you're taking too many
rating actions.

So we have to stay consistent and objective.

Mr. SHAYS. Is it conceivable that you will look at an instrument
and say, we just simply don’t understand it?

Mr. SHARMA. We have and we have chosen not to rate instru-
ments where we have not felt comfortable.

Mr. SHAYS. I made reference to Moody’s increases in revenues
from $30 million to $113 million by 2007, from 2004. Would those
percentages be the same, a tripling be about the same with you,
Mr. Sharma?

Mr. SHARMA. I'm sorry, Congressman. Can you ask the question
again?

Mr. SHAYS. In other words, Moody’s had an increase in revenues
of $29.8 million so on, up to $113.17 million. So from $29 million
to $113 million on its CDOs in income.

Has yours gone up? It’'s a huge increase and it suggests that
there was a feeding frenzy.

Mr. SHARMA. I cannot answer this. We can get back the data spe-
cifically to you, but we did see an increase during that time period.

Mr. SHAYS. Is that true, as well, for you, Mr. Joynt?

Mr. JOYNT. We had submitted this data, I think, to the commit-
tee. In looking at what we had submitted and for U.S. CDOs, I be-
lieve our revenues were $24 million in 2001 and $22 million in
2002, and in 2007 it was $37 million.

Mr. SHAYS. That’s all?

Mr. JOYNT. Yes. That’s what we submitted.

Mr. SHAYS. It may be, we’re not comparing apples to apples on
this?

Mr. JoyNT. Pardon me?

Mr. SHAYS. It may be we’re not comparing apples to apples?

Mr. JOYNT. I believe our market share was significantly lower. It
was a third of the market share using Standard & Poor’s.

Mr. SHAYS. With companies—right now, you rate instruments,
you rate companies. Could you just withdraw everything since you
were so wrong?

And by the way, I'm speaking as someone who is part of an insti-
tution that has an unfavorable rating—lower than yours. So I real-
ize I'm here, looking down, but it’s not lost on me where we’re at.

But given that you were so wrong, do you go back—are you going
back and looking at past appraisals and reexamining them, or are
you just saying we are starting fresh from here?
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Mr. JOYNT. If I could address that, Congressman Shays, I tried
to address it in my testimony as well.

The ratings themselves, having been lowered dramatically, were
reflective of the probability of full repayment of principal and inter-
est. Once they become below investment grade, they are less useful
to investors. They have lost the confidence of full repayment. So
what we’ve tried to do is focus our analysis on what is the portion
of likely payment. And there are widely divergent likelihoods on
different securities—90 cents, 85, 62. So I think that can be more
a shift that could be helpful in illuminating for investors the risk.

Mr. SHAYS. What I'm asking though is, I'm asking damage done.
Are you going back and looking at how you have rated different in-
struments and saying, we need to take a second look at them?

And I'm asking each of you.

Mr. JOYNT. Absolutely.

Mr. SHARMA. We are looking at the methodology. We've learned
from the experience and

Mr. SHAYS. I'm not asking if you're getting paid again to do it.
I'm asking if you're going back and saying, we were so wrong, we
didn’t earn that payment. We need to go back and check so that
those who rely on our information will have better information.

Mr. SHARMA. It’s part of our same commitment to them to con-
tinue to do what we had agreed to do for the great debt related.

Mr. McDANIEL. As conditions change and credit indicators
change, we absolutely must go back and change ratings to accom-
modate that. I agree.

Mr. SHAYS. Thank you.

Thank you, Mr. Chairman.

Chairman WAXMAN. Thank you, Mr. Shays.

Gentlemen, I want to thank you very much for being here and
for your testimony.

I want to conclude by commenting on the fact that between 2002
and 2007 we have seen this explosion of securities and
collateralized debt obligations backed by risky subprime loans. And
it was important to those who were involved in these new, very
complicated securities to get the ratings that would allow them to
sell them. And in doing so they didn’t simply ask you for the rat-
ings. They worked very closely in designing the way they struc-
tured the finance deals so that they could get the ratings; and you
1gage them ratings and in many cases AAA ratings that people re-
ied on.

Now the bottom has fallen out, and we are paying an enormous
consequence in our economy. And I do submit to you that this has
been very profitable for the rating companies and for the executives
as well, because you received higher fees when you rated some of
these securities backed by a pool of home loans.

But I think we have seen this failure of the credit rating agencies
to help the consumers make a decision, and I just want to review
some of the key phrases used in your own documents: “We drink
the Kool-Aid.” “Fitch and S&P went nuts.” “No one cared because
the machine just kept going.” “We sold our soul to the devil for rev-
enue.” “It could be structured by cows, and we would rate it.” “Let’s
hope we are all retired by the time this house of cards falters.”
“Any requests for loan level tapes is totally unreasonable.”
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These are quotes we got from the documents from your busi-
nesses, and each one shows a complete breakdown in the credit rat-
ing agencies. So I think that we have a very disturbing picture.

