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CREDIT RATING AGENCIES AND THE NEXT
FINANCIAL CRISIS

WEDNESDAY, SEPTEMBER 30, 2009

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

The committee met, pursuant to notice, at 10:01 a.m. in room
2154, Rayburn House Office Building, Hon. Edolphus Towns (chair-
man of the committee) presiding.

Present: Representatives Towns, Issa, Chaffetz, Clay, Connolly,
Cuellar, Cummings, Foster, Jordan, Kanjorski, Kaptur, Kucinich,
Luetkemeyer, Lynch, McHenry, Mica, Murphy, Norton, Quigley,
Souder, Speier, Tierney, and Welch.

Staff present: John Arlington, chief counsel—investigations;
Brian Eiler and Neema Guliani, investigative counsels; Linda
Good, deputy chief clerk; Jean Gosa, clerk; Katherine Graham, in-
vestigator; Adam Hodge, deputy press secretary; Carla Hultberg,
chief clerk; Phyllis Love, Ryshelle McCadney, and Alex Wolf, pro-
fessional staff members; Mike McCarthy, deputy staff director;
Ophelia Rivas, assistant clerk; Jenny Rosenberg, director of com-
munications; Ron Stroman, staff director; Lawrence Brady, minor-
ity staff director; Rob Borden, minority general counsel; Jennifer
Safavian, minority chief counsel for oversight and investigations;
Frederick Hill, minority director of communications; Adam Fromm,
minority chief clerk and Member liaison; Kurt Bardella, minority
press secretary; Benjamin Cole, minority deputy press secretary;
Christopher Hixon, minority senior counsel; Brien Beattie, minority
professional staff member.

Chairman TOWNS. The committee will come to order.

Today, the committee continues its investigation of the credit rat-
ing agencies, companies at the heart of the last financial collapse,
companies that will be at the heart of the next financial collapse.

The average American has probably never heard of credit rating
agencies, but these companies play a powerful role in our economy
and they played a starring role in the collapse of the financial sys-
tem last year.

The main mission of credit rating agencies is to tell investors
how risky bonds and other debt securities are. Pension plans,
banks, insurance companies, and other investors depend on these
ratings to help them decide where to invest their funds.

Unfortunately, for the past decade, the credit rating system has
not worked well at all. A year ago, this committee learned that rat-
ings did not capture the true risk of many deals because the rating
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agencies were more concerned with their own bottom line than
anything else.

As one rating agency official said in an internal e-mail, “We rate
every deal. It could be structured by a group of cows and we would
rate it.” The result was a marketplace flooded with toxic debt, so-
called structured securities, such as CDOs and other complicated
securitizations backed by risk mortgages and propped up by in-
flated ratings.

More and more money was funneled into bonds and other debts
that were destined to fail. Predatory lending flourished, which fam-
ilies got in over their heads buying houses they could not afford.
Investors were left holding bonds and other securities that were
dramatically over-valued. When the housing bubble finally burst,
we wound up in the deepest recession since the Great Depression.
A year after the collapse of Lehman Brothers and the massive gov-
ernment bailout of AIG, Bank of America and others, it looks like
not much has really changed.

Today, we will hear testimony from Eric Kolchinsky, until re-
cently an insider at Moody’s, one of the largest credit rating agen-
cies. We have obtained a memo written by Mr. Kolchinsky to his
superiors at Moody’s detailing very serious allegations about
Moody’s rating practices. If true, these allegations indicate trou-
bling behavior in the credit rating industry. According to Mr.
Kolchinsky, they continue to use inaccurate and outdated models.
They continue to have conflicts of interest, and they continue to
rate novel securities with little historical data that no one really
understands.

He was not alone in having concerns about the new way Moody’s
operates. We will also have testimony from Mr. Scott McCleskey
who was senior vice president of compliance at Moody’s, until he
rocked the boat too hard. Mr. McCleskey’s job was to ensure com-
pliance with SEC regulations and other requirements. In theory, he
was a senior executive with important responsibilities. In practice,
he got the old mushroom treatment: keep him in the dark and bury
him in fertilizer.

In short, it looks like not much has changed since the crash of
2008. We ignore this situation at our peril. In the next financial
crisis, will the credit rating agencies be part of the problem or part
of the solution?

Both the House and the Senate are drafting legislation to rein
in these types of abusive practices by credit rating agencies. Our
second panel of witnesses will provide suggestions on how to ac-
complish this.

One other note, I would particularly like to thank my good
friend, Senator Alfonse D’Amato, the former chairman of the Sen-
ate Banking Committee, for being here today as well; also Floyd
Adams, another well known and highly regarded New Yorker.

And let me conclude by saying I look forward to hearing from the
witnesses.

At this time, I yield to the gentleman from California, Congress-
man Issa, the ranking member of this committee.

[The prepared statement of Chairman Edolphus Towns follows:]
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OPENING STATEMENT
CHAIRMAN EDOLPHUS TOWNS
COMMITTEE ON OVERSIGHT AND GOVERNMENT
REFORM
HEARING: CREDIT RATING AGENCIES AND THE NEXT
FINANCIAL CRISIS
September 30, 2009

Good morning and thank you all for being here today.

Today, the Committee continues its investigation of
credit rating agencies—companies at the heart of the last
financial collapse. Companies that will be at the heart of the
next financial collapse.

The average American has probably never heard of
credit rating agencies.

But these companies play a powerful role in our
economy. And they played a starring role in the collapse of
the financial system last year.

The main mission of credit rating agencies is to tell
investors how risky bonds and other debt securities are.
Pension plans, banks, insurance companies, and other
investors depend on these ratings to help them decide
where to invest their funds.
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Unfortunately, for the past decade, the credit rating
system has not worked well at all. A year ago this
committee learned that ratings did not capture the true risk of
many deals, because the rating agencies were more
concerned with their own bottom lines.

As one ratings agency official said in an internal email,
“We rate every deal. It could be structured by cows, and we
would rate it.”

The result was a marketplace flooded with toxic debt:
so-called “structured securities” such as CDO’s and other
complicated securitizations, backed by risky mortgages, and
propped up by inflated ratings.

More and more money was funneled into bonds and
other debt that were destined to fail. Predatory lending
flourished, while families got in over their heads buying
houses they could not afford. Investors were left holding
bonds and other securities that were dramatically
overvalued.

When the housing bubble finally burst, we wound up in
the deepest recession since the great depression.

A year after the collapse of Lehman brothers and the
massive government bailout of AIG, Bank of America, and
others, it looks like not much has changed.

Today we will hear testimony from Mr. Eric Kolchinsky,
until recently, an insider at Moody’s, one of the largest credit
rating agencies.
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We have obtained a memo written by Mr. Kolchinsky to
his superiors at Moody'’s detailing very serious allegations
about Moody'’s rating practices.

If true, these allegations indicate troubling behavior in
the credit rating industry. According to Mr. Kolchinsky, they
continue to use inaccurate and outdated models; they
continue to have conflicts of interest; and they continue to
rate novel securities with little historical data, that no one
really understands.

He was not alone in having concerns about the way

- Moody’s operates. We will also have testimony from Mr.
Scott McCleskey, who was Senior Vice President for
Compliance at Moody’s — until he rocked the boat too hard.

Mr. McCleskey’s job was to ensure compliance with
SEC regulations and other requirements. In theory he was a
senior executive with important responsibilities. In practice,
he got the old mushroom treatment: keep him in the dark
and bury him in fertilizer. In short, it looks like not much has
changed since the Crash of 2008.

We ignore this situation at our peril. In the next
financial crisis, will the credit rating agencies be part of the
problem or part of the solution?

Both the House and the Senate are drafting legislation
to rein in these types of abusive practices by credit rating
agencies. Our second panel of witnesses will provide
suggestions on how to accomplish this.

One other note: | would particularly like to thank my
good friend Senator Al D’Amato, the former Chairman of the
Senate Banking Committee, for being here today. Also,
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Floyd Abrams, another well known and highly regarded New
Yorker.

With that, | look forward to the testimony today.
Hi##H
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Mr. IssA. Thank you, Mr. Chairman, and thank you for holding
this hearing today.

I strongly suspect that the gentleman from Pennsylvania to my
left, Mr. Kanjorski, would rightfully so say, aren’t we coming
dreadfully close to overstepping the bounds of this committee and
going into the territory well held by the Financial Services Com-
mittee.

And I would agree with him up to a point. I would differ with
him in one sense. Although the oversight of this party of the finan-
cial community clearly belongs to the Financial Services Commit-
tee, as does the SEC, transparency in government and trans-
parency for the people who live under that government clearly falls
within the jurisdiction of this committee.

So as we review the failures in the financial crisis, I would say
to my friend, the gentleman from New York, that in fact this com-
mittee must look beyond the failures of the private sector in this
case, look to the public sector which we have direct jurisdiction
over, and essentially we have the power today, which we didn’t
have back in the 1930’s when the New Deal came about and in the
Depression, post-collapse era, the Federal Government began
outsourcing the oversight and regulation and rating of credit in-
struments.

Today, we have technology like XBRL and other standards which
we, the Federal Government, can insist allow for full transparency,
not by the select few that we dribble and drabble out the ability
to rate for pay, but in fact we have the ability today to insist that
every instrument made available to the American people can be
transparent to the American people directly.

We have the ability that instead of standing in line at your
broker, you can go online and look at every element of that. That
allows, of course, not every private citizen to necessarily do his own
analysis. They don’t do that on every stock or mutual fund. But it
does allow literally thousands of educated people to scrutinize cred-
it products and, on a continuous basis, evaluate the underlying risk
that happens.

In my own State of California, it is very clear, if you bought a
bond 2 years ago, it is not the same bond it was today. You
shouldn’t have to wait for a credit agency to tell you California is
in a financial meltdown in order to see a daily change. And you
shouldn’t have to do it if it is G.E. paper or anyone else’s.

So I would hope to work with the chairman in insisting on a real
change in reporting, one that eliminates these credit agencies as
monopolies, duopolies, triopolies or whatever a quadopoly is, and in
fact opens it up to all the people of America.

Additionally, as I said, this committee has broad jurisdiction, and
I would hope that as the chairman said this morning on CNBC, we
would use it. I cannot agree more with the chairman for what he
said today. He said, “People are now suffering.” But Mr. Chairman,
why are they suffering? When you said we are going to look at the
whole financial meltdown across the board, why is it we left
Freddie and Fannie out? Why is it Franklin Raines, who appar-
ently committed perjury before this committee, has not been
brought back before this committee or referred for prosecution?
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Why is it that in fact Bank of America still holds vital documents
showing 28,000 loans, mixed in with them are hundreds or thou-
sands of loans to government officials throughout the country, from
the top to the bottom, from Republican to Democrat to Independ-
ent, who were clearly given what amounts to a bribe of government
by a man who was brought before this committee because he made
too much money while Countrywide stock was dropping, but has
not been brought before this committee once we discovered that the
Friends of Angelo Program in fact was designed to influence Mem-
bers of Congress, key staff, and people throughout the government.

That is not a small scandal. That is the crux of this scandal. If
the trillions of dollars that the American people are on the hook for
at Freddie and Fannie as GSEs are in fact because Countrywide
had a cozy relationship bought and paid for that allowed them to
unload not all, but much of these bad debts, and in fact allowed
for the promotion of subprime and other risky instruments, then in
fact, Mr. Chairman, that is the heart of the financial meltdown.

The financial meltdown is not about the failure of the SEC. It is
not even about Bernie Madoff and the billions that in fact he did
opaquely without proper supervision. That is important and we
need to deal with it, along with the Financial Services Committee.
But the very underpinnings of good government require that gov-
ernment officials when they take an oath to their city, their State
or our country, in fact operate without an agenda bought and paid
for by public or private money. It is clear that is not the case here.
It is clear that the distortions in the market go back years and they
go back to government officials, quasi-government officials and pri-
vate sector, including obviously the Friends of Angelo Program.

