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Mr. Chairman, Ranking Member Pryce and members of the Committee, thank you for the 

opportunity to be here today. I am pleased to appear before you to discuss the role of 

credit rating agencies in the structured finance market. I will also discuss some possible 

legislative options for addressing these concerns.  

 

I am Joseph Mason, an Associate Professor of Finance at Drexel University and Senior 

Fellow, the Wharton School, and these are my personal views.  Before joining Drexel 

University, I spent three years at the Office of the Comptroller of the Currency studying 

structured finance, and have since advised bank and securities market regulators as well 

as many industry groups on the press on recent difficulties with structured finance. I am 

also an expert in the economic dynamics of financial panics and crises, of which the most 

recent market difficulties are a shining example.  

 

Many are tempted to characterize the current market conditions as a bursting of a classic 

asset bubble. The central question, however, is not that of whether recent market 

conditions were a bubble, but why markets are in their current state of turmoil despite 

very favorable Federal Reserve rate cuts and a variety of other measures.  

 

The answer lies in the branch of economics having to do with how investors react to 

information differences. The foundation of this branch of research lies in the work of 

2001 Nobel Laureate George A. Akerlof. The problem introduced by Akerlof is, very 

simply, that some people may know something that others do not. As a result, those that 

do not know (or think they do not know) may impose a discount on information coming 

from others. Akerlof introduced the idea with the example of buying a used car. The 
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buyer is prone to discount information about the quality of the car, and therefore the 

seller will not be able to sell the car for its true worth. The difference between the price 

paid and price the car is really worth (if the buyer knew the truth about the car) is the 

“lemons discount.”  

 

Lemons discounts are common in credit markets. When something happens in markets or 

the economy that demonstrates an increase to the amount of information that is unknown, 

i.e., an asset price shock, it is rational for market participants to raise the standard lemons 

discount. If market participants only know that there has been shock to asset values, but 

cannot discern which banks or investment funds are principally affected, they rationally 

apply the higher lemons discount to all banks and investment funds indiscrimantly. If 

lemons discounts rise significantly, the price differences that result may cause liquidity 

problems. If they rise further, the price differences may become so large that markets 

may cease to function altogether.  

 

Market participants recently discovered that someone else knew a lot more than they did. 

Investors, therefore, rationally apply the higher lemons discount to all banks and 

investment funds indiscrimantly. Hence, investors need more information about the value 

and the holdings of structured products. No Fed funds rate cut, increased agency 

mortgage limit, FHA program, or even (as in the UK) blanket deposit insurance coverage, 

will resolve that information problem. Rather, the solution lies in changes to the manner 

in which information about structured finance investments is gathered by accountants and 

regulators and disseminated to market participants by ratings agencies and markets. 

Today’s hearings on the role of credit rating agencies are a good start in gathering 

information that can be used to make meaningful improvements to market transparency 

and liquidity that will reduce information problems that cause financial crises. 

 

1. Understanding how Conflicts of Interest in NRSROs Contribute to Information 

Differences  

 

NRSROs have replied to recent downgrades on residential mortgage backed securities 

(RMBS) and collateralized debt obligations (CDOs) and subsequent hedge fund failures 

and market turmoil by maintaining that accurately accounting for risk is not their job and 

that they are protected by the right of free speech. They point to disclaimers in their 

ratings that make it clear that they are paid by the companies they rate and that ratings are 

statements of opinion, not recommendations.  

 

Clearly there is conflict of interest in arrangements where credit NRSROs are paid by 

those they rate. Savvy investors should know better than to invest only on the basis of a 

rating, but such admonitions ring hollow. NRSROs do more than opine; they play an 

active role in structuring RMBS and CDOs. They also serve as key sources of 

information about securitization performance and often enumerate measures that issuers 

must take to maintain ratings in troubled securitizations. 

 

More importantly, unlike typical market actors, NRSROs are more likely to be insulated 

from the standard market penalty for being wrong, namely the loss of business. The fact 
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is, issuers must have ratings, even if investors do not find them very accurate. That fact 

reflects the unique power that the government has conferred on NRSROs to act as 

regulators, not mere opinion providers. Portfolio regulations for banks, insurance 

companies and pension funds set minimum ratings on debts these intermediaries are 

permitted to purchase. 