You weren’t the only ones at fault, but you were the gatekeepers,
and you worked very closely with others who were benefiting as
well.

The explosion of these new, very complicated securities is some-
thing very new, but we also have something that’s very old: greed
and self interest pushing forward a lot of people to do things that
in hindsight certainly they regret having done. But one would have
thought, since this was all based so much on very shaky
undergirdings of these loans, that maybe somebody should have
stood back and said, well, wait a minute—as did some of the people
in your companies.

We are holding these hearings because we want to learn what
happened and get something worthwhile out of all of this for re-
forms for the future. And as you’ve all indicated, reaching reforms
will be necessary to restore any confidence in the credit rating
business.

Mr. Shays, do you want to make any comment?

Mr. SHAYS. I just want to thank you, Mr. Chairman, for holding
these hearings. I think the quotes you read are just the essence of
why we have no faith in this process, and you should be congratu-
lated for holding these hearings and for the conduct of all your
Members. Thank you.

Chairman WAXMAN. Thank you very much, Mr. Shays, for your
kind words. And I do appreciate the conduct of all of our Members
in pursuing these issues. They are very important.

I know this has not been a comfortable day for you, but I think
you are well aware that we have to work together to restore the
system that will benefit the economy and the people who make the
investments. So I thank you again.

That concludes our business, and we stand adjourned.

[Whereupon, at 2:59 p.m., the committee was adjourned.]

[The prepared statements of Hon. Edolphus Towns and Hon. Bill
fS'eﬁi, and additional information submitted for the hearing record
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the Rayburn House Office Building

I want to thank the Chairman and Ranking Member for
holding this hearing to investigate the role of the nation’s credit
rating agencies in the activities which led to the current economic
crisis.

I am pleased that the heads of this country’s three principal
credit rating agencies, Standard and Poor’s, Moody’s Corporation
and Fitch Ratings, will be testifying today. The American people,
along with businesses and investors from around the world, have

come to depend on these private credit rating agencies to gauge the
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risks of the investments that they are thinking about making.
During recent months, we have discovered that a ‘good’ credit
rating may not mean exactly what we thought. Several highly
rated investments ended up collapsing, and people who thought
they put their money down on a safe bet found out that they were
in trouble.

When 1 éee a triple-A rating from one of the institutions that
our witnesses represent, [ used to feel fairly confident that the
investment being rated is solid. I didn’t go much beyond that, and
as it seems, neither did many sophisticated investors.

We depend so much on the information and judgment of the
credit rating agencies that these independent organizations serve an
almost official role in our economic system. As our economy has
grown in recent decades along with the growth of wealth and
technology that allows more and more people to become active
investors in the market, it becomes increasingly important that we
find ways to ensure that investors have access to accurate and

reliable information.
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Credit rating agencies have an undeniable amount of power
over the financial market. They influence where people put their
money. We need to make certain that people know exactly what
these credit ratings mean, and we also need to make certain that
people know exactly why a particular investment got the rating that
it did. Additionally, I hope that in response to this financial crisis,
we find better ways to detect potentially crippling problems with
certain types of investments that could affect our entire economy
much sooner than we did in the present case.

Thank you Mr. Chairman.
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Statement of U.S. Rep. Bill Sali (R-ID)
To the House Committee on Oversight and Government Reform
Hearing on “Credit Rating Agencies and the Financial Crisis”
October 22, 2008

Mr. Chairman and Ranking Member Davis,

This hearing can provide a forum both on America’s standing in the global economy and
the way ordinary Americans finance their homes, take out loans from their banks and so
much more. It is unfortunate that there is no bill before this Committee today.
Americans deserve swift and effective action from Congress; not more political theatre.

While the distinguished panel of witnesses before the Committee will address a number
of matters relevant to the development of credit rating policy and the way such ratings
have affected America’s financial system, it is fair to ask how all of this filters-down to
the people I represent.

In Idaho towns like Middieton, Orofino, McCall and Sandpoint, as throughout America,
people of modest means have been struck hard by the mortgage crisis. Having been
approved by regulators and lenders for loans, on the apparent basis that they could afford
their loans, they now find themselves caught not only in mortgages with payments they
cannot afford but also wondering, from month-to-month, to what financial institution
they will write their mortgage checks. My constituents are understandably outraged and
are demanding answers. As elsewhere, in Idaho people are losing their job or suffering
reduced income from an economy ravaged by unsound lending practices of the past.

Clearly credit ratings are essential to the proper functioning of our economy. They play a
determinative role in evaluating whether firms and governments issuing bonds will be
able to meet their bond obligations. Whether issued by a financial house like Goldman
Sachs, the State of Idaho, a developing economy in Southeast Asia or a major American
corporation, let alone the U.S. Treasury, bonds are critical to the way the international
economy works and to the prosperity of our own economy. If a bond is downgraded,
people lose money and investment slows. Job creation lessens and the economy
contracts.