So Mr. Chairman, I challenge you today either to issue a sub-
poena to Bank of America to get those records, or allow this com-
mittee to have an open vote so the people of America can under-
stand that in fact this is an important issue. It is not a side issue.
It is at the crux of this very investigation.

And I might note that when we began looking at this problem,
when we had Angelo Mozilo in front of us, there were tapes, digital
copies of every single conversation between Members of Congress,
members of the administration, postal workers, Freddie and
Fannie, even Franklin Raines that were held so we could hear
them. Today, I am told they may have been destroyed. When I hear
they may have been destroyed, I realize we have been lax in our
duties. That chair was held by Mr. Waxman and we had a crook
in front of us that Mr. Waxman called a crook, said in fact that he
was hurting the American people. Now we know in fact he bought
and paid for what hurt the American people.

Mr. Chairman, I call on you today to issue that subpoena. It is
that important that I bring it up at this hearing, and I call for you,
if you cannot do it, to step aside and allow the committee to have
a vote.

And I yield back.

Chairman TOWNS. Let me just respond to the gentleman. I see
he is sort of worked up over that issue.

Mr. Issa. Yes, Mr. Chairman, I am worked up because we need
to protect the American people. We won’t do it if we don’t inves-
tigate this corruption.
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Chairman TowNsS. Let me respond to you by saying, No. 1, the
Justice Department is looking at it.

Mr. IssA. Mr. Chairman, that is what the chairman of this com-
mittee said previously as an excuse. It turns out they didn’t. It
turns out the Senate Ethics Committee has failed to act and said
in fact there was no ethical violation. We are beyond ethics here.
We are at a point where the American people at least should know
who they gave money to or benefit to, how they did it, and so on.

We have ignored that paper. I have never seen this committee
rﬁfuse to at least ask to see documents before deciding to ignore
them.

Chairman TOWNS. Before we go to our witness, let me just say
to you that I did not say the Senate Ethics Committee was looking
at it. I said the Justice Department. As you know, there is a dif-
ference.

Mr. Issa. Mr. Chairman, if the Justice Department had subpoe-
naed the audiotapes, they would have them. They didn’t. It appears
as though Bank of America allowed them to become destroyed or
they were destroyed in the last days of Countrywide. But more im-
portant, those documents, as we have been told, have not, in fact,
been subpoenaed. The Justice Department does not have the boxes
of documents that Bank of America has gathered, but will not turn
over without a subpoena for reasons of privacy.

If you tell me today you are referring it, because you have
enough information, to the Justice Department for prosecution or
investigation, fine. But today, we don’t know what we don’t know.
What we do know is there is a level of intended corruption by
Countrywide that clearly had an effect on government decisions for
years, and we are ignoring it.

We cannot really understand the failure of government if we
don’t understand the failure of government officials led by, in fact,
an attempt to bribe them.

Chairman TOwNsS. The gentleman’s time has expired.

Mr. IssA. Thank you, Mr. Chairman.

[The prepared statement of Hon. Darrell E. Issa follows:]
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EDOLPHUS TQWNS, NEW YORK DARRELL E. 1SSA, CALIFORNIA
CHAIRMAN RANKING MINORITY MEMBER

ONE HUNDRED ELEVENTH CONGRESS

Congress of the United States

PHouse of Repregentatives

COMMITTEE ON OVERSIGHT AND GOVERNMENT REFORM
2157 Ravsuan House Orrce Buoing
Waskingron, DC 20515-6143

Majority {202} 225-5051
Minority (202} 226-6024

Statement of Rep. Darrell Issa, Ranking Member
Credit Rating Agencies and the Next Financial Crisis

September, 24 2009

Mr. Chairman, thank you for holding this important hearing on role of the credit rating agencies in the
financial crisis.

Risky subprime mortgages were packaged into mortgage-backed securities and CDOs by lenders and
investment banks and sold to investors. A crucial step in the process of creating these toxic assets was for
the party putting the deal together to obtain a credit rating on the proposed bond from one of the Big Three
credit rating agencies -- Moody’s, S&P and Fitch.

As we now know, the rating agencies were overly optimistic in their ratings. By September 2008, Moody’s
and S&P alone had downgraded over 75% of the AAA-rated CDOs issued since 2006. These massive
downgrades accelerated the turmoil in financial markets, spooking investors and forcing collateral calls that
increased the pressure on firms like AIG.

1 dare say most Members in this body think the current system is broken, but there are two competing
approaches to reform. Many of my friends on the other side of the aisle advocate what I would calla
“tinkering” approach. The Obama Administration and various Members of Congress advocate tinkering
with the existing regulations, doing things like getting the SEC more heavily involved in the credit rating
process.

Two thoughts come to mind about this tinkering approach. First, I would point out that the SEC is the same
agency that missed the Madoff scandal, the biggest Ponzi scheme in the history of the world. Second, we
ought to consider that the financial crisis originated in perhaps the most heavily regulated sector of the
economy. Tinkering with the existing regulations will not achieve the kind of fundamental reform we need.
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I would like to propose an alternative approach to this problem, which is to throw open the windows and let
the fresh air of competition transform the rating agency business for the first time since the New Deal. Back
in the 1930s, the federal government began outsourcing its regulatory responsibilities to these three
companies and requiring every investor in the marketplace to use their ratings in order to satisfy their
regulatory capital requirements. Federal and state regulators essentially handed the Big Three credit rating
agencies a protected oligopoly status and granted their ratings the force of law, requiring investors to use
their product and no one else’s. Is it any wonder the Big Three credit rating agencies got lazy and allowed
their rating procedures to become outdated or corrupted?

We ought to be encouraging the application of 21™ century solutions to the problem of evaluating credit risk
and this can best be achieved by opening up this market to new and innovative players. Combined with real
transparency reforms such as implementing XBRL reporting, we can achieve a new standard for
transparency and accountability. That won’t happen if we just tinker at the margins by adding new
regulations like the Administration has proposed. We need a bold new approach and I would like to work
with the Chairman and my colleagues to make that happen.

Thank you Mr. Chairman.
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Chairman TOWNS. Let’s move forward.

We will now turn to our first panel of witnesses. It is committee
policy that all witnesses are sworn in, so please stand and raise
your right hands as I administer the oath.

[Witnesses sworn.]

Chairman TowNsS. You may be seated. Let the record reflect that
they answered in the affirmative.

Mr. Eric Kolchinsky is a former managing director at Moody’s
Corp. He has worked in structured finance for over 12 years, 8 of
which were at Moody’s. While at the rating agency, Mr. Kolchinsky
focused on rating collateral debt obligations [CDOs]. He has also
worked at Lehman Brothers, Merrill Lynch and MBIA in the CDO
groups.

We welcome you this morning.

We would also like to introduce Mr. Scott McCleskey. He was a
senior vice president for compliance at Moody’s Investors Service
from April 2006 until September 2008. In this role, he was respon-
sible for the organization’s compliance with rules and regulations
established by the SEC and other regulators. Prior to joining
Moody’s, Mr. McCleskey spent approximately 15 years in the finan-
cial services industry in both compliance and regulatory positions
in the United States and in the European Union.

Mr. McCleskey is currently managing editor for a firm providing
news analysis and compliance solutions for the financial industry.

We welcome you as well.

Mr. Richard Cantor serves as the chief risk officer for Moody’s
Corp., and as the chief credit officer for Moody’s Investors Service.
In his role as chief credit officer, Mr. Cantor heads the Credit Pol-
icy Group and chairs the Credit Policy Committee, both of which
are responsible for the review and approval of rating methodolo-
gies.

Mr. Cantor’s Policy Group also works with the rating group at
Moody’s to promote consistent rating practices and improved rating
quality.

Let me welcome you as well.

At this time, I ask that each witness deliver their testimony
within 5 minutes. The yellow light means you have 1 minute re-
maining, and the red light means stop. Everywhere in America red
light means stop.

And then, of course, we will have time to raise questions with
you and seek the answers.

So we would like to start with you, Mr. Kolchinsky, and then
come right down the line.
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STATEMENTS OF ILYA ERIC KOLCHINSKY, FORMER MANAG-
ING DIRECTOR, MOODY'S INVESTORS SERVICE; SCOTT
MCCLESKEY, FORMER SENIOR VICE PRESIDENT FOR COM-
PLIANCE, MOODY’S CORP.; AND RICHARD CANTOR, CHIEF
RISK OFFICER, MOODY’S CORP., AND CHIEF CREDIT OFFI-
CER, MOODY’S INVESTORS SERVICE

STATEMENT OF ILYA ERIC KOLCHINSKY

Mr. KOLCHINSKY. Good morning. I want to thank Chairman
Towns, Ranking Member Issa and all the members of the commit-
tee for giving me an opportunity to speak this morning.

My name is Eric Kolchinsky and during the majority of 2007, I
was the managing director in charge of the business line which
rated subprime-backed CDOs for Moody’s Investors Service. More
recently, I was suspended by Moody’s as a result of a warning I
sent to the compliance group regarding what I believed to be a vio-
lation of securities laws within the rating agency.

I am grateful for the opportunity to speak in front of you on the
need of rating agency and financial markets reform. Despite the
circumstances of my separation, I still believe that Moody’s is a
good company and the vast majority of analysts there are smart,
capable, and want to do a good job of rating financial products.

Unfortunately, these ingredients are not sufficient to produce
quality ratings or to safeguard the financial system. While I do not
believe that the rating agencies were the main cause of the credit
crisis, there are other parties that were far more responsible, there
are still unresolved problems which will lead to poor ratings per-
formance.

No. 1, conflicts of interest. The conflicts of interest which ail the
rating industry remain unmanaged. Senior management still fa-
vors revenue generation over ratings quality and is willing to dis-
miss or silence those employees who disagree with these unwritten
policies.

No. 2, Credit Policy Group lacks independence. The Credit Policy
Group is a team of analysts whose role is to ensure that the meth-
odologies and procedures used in the ratings process are sound and
meet minimum credit standards. Unfortunately, the Credit Policy
Group at Moody’s remains weak and short-staffed. The group’s an-
alysts get routinely bullied by business line managers and their de-
cisions are overridden in the name of generating revenue.

Inadequate methodologies. Methodologies produced by Moody’s
for rating structure finance securities are inadequate and do not re-
alistically reflect the underlying credits. Rating models are put to-
gether in a haphazard fashion and not validated if doing so would
jeopardize revenues.

Compliance Group lacks independence. The Compliance Group is
entrusted with enforcing laws and internal policies. The group is
understaffed and has little professional compliance experience. In-
stead of ensuring that the ratings process is free from conflict, this
group sits idly by while these transgressions occur.

In many ways, the incentives for rating agencies have become
worse since the credit crisis. There are more rating agencies and
they are all chasing significantly fewer transaction dollars. The
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new controls put in place by regulators are too weak to signifi-
cantly alter this dynamic.

As an example of how little things have changed, ABS CDOs are
being rated once again. These are the same products which are re-
sponsible for hundreds of billions of dollars of losses at major finan-
cial institutions. They are significant contributors to the problems
at CitiBank, Merrill Lynch, and AIG. I firmly believe that ABS
CDOs cannot be rated with any certainty and especially not during
this volatile period in the capital markets.

The new methodologies used to rate ABS CDOs have not im-
proved their poor credit performance. Many of the recent deals
have been downgraded or have had to resort to restructuring to
maintain their ratings. This toxic product needs to be consigned to
the dustbin of bad ideas, but unfortunately there are no incentives
for rating agencies to say no to a product no matter how poorly
thought through.

Investors like pension funds, insurance companies, and the Fed-
eral Reserve who are required to purchase securities with certain
ratings deserve better than this. They need ratings which reflect an
analyst’s best judgment and not the profit targets of the agency.