 

Giving NRSROs more power actually reduces the value of their ratings by creating a 

strong incentive for grade inflation and making the meaning of ratings harder to discern. 

Regulated investors encourage NRSROs to understate risk so that the menu of high-

yielding securities available to them is larger. The regulatory use of ratings thus has 

changed the constituency demanding a rating from free-market investors interested in a 

conservative opinion to regulated investors looking for an inflated one. 

 

Grade inflation has been concentrated particularly in structured finance products, where 

the demand is especially driven by regulated intermediaries. In 1994, economists Richard 

Cantor and Frank Packer, then of the New York Fed, pointed out that grade inflation was 

occurring and that it was driven by the least reputable NRSROs. In fact, those agencies 

were already pushing more heavily into structured finance than Moody’s and Standard & 

Poor’s, rating deals that the two main agencies did not. Moody’s and S&P eventually 

joined the others in what turned out to be a lucrative product area, which now accounts 

for roughly half of NRSROs’ fees. 

 

Although there is evidence that Moody’s and S&P remain relatively conservative when 

rating structured products, it is clear that even Moody’s has allowed its ratings scale for 

securitized products to become inflated. Bloomberg Markets reported in July that: 

“Corporate bonds rated Baa, the lowest Moody’s investment grade rating, had an average 

2.2 per cent default rate over five-year periods from 1983 to 2005, according to Moody’s. 

From 1993 to 2005, CDOs with the same Baa grade suffered five-year default rates of 24 

per cent, Moody’s found.” In other words, long before the current crisis, Moody’s was 

aware that its Baa CDO securities were 10 times as risky as its Baa corporate bonds. 

 

While not structured finance, municipal bonds face a similar effect. According to 

Moody’s 2007 study on the differences between the ratings scales, a state general 

obligation bond rated A1 by Moody’s is really equivalent to a Aaa-rated investment on 

Moody’s “Global Scale,” which equates to a five-year Baa default rate of 0.097%, or 

about 1/250
th

 that of CDOs.
1
  

                                                           
1.  Christine Richard and Darrell Preston, Bond Insurance Charade Costs U.S. Taxpayers $2.5 Billion a 

Year, BLOOMBERG NEWS, Oct. 5, 2006. The result of the penalty is that municipal bond issues are often 

required to buy bond insurance they do not need, since they are already equivalent to the highest-rated 

corporate or global equivalents. Furthermore, bond insurance does little to help pay out on bonds that 

receive the full faith and credit backing of the state government. As a result, some states bail out bonds 

even when they have paid dearly for bond insurance to cover just that eventuality. Right now, money is 

being diverted from school districts in Texas because the state officials are reluctant to collect on insurance 

purchased from MBIA at a price of $11 million to date. In Louisiana, Treasurer John Neely Kennedy wrote 

Governor Kathleen Blanco a letter after Hurricane Katrina saying the state couldn't let any of its borrowers 

default and wouldn't take money from insurers, because either could lower the state's (artificially deflated 

and overly sensitive) credit rating. 
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Given the different and shifting meanings of Baa and other ratings as measures of risk, 

and given the high rate of financial innovation and the lack of transparency inherent in 

multi-layered structured finance deals, it is not surprising that investors underestimated 

risks so badly leading up to the recent crisis. The situation is bound to get worse when 

ratings also set the standard for acceptable investments by banks who do not build their 

own internal credit rating model under the soon-to-be-implemented Basel II standards.  

 

The solution is for regulators to reclaim the regulatory power that has been transferred to 

NRSROs. One drastic solution is to reform existing regulations to avoid the use of letter 

grades in setting standards for permissible investments by regulated institutions. In the 

absence of letter grades, banks and their regulators would look at the underlying risks of 

investments, not ratings. Such a solution, however, has been largely dismissed as overly 

complex and expensive. 

 

A more reasonable solution is to apply soon-to-be-implemented Basel II internal ratings-

based (IRB) surveillance standards beyond banks, to credit rating agencies. Such a 

solution makes sense because the default risk measurement standard for banks that do not 

develop their own IRB models (that is, most banks in the U.S.) is the NRSROs. But the 

NRSRO models are not subject to the same surveillance and supervision as the bank 

internal models. It makes perfect sense, therefore, to apply the same supervision to the 

credit rating agency models that will be awarded further regulatory responsibility (and 

value) through Basel II implementation. Bank supervisors, through extensive Basel II 

negotiations, have already devised means and standards for supervising internal bank 

credit models to allow the largest banks to develop their own risk-grading capabilities in-

house and have ready capabilities to extend surveillance to NRSRO models immediately.  