Earlier this year, President Bush’s Working Group on Financial Markets recommended
that credit rating agencies make their evaluation process more transparent. Investors
need confidence that the complex modeling and assumptions exercised by credit rating
agencies are sufficiently robust. At the same time, investors must conduct their own risk
assessments and take responsibility for both gains and losses alike. (Source: “Policy
Statement on Financial Market Developments,” March 2008, The President’s Working
Group on Financial Markets)

Substantively, what concerns me is that credit rating organizations, like those before the
Committee today, have awarded investment-grade ratings to myriad home mortgage-
related securities. This has proven a risky gamble, one whose danger has been proven as
millions of Americans have lost their homes.
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As Congress considers legislation to address these and related concerns, it is essential that
we steer clear of the rhetorically excessive, simplistic dichotomy between positions
advocating regulation versus deregulation. Instead, Americans expect Congress to tackle
complex problems with real solutions. We must work to enact the right kind of
regulation while safeguarding America’s economic freedom that gave rise to the most
prosperous economy in history.

Members of Congress owe it to their constituents to set priorities and uncover the primary
forces underlying the current financial situation. Credit ratings are only one piece of the
puzzle. We cannot simply point fingers and thump our chests and think we’ve done our
jobs. Many of my colleagues and I are eager to address root causes such as the role of
prolonged low interest rates and the flagrant practices of Fannie Mae and Freddie Mac in
fueling the housing bubble, not to mention their $175 million lobbying efforts to
Members of Congress.

All of us on this Committee should agree that these issues are of prime importance to the
American people. Yet that’s only the starting point. Congress must move forward with
prudence and care so as not to do more harm than good. Good intentions aren’t enough.
Now is the time for calm deliberation and enacting long-term soluations, not quick and
convenient fixes that will implode sooner than later. That must be our common
commitment, Mr. Chairman, and hopefully all members of Congress will work together
on that basis.
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Deven Sharma 55 Water Street, 47th Floor
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November 21, 2008

The Honorable Henry A. Waxman

Chairman

Committee on Oversight and Government Reform
United States House of Representatives

2157 Rayburn House Office Building
Washington, D.C. 20515

Dear Chairman Waxman:

Thank you again for the opportunity to participate in the October 22, 2008 hearing on rat-
ing agencies held by the House Committee on Oversight and Government Reform. These are
challenging times in the financial markets. We at S&P are committed to working with Congress
and other policy and regulatory leaders around the world to restore confidence in the global capi-
tal markets.

I appreciate this opportunity to provide some additional detail on the topics raised in the
November 12, 2008 email we received from the Committee Staff, as well as certain additional
matters raised at the hearing,

More particularly, this letter addresses the following topics:

* The transaction referred to in the April 5, 2007 Instant Message exchange
introduced at the hearing;

o The proprietary model used by S&P as part of its U.S. RMBS ratings
process and discussed by Frank Raiter during the hearing;

s Certain additional emails introduced during the hearing;

e S&P’s ratings on Lehman Brothers in the period leading up to its bank-
ruptey; and

e S&P’s approach to U.S. public finance ratings.

Transaction Discussed in the April 5, 2007
Instant Message Exchange

The hearing included discussion of an April 5, 2007 instant message exchange between

two analysts in S&P’s structured finance group. The exchange relates to a transaction named
MAC Capital Ltd, a foreign currency Collateralized Loan Obligation transaction submitted to

www.standardandpoors.com
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S&P for a rating. The transaction did not involve mortgage-backed securities, subprime or oth-
erwise. In discussing the transaction, one analyst commented that “model def does not capture
half of the ris[k].” As Iindicated at the hearing, the analyst was not referring to an S&P model,
but to a model provided to S&P by the banker working on the transaction. On occasion, depend-
ing on the transaction, S&P may as part of ifs ratings process use models prepared by others that
may assist us in analyzing particular transaction features for which S&P’s proprietary models
were not designed. As with all our ratings, the output of any model — whether it be a proprie-
tary model or one created by a third party — is only one part of the ratings process. All our rat-
ings are made by committees made up of experienced credit analysts in the relevant area. These
committees look at borh quantitative and qualitative considerations. For CLO transactions such
as the one referenced in the instant message exchange, rating committees have historically
looked at a host of factors, including the experience and capabilities of the collateral manager,
the structure of the transaction as provided in the governing legal documents including the de-
fined events of default and priority of payments, the diversification and underlying characteris-
tics of the asset pool, trading restrictions, counterparty risks, interest rate and foreign currency
risks of the transaction and how they are mitigated, and additional risk factors relating to funding
differences between the assets and liabilities of the transaction.