However, I believe there is a very simple and straightforward so-
lution for the ills which haunt the ratings industry. It begins with
the admission that the function which their agencies perform is
quasi-regulatory. Fortunately, a model already exists which com-
bines quasi-regulatory authority with private competition. It is the
accounting industry.

While accountants have not been free from scandal, the profes-
sion has not suffered the free-falling standards which have befallen
the ratings industry. The key limitation has been the existence of
a single set of standard methodologies which all accountants need
to abide by, for example, GAAP.

While CPAs are free to compete on price and service, they cannot
change much the definition of revenue or loss. A single set of
standards makes a lot of sense from a market and a regulatory
point of view. It is much easier for regulators to learn to pass judg-
ment on a single set of policies, rather than understanding the mi-
nutiae in the particulars of multiple approaches. The same benefit
applies to investors. A single set of criteria which is debated and
promulgated in a public manner will greatly add to the cause of
transparencies.

I have witnessed too many instances of rating agencies talking
their way out of a poor decision by confusing the listener with eso-
teric details of their particular methodology.

If T were a doctor, I would diagnose the rating agency patient as
very curable. But treatment needs to be urgently applied to avoid
further damage. Rating agencies can once again be productive
members of the financial community, but they cannot do this by
themselves. They need a helping hand to get back on the right
track.

Thank you very much.

[The prepared statement of Mr. Kolchinsky follows:]
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TESTIMONY of
ERIC KOLCHINSKY

Good morning.

I want to thank Chairman Towns, Ranking Member Issa and all the members of the
committee for giving me an opportunity to speak this morning.

My name is Eric Kolchinsky, and during the majority of 2007, I was the Managing
Director in charge of the business line which rated sub-prime backed CDOs at Moody’s
Investors Service. More recently, I was suspended by Moody’s as a result of a warning 1
sent to the compliance group regarding what I believed to be a violation of securities laws
within the rating agency.

I am grateful for the opportunity to speak in front of you on the need for rating agency
and financial markets reform. Despite the circumstances of my separation, I still believe
that Moody’s is a good company and the vast majority of analysts there are smart,
capable and want to do a good job of analyzing financial products.

Unfortunately, these ingredients are not sufficient to produce quality ratings or to
safeguard the financial system. While I do not believe that the rating agencies were the
main cause of the credit crisis (there are other parties who were far more responsible),
there are still unresolved problems which will lead to continuing poor ratings
performance:

1. Conflicts of Interest. The conflicts of interest which ail the ratings industry remain
unmanaged. Senior management still favors revenue generation over ratings quality and
is willing to dismiss or silence those employees who disagree with these unwritten
policies.

2. Credit Policy Group Lacks Independence. The Credit Policy Group is a team of
analysts whose role is to ensure that the methodologies and procedures used in the rating
process are sound and meet minimum credit standards. Unfortunately, the Credit Policy
Group at Moody’s remains weak and short staffed. The group’s analysts get routinely
bullied by business-line managers and their decisions are over-ridden in the name of
generating revenue.

3. Inadequate Methodologies. Methodologies produced by Moody’s for rating structured
finance securities are inadequate and do not realistically reflect the underlying credits.
Rating models are put together in a hap-hazard fashion and are not validated if doing so
would jeopardize revenues.

4. Compliance Group Lacks Independence. The Compliance Group is entrusted with
enforcing laws and internal policies. The group is understaffed and has little professional
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compliance experience. Instead of ensuring that the ratings process is free from conflict
this group sits idly by while these transgressions occur.

In many ways the incentives for rating agencies have become worse since the credit
crisis. There are now more rating agencies and they are all chasing significantly fewer
transaction dollars. The new controls put in place by regulators are too weak to
significantly alter this dynamic.

As an example of how little things have changed, ABS CDOs are being rated once again.
These are the same products which are responsible for hundreds of billions of dollars of
losses at major financial institutions. They were significant contributors to the problems
at Citibank, Merrill Lynch and AIG. While the CDOs held by there institutions had the
highest ratings possible, they still ended up being nearly worthless. I firmly believe that
ABS CDOs cannot be rated with any certainty and especially not during this volatile
period in the capital markets.

The “new” methodologies used to rate ABS CDOs have not improved their poor credit
performance — many of the recent deals have been downgraded or have had to resort to
restructuring to maintain their ratings. This toxic product needs to be consigned to the
dustbin of bad ideas, but unfortunately, there are still no incentives for rating agencies to
say “No” to a product no matter how poorly thought through.

Investors, like pension funds, insurance companies and the Federal Reserve, who are
required to purchase securities with certain ratings deserve better than this. They need
ratings which reflect an analyst’s best judgment and not the profit targets of the agency.

However, I believe that there is a very simple and straight forward solution for the ills
which haunt the ratings industry. It begins with the admission that the function which the
agencies perform is quasi-regulatory. Bank capital requirements and mutual fund
holdings are just a few of the areas where regulators rely on ratings. Additionally, there
is also a consensus that robust competition is needed in the industry.

Fortunately, a model already exists which combines quasi-regulatory authority with
private competition — it is the accounting industry. While accountants have not been free
from scandal, the profession has not suffered the free-fall in standards which have
befallen the ratings industry. The key limitation has been the existence of a single set of
standards or methodologies which all accountants need to abide by (e.g. GAAP). While
CPAs are free to compete on price and service, they cannot change much the definition of
revenue or loss.

A single set of standards makes a lot of sense from a market and a regulatory point of
view. It is much easier for regulators to learn and to pass judgment on a single set of
policies, rather than understanding the minutia and the particulars of multiple approaches.
The same benefit applies to investors — a single set of criteria which is debated and
promulgated in a public manner will greatly add to the cause of transparency. Ihave
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witnessed too many instances of rating agencies talking their way out of a poor decision
by confusing the listener by with esoteric details of their particular methodology.

1 suggest that an independent body set public standards for “regulatory ratings™. The
agencies would still be free to publish their own ratings, but would have to follow the
public standards for any rating used in a regulatory manner. This body, based on FASB,
could start with simple things like the definition of the term “AAA”. The term is used
extensively in regulations and by market participants and yet it has very different, but
specific definitions at every rating agency. It makes no sense to use AAA
interchangeably if the meanings are completely different. The public body could also
determine what kinds of products are “rate-able” and what kind of information is required
of issuers for rating purposes. ‘

If T were a doctor, I would diagnose the rating agency patient as very curable. But
treatment needs to be urgently applied to avoid further damage. Rating agencies can
once again be productive members of the financial community, but they cannot do this by
themselves. They need a helping hand to get back on the right track.
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Chairman TowNs. Thank you very much.
Mr. McCleskey.

STATEMENT OF SCOTT MCCLESKEY

Mr. McCLESKEY. Thank you, Mr. Chairman, Ranking Member
Issa, and members of the committee.

My name is Scott McCleskey and I served as senior vice presi-
dent for compliance at Moody’s Investor Service [MIS], from April
2006 to early September 2008. In that capacity, I was the executive
formally designated as responsible for the organization’s compli-
ance with relevant regulations and internal policies.

I have been asked to discuss my experiences with respect to the
independence and authority of the Compliance Department. I will
start by saying that in my time at Moody’s, I had the privilege to
work with a great many professionals of high ability and unques-
tioned integrity, and that in many cases and in many respects,
things worked well. However, my honest assessment is that the
compliance function came to lack independence and authority in
some important respects.

Before I go into detail, I think it is important to give a caveat
that it has been over a year since my departure from Moody’s, and
until I was contacted by the staff of this committee a few days ago,
I had not put a great deal of thought into these past events, so I
am at a slight disadvantage with respect to some of the specific
dates and details. And for clarity’s sake, I would point out that in
keeping with the scope of the SEC regulations, my remit did not
extend to the accuracy of the rating methodologies themselves.

Until the end of 2007, I reported to an executive vice president
who in turn reported to the CEQO. This executive vice president had
responsibility for three departments: compliance, regulatory affairs,
which generally handles relations with regulators and legislators
on policy matters, and information technology. During this period,
I would characterize the environment as generally supportive of
compliance.

In late 2007, my reporting lines were changed. From that point
forward, I reported to Michael Kanef who was made responsible for
both my department and the Regulatory Affairs Department. Mi-
chael reported to the general counsel who reported to the CEO.

So as you can see, an extra layer of management was inserted
into my reporting chain, effectively moving the department one
level further away from the CEO. Nonetheless, I remained as the
formally designated compliance officer in all public SEC filings.

It soon became clear to me that my authority and independence
would be greatly diminished. In the interest of time, I will summa-
rize my experience and concerns.

Over the following months, experienced compliance officers on
my staff were pushed out over my strenuous objections and struc-
tured finance analysts without a single day of compliance experi-
ence were foisted upon me. Although I did come to believe that one
of the new hires had promise, it does not balance the loss of 35
years of compliance experience from my staff.

The hiring of structured finance analysts also creates a clear con-
flict of interest issue since, like Michael Kanef, who came from
structured finance, they could find themselves passing judgment on
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their own former practices in deciding whether to discipline friends
or former colleagues and potentially their own future managers
should they return to their previous business units.

Second, I found myself more and more frequently excluded from
decisionmaking meetings concerning potential violations. I will
note that this did not occur on each and every occasion, but it did
so with increasing frequency and in particularly important matters.
This includes an examination conducted by the Securities and Ex-
change Commission which was handled by our Legal Department
and by outside counsel. I was flabbergasted that I, the designated
compliance officer, would be excluded from meetings with the SEC
during an examination and I was vocal in making this point.

A common answer whenever I would object to these exclusions
was that it was necessary in order to preserve attorney-client privi-
lege, although it is my understanding that other non-legal depart-
ment staff were included in these meetings. This focus on preserv-
ing confidentiality, I believe, also led to the sometimes explicit and
often implicit directive not to put anything in writing that could be
used against Moody’s in litigation or regulatory proceedings.

My time at Moody’s came to an abrupt end a little over a year
ago when I was dismissed without any specific reason, other than
senior management no longer has confidence in you. This came as
a bolt out of the blue. At no time had Michael or the general coun-
sel given any indication of dissatisfaction with my performance.

Moreover, a few weeks before I was pushed out, I was given re-
sponsibility for addressing the issues raised by the SEC following
its examination, the one I had been excluded from, following which
Michael went on a previously scheduled and I think well-deserved
vacation. I hardly think that an organization which takes its regu-
latory responsibilities seriously would give such a critical project to
someone it had lost confidence in. I am left to speculate on the real
reason for my departure.

One hour after my departure, it was announced that I would be
replaced by an individual from the Structured Finance Depart-
ment, who had no compliance experience and who, to my recollec-
tion, had been responsible previously for rating mortgage-backed
securities.

I do understand that he has been replaced now by somebody with
compliance background, and if that is the case, I hope that person
has the authority that I lacked in the organization.

The matter before you regards how credit rating agencies should
be regulated in the future, and I will make two brief observations
before closing.

First, my experience leads me to recommend strongly that the
regulations be amended to require that the designated compliance
officer report directly to the CEO or to the Board of Directors, and
that this person not have come from one of the business lines with-
in that organization within the last 3 years. Second, with respect
to the notion of removing reference to NRSRO ratings from Federal
regulations, I would recommend caution. At present, NRSRO status
is the only hook by which regulators in the United States are able
to exercise oversight of credit rating agencies. If NRSRO status is
made irrelevant, I would urge you to ensure that other measures
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are taken to continue this important oversight of these important
agencies.

Now, Moody’s will undoubtedly respond as they habitually do,
that I am a disgruntled ex-employee who has an axe to grind. To
this, I will simply respond that it has been a year since my depar-
ture and I did not actively seek the opportunity to testify today. By
putting my head above the parapet again, I am likely burning a lot
of bridges with former colleagues whose esteem I value. I am put-
ting my family through stress that could be avoided very easily by
simply saying I don’t know anything.