 

2. The Timeliness of Recent Decisions by NRSROs to Downgrade Ratings of Many 

Residential Mortgage-backed Securities and Collateralized Debt Obligations in the 

Wake of the Recent Credit Crunch 

 

Recent NRSRO downgrade decisions were late because the present ratings system only 

rates bonds for regulatory purposes, not investors. Hence, NRSROs set ratings initially in 

order to meet regulatory ratings cutoffs and rarely review their work thereafter. Where 

models are changed as a result of ratings “mistakes,” the models are only applied 

prospectively, not retrospectively. NRSROs sell tools to investors to evaluate credit risk 

in rated deals after origination, and therefore effectively profit from selling one product to 

arbitrage regulatory requirements and another product to sort out the difference.  

 

NRSROs initially misrated structured finance deals because their models are constructed 

for corporate obligations, not structured finance. Residential mortgage-backed securities 

(for insance) are constructed on the basis of static pools of new mortgages that only 

demonstrate their performance over time (a process known as seasoning). It is, therefore, 

difficult – if not statistically impossible – to statistically predict mortgage pool 

performance at deal inception. Only after a pool is adequately seasoned (roughly two 

years) does the pool contain sufficient history to support statistical analysis that can be 
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used to predict performance in a manner the leads to stable ratings. It is not surprising, 

therefore, that many recent downgrades were applied to pools constructed from 2005 and 

2006 vintages.  

 

Indeed, when S&P analysts were asked in a conference call regarding the downgrades 

why the securities had not been downgraded earlier, they replied, because, “…it takes 

time for the deals to demonstrate their performance.”
2
 The question, then, becomes how 

the deals were rated in the first place and why they were not monitored more closely for 

rating stability.  

 

While there canot be more data at the beginning of the deal, it is possible (nay, crucial) to 

systematically refresh ratings early in the life of a structured finance deal using the rich 

data set contained in the monthly servicer’s report. There is no need for a similar function 

for standard corporate bonds.  

 

Of course, because of the conflicts of interest outlined above, it must again be realized 

that the NRSROs were pressed to produce ratings for the structured products only at 

issue. NRSROs are not paid to review their work for purposes of rerating or for purposes 

of applying new risk modeling procedures in the event of widespread mistakes. Rather, 

they make money doing so through selling investor products that allow investors to 

estimate those effects, themselves. As discussed further below, while NRSROs issue 

criteria for initially rating securities, they do not issue criteria for reviewing and rerating 

securities.  

 

3. Other Issues: Reaging and Modification in Structured Finance Arrangements 

 

Without monitoring during the life of a structured finance deal, the pool can manipulate 

the borrowers to maintain cash flows to investors. While those manipulations work in the 

short term, they mask a potential fraud on borrowers and investors alike.  

 

The source of those manipulations is reaging policy, which has historically been a 

problem in the banking sector. Since subprime mortgage lending has now moved 

substantially outside the banking sector, however, the problem has spread industry-wide. 

Reaging policy has to do with when it is prudent to consider a once-delinquent borrower 

current again. Reaging is problematic because a lender that requires three consecutive on-

time payments in order to reclassify borrowers as current will carry a lot more 

delinquencies on its books than a lender that requires only one on-time payment in order 

to reclassify borrowers as current. Modification policies can help pull delinquencies 

down even further by assisting the borrower in making that one on-time payment. Hence, 

it is not surprising that reaging policy remains of great concern to investors throughout 

the mortgage industry, including mortgage lenders, servicers, and MBS.  

 

In their reluctance to adequately monitor structured finance ratings, therefore, NRSROs 

have been complicit in allowing pools to use practices that can potentially harm 

consumers to manipulate cash flows on behalf of RMBS investors.  

                                                           
2.  CONFERENCE CALL, Standard & Poor’s, Jul. 10, 2007, at 00:22:20. 
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4. Reviewing the Role of the Nationally Recognized Statistical Rating Organizations 

in Developing New Debt Products 

 

While the NRSROs do not play a formal role in the development of new debt products, in 

structured finance the integrity of the financial engineering plays a crucial role in 

establishing the credit risk of the investment securities issued by the securitizing trust. I 

have repeatedly asserted, therefore, that the current crisis is one of financial engineering, 

rather than subprime loans. Let me explain. 