In situations where we use a model prepared by someone else as part of our ratings proc-
ess, our analysts scrutinize the model to confirm they are comfortable that the model is accurate
(i.e., that the formulas used in the model produce the results intended), that the model reflects the
actual structure of the transaction as described in the deal documents, and that the model is con-
sistent with S&P’s criteria. Throughout this process, S&P is in contact with the issuer regarding
any concerns on these points and the model itself may be updated numerous times before S&P is
comfortable that it in fact reflects the risks and structure of the proposed transaction. This is true
of the transaction discussed in the April 5, 2007 instant message exchange.

That exchange took place immediately following a preliminary committee meeting re-
garding the CLO to be rated. In the instant message exchange, the quantitative analyst assigned
to the transaction commented that she did not believe that the version of the model (sent o her
by the banker one day earlier) captured the risks she saw in the transaction. In particular, she
was concerned that the model did not address the risks associated with the foreign currency fea-
tures of the transaction — i.e., the risks associated with movements in the value of one currency
against another and the impact that such movements could potentially have on the ultimate pay-
ment of the amounts due to investors.

More specifically, the analyst was concerned that the model did not appear to capture
fully the potential for the transaction’s investment in foreign currency denominated collateral,
Pursuant to the transaction documents, the deal can invest up to 19.67% of the total collateral in
assets that are not denominated in U.S. dollars. The initial version of the model assumed that
only 7% of the total collateral would be invested in these types of assets. The analyst informed
the issuer of this inconsistency and on April 18, 2007 the banker submitted a revised model that
assumed that 19.67% of the total collateral would be invested in assets not denominated in U.S.
currency.

Second, the analyst was concerned about the risk associated with unhedged portions of
the 19.67% potential non-USD denominated collateral. On this issue, the April 18, 2007 revised
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version of the model included a conservative set of stressed “devaluation curves” to the un-
hedged portion of the foreign cuwrrency denominated collateral to test the performance of the
transaction upon a decrease in the value of foreign currencies.

Upon receiving the April 18th version of the model, the quantitative analyst conducted a
full review of it. This led to an additional round of comments on or around May 11, 2007.
These comments resulted in the inclusion of a more conservative stress test around certain trans-
action features.

On or around May 16, 2007, the quantitative analyst finalized a list of then outstanding
issues related to the model. A final model was submitted to S&P by the banker on May 18,
2007. The quantitative analyst reviewed the final model to confirm that each of the outstanding
issues was in fact addressed to her satisfaction and that the model appropriately reflected the
structure and risks of the transaction before signing off on the final model.

The results of the model were then submitted to the rating committee, which, as noted, is
ultimately responsible for assigning ratings to the transaction. This committee evaluates the
modeling results, along with other relevant materials, before issuing final ratings for the transac-
tion. The final ratings for this CLO transaction were issued in June 2007; the ratings have never
been downgraded. In fact, CLO transactions in general have performed well despite recent mar-
ket conditions,

The Proprietary Models Used By S&P in
Connection With U.S. RMBS Ratings

At the hearing, Frank Raiter, a former S&P employee, made a number of allegations with
respect to S&P’s use of quantitative models in its rating of U.S. residential mortgage-backed se-
curities. During the question and answer portion, I outlined why Mr. Raiter’s allegations are
contradicted by the facts.

As with other structured finance securities, we do use quantitative models to-assist us in
our analysis of mortgage-backed securities. As noted above, contrary to what some claim, mod-
els alone do not determine our ratings. All S&P ratings are determined by a rating committee
and take into consideration both quantitative and qualitative factors. Computer models are help-
ful, to be sure, but ratings decisions are ultimately the product of human beings applying their
judgment.

In connection with our ratings of U.S. RMBS, we use two basic models. The first is our
LEVELS model, which we use to help analyze the credit enhancement in a particular transaction.
Credit enhancement is a key component of our analysis. In basic terms, credit enhancement is
the amount of additional support — or cushion — available to meet a particular debt obligation.
One common form of credit enhancement is over-collateralization ~ i.e., when the amount of col-
lateral or “security” available to meet a certain obligation exceeds the principal amount of that
obligation. Our LEVELS model is designed to analyze the credit enhancement needed such that
an RMBS security will pay-off without defaulting in a variety of different stressful economic en-
vironments. The second model we use is our SPIRE model, which we use to analyze the likely
cash flows coming in and out of an RMBS transaction. S&P works continually to keep these
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models current and has devoted substantial money and human resources to them over the years.
Both models, including updates, are also available to the market.

Mr. Raiter’s testimony focused on the first of these models, the LEVELS model. More
specifically, Mr. Raiter claimed that (i) S&P refused for budget reasons to adopt a “new” model
he now contends would have been superior; and (ii) S&P failed to update LEVELS in light of
changing circumstances. Neither claim is supportable.