Thank you for your time.

Chairman TowNs. Thank you very much, Mr. McCleskey.

Mr. Cantor.

STATEMENT OF RICHARD CANTOR

Mr. CANTOR. Good morning, Chairman Towns, Congressman Issa
and members of the committee. I am Richard Cantor, the chief
credit officer for Moody’s Investors Service. I welcome the oppor-
tunity to contribute Moody’s views to this hearing.

I would like to begin with a brief overview of Moody’s rating
process. At the start of the ratings process, an analyst gathers rel-
evant information from issuers and public sources. He or she then
conducts a credit analysis applying Moody’s methodologies which
are publicly disclosed and freely available on our Web site.

After forming an opinion an analyst brings his or her analysis to
a rating committee, which is a critical mechanism in promoting the
quality, consistency, and integrity of our ratings process. The com-
mittee discusses and then votes on the appropriate rating for the
security.

One of the core principles of this process is that different ana-
lysts can and will legitimately hold different views on the credit
risk, based on the same set of facts. And the committee process is
the vehicle for resolving these disagreements.

Once finalized, credit ratings are communicated to the general
public free of charge. We monitor these ratings on an ongoing basis
and we modify them if our view of the creditworthiness of the
issuer or the obligation changes.

The unprecedented credit crisis that began 2 years ago has pro-
vided important lessons for Moody’s, other credit rating agencies
and all market participants. In light of these lessons, Moody’s has
adopted an array of measures to enhance the quality and trans-
parency of our credit ratings.

These steps include changes in the following five key areas:
strengthening the analytical quality of our ratings; enhancing con-
sistency across rating groups; bolstering measures to manage con-
flicts of interest; improving transparency of ratings and the ratings
process; and increasing resources in key areas.

We believe we've made important progress, but more can be
done. Indeed, Moody’s supports a number of reform proposals cur-
rently under discussion that can help restore the credibility of cred-
i;c rating agencies and return confidence to structured finance mar-

ets.

We also believe that other steps could be taken to increase disclo-
sure in structured finance markets. Specifically, we believe that in-
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creasing information disclosure by issuers, sponsors, and under-
writers of structured finance securities would yield three principal
benefits: one, reduce the risk of over-reliance on credit ratings; two,
improve the information available about structures and assets; and
three, broaden the range of opinions and analysis available to the
market.

Finally, let me turn to the allegations raised by Mr. Kolchinsky
in a letter sent to this committee. Mr. Kolchinsky has raised a se-
ries of evolving claims over the past year. And in July, Moody’s re-
tained the outside law firm, Kramer Levin, to conduct an independ-
ent investigation of all of these issues. It is important to note that
Moody’s didn’t direct the investigation. Rather, the company gave
the independent law firm unfettered access to our personnel and
documents. I understand that the outside lawyers have interviewed
22 Moody’s employees and the only person who has refused to meet
with the investigators is Mr. Kolchinsky.

As the committee is aware, Moody’s, in anticipation of today’s
hearing, also asked the independent law firm to provide the com-
mittee staff with a briefing on the preliminary findings of that in-
vestigation. These findings have also been shared with our regu-
lator. I understand that the committee has been informed that
these preliminary conclusions are consistent with Moody’s own in-
ternal review. Specifically, Mr. Kolchinsky’s claims of misconduct
are unsupported. Instead, Mr. Kolchinsky raises issues of long-
standing and healthy debate within the company and the credit
rating industry. When debates have been resolved contrary to Mr.
Kolchinsky’s personal views, he has alleged that the process was
fraudulent, unreasonable or otherwise improper, when they were
not.

All of us at Moody’s are committed to meeting the highest stand-
ards of integrity, quality and transparency in our rating practices,
methodologies and analysis, and we will take all the appropriate
steps to uphold these standards.

I am happy to respond to any questions.

[The prepared statement of Mr. Cantor follows:]
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I INTRODUCTION

Good morning, Chairman Towns, Congressman Issa and Members of the
Committee. Iam Richard Cantor, the Chief Credit Officer for Moody’s Investors Service
(“Moody’s”). Ihave provided my profile to the Committee under separate cover but as
a general background, I hold a Ph.D. in Economics from The Johns Hopkins University
and, prior to joining Moody’s, held various positions in the research group and was Staff
Director at the discount window of the Federal Reserve Bank of New York. I have been
in the employ of Moody’s for 12 years primarily focusing on credit policy and credit
research. On behalf of Moody’s, I would like to thank the Committee for inviting us to
contribute to the Committee’s discussion on the credit rating agency (“CRA”) industry.
Moody’s supports examination of our industry with a view to encouraging best practices
and the integrity of the products and services our industry uses and provides.

1t is widely recognized that the current economic downturn has exposed -
vulnerabilities in the infrastructure of the financial system. Important lessons for CRAs
and other market participants have emerged from the rapid and dramatic changes. In
response, we have undertaken a number of initiatives to enhance the quality,
independence and transparency of our ratings.! These enhancements build on Moody’s
existing practices and processes through which we continually seek to ensure the integrity
and credibility of our ratings. We also have been working to adapt, as needed, our
policies, systems and organization to implement rules adopted by the Securities and
Exchange Commission (“SEC”) for nationally recognized statistical rating organizations
(“NRSROs™).

In this submission I will look to provide the Committee with an overview of the
rating process at Moody’s and how it relates to our current and potential future operating
environment. I will address this through a summary of;

1. Moody’s rating process including the role of the Credit Policy and Compliance
functions;

2. Moody’s efforts over the past 24 months to further enhance the quality and
transparency of our credit ratings;

3 Moody’s view on additional reform recommendations, including the critical need
for increased information disclosure in the structured finance markets.

Moody’s is committed to maintaining a productive dialogue with this Committee,
the entire Congress, the SEC and other regulators and market participants about the
necessary steps to restore confidence in our industry and ensure the effective operation of
the global credit markets. We are committed to taking whatever steps are necessary to
achieve those important goals.

! Please see our updates on Strengthening Analytical Quality and Transparency {available through moodys.com), which we
began publishing in August 2008 and continue to update. The main elements are summarized in Section I below.
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IL MOODY’S CREDIT RATING PROCESS

Moody’s operates under an established Code of Professional Conduct (“Moody’s
Code”) modeled closely on the International Organization of Securities Commission’s
(*I0SCO”) Code of Conduct Fundamentals for Credit Rating Agencies. The principles
in the Moody’s Code which seek to secure the quality, integrity and transparency of the
rating process, its independence and the avoidance of conflicts of interest, amongst others,
are deeply ingrained in our operational policies and practices.

Within the broad, overarching framework of Moody’s Code, Moody’s has
developed policies, practices and procedures over time to govern the rating process and
promote ongoing quality and integrity in that process. Moody’s supplements this
framework with various control functions, including the Credit Policy Group and the
Compliance Group.

A Credit Rating Process

Moody’s has a rigorous process for determining its opinion of any security that it
rates. This process broadly includes the following components:

o 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 comes from various sources, which may include
information from the issuer in meetings or through other communications with the
Assigned Analyst, as well as from public sources. The information may be
supplemented with information generated by Moody’s, including macro-economic
and sector-specific data.

o Credit Analysis: 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 guantitative and
qualitative factors. For example, 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 of the parties to the transaction. The
Assigned Analyst considers the relevant factors necessary for his/her analysis with a
view to presenting an opinion to the rating committee, where members are
encouraged to form independent opinions. This rating committee process (discussed
in greater detail below) is designed to test the robustness of the opinion reached by
the Assigned Analyst in order for the entire rating committee to reach an independent
opinion.

o Utilization of Rating Methodplogies: Moody’s rating methodologies address our
analytical approach to a particular substantive functional area, industry or sector. For
example, a methodology may address a specific approach to analyzing the credit risk
of a collateralized debt obligation, while another could describe a general approach to
the use of the lognormal method in the analysis of asset-backed securities. Our rating
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methodologies as applied to our credit rating analysis are available to the public free
of charge on moodys.com. All recently assigned credit ratings include a reference to
the principle rating methodology used for the analysis of that credit. The publication
of our rating methodologies provides important transparency about our ratings by
providing all market participants, and the general public, an explanation of how we
rate a given security.

All new methodologies or significant changes to existing methodologies are approved
by the Credit Policy Committee. In addition, the Credit Policy Group (which is
discussed in more detail below) engages in systematic reviews of the key
methodologies used to assign ratings, including validation of the conceptual
frameworks and the models used as tools in the rating process. After a new or
revised methodology has been developed internally, Moody’s may publish it as a
Request for Comment to solicit the views of market participants prior to final
adoption and implementation. This process enables us to arrive at a more fully
informed methodology and also promotes our objective of being transparent in the
formulation of our credit ratings. As we continue to refine our methodologies, with
all relevant factors taken into account, drafts of new methodologies may circulate
internally and will be subject to change until such time as they are finally adopted and
published. A new methodology will, therefore, not be applied formally to any rating
process until such time as it has been publicly released in final form. However, a
rating committee is free to consider the same factors that might be driving a
refinement of a methodology prior to that methodology being adopted.

The Rating Committee: Moody’s credit rating opinions are determined through rating
committees, by a majority vote of the committee’s members, and not by an individual
analyst. These rating committees are a critical mechanism in promoting the quality,
consistency and integrity of our rating process. Once the Assigned Analyst has
arrived at a view after applying the relevant rating methodology/ies, he or she
presents it to the rating committee. Rating committee composition varies based on
the structure and complexity of the security being assigned a rating. Members are also
selected based on expertise 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 Assigned 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, legal or risk management specialists)
and/or senior-level personnel with analytical responsibilities. Other than analytical
staff directly involved in the preparation of the analysis, Moody’s does not disclose
the names of persons involved in the rating committee. This serves to further protect
the independence of our credit opinion from potential undue influence from an issuer
or its related persons.

Once a full discussion has taken place, the members then vote, with the most senior
member voting last so as not to influence the votes of the junior members. This
voting process is founded upon the core principle that based on a given set of facts, it
is entirely legitimate for different analysts to hold different views on the credit risk
associated with any issuer or obligation and that vltimately credit ratings are
subjective opinions that reflect the majority view of rating committee members.
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Once a rating committee has determined what it believes is the appropriate credit
ratings to be assigned to an issuer’s debt classes, or to debt issued under specific
program documents, Moody’s will not change these credit ratings unless and until a
subsequent rating committee determines otherwise or a rating is withdrawn under
Moody’s Withdrawal Policy.

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 its 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. If the 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 reconvene and consider the new information,
determine what it believes is the appropriate rating in light of that information and
publish our opinion. Credit ratings are communicated simultaneously to all market
participants and to the general public free of charge via credit rating announcements
that are published on our website, www.moodys.com, and are distributed to major
financial newswires.

Ongoing Monitoring of Ratings: 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 and accounting ratio-implied
ratings based on default prediction. 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 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.

Moody’s Credit Policy Function
Moody’s Credit Policy Group leads research on the performance of Moody’s

credit ratings, reviews and approves methodologies and models, and oversees various
internal credit committees that formulate high level rating policies and practices for each
of the rating groups. This Group operates independently from the business lines that are
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principally responsible for rating various classes of issuers and obligations. The
independent structure is intended to ensure that decisions taken on methodological or
performance related issues are independent of any non-credit business objective.