 

Structured finance can be used to fund a variety of different collateral of varying levels of 

risk. Higher-risk collateral will simply require security structures with a higher volume of 

risky investment securities (non-investment grade bonds and equity). Through the 

development of securitization markets, therefore, I have witnessed deal structures with as 

little as roughly one percent or less of risky investment securities in the structure (for 

instance, prime, conforming, mortgages with government-sponsored credit insurance) 

and deal structures with as much as roughly sixty percent risky investment securities in 

the structure (for instance, charged-off credit card receivables). The point is that the 

amount of risky investment securities in the funding structure varies directly with the risk 

of the underlying collateral.  

 

Other features of the funding structure vary with characteristics of the underlying 

collateral, as well. Underlying collateral types that are very homogenous and have a long 

history in credit markets (for instance, prime, conforming, fixed-rate, 30-year mortgages, 

at less than 80% LTV or with government guarantees) present a great deal of data that 

can be used to infer performance. Other collateral types that are very heterogeneous 

and/or do not have a long history of demonstrated performance (for instance, credit cards 

or subprime mortgages) are more difficult to analyze. Statistically, that difficulty 

translates into greater error in performance forecasts.  

 

Because of the greater statistical error, collateral types that are very heterogeneous and/or 

do not have a long history of demonstrated performance cannot be expected to allow as 

fine a “slicing and dicing” of risk as collateral types that are very homogenous and have a 

long history in credit markets. When new collateral types are securitized, therefore, they 

are typically limited to simple funding structures. Even mortgages, when first securitized, 

relied upon simple pass-through structures with a single class of securities. The same is 

true in credit card and automobile loan markets.  

 

As financial engineers become familiar statistically with new collateral types, deal 

structures can become more complex. For instance, as more became known statistically 

about mortgage performance, mortgage-backed securities evolved with more tranches 

that paid investors in a waterfall, and then, later, included sophisticated elements like 

interest-only and principal-only strips and planned amortization class (PAC) bonds.  

 

But there are limits to deal complexity. Mortgages are a special case, in that the types of 

mortgages that supported the most complex structures were historically those very 
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homogenous prime, conforming, fixed-rate, 30-year mortgages, at less than 80% LTV or 

with government guarantees. Credit cards and automobile loan securitizations did not 

develop as much complexity as mortgages, primarily due to the riskier nature of the 

collateral and the more diverse kinds of loans.  

 

While credit cards and automobile loans can be securitized with as little as five to ten 

percent of risky investment securities in the structure, compared to as little as one percent 

or less for prime, conforming, mortgages, the heterogeneity and risk limited the degree to 

which credit cards and automobile loans could support the more sophisticated deal 

structures. Hence, even today, credit cards and automobile loans limit themselves to just a 

few waterfall tranches, while prime conforming mortgages can utilize up to fifty waterfall 

tranches and very sophisticated elements like interest-only and principal-only strips and 

planned amortization class (PAC) bonds. 

 

Home equity loan securitization structures were similarly constrained in the late 1990s. 

At some time following the subprime home equity loan crisis in the late 1990s and early 

2000s, when subprime first lien mortgages gained popularity, home equity loan trusts 

started to include newer subprime first lien loans and substantially increase complexity of 

the array of securities used to fund the deal. Now, it is common for the “home equity” 

class of collateral to include subprime first lien mortgages of types ranging from fixed-

rate 30-year mortgages to interest-only ARMs and everything in between (hence the 

quotes around the latter reference to the “home equity” collateral type for the latter 

period). Hence, the newer “home equity” deals had a great deal more collateral 

heterogeneity and a great deal less historical performance that rating agencies could use 

to estimate statistical performance.  

 

The NRSROs, however, overlooked the crucial – and well-known – characteristics of 

collateral risk and heterogeneity and the need for a solid base of historical performance 

statistics and continued to support the rapidly growing sector by rating complex (and 

lucrative) security structures as if the collateral were typical prime conforming 

mortgages. Furthermore, since each security is quoted and reported independent of the 

rest of the securities in the structure, it was difficult for investors to see the complexity 

building over time.  