First, while S&P did undertake work on developing equations based on large volumes of
loan data earlier this decade (what Mr. Raiter refers to as a “new” model), the effort ultimately
did not bear analytic fruit, Contrary to Mr. Raiter’s allegations, the reason was nof budgetary or
commercial. Instead, as I indicated during the hearing, no analytical consensus was ever reached
that the work produced results that could be relied upon in S&P’s ratings analysis. In fact, de-
spite continual testing and review, this “model” repeatedly produced fundamentally counterintui-
tive — and, in the view of our analysts, insupportable — results. For example, the results pre-
dicted that adjustable rate mortgages were /ess likely to default than fixed rate mortgages. Sub-
sequent history has obviously dispelled that notion.

Second, as 1 stated during the hearing, Mr. Raiter’s suggestion that S&P has, for com-
mercial reasons, been unwilling to update the LEVELS model to reflect evolving circumstances
and risks is similarly belied by the facts. Attached to this letter is a chart summarizing 14 up-
dates to LEVELS we have implemented since 2001, 8 of which occurred after Mr. Raiter left our
company in 2005. As you can see, a number of them specifically addressed the increased risk
we saw with subprime mortgages. In retrospect, as we have repeatedly acknowledged, it is clear
that some of these mortgages have performed worse than we forecasted they would. However,
to suggest, as Mr. Raiter has done, that this in any way resulted from an unwillingness on S&P’s
part to try to take appropriate action is entirely unfounded.

Certain Additional Emails Introduced at
the Hearing

1 also wanted to provide further information about two of the additional S&P-related
emails discussed during the hearing.

The first is the March 20, 2001 email chain among, infer alia, Frank Raiter and Richard
Gugliada, both former S&P employees, regarding the Pinstripe CDO transaction. During the
hearing, it was suggested that this email somehow reflected a policy at S&P of not reviewing in-
dividual mortgages in connection with issuing ratings on mortgage-backed securities. To the
contrary, S&P has always reviewed, and continues to review, dozens of individual factors for the
individual mortgage loans included in the pools of assets underlying our RMBS ratings. Indeed,
we collect information on up to 70 loan characteristics for each loan and incorporate them into
our analysis.

The comments from the email chain referenced during the hearing did not, in fact, speak
to S&P’s process for rating RMBS, but rather S&P’s process for evaluating the general credit
quality of certain underlying assets to be held by a CDO. These assets had not previously been
rated by S&P. In order to rate the CDO, S&P set about to evaluate the underlying assets, and
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this email chain includes a discussion of potential approaches. For example, in order to rate the
CDO, S&P did not need to prepare its own separate, formal rating of the assets (just as a formal
rating on assets held by a corporation would not be necessary in order to rate the corporation it-
self). Rather, one way S&P has historically evaluated assets in such a situation is to perform
what is known as a credit estimate. A credit estimate is not a formal rating, but rather, as the
name suggests, an estimate. It is a well known process in the markets and is expressly under-
stood to be less formal than an RMBS rating, which, as noted, would involve a loan-level analy-
sis of all assets in a pool. The issue in the March 20, 2001 email chain is how to go about per-
forming such an estimate of assets in connection with our rating analysis on the Pinstripe CDO
transaction. The email does not, as noted, relate to our RMBS ratings and should not be con-
strued to suggest any compromise in S&P’s analytical processes.

S&P eventually rated the senior notes issued by the Pinstripe CDO, but not any of the
junior notes, All of the notes issued by the CDO, including the top class rated by S&P, were
paid off to investors in accordance with the terms of the notes in November 2004.

The second email is a 2004 chain relating to a Japanese RMBS deal issued by Muzuho
bank. AsIindicated during the hearing, S&P did not rate the deal referenced in this email chain.
Our criteria were stricter than the criteria of the other agencies and the issuer chose to get a rating
from another rating agency. Importantly, nor did we change our criteria to try to get this deal or
in response to the decision by the issuer to get a rating from another agency. Our criteria team
continued to believe that our approach was analytically appropriate and, consequently, that is the
approach we continued to employ. It is also worth noting that the auther of this email, due to his
commercial role, was not authorized to vote on our criteria committees.

S&P’s Ratings on Lehman Brothers

During the hearing, I also referenced S&P’s ratings on Lehman Brothers in the period be-
fore its bankruptey and indicated that I would follow up with additional detail.