As Moody’s Chief Credit Officer, I oversee the Credit Policy Group - reporting
directly to the company’s Chief Executive Officer and Chief Operating Officer and
reporting quarterly to the Moody’s Corporation Board of Directors. There is a Chief
Credit Officer for each major rating group, who report to me, as well as a number of
regional and group credit officers, who provide additional support and oversight. The
Group is divided into two main units:

o Credit Policy Committee and Credit Committees. The Credit Policy Committee is
made up of credit officers, senior managers of various rating groups, and the head of
compliance. It is chaired by me in my capacity as Chief Credit Officer. The
Committee is responsible for setting overall standards that govern Moody's rating
process. The Committee oversees credit committees specializing in Moody’s key
business areas — the Fundamental Credit Committee, the Public Sector Credit
Committee, and the Structured Finance Credit Committee. Each of these Committees
is chaired by the Chief Credit Officer for the relevant rating group.

o Credit Policy Research. The Credit Policy Research Group facilitates rating analytics
by providing empirical analysis and quantitative tools to Moody’s rating personnel
and conducts research on defaults, loss-given-default and rating transitions, and
develops quantitative tools to support ratings and analysis. The Credit Policy
Research Group also publishes studies of Moody's-rated obligations in different
rating categories so that the market can understand the historical performance of
rating categories. The research is also used to identify methodologies that may need
to be reviewed because of evidence that ratings rated according to that methodology
either outperform or underperform other ratings in the same category but rated under
a different methodology.

The Credit Policy Group takes responsibility for, amongst others:

o Reviewing Methodologies. The Chief Credit Officer of each major ratings group
(along with the various credit policy committees they chair) is responsible for
approving all new methodologies and material changes to existing methodologies. In
particular, the Credit Policy function conducts in-depth reviews of rating
methodologies, focusing on analytical rigor and key underlying assumptions, the
historical performance of the ratings, alternative methodologies (including those of
other market participants), and differences between our ratings and market opinion as
inferred from credit spreads.

o Improving Model Verification and Validation. Moody’s is taking significant steps to
enhance our mode] verification and validation processes. Conducted by the Credit
Policy Group, the process reviews the key assumptions and overall conceptual
framework of our structured finance models, thereby helping to ensure that the results
of our models are not only mathematically accurate, but also sufficiently correspond
to the real-world scenarios that we are modeling.
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o Instituting Feasibility Reviews for New Products. Mcéody’s has established a review
process that includes one or more senior managers in the Credit Policy Group with
appropriate experience to review the feasibility of providing a credit rating for any
new type of structure that is materially different from the structures that we have
previously rated.

o Enhancing Analysis Within Rating Groups. Full-time chief credit officers in the
rating groups, as well as industry and regional credit officers, work with the rating
groups, each other, credit committees, the Credit Policy Committee and the Chief
Credit Officer to ensure that rating methodologies and policies are implemented
consistently across the organization. Credit officers also provide an independent
check within rating committees and rating groups.

C Moody’s Compliance Function

Moody’s has established and operates under a strong compliance culture. In
particular, we have an independent Office of Ratings Compliance, which is primarily
responsible for overseeing adherence to ratings policies and procedures within Moody’s.
The Chief Regulatory and Compliance Officer for Moody’s Corporation has a reporting
obligation to the Board of Directors of Moody’s Corporation on at least a quarterly basis.
Additionally, the Audit Committee of Moody’s Corporation’s board of directors is
responsible for, among other things, assisting the board in fulfilling its oversight
responsibilities related to compliance with legal and regulatory requirements. The Office
of Ratings Compliance helps underscore the importance of objectivity and independence
in the rating process. It does so through:

o understanding and, when necessary, augmenting the existing practices of Moody's
ratings groups;

o ensuring that accepted practices are in fact appropriately implemented in the ratings
groups; and

o assessing the adherence to accepted practices by the ratings groups.

As recognized in the Securities and Exchange Act,” the substance of credit ratings
or the procedures and methodologies by which any NRSRO determines credit ratings
should be protected from regulatory and/or political interference. This principle extends
to protection from interference in the opinion of the rating committee from any internal
control function, including a compliance function. The Moody’s compliance function
will therefore not interfere with the opinions of analysts nor should it be expected to do
so but will look to ensure that policies, practices and processes are in place and are being
followed by the analytical teams in the rating process.

2 See Paragraph (c)2) of Section 15E of the Securities Exchange Act of 1934.
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III.  MOODY’S EFFORTS TO FURTHER ADVANCE THE QUALITY AND
TRANSPARENCY OF CREDIT RATINGS

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

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

Efforts to Restore Confidence

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

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

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

3) Reinforcing measures to avoid conflicts of interest: including codifying the
existing prohibition against analysts providing recommendations or advice on
structuring securities; prohibiting fee discussions by ratings managers as well as
analysts (who were already subject to such a prohibition); changing rating
committee composition to enhance independence and objectivity; conducting

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

4 For example, see, April 15, 2009 Statement of Raymond W. McDaniel before the United States Securities and Exchange
Comumission, which is available on www,moodys.com.



30

“look-back” reviews when analysts leave to join organizations with potential
conflicts; revising our Securities Trading Policy; retaining and reviewing
complaints about analysts made by third parties; reinforcing independence and
objectivity through analyst compensation policies; and adopting a stricter
prohibition on Moody’s analysts receiving gifis (to supplement our existing
Moody’s Corporation policy on this matter).

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

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

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

1IV. ERIC KOLCHINSKY

Finally, let me briefly turn to the allegations raised by Mr. Kolchinsky. In his
August 28 memorandum, Mr. Kolchinsky restated his views that certain rating decisions
were improper because Moody’s should have applied a new and different methodology to
assess certain aspects of certain transactions. In short, Mr. Kolchinsky asserts that
because Moody’s was developing and planning to implement new methodologies, the
continued use of the old methodology was improper.

Mr. Kolchinsky has raised an evolving series of claims of misconduct. As our
counse] has informed the Committee, Moody’s Compliance Group had reviewed such
allegations when they were raised and had determined them to be unsupported. In his
most recent memorandum, Mr. Kolchinsky claimed that this determination was evidence
that the Compliance Group was not sufficiently independent.
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To assure that any concerns regarding the independence of the review of Mr.
Kolchinksy’s allegations were allayed, on July 29, 2009, Moody’s engaged the law firm
of Kramer Levin—a firm with no prior relationship with Moody’s—to conduct an
independent review of all of Mr. Kolchinsky’s allegations.

These efforts are being led by a team of prominent and experienced lawyers,
including the Co-Chair of the firm’s White Collar and SEC Regulatory Practice.
Moody’s has given this team of independent outside counsel unfettered access to any
person or document they wanted to conduct their inquiry. As far as Moody’s is aware, the
only person to decline to cooperate with the inquiry into Mr. Kolchinsky’s claims is Mr.
Kolchinsky, notwithstanding the cooperation requirement for all Moody’s employees as
employees of a regulated entity as expressed in our Code of Conduct. Mr. Kolchinsky
was placed on suspended with pay status because he refused to speak with the
independent counsel team, It was for this reason only that Mr. Kolchinsky was
suspended with pay. Mr. Kolchinsky was not suspended for expressing his concerns.

Independent counsel will report their findings to the Company’s most senior
management and also to the Company’s Board of Directors. Further, Moody’s has
informed the SEC of Mr. Kolchinsky’s claims and independent counsel will report its
findings to the SEC, regardless of what they may be. Last week, Moody’s offered to
have this Committee briefed on the matter and repeats that offer.

V. CONCLUSION

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

1 am happy to respond to any questions.
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Chairman TowNsS. Thank you very much, Mr. Cantor.

Let me begin by raising questions, and each Member will have
5 minutes to do so.

Mr. Kolchinsky, I have here a memo you wrote to Michael Kanef,
the head of compliance at Moody’s. In the very first sentence, you
said, “Moody’s was engaged in illegal conduct.”

What kind of illegal activities was Moody’s engaged in?

Mr. KOLCHINSKY. Sir, I believe that Moody’s violated securities
laws by issuing ratings on Nine Grade funding in January. They
knew that the ratings were incorrect. They had knowledge of it.
And yet they still went forward and issued the rating.

It is not, as Mr. Cantor states, a matter of policy. It is a matter
of law, whether you can or not knowing that the ratings are wrong
actually opine on a rating, and that is what I believe was the viola-
tion of the law.

Chairman TowNs. Well, did you warn Moody’s of the problem?

Mr. KOLCHINSKY. Yes, sir, I did. In the past, Moody’s came very
close to doing something very similar, and that was September
2007. And at the time, I was able to prevent the occurrence of that
from happening. I had warned both the Compliance Group and the
Credit Policy Group about these issues, and about precisely this
type of an action leading to securities laws violation. And those
warnings were ignored.

Chairman TOwNS. Is it true that you also warned Moody’s that
the ratings procedure used by derivatives groups were inadequate?

Mr. KOLCHINSKY. Yes, sir, I did. I believe specifically this relates
to the new methodology for rating ABS CDOs, which was used in
the process of rating the deal in question here. I had told Mr. Can-
tor’s group and I had told the Compliance Group that the meth-
odology was not realistic. It had many problems. It was not based
on real world scenarios or real world views of how the credit would
perform.

Chairman TowNSs. Is it true that you warned Moody’s that the
ABS CDO methodology used by the Derivatives Group produces
misleading ratings that will continue to destabilize the financial
markets, as well as cause losses for investors and shareholders?

Mr. KOLCHINSKY. Yes, sir. I did that.

Chairman TowNs. Mr. Cantor, I understand that Moody’s hired
an outside counsel, as you indicated, from the law firm of Kramer
Levin to investigate Mr. Kolchinsky’s allegations. I want your com-
mitment that Moody’s will provide to this committee within 1 week
copies of all documents that were provided to Kramer Levin regard-
ing their investigation, along with a copy of the preliminary report
which they issued just yesterday.

Will you make that commitment right now?

Mr. CANTOR. Mr. Chairman, I will pass along your request to the
appropriate people at Moody’s and I am confident that they will be
able to comply.

Chairman TowNs. I don’t quite understand you. In other words,
aren’t you appropriate? You are testifying here and you are under
oath?

Mr. CANTOR. Yes. I am the chief credit officer. I am responsible
for the methodologies that we produce and use in the ratings proc-
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ess. And I will communicate your request to the appropriate people
at Moody’s and I am confident they will comply.

Chairman TowNs. Well, who are the appropriate people?

Mr. CANTOR. I would expect the general counsel at Moody’s.

Chairman TowNs. I am sorry?

Mr. CANTOR. The general counsel at Moody’s.

Chairman TowNs. Right. OK. Thank you.

Mr. McCleskey, I have a letter you wrote to the SEC in March
2009. In it, you warned the SEC about Moody’s municipal securi-
ties ratings. Are these ratings just out of date and inaccurate? Is
it true that Moody’s did not warn investors these ratings were out
of date? Mr. McCleskey.

Mr. McCLESKEY. Yes, sir. And the intention of that letter was to
alert the SEC so they could look into a situation that I was aware
of in which there are tens of thousands of municipal securities out
there that just due to the sheer number they are not getting the
same level of scrutiny, surveillance on the ratings that you would
expect from a normal bond or structured instrument.

There were concerns. I had expressed concerns about this be-
cause my feeling is that there will be municipal bonds out there
that haven’t been looked at that may have out of date bond ratings
that the public may not be aware that these are out of date.

It is one thing for the bond to be the city of New York or Califor-
nia, where everybody knows the economic state, but these include
very small school districts or very small municipalities where it
may not be as available to the public.

Now, I am not an economist, but the SEC has economists. And
that is the reason why I raised this issue and I urged them to in-
clude a review of this in their next routine examination. And I do
believe that is important. It has been, as I said, a year since I was
at Moody’s, maybe things have gotten better. I hope they have. But
at the time that I wrote this letter, I felt that it was something
that the SEC needed to be aware of.

Chairman ToOwNS. Thank you very much. My time has expired.

I yield 5 minutes to the gentleman from California, Congressman
Issa.

Mr. IssA. Thank you, Mr. Chairman.

And I would like to followup on the chairman’s statement, Mr.
Cantor, a question. To your knowledge since you supplied a great
deal of the information that went to the independent investigation,
is most of it information which you would consider not to be attor-
ney-client privilege?