 

The point is that new and complex debt products need simple funding structures, but the 

NRSROs simply rated the new instruments like old corporate debt. The next section 

shows, even worse, that the while the NRSROs sold tools to investors to adjust for the 

risk of the new products, they did not adjust their ratings models to account for that same 

risk until very recently.  

 

5. The Transparency and Consistency of NRSRO Criteria for Evaluating Structured 

Products 

 

While the statistical techniques used by the NRSROs are transparent, the ratings criteria 

(the variables incorporated into the statistical techniques) are not disclosed up to a level 

of replicability. Without disclosure, even to a regulatory authority, NRSRO models are 
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black boxes. Hence, it came as a surprise when Moody’s revealed that their ratings 

models lacked many key variables needed to properly evaluate non-prime loan products.  

 

In one of the more striking recent reports, Moody’s commented in that “the data fields 

essential for running the model were established when the model was first introduced in 

2002. Since then, the mortgage market has evolved considerably, with the introduction of 

many new products and an expansion of risks associated with them.”
 3

 

 

The report characterized the need for additional data as broken into three categories: 

Primary; Highly Desirable; and Desirable. Of “Primary” importance to Moody’s was an 

indicator that a loan was an option ARM, meaning that as of April 2007 Moody’s had not 

been gathering data on one of the key risky subprime loan products that led to recent 

market difficulties.  

 

The NRSROs do not seem to demonstrate a responsibility toward maintaining timely 

relevance in their ratings function. Moody’s Investor Service, Code of Professional 

Conduct 6 (June 2005), stipulates that “Moody’s has no obligation to perform, and does 

not perform, due diligence with respect to the accuracy of information it receives or 

obtains in connection with the rating process. Moody’s does not independently verify any 

such information. Nor does Moody’s audit or otherwise undertake to determine that such 

information is complete. Thus, in assigning a Credit Rating, Moody’s is in no way 

providing a guarantee or any kind of assurance with regard to the accuracy, timeliness, or 

completeness of factual information reflected, or contained, in the Credit Rating or any 

related Moody’s publication.”  

 

Similarly, “Fitch shall have no obligation to verify or audit any information provided to it 

from any source or to conduct any investigation or review, or to take any other action, to 

obtain any information that the issuer has not otherwise provided to Fitch.” Given 

NRSRO’s importance to regulating risk in pension funds and banks, it is surprising that 

agencies are not expected to seek out more information than provided to them by issuers 

or to verify even the non-financial data provided them by issuers. 

 

Ratings models also rely crucially upon key assumptions about economic growth and 

other baseline factors. Rarely are those key assumptions revealed, save for occasions on 

which NRSRO officials are directly and repeatedly queried for such inputs. Moody’s 

only stipulates that, “generally, in absence of key information, assumptions are utilized.” 

Given that ratings entail expected default, those assumptions are, by necessity, forward–

looking. As such, ratings should change with expectations, not past demonstrated history. 

Furthermore, given that the NRSROs are examining downside risk the NRSROs would 

be expected to err on the conservative side.  

 

It is unclear, however, how conservative NRSRO assumptions are in practice. 

Discussions with NRSRO employees occasionally reveal tantalizing insights into the 

model inputs and assumptions. For example, on a April 2007 webcast and conference call 

                                                           
3.  Moody’s, REVISED US MORTGAGE LOAN-BY-LOAN DATA FIELDS, Apr. 3, 2007. 
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titled “Subprime Mortgage Distress Effect on CDOs,”
4
 Fitch staff were asked about the 

home price assumptions they are assuming. After several related questions, a Fitch 

respondent stated that they assumed a mid-single digit home price appreciation. This is in 

stark contrast to Fitch’s own fourth-quarter median home price data for 2005 and 2006 

which “…confirms a national home price correction has been under way, with the U.S. 

median home prices down 2.7%.”
5
 Hence, Fitch appears to have been using very 

aggressive growth assumptions in their ratings models while their own research 

suggested markets had already turned. 

 

Rating methods for CDOs containing structured finance products compound the previous 

errors. Furthermore, most CDO rating models have until recently assumed zero 

correlation across CDO asset classes, which is obviously unrealistic when a CDO 

contains a preponderance of exposures to a single sector, like subprime mortgages.  