On June 2, 2008, S&P lowered its rating on Lehman Brothers Holdings Inc. from A+ to
A, with a negative outlook. Our published rationale for these actions cautioned that “persistent
dislocations in the global capital markets could further weigh on core operating performance for
the securities industry as a whole.” While noting our belief that Lehman had maintained a very
stable funding profile despite “nervous market sentiment,” we nevertheless warned about Leh-
man’s “reliance on wholesale funding, which could be adversely affected if there is a change in
market perception of the firm, however ill founded.” With respeet to Lehman’s access to bor-
rowing, we noted among other things that “the Federal Reserve has, in recent months, made
available to the U.S. securities firms various financing programs (e.g., Primary Dealer Credit Fa-
cility) in which they can borrow on a secured basis, using a wide range of securities as collateral.
Although these programs have restrictions and may be only temporary, they nonetheless enhance
Lehman's and its peers' near-term funding flexibility.”

A week later, on June 9, 2008, following Lehman’s announcement of a loss for the sec-
ond quarter, we warned that “[a]lthough we view Lehman’s efforts to strengthen its balance
sheet as positive, we remain concerned that persistent dislocations in global capital markets
could hurt core operating performance for the securities industry as a whole.” On July 11, 2008,
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we further cautioned that “pressures on Lehman’s stock” could “prolong what is already a very
challenging business environment.”

On September 9, 2008, we placed Lehman Brothers Holdings, Inc. on CreditWatch Nega-
tive, citing “heightened uncertainty about Lehman’s ability to raise additional capital, based on
the precipitous decline in its share price in recent days.” Although we believed that Lehman’s
near-term liquidity was satisfactory to meet its obligations, we noted that “Lehman ultimately
depends on the confidence of the capital markets and its trading counterparties to carry on its
core business activities.” The next day, September 10, 2008, we stated that we would “continue
to monitor the company for a possible downgrade following Lehman’s just-announced larger-
than-expected third-quarter loss and proposed asset sales to boost capital and reduce certain
troubled asset exposures.”

On September 12, 2008, S&P revised its CreditWatch listing for Lehman from negative
to “developing” as a result of reports that Lehman was negotiating a sale of itself to another fi-
nancial institution. S&P indicated that, if a sale were to occur, it could raise Lehman’s rating,
depending on a number of factors. S&P also cautioned that “[blarring a takeover, Standard &
Poor’s would continue to review Lehman’s ratings for a potential downgrade, based on the con-
cerns we expressed previously regarding Lehman’s long-range profit potential, its exposure to
problematic assets, and its capital adequacy. In that case, while it is possible that the ratings
could ultimately be affirmed, it is more likely the ratings would be lowered, possibly by several
notches.”

S&P’s Approach to U.S. Public Finance
Ratings

During the hearing, Representative Watson also inquired about our approach to rating
debt issued by public entities in the United States and how that approach compares with our ap-
proach to rating debt issued by corporations or structured finance entities. There has been a tre-
mendous amount of misinformation promulgated on this topic and I appreciate the opportunity to
provide a brief summary of the actual facts.

S&P uses a single global rating scale for its ratings across major asset classes, including
U.S. public finance, corporations, and structured finance. This approach has a number of bene-
fits. It allows for ratings, and their meaning, to be better and more widely understood. It also
facilitates a common language when evaluating and comparing creditworthiness across major
asset classes and geographies.

We believe that, as a general proposition, U.S. public finance entities, particularly states
and municipalities, enjoy strong creditworthiness both on an absolute basis and when compared
to other asset classes such as, for instance, corporations. Our ratings reflect this fact. Indeed,
over 90% of our public finance ratings are in “investment grade” categories (generally consid-
ered by the market to be in the “BBB” category or higher). For corporates, that number is only
50%. Similarly, while only 8.9% of corporates are rated ‘AA’ or higher, that number is more
than 33% — almost 4 times higher — for U.S. public finance entities.
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Having said that, U.S. public finance issuers can and do default, even if they have done
so less frequently in recent prosperous times than they have historically. Over time, credit crises
have been experienced by public finance issuers across the nation, and since 1986 approximately
1,300 municipal bonds have defaulted. Within the past year, Jefferson County, Alabama missed
a scheduled payment related to its sewer revenue debt, Vallejo, California filed for bankruptcy
because of its inability to meet its obligations, and states and cities across the country (perhaps
most notably California) have publicly acknowledged significant financial pressures. Thus, to
claim, as some do, that all public finance issuers (or even all public finance issuers with taxing
authority) should be ‘AAA’ is not, we believe, justifiable.

Consistent with our use of a global scale, our ratings are intended to convey a reasonably
comparable view of creditworthiness across asset classes over time. That is, when we rate a cor-
poration ‘A’, for example, we are saying that in our view the creditworthiness of that corporation
is reasonably comparable to the creditworthiness of a municipality that we similarly rate ‘A’.
This does not mean, however, that we use identical criteria or approaches in analyzing different
entities. After all, the credit characteristics of a U.S. city or town are necessarily different than
those of a private corporation or a structured finance entity. Nor does it mean that these entities
will default with the same frequency. Events and economic developments can affect different
credits in different ways. Instead, what it means is that, when establishing our criteria and re-
viewing our methodologies, we do so with general comparability in mind.