Mr. CANTOR. I am not

Mr. IssA. In other words, the information you provided was of a
statistical and numeric nature. It was emails pertinent to today’s
discovery. In other words, it was information that should not be
withheld based on a claim of attorney-client privilege. Would you
agree?

Mr. CANTOR. I have no expertise in this area.

Mr. Issa. Well, then I will break it down a little bit so the chair-
man and I are consistent on this part. Was most of this information
internal emails and correspondence related to today’s hearing that
would either affirm or deny Mr. Kolchinsky’s claims?
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Mr. CANTOR. I am sorry. I am not sure I understand the nature
of the question.

Mr. IssA. It is real simple. Today, you weren’t able to answer and
you are referring to general counsel. My concern is you go back to
general counsel and they claim a broad attorney-client privilege,
and then we play that 20 questions game in a subsequent hearing,
where I guess we bring your general counsel in.

I want to understand today what it takes to investigate a claim
by a whistleblower. We are presuming, but I want an affirmation
at least to your knowledge, it doesn’t appear to be specific attor-
neys, you did not turn over, as far as you know, lots of things by
your attorneys to this independent group, which we would pre-
sume, if they are independent, they are not going to claim attorney-
client privilege just because you paid them.

Mr. CANTOR. The firm that conducted the investigation had un-
fettered access to all of our documentation.

Mr. IssA. I am only asking if they had independence.

Mr. CANTOR. There was not specific materials that were turned
over.

Mr. Issa. OK. So if I understand correctly today, the chairman
and I are going to close the hearing based on the hope that Moody’s
will turn over what the chairman has asked for, and if they don’t,
then we have to go back through the process of your claim that
they are independent, just as Moody’s is independent when they
issue credit ratings, and yet you paid them and therefore have an
ability to claim attorney-client privilege and may.

Mr. CANTOR. I expect there will be a full compliance with the re-
quest.

Mr. IssA. Good. That is what we expect.

Mr. CANTOR. I am only pointing out that I am not an expert in
this area, and you are speaking to someone who

Mr. IssA. OK. The chairman and I will be patient on that issue,
but I wanted to clarify it because I am deeply concerned that the
word “independent” and “outside” generally means they were done
for our benefit and the people’s benefit, not just for the person pay-
ing them, which gets us back to Moody’s.

Do you believe that this very narrow, I guess three, now four
groups that are allowed to do what you do is reasonable or sustain-
able? In other words, is there any reason to have an ogopoly or oli-
gopoly, to use a now-Russian word it seems, or could we have doz-
ens of organizations allowed to try to do what you do, and then if
you do it better, you would rise. And if you didn’t, somebody else
who was more accurate would rise.

Is that a better way for this committee to look at the future? Or
should we continue with this narrow group that we trust, even
though they failed us?

Mr. CANTOR. Moody’s favors a vigorous competition in the credit
rating industry. There are currently perhaps 100 credit rating
agencies around the world. I don’t know how many there are in the
United States——

Mr. IssA. Well, let’s just say that the big three have 90 percent,
and in electronics, the last 10 percent isn’t enough for anyone to
matter. So if three of you have 90 percent, you have a three-way
monopoly.
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Mr. CANTOR. Well, there

Mr. IssA. Let me followup with another question.

This committee has promoted, I think vigorously, transparent re-
porting systems. XBRL is one of them. Obviously, well along the
way in a nonprofit. Would you believe that this committee should,
in fact, make that a public policy so that broadly this information
that is not available to the individual consumer or individual inves-
tors could become available?

Mr. CANTOR. Moody’s strongly supports enhanced disclosures in
securities markets, including the type that you have

Mr. IssA. OK. For my whistleblowers, and thank you for being
here today. I know it is tough and I know there are always the
other side whenever someone comes forward. But let me ask you
a question. Currently, Congress is considering giving more author-
ity to the SEC to do what they didn’t do when you reported to the
SEC. Does that seem like it makes sense to you? If they didn’t act
when you reported, should we rely more heavily on government? Or
should we have, as I am suggesting, XBRL and other ways for peo-
ple to second-guess reporting? Either one of you.

Mr. McCLESKEY. Sir, if I could go first. I think that transparency
is generally a good idea, but I think a distinction needs to be made
between transparency and disclosure. In my mind, disclosure is
providing information. Transparency is providing it in a meaning-
ful way. I would also draw a distinction in your example with re-
spect to stocks and bonds. I agree with you that many people do
not research the stocks and bonds before they buy them. But I
would assert that is because they don’t wish to.

If you are putting our information about a structured finance
product, there may be people who wish to conduct an analysis, but
lack the expertise, the models, the methodologies to do so. So I
would make that distinction.

Should the SEC have more authority? To my knowledge, they
have not done their first routine cyclical examination of the firms
yet. I think that the reason for that is, frankly, this is an unregu-
lated industry for the past century. They have needed time to get
up to speed. I would frankly have expected something to happen
by now, but I think that with respect to the aggressiveness of the
SEC with respect to the credit rating agencies, I would suspect that
part of that is simply because they are getting staff up to speed.
They are hiring staff. I wouldn’t write them off just yet.

Chairman TowNs. The gentleman’s time has expired.

Go ahead, Mr. Kolchinsky.

Mr. KOLCHINSKY. I would agree with Mr. McCleskey. I think the
SEC has had a difficult role, especially since each agency has its
own methodology. I am very familiar with the methodology that I
was responsible for. It is very difficult to understand. It has a lot
of minutiae, lots of twists and turns.

I think what I propose as a public body along the lines of FASB,
where these decisions would be made in a public matter, which
would be overseen by the SEC as FASB is, but where these deci-
sions are overseen in a public matter, the types of data that goes
out goes out to everybody, and decisions are made publicly with
public consent. And I think that would be the best way of opening
up this industry to transparency.
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Mr. IssA. Thank you, Mr. Chairman.

Chairman TowNs. Thank you very much.

I now yield 5 minutes to the gentleman from Pennsylvania, Mr.
Kanjorski.

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

Mr. Cantor, in your testimony, you sort of asserted with great
pride that the information is made available to the general public
free of charge. And there is nothing incorrect about that statement,
but do you mean to indicate that nobody pays for this information?

Mr. CANTOR. The information about our rating?

Mr. KANJORSKI. Yes.

Mr. CANTOR. That is correct that the distribution of ratings to in-
vestors is free of charge.

Mr. KANJORSKI. Yes, but are you going to tell us who pays for
it, or are you going to just indicate that it is free of charge?

Mr. CANTOR. Oh, who pays for the effort that

Mr. KANJORSKI. You are an eleemosynary corporation, I assume?
You don’t charge? You do this for free?

Mr. CANTOR. No. We are paid by issuers of securities in the cap-
ital markets for the ratings we assign.

Mr. KANJORSKI. Ah, that is surprising.

Now, I am just going to pose a question to you and I hope you
can give me a reasonable response. If we went to our colleagues in
the House and the Senate and told them that we have discerned
a new way to reduce the budget of the United States by significant
proportions, and that is we could remove all the expenses for the
judiciary branch of government because we have come up with a
new formula that all lawyers who represent winning litigants have
agreed to pay the judges’ salaries.

Would you sort of conclude that is a good, fair, and proper way
to carry on the judicial system of the United States?

Mr. CANTOR. I must admit the hypothetical is a little confusing
to me, but I imagine you are proposing something that you feel is
a very bad idea. I must admit I got a bit lost.

Mr. KANJORSKI. I am proposing what occurs in the rating agen-
cies. You get paid by the issuers, don’t you?

Mr. CANTOR. We do.

Mr. KANJORSKI. Well, you didn’t want to indicate that. You were
bragging about that the public gets it free of charge. That can or
cannot be true. If it is an incorrect or prejudicial rating, it is not
free of charge. The price we would pay for that was exactly what
happened a year ago. The markets would have bad securities. Some
people call them toxic securities, and it could in fact cause a crash
to occur, which in fact happened.

And I am not saying that we can trace it directly to the rating
agency, but that is a possibility. That wouldn’t make it free of
charge. That would make it extremely expensive.

Do you agree?

Mr. CANTOR. Moody’s has been operating under the issuer-pay
model that we were just talking about for 40 years. And we have
a long track record under this business model that we stand behind
and it is the basis of our performing.

Mr. KANJORSKI. One of your colleagues in testifying said they
wanted to operate like the accounting businesses, that they don’t
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have any problem. Maybe you are of a short memory. Do you recall
Enron?

Mr. KOLCHINSKY. Yes, sir.

Mr. KANJORSKI. What was the problem that we found in Enron?

Mr. KOLCHINSKY. Sir, I believe it was fraud.

Mr. KANJORSKI. No. We found that Enron was being paid exorbi-
tant fees for consulting services and those fees had a tendency to
affect their professional opinions as accountants, this exact conflict
of interest that exists in this rating agency problem today.

Now, I appreciate if you are whistleblowers that you came
through, but I listened to both of your testimony, and I didn’t hear
anything terribly shocking. If this is the best testimony that we
have, I am surprised that Moody’s went out and hired the lawyer
that they did to attack you.

You haven’t given a course of conduct in my opinion of fraud.
You haven’t given a course of conduct of real gross neglect or neg-
ligence. You have said there are some instances like the supervisor
was not allowed in the room to meet when the SEC came by. Eh?
Maybe good, maybe bad. We should rap their knuckles, but there
is nothing criminal about that, or really extreme about that.

And in your instance, what do you find after all these years of
issuing these opinions, you said they did things that violated the
law. What did they do?

Mr. KOLCHINSKY. Sir, I believe they violated rule 10b(5) of
the——

Chairman TOWNS. Speak into the mic.

Mr. KOLCHINSKY. My apologies. I believe they violated rule
10b(5).

Mr. KANJORSKI. And what is rule 10b(5)?

Mr. KOLCHINSKY. The rule 10b(5) is fraud, securities fraud in se-
curities markets.

Mr. KANJORSKI. And how did they do that?

Mr. KOLCHINSKY. Sir, if I might, I can quote from a memo that
was produced on behalf of Moody’s by another prominent New York
law firm, written to the SEC, and they state, “A rating agency
would be liable,” this is with respect to 10b(5), “if it knowingly pub-
lished a report that falsely misrepresented its own evaluation of se-
curities.” And that is exactly what they did.

Mr. KANJORSKI. And how did they do that?

Mr. KOLCHINSKY. Sir, they knew that the underlying ratings,
this was essentially CLO squared. In December, they had just de-
cided to change the methodology on the underlying CLOs. And they
knew, in fact, that all those ratings were now wrong. In fact, they
ran internal tests that showed that rated securities that were rated
below AAA would be moved three to six notches.

That knowledge should have been, must have been incorporated
in any new rating. Once that was decided, once the step was taken,
it should have been decided, if you are going to base your other rat-
ings on those ratings.

Mr. Kangorski. OK. Now, was that directly reported to the ap-
propriate officials at the SEC? Or how was that handled on your
part?

Mr. KOLCHINSKY. How was my complaint handled?
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Mr. KaNJorsKI. What did you do? You found out that they were
using false information that they knew was false, so knowingly
they did this.

Mr. KOLCHINSKY. Yes, sir. I was not a part of this. I reported it
to the Compliance Group as I was supposed to. Once I was——

Mr. KANJORSKI. What do you mean, you were not part of this?

Mr. KOLCHINSKY. I was not in the rating agency.

Mr. KANJORSKI. Well, how did you find this information?

Mr. KOLCHINSKY. From speaking to colleagues and off of-

Mr. KANJORSKI. So this is hearsay?

Mr. KOLCHINSKY. Yes, sir, but it is backed by documented evi-
dence which is available.

Mr. KANJORSKI. Did those colleagues that told you this then re-
port that to appropriate officials, either in the Justice Department
or the SEC?