 

While initial rating criteria are disclosed to the extent discussed above, no NRSRO has 

issued criteria for reviewing and rerating securities. The NRSROs sell tools used by 

investors to evaluate loans on the basis of information lacking from the NRSRO ratings 

models and adjust for the lack of ratings actions, but NRSROs do not seem to use those 

tools to review and rerate securities, themselves.  

 

6. Assessing the Credit Quality of Complex Financial Instruments 

 

In discussing how well NRSROs assess the credit quality of complex financial 

instruments, it is important to discuss first the goals of that assessment exercise. Default 

is defined as a state in which the borrower is not paying principal and interest on a debt 

obligation. It takes one payment period to reveal that a borrower has missed a payment, 

but that does not mean the borrower is in default. The trustee may contact the borrower 

on investors’ behalf, have some discussions and negotiations, and perhaps reach an 

agreement about moving forward. Only after such discussions fail to produce a 

willingness and ability to pay will a corporate borrower be formally declared in default, 

on average 125 days after the last cash payment.
6
  

 

Beyond that distinction, different NRSROs measure different characterizations of the 

default event. S&P and Fitch estimate the probability of the default event. Moody’s, in 

contrast, estimates the expected loss potential, that is, the probability of default multiplied 

by the expected loss given default. So while all NRSROs produce seemingly similar 

“ratings,” the end result of their ratings exercises yields statistically non-comparable 

results.  

 

                                                           
4.  Fitch Webcast: Subprime Mortgage Distress Effect on CDOs Tomorrow 09:30 am HK/SG Standard 

Time (Apr. 22, 2007). 

5.  Fitch Reports on How the Housing and Mortgage Market Downturn Could Affect Municipal Credit, 

BUSINESS WIRE, Apr. 25, 2007. 

6.  Robert R. Cangemi, Jr., Joseph R. Mason, and Michael S. Pagano, How Much of a Haircut?:Options-

based Structural Modeling of Defaulted Bond Recovery Rates, Working Paper. 
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In a world of structured finance and re-securitization, the effect does not end with the 

initial rating decision. Ratings and rating changes have direct implications for cash flows 

because of deal “triggers” that maintain interrelationships among the investment 

securities in the deal. If security A is downgraded, that may result in Security B cash 

flows being diverted to security A, increasing risk to security B investors. Without 

transparent rerating criteria and active reevaluation of security A, however, the 

probability that security A will be downgraded is substantially reduced. Hence the 

structured finance world is writing deal triggers that rely on securities being rerated when 

the NRSROs do not issue clear rerating criteria and, indeed, rerating is rare. Because 

rating changes determine credit risk elated securities and NRSROs wield discretion over 

ratings changes, NRSROs, rather than economics, dictate the manifestation of credit risk 

for those securities. 

 

The effect extends well beyond the initial securitization in a world of re-securitization, 

CDOs, and CDOs-squared. With downstream securitizations deriving value from 

upstream securitizations, delayed rerating of the initial securizations disrupts the entire 

structured finance market while investors await the ratings changes. According to Robert 

Selvaggio , Managing Director of the Risk Analysis Group at AMBAC, “To the extent 

the [NRSROs] … are dragging their feet on changing the rating on subprime MBS, … 

they are preventing the reallocation of cash flows to the senior tranches, to change the 

sequential structure on "AAA" and "AA" ABS CDOs. So they are actively harming the 

cash flow profile of this CDOs and are actively hurting ABS and CDOs, and something 

has to be done about it. They have to speed up the process of re-rating these CDOs.”
7
 

 

Hence, NRSROs have another conflict of interest in that delaying rerating securities can 

alleviate the task of rerating other downstream re-securitized securities in 

resecuritizations, CDOs, and CDOs-squared.  

 

7. The Implementation of the Credit Reform Act of 2006 

 

The Credit Reform Act of 2006 raised hopes that the industry would (1) fully adhere to 

the International Organization of Securities Commissions (IOSCO) code of conduct and 

(2) provide for entry of new NRSROs to encourage the development of business practices 

were less exposed to existing conflicts of interest. Neither has happened. 