One way we do this is to compile default statistics for securities we rate across asset
classes. We use that information both to assess the general comparability of our ratings and to
identify any material discrepancies that may call for additional review to determine whether the
discrepancy is the result of credit cycles or of inconsistency in our criteria and/or approach. We
conducted our first comprehensive public finance default study in 2001 and discovered that,
while defaults by rating category have been in our view reasonably comparable with other areas,
on the whole U.S. Public Finance entities in recent years defaulted with less frequency than other
types of issuers. That did not mean, of course, that every U.S. Public Finance issuer merited a
‘AAA’, but it did suggest to us that a review of our criteria for various segments of these issuers
might be warranted. Those reviews, which are still on-going, as well as strong performance,
have resulted in approximately 6,900 upgrades on U.S. Public Finance ratings since 2002.

As indicated, we believe default rates have been generally comparable across asset
classes. To that point, below is a chart setting forth for both U.S. public finance and U.S. corpo-
rations: (i) the absolute number of defaults for “investment grade™ entities in the last five full
calendar years; and (i) the percentage of S&P rated entities in those categories that continued to
pay according to their terms. As you can see, even the worst performing of these categories
(companies rated in the ‘BBB’ category) still has a non-default rate of over 99%.

-



205

U.S. Public Finance vs. U.S. Corporates 2003-2007

us. U.S. Corp.
U.S. Public Corporate USPF % Not % Not
Finance, Credits Rating Category Defaultin; Defaulting

# of AAA
Defaults 0 0 AAA 100% 100%
#of AA
Defaults 0 0 AA 100% 100%
#of A
Defaults 2 2 A 99.96% 99.67%
# of BBB
Defaults 1 7 BBB 99.94% 99.1%

In short, our approach in rating U.S. Public Finance entities is consistent with our histori-
cal mission — to provide our best opinion about creditworthiness. As part of that effort, we seek
to learn from events and refine our approach as we believe appropriate. That is what we have
been doing in the structured finance area, the public finance area, and elsewhere. It is the S&P
way.

* % % ¥ ¥

As always, we look forward to working with the Committee and Congress on these im-
portant matters. If I can be of further assistance, please do not hesitate to let me know.

Sincerely,

Deven Sharma
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Summary of Changes to S&P’s LEVELS Model (2001-2008)

Date Change to LEVELS Model

March 2001 LEVELS Version 5.4.2

« LEVELS version 5.4.2 incorporated updated new rating
criteria for simultaneous second lien mortgages, hybrid ad-
justable-rate mortgage loans, and subprime loans; and

¢ An updated version of Standard & Poor’s Economic Index,
which adjusts for projected real estate price fluctuations.

June 2001 LEVELS Version 5.4.2(a)

o LEVELS version 5.4.2(a) reflected refined adjustments to
the multipliers used to calculate foreclosure frequency
through various rating categories.

April 2002 LEVELS Version 5.5

¢ LEVELS version 5.5 reflected criteria revisions and sev-
eral performance enhancements, including the new Stan-
dard & Poor’s House-Price Volatility Index which meas-
ures the likelihood of a price decline over the upcoming
three-year period based on the historical distribution of
price changes, and measures the long-term growth and
volatility of housing prices. ‘

October 2003 LEVELS Version 5.6

e LEVELS version 5.6 included an updated Housing Volatil-
ity Index, incorporating a groundbreaking and innovative
methodology for measuring housing price volatility at the
metropolitan statistical area level.

e Additional loan level data elements requested.

« New stress assumptions for manufactured housing added to
the model.

e Revised Loss Severity Model with new data related to time
to initiate foreclosure; time to foreclose; bankruptcy de-
lays, eviction delays, preservation costs, legal costs,
amounts escrowed for taxes and insurance, brokerage
costs; and appraisal and lien search.

September 2004 Levels Version 5.6(a)

« New methodology instituted for foreclosure frequency
multiple.
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December 2004

LEVELS Version 5.6(b)
e LEVELS version 5.6(b) reflected criteria changes, includ-

ing:
o

New foreclosure frequency adjustments for certain
one-month, six-month, and 12-month adjustable-
rate mortgage (ARM) loans;

Modification of the loss severity calculation for cer-
tain one-month, six-month, and 12-month ARM
loans;

Adjustments to the foreclosure frequency calcula-
tion of certain interest-only loans based on the bor-
rower’s FICO score;

Updates to the Standard & Poor’s Housing Volatil-
ity Index; and

Updates to the Standard & Poor’s House Price In-
dex.