Mr. KOLCHINSKY. I don’t know, sir.

Mr. KANJORSKI. Didn’t you figure out it may be important to de-
termine that?

Mr. KOLCHINSKY. Sir, I am just a single person. I was trying to
do the right thing. As soon as I knew anything, I reported to my
Compliance Group. After my suspension, I reported it, tried to re-
port to SEC, and I also spoke to the committee here. But I believe
I tried to make sure that these matters were brought up to the at-
tention of the appropriate parties.

erb KANJORSKI. If T could just ask one question of all three pan-
elists?

Chairman TowNs. I ask unanimous consent to give the gen-
tleman another additional minute.

Mr. KANJORSKI. You have heard the example of how rating agen-
cies are paid by the issuer, which poses potentially great conflicts
of interest. Do the three of you have opinions whether we should
examine this and change this practice? Or do you think it is work-
ing perfectly well and has no effect on what the rating agencies are
doing in the marketplace?

Mr. KOLCHINSKY. Sir, I think the conflict of interest at the rating
agencies is much more pedestrian. It is more a short-term profits
versus long-term credit quality. There is nothing special issue pays
or investor pays. It is a short-term profit-focused conflict of inter-
est.

In many cases, in my world, in ABS CDOs, one of the reasons
you are seeing all the banks like Merrill Lynch, UBS, and
Citigroup have problems is because they retained the vast bulk of
the debt that they issued, so it was effectively an investor-paid
model. They couldn’t get outside investors to buy the stuff so they
retained the deals on the balance sheet.

So it is very difficult to actually implement a good investor-pay
model that would not have the same conflict of interest if the inves-
tor has the same incentives as the banker does.

In the case of ABS CDOs, in many cases, the investor and the
banker were the same party and they just brought it on the bal-
ance sheet because they wanted to show revenue.

So theoretically, I agree with you.

Mr. KANJORSKI. Do I understand your testimony to say it doesn’t
make a difference who pays? It has no effect on the end result?
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Mr. KOLCHINSKY. No, of course it does. Of course it does. My tes-
timony is that in practical terms, it is very difficult to find the ideal
investor. Not every investor is a Warren Buffett.

Mr. KANJORSKI. Whoa, whoa, whoa. I didn’t ask you the question
about whether investors should pay. That is our big problem, who
should pay or who can pay, and why we got to this peculiar system
that we have. That is what we are examining into.

Mr. KOLCHINSKY. Yes, sir.

Mr. KANJORSKI. I don’t want you to conclude we think that is the
better system.

I want to ask you, do you see the gross potential conflict of inter-
est when the person issuing the security pays the person who rates
that security?

Mr. KOLCHINSKY. Yes, sir.

Mr. KANJORSKI. OK.

Mr. McCLESKEY. Sir, I think I would agree with Mr. Kolchinsky.
I do see the gross conflict. The problem then becomes what do you
replace it with? And I don’t have an opinion. I am not smart
enough to know the answer to that question.

Mr. KaNJORSKI. Neither are we. That is why we are working on
it.

Mr. McCLESKEY. If I could, I think I should also respond to your
other point about whether it is important that I was or was not in
a particular meeting. The compliance officer position is embedded
into law with respect to credit rating agencies, as it is in many
other sectors of the financial industry, and for good reason. These
are the people that are supposed to be independent and supposed
to keep their eyes open for any potential violations. If that position
is not properly resourced, does not have enough authority, then
that puts the firm, that puts the industry at risk.

And so this is not just what you would have in normal office poli-
tics. This was something that, in my view, weakened the oversight
of the credit rating agencies.

Mr. KANJORSKI. All right.

Mr. Cantor.

Mr. CANTOR. We believe that any rating agency system in which
a party that obtains the rating and is interested in the outcome of
the ratings process is also paying for the rating. Whether it be an
investor-pays model, a government-pays model, or an issue-pay
model, it presents a potential conflict of interest which must be
carefully managed.

There are a variety of rating agencies using different models
today and we carefully manage our potential conflicts of interest to
the highest possible standards. We have been engaged in this par-
ticulacir business model for 40 years and produced a strong track
record.

We actually have historical experience of operating under an in-
vestor-pay model for the previous 60 years, which we can reflect
back upon and compare our performance and we have to how we
performed under that business model compared to the model we
adopted around 1970. And the historical data indicates that our
performance has been stronger since that time, both in terms of the
way we have been able to rank order the probability of loss across
different credits, and in terms of the losses that would have been
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experienced by investors who bought all the securities that we
rated investment-grade in the two different periods.

Chairman TowNs. The gentleman’s time has expired.

Mr. KANJORSKI. Thank you, Mr. Chairman.

Chairman TownNs. I now yield to the gentleman from North
Carolina, Mr. McHenry.

Mr. McHENRY. Thank you, Mr. Chairman.

Thank you all for testifying today. This is certainly important in
light of the financial crisis we have faced over the last year. I am
on the Financial Services Committee with my colleague, Mr. Kan-
jorski. We have gone into the, you know, causes of this crisis and
I think there is a wide agreement that the credit rating agencies
were complicit in this crisis for a number of reasons, some of which
were errors and omissions; others outright fraud by those that are
disclosing information to the NRSROs.

So Mr. Kolchinsky, you believe that corruption played a major
role in this crisis. Is that true?

Mr. KOLCHINSKY. Sir, I wouldn’t call it corruption. I would just
say very poor incentives were the major part of:

Mr. McHENRY. OK. Do you believe that a weak analysis of these
new complex financial products was a part of it as well?

Mr. KOLCHINSKY. I think so, as well. More could have been done
and should have been done in 20/20 hindsight that could have ana-
lyzed these products. The main part of it is a lot of people just
should have said no to some of these products. And that i1s 20/20
hindsight, but I think that is the major part, to have just said, we
can’t analyze this with any degree of confidence and we should just
walk away from it. But that was just not possible.

Mr. McHENRY. I think there is probably agreement on the panel
that reforms need to be instituted. I mean, I think that is fair.
Even Mr. Cantor gives a small nod.

But of particular interest to me as a policymaker on the Finan-
cial Services Committee is whether or not giving the SEC the au-
thority to outline the minimum information that issuers should
provide the NRSROs. Is that a worthy policy that we should put
forward, empowering the SEC to specify what information needs to
be given to credit rating agencies? Mr. Kolchinsky.

Mr. KOLCHINSKY. Yes, sir. I think it is important for anybody to
set, it could be a private-public, self-regulating organization, to set
minimum standards that are applicable across the board for data
that can be provided. And there should be some government body
that passes judgment on that, whether that is sufficient.

Mr. McHENRY. OK.

Mr. McCleskey.

We will finish with you, Mr. Cantor. I am asking Mr. McCleskey
first, then we can finish with you, Mr. Cantor.

Mr. McCLESKEY. Yes, sir. I would first have to say that this is
more within the remit of my colleagues. But I would say this from
my own experience with regulations here and in Europe that I am
generally in favor of this, but you have to be careful that if you set
minimum standards, there is sometimes a tendency that people
will only do the minimum.

And I am also familiar enough with the complexity of the market
that there will be different types of information that will be appro-
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priate for different types of securities. And as the universe of rated
securities expands, that will be difficult.

So there will challenges. But having said that, I am in favor of
it.

Mr. McHENRY. Mr. Cantor.

Mr. CANTOR. I would be opposed of the idea to create minimum
standards for disclosure to rating agencies. I think minimum
standards for disclosure should be to the general public. I don’t
think we want to privilege rating agencies with special access to in-
formation based on government decisionmaking; that there is a
wealth of analysis that is done on fixed-income securities by rating
agencies, by investors at large, asset management companies, and
in the financial press and by academics, and I think it would be
a very bad idea to have specific rules for what should be shared
with credit rating agencies.

Mr. McHENRY. I think what I am saying is, what is the, you
know, what is ratable, what information should the issuer provide
to rating agencies in order to provide a rate. I think you are an-
swering a different question because——

Mr. CaANTOR. Well, I am sorry. Maybe I was just particularly
struck by the notion of what should be shared with rating agencies.
I do believe there should be minimum standards for information
disclosure generally, including to rating agencies, and it should be
expanded for structured finance securities from where it is today.

Mr. McHENRY. OK. It seems like you are answering a different
question originally. Yes, I am saying basically what is holding you
accountable, what is holding your client accountable to provide ac-
curate, full, and complete disclosure? Because otherwise, then the
credit rating agencies are simply incompetent and didn’t see a fi-
nancial crisis coming, if you are saying, you know, you got complete
information. Is that fair?

Mr. CANTOR. You are correct. The standards for what is required
for an issuer to disclose publicly is very different in structured fi-
nance than it is in corporate securities.

Mr. McHENRY. Obviously.

Mr. CANTOR. And the potential liability of the issuer of such se-
curities for false disclosures is different, and the completeness of
those disclosures. The requirements regarding completeness is very
different.

Mr. McHENRY. So then you are in favor of the SEC providing
those minimums by which the issuer should provide the NRSROs?

Mr. CANTOR. The NRSROs and the general investing public.

Mr. McHENRY. Thank you.

Chairman TowNs. Thank you very much.

I now yield 5 minutes to the gentleman from Ohio, Congressman
Kucinich.

Mr. KuciNicH. Thank you, Mr. Chairman. I want to thank you
for holding the hearing.

Through the housing crisis and larger financial crisis, the credit
rating agencies seemed to have otherwise escaped any real scru-
tiny. I have been troubled by the increasing popularity of instru-
ments called “re-remics.” What this stands for is resecuritization of
real estate mortgage investment conduits, and the shorthand is
called “re-remics.” And it basically amounts to repackaging original
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investment instruments that no investor will touch into more com-
plex investment vehicles.

Mr. Kolchinsky, are you familiar with these re-remics?

Mr. KOLCHINSKY. Yes, sir, I am.

Mr. KucINICH. Mr. Cantor.

Mr. CANTOR. Yes.

Mr. KucCINICH. I wrote a letter, Mr. Chairman, to the chairman
of the SEC, Mary Schapiro, and I have spoken to her about this
issue. And here is what I have learned. The total resecuritization
market right now is approximately $664 billion. Of that total, only
$60 million is considered registered transactions. That means that
the SEC has looked at only $60 million. The vast majority of the
transactions are exempt from registration with the SEC.

But, Mr. Chairman, do you know who does look at these
resecuritized ties to real estate mortgage investment conduits, the
re-remics? Credit rating agencies.

So here we have a group of companies who played a substantial
role in bringing our economy to the brink of collapse and we have
to ask if they are doing it again. Financial institution takes some
toxic assets that no one wants, crams them together into a more
complex instrument, and presto, according to rating agencies, you
can have an investment-grade product. The practice of
securitization gained popularity as a way to provide liquidity to the
mortgage market and hedge against risk.

Apparently, the financial services industry has learned nothing
from our housing crisis because the rationale behind
resecuritization is to provide liquidity to the mortgage market and
hedge against risk, and the credit rating agencies, paid by the
issuers, are all too happy to oblige.

Now, Mr. Kolchinsky, seeing as that the re-remics are more com-
plex, more opaque than the collateralized debt obligations, the
CDOs that came before them, what is to stop these resecuritization
of real estate mortgage investment conduits from bringing the en-
tire system to the brink once again? What does the SEC have to
do to protect against a new disaster in the securities market? Do
you agree?

Mr. KoOLCHINSKY. I agree that these re-remics or “repacks” as
they are called are potentially dangerous. Some have a purpose.
That purpose may be a gaming of capital requirements, accounting
requirements or what have you.

Mr. KUCINICH. Gaming?

Mr. KOLCHINSKY. Yes, sir. Recently, I actually saw a repack that
was proposed that had absolutely, to my view, no discernible eco-
nomic value. Substantial costs would be incurred, but to my knowl-
edge there would be no value added. So to me, that is a sign that
somebody is playing a game with some regulation somewhere.

Mr. KUCINICH. So you would agree, there is a danger here?

Mr. KOLCHINSKY. Yes, sir. Yes, sir.

Mr. KuciNICH. And then what about the role of credit rating
agencies? If someone tries to get assessed what the value of a
resecuritized real estate mortgage investment conduit is, they go to
a rating agency. Right?

Mr. KoLcHINSKY. That is correct.
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Mr. KUCINICH. And is it in the interest of the rating agency to
try to find a way to give a rating so that they can get these things
out in the market?

Mr. KoLCHINSKY. That is correct.

Mr. KuciNiCcH. And Mr. Kolchinsky, that is even if you have just
a bundle of toxic assets where the value of it might be washed
away, essentially.

Mr. KOLCHINSKY. Yes, yes. These can be very problematic. Some
re-remics that were done last year went from AAA to C or CA.

Mr. KuciNICH. And Mr. Kolchinsky and Mr. Chairman, in light
of that, and we may want to do another hearing on this point,
Standard & Poor’s has already downgraded these re-remics that
they rated less than 5 months ago, due “to the significant deterio-
ration in the performance of the loans backing the underlying cer-
tificate.”

So the bottom line, Mr. Chairman, these are homes, and these
are families, and communities, our constituents. You have to watch
these credit ratings agencies. They could be setting us up for the
same thing all over again, and I am glad you are holding this hear-
ing, Mr. Chairman. I hope we can get into this deeper.

I yield back.

Chairman TowNs. Thank you very much. I thank the gentleman
from Ohio for his words.

From the State of Missouri, Mr. Luetkemeyer.

Mr. LUETKEMEYER. Thank you, Mr. Chairman. I appreciate the
opportunity to discuss this issue today.

Before I get started, I would like to echo the comments and senti-
ments of the ranking member with regards to the subpoenaed doc-
uments, to be able to further investigate and hold accountable
those entities that he was discussing a while ago, and I would hope
that you would certainly respond to his request.

With regards to the gentlemen before us, as a former bank regu-
lator, I can assure you that when we looked at the investment port-
folio of the financial institutions, your ratings are extremely impor-
tant in our analysis of their financial structure and the liabilities
that they have on the books, and assets they have on the books.

And so for us to have this hearing today with regards to the via-
bility of your ratings is extremely disconcerting to me from the
standpoint of what has happened and how important they are not
only to the banks, but other investment firms and the general pub-
lic as a whole.

I guess my question to Mr. Kolchinsky is initially, and Mr.
McCleskey as well, is why do you believe that this happened? What
is the incentive for the ratings agencies to not do their job correctly
or to stray from the practice of doing the job they should be doing?

Mr. KOLCHINSKY. Sir, in my view, it is slightly the opposite.
There is no incentive for them not to. There is no incentive, and
to me, that is the benchmark for the whole industry. There is no
incentive to say no to a transaction.

Mr. LEUTKEMEYER. Then why did they do it?

Mr. KOLCHINSKY. For revenue. Rating agencies are large institu-
tions with large fixed costs. And people getting a transaction in the
door. It is very difficult to say no to that transaction, especially if
that means you can take the revenue. You say no to it, you can
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take it to another rating agency. There are no 11 rating agencies.
You can take it to another one, somebody who will say yes, and
that is a problem.

Mr. LEUTKEMEYER. So what you are saying is Congressman Kan-
jorski’s comment to the question of the agency’s being paid by the
very people who they are rating these securities for is an inherent
problem, and that is probably the reason for some of the problems
we have here. That is what you are saying?

Mr. KOLCHINSKY. That is right, sir. But the problem is that the
person can also select which rating agency they go to.

Mr. LEUTKEMEYER. OK.

Mr. KOLCHINSKY. And they are free to go to one or another until
they find one that will help them out. And again, these are

Mr. LEUTKEMEYER. So there is really, I guess the question, it
begs the question, how rampant do you believe the inadequacies
are, or their willingness to look the other way, or their willingness
to do an inadequate job in lieu of or for further profitable gain is
there? I mean, is that the general method of operating, or are there
some inherent, or they are normally trying to do a good job, or they
just see a big client, we have to skew it so we can make a few
bucks here.

Mr. KOLCHINSKY. Sir, I don’t believe it is direct. I believe what
happens is that you have a client, you have a business, and people
talk themselves into being able to think that they can understand
a deal, can understand the structure and are comfortable with it.

I do not believe in most cases that any of this is a direct willing-
ness to do something wrong. In most cases, it is getting comfortable
with something that may be outside of the envelope and there are
usually small little steps all the way down. It is a slippery slope.

Mr. LEUTKEMEYER. OK.

Mr. McCleskey.

Mr. McCLESKEY. Sir, it would be speculation on my part to guess
why organizations are following particular paths, but I will make
three points. First, I would just observe that, especially earlier on
in my time at Moody’s, I will simply say that the senior manage-
ment of the Structured Finance Group was very proud of the
amount of revenues they brought in, quite vocally. And that is all
I will say on that matter.

Also, I would say with respect to incentives, organizations don’t
make decisions. People do. And I think we need to take a look at
the incentives that fall on the individuals. And Mr. Cantor will
point out, and rightly so, that ratings are arrived at by committees,
but committees are led. Committees are made up of individuals.
And I think that you would actually have to look not just at, for
instance, the compensation practices, but you should also take a
look at things like the performance evaluations. What are the cri-
teria on which key people are being evaluated? Yes, sir.

Mr. LEUTKEMEYER. OK.

Very quickly, my time is running out and I have one more quick
question for you.

Because it seems to be a prevalent problem with all the rating
agencies, is there collusion between the agencies? Have you seen
that? Or are you aware of that? Or would you speculate on that?
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Mr. McCLESKEY. I am not aware of any, and I would actually say
that there were a lot of efforts to make sure that there wasn’t even
the appearance of collusion.

Mr. LEUTKEMEYER. OK.

Mr. IssAa. Would the gentleman yield?

Mr. LEUTKEMEYER. Yes.

Mr. KOLCHINSKY. I agree with that.

Mr. LEUTKEMEYER. Yes. Thank you.

Thank you, Mr. Chairman.

Mr. IssA. Yes, the model you have is the same model that basi-
cally PriceWaterhouseCoopers, Ernst & Young uses. You pay to get
an audit. Why is it yours appears to have failed where audits by
comparison, particularly after Sarbanes-Oxley, have been consid-
ered to do better?

Mr. KOLCHINSKY. Sir, I believe it is the existence of a minimum
standard. The problem is rating agencies today are judges and ju-
ries and executioners of their own methodologies. And it is very
easy for them to go down a slippery slope and to change methodolo-
gies and adjust it in order to get a client.

If you can imagine, for example, if an accountant could go to a
potential client and say, you know, your current auditor thinks
that this is a loss, but we think it is a gain. According to our meth-
odology, it is a gain. If you hire us, bring us in, pass money, we
will do your books and we will make sure that is a gain. You would
see standards fall precipitously across the industry.

Accountants can’t really do that. And moreover, because there is
a minimum standard, if they do deviate from that, it is a clear case
of fraud or liability. That is one of the reasons I think you do see
some fraud cases, but it is very clear when fraud has occurred, and
you can take action in those cases.

Chairman TowNS. The gentleman’s time has expired.

I now yield 5 minutes to the gentleman from Illinois, Mr.
Quigley.

Mr. QUIGLEY. Thank you, Mr. Chairman.

Mr. Cantor, you began by talking about some of the improve-
ments you thought your firm had made in the last year. I guess
you would specifically talk about changes in methodology, your ex-
pertise would be methodology. Can you specify from where we were
at a year ago how your firm has changed or methodologies that
they?no longer use that someone might have questioned at that
time?

Mr. CANTOR. Well, I will point out two examples.

Mr. QUIGLEY. I am sorry. Could everybody move their micro-
phone closer because, especially over here, it is just very hard to
hear.

Mr. CANTOR. I will point to two examples of changes in methodol-
ogy that reflect some of the lessons learned from the crisis. One of
the big surprises in the crisis was that real estate markets, mort-
gage credit quality declined extremely rapidly across the entire Na-
tion within a very short period of time, and the ability to refinance
a loan, which had been generally widely available, would suddenly
disappear in nearly a blink of an eye.

This was a change in the environment for mortgage credit that
was beyond the range of our expectations. We consider a lot of sce-
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narios, some of them positive for the outlook for mortgage credit
quality; many of them negative. And we have a whole distribution
of scenarios that we are contemplating when we evaluate the risk
of a mortgage-backed security.

But the particular experience of the last few years was outside
that range. We were not alone in being mistaken about this. Most
observers of the market, I would say nearly all observers of the
market, were completely surprised by what happened.

But having said been so surprised in this particular instance, we
recognize now that in all our methodologies, we must allow for a
greater possibility that outcomes well beyond our normal range of
expectations could be realized in a short period of time. So that is
one area of change.

The other area of change would be in our expectations of what
issuers of mortgage-backed securities would be providing to us
when we rate a mortgage-backed security. While it has been stand-
ard always for issuers of mortgage-backed securities or their under-
writers to provide representations and warranties that the loans
underlying the mortgage-backed security met certain minimum cri-
teria or were described accurately in their offering documents, the
ability to enforce those representations and warranties was not as
strong as it turned out was needed to make them effective.

We are now requiring much stronger representations and war-
ranties, so if a loan defaults underlying a mortgage-backed secu-
rity, and it is then discovered that loan was misrepresented in
terms of its initial credit characteristics, such as whether income
verification had been undertaken by the originator, that loan would
have to be bought back by the underwriter and the issuer and in-
vestors would not lose any money as a result.

Mr. QUIGLEY. There were new plans. There were new creative
ways of pooling mortgages together that were presented to the rat-
ing agencies. And it was described as financial alchemy that some-
how a bunch of lower-rated mortgages bundled together and then
some sort of wand match waved over them and the package as a
whole was given a higher rating.

You know, are products like that given much greater scrutiny?
Or is that process not allowed at all in your firm?

Mr. CANTOR. Products that have a subprime collateral or low-
rated collateral are given greater scrutiny than they had in the
past because it has been revealed that the performance of those
loans, while we always recognized the performance of those loans
were going to be worse than higher quality loans, we hadn’t antici-
pated the suddenness with which we could have a radical change
from the historical experience associated with those loans and a si-
multaneous defaulting across all of them at once.

Mr. QUIGLEY. All right. I am running out of time.

Mr. McCleskey, if there is time, as it relates to municipal bonds.
Your concern is primarily the fact that the process isn’t reviewed
often enough? Or are there processes similar to the ones that have
been described last year and the succeeding year, are there still,
are there questionable practices as well as to how municipal bonds
are reviewed at the same time?

Mr. McCLESKEY. My concern was with respect to the frequency
of the review.
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Mr. QUIGLEY. You didn’t review and find anything that was simi-
lar to the alchemy that has been talked about previously?

Mr. McCLESKEY. No, sir. The municipal bonds tend to be a bit
more straightforward than these complex products.

Mr. QUIGLEY. Very good. Thank you.

Chairman TowNs. The gentleman’s time has expired.

Congressman Chaffetz from Utah.

Mr. CHAFFETZ. Thank you, Mr. Chairman.

And thank you all for being here.

Mr. Chairman, let me just note at the beginning that I too would
echo the sentiments of our ranking member and the need to dive
deep into the Friends of Angelo and Countrywide program. I would
hope and encourage at the very least, Mr. Chairman, is that some-
thing that we could potentially vote on in this committee in terms
of being with the offer, or go after those subpoenas?

Chairman TowNS. As indicated early on, the Justice Department,
I understand, is seriously looking at it and we do not want to inter-
fere with what the Justice Department is doing. But I understand
your concern, and