 

The IOSCO Code explains that “…the CRA should adopt, implement and enforce written 

procedures to ensure that the opinions it disseminates are based on a thorough analysis of 

all information known to the CRA that is relevant to its analysis according to the CRA’s 

published rating methodology.”
8
  

 

Recall, however, that Moody’s Investor Service, Code of Professional Conduct 6 (June 

2005), stipulates, “Moody’s has no obligation to perform, and does not perform, due 

diligence with respect to the accuracy of information it receives or obtains in connection 

                                                           
7.  Comments at Professional Risk Manager's Industry Association at the Harvard Club, Sep. 20, 2007.  

8.  Committee of European Securities Regulator’s Report to the European Commission on the Compliance 

of Credit Rating Agencies with the IOSCO Code - Ref: CESR/06-545 at 13. 
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with the rating process. Moody’s does not independently verify any such information. 

Nor does Moody’s audit or otherwise undertake to determine that such information is 

complete. Thus, in assigning a Credit Rating, Moody’s is in no way providing a 

guarantee or any kind of assurance with regard to the accuracy, timeliness, or 

completeness of factual information reflected, or contained, in the Credit Rating or any 

related Moody’s publication.” 

 

It is not clear whether NRSROs’ decisions to recuse themselves of the responsibility to 

verify information provided by an issuer fully meets the IOSCO standard. Nor is it clear 

whether such conduct meets even the standards the agencies are expected to meet as 

“investment advisors” under the 1940 Act. A June 2003 memorandum from Annette L. 

Nazareth, Director, Division of Market Regulation, United States Securities and 

Exchange Commission, to William H. Donaldson, Chairman, Securities and Exchange 

Commission, noted, “The Commission has emphasized that, NRSROs, as registered 

investment advisers under the Investment Advisers Act of 1940, have a special duty to 

base their opinions upon current and adequate information.”
9
 

 

It is also not clear that recent delays in rating actions do not also violate the IOSCO code, 

Section 2.1: which reads that agencies should “…not forbear or refrain from taking a 

rating action based on the potential effect (economic, political, or otherwise) of the action 

on the [credit rating agency], an issuer, an investor, or other market participant.” 

 

As for market entrants, while several NRSROs have repeatedly applied for NRSRO 

status since before the Act, none has been approved as a result of implementation of the 

Credit Reform Act of 2006. Hence, it does not seem that the Act has had substantial 

influence on the industry.   

 

8. Conclusion and Policy Recommendations 

 

U.S. authorities have a track record of generally ignoring the structured finance sector. 

While technically violating FAS140, during the early- and mid-1990s, regulators 

routinely looked the other way while lenders provided recourse to their securitizations.
10

 

Such actions provided little incentive for issuers to be more conservative about the legal 

and financial structures that defined risk in the arrangements.  

 

Similarly, authorities consistently ignored repeated crises that arose from inadequate 

legal or financial structures. Funding crises arising in credit cards (1998), home equity 

lending (1999), and other receivables like aircraft leases and 403-b mutual fund fees 

(2001) were deemed too small to be of concern. The US Securities and Exchange 

Commission examined RMBS markets four times between 1998 and 2007, each time 

claiming no significant concerns with transparency. Authorities have therefore been 

                                                           
9.  June 4, 2003, at 4.  

10.  For examples from credit cards, see Eric Higgins and Joseph Mason. What is the Value of Recourse to 

Asset Backed Securities? A Study of Credit Card Bank ABS Rescues. JOURNAL OF BANKING AND FINANCE, 

Apr. 2004, at 857-874. 
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consistently reluctant to examine market dynamics at incipient stages of development to 

infer larger-scale risks, which has turned out to have been a fatal oversight. 

 

In the meantime, structured finance grew to fund approximately 70% of consumer credit. 

Lack of attention to the rapidly-growing structured finance market created the 

opportunity for NRSROs to cultivate conflicts of interest and inefficiencies in the ratings 

process. Currently, much needs to be done to effectively increase transparency and 

liquidity in what is now a crucially important structured finance sector. Ensuring ratings 

are both valid and transparent and that they are changed promptly over time with credit 

quality will begin to reduce information differences, prospectively.  

 

It is crucial to enforce existing regulations toward NRSRO ratings models and 

applications to resolve the vast information problewms in today’s markets. I cannot stress 

firmly enough: no Fed funds rate cut, increased agency mortgage limit, FHA program, or 

even (as in the UK) blanket deposit insurance coverage, will resolve the information 

problems. Existing securities need to be rerated so that investors can get on with 

evaluating risk and making appropriate investment decisions in today’s markets while 

regulators and legislators develop a unified approach to structured finance that can carry 

markets into the future without unnecessary interruptions.  