Tuly 2005

LEVELS Version 5.6(c)
s LEVELS version 5.6(c) included the following changes:

(o]

Modifications to Standard & Poor’s LEVELS Ver-
sion 5.6(c)’s Residential Mortgage Input File For-
mat, including a loan type code for fixed-rate, in-
terest-only loans, the acceptance of several new ap-
praisal forms, and a new list of reviewed automated
valuation models;

Incorporation of updated criteria for negative-
amortizing option adjustable-rate mortgage loans;

The ability to recalculate the loan-to-value ratio
(“LTV”) of a non-seasoned loan if a curtailment
has been made on that loan;

A new methodology for analyzing credit enhance-
ment levels for a small pool of loans;

A shift from using metropolitan statistical areas to
using core-based statistical areas in conjunction
with the Standard & Poor’s House Price Index; and

An update of Standard & Poor’s House Price Index
with Office of Federal Housing Enterprise Over-
sight data from first-quarter 2005,

February 2006

LEVELS Version 5.6(d)
e LEVELS version 5.6(d) included the following changes:
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o A 50% assumed discount to the increase in a prop-
erty’s appraised value calculated by Standard &
Poor’s House Price Index if the data shows that ap-
preciation has occurred;

o Adjustments to the calculation of loan-to-value for
Option ARM loans that have experienced negative
amortization;

o Standard & Poor’s House Price Index was updated
with Office of Federal Housing Enterprise Over-
sight data from third-quarter 2005.

April 2006

LEVELS Version 5.7
e LEVELS version 5.7 included the following changes:

o Adjusted foreclosure frequency of first lien with
simultaneous second lien loans;

o An increase in base case foreclosure frequency as-
sumptions for poor quality loans due to increased
risk layering;

o Adjustment to certain assumptions made with re-

spect to extremely high quality loans; and

o Updated House Price Volatility Index, which in-
crease loss severity and, consequently, loss cover-
age levels.

March 2007

LEVELS Version 6.0
« LEVELS version 6.0 included the following changes:

o Use of combined loan-to-value (“CLTV") in ana-
lyzing the probability of default (instead of first-
lien LTV with a simultaneous second-lien penalty)
for first-lien loans with simultaneous seconds; and

o Increased emphasis on combined loan-to-value and
FICO in analyzing probability of default. For ex-
ample, assigning the same probability of default to
80% LTV first-lien loans with a 20% simultaneous
second lien {80/20 loans) as assigned to 100% LTV
loans.

November 2007

LEVELS Version 6.1

¢ LEVELS version 6.1 reflected changes to S&P’s credit en-
hancement assumptions for first-lien, and closed-end sec-

ond-lien, prime, Alt-A, and subprime transactions.
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Changes from LEVELS 6.0 included the following:

o Reduced emphasis on FICO scores for loans with
high levels of layered risk, which would generally
result in higher assumed foreclosure frequency;

o Increased foreclosure frequency assumptions for
two-year hybrid ARM loans, low-FICO/high-
CLTV purchase loans, and loans with no income
documentation; and

o Incorporation of newly released Office of Federal
Housing Enterprise Oversight house price data into
Standard & Poor’s Housing Volatility Index. De-
pending on geographic dispersion, this could result
in increased loss severity and loss coverage levels.

12

January 2008

LEVELS Version 6.2
e LEVELS version 6.2 included the following changes:

o Loans coded with unknown appraisal type are as-
sessed with a 100% foreclosure frequency; and

o Adjustments to the ratings of primary mortgage in-
surers which have an impact on loss severity.

March 2008

LEVELS Version 6.3

e LEVELS version 6.3 reflected revisions to certain ratings
assumptions resulting in changes to credit enhancement
levels for first-lien and closed-end, second-lien prime, Al-
ternative-A, and subprime transactions. Changes in the
LEVELS 6.3 release included:

o Increased functionality with respect to home equity
line of credit (HELOC) loans;

o Adjustments to delinquency assumptions;

o Update to loss severity assumptions based on cer-
tain state foreclosure timeline extensions;

o Updates to data regarding the rating levels of mort-
gage insurers; and

o Updates to Standard & Poor’s House Price Index
with recent Office of Federal Housing Enterprise
Oversight data

4
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Tuly 2008

LEVELS Version 6.4.3
e LEVELS version 6.4.3 included the following changes:

o}

Adjustments to the loan-level probability of default
assumptions for certain loan types, including short-
term hybrid adjustable-rate mortgage loans, inter-
est-only mortgage loans, and mortgage loans that
allow for negative amortization;

Updates to Standard & Poor’s House Price Index
with data from the Office of Federal Housing En-
terprise Oversight for the first quarter of 2008;

Revisions to the Housing Volatility Index;

Adjustments to the impact of loan-to-value ratios
and combined loan-to-value ratios on credit en-
hancement; and

Revisions to loan-level adjustments for credit en-
hancement from the inclusion of primary mortgage
insurance.
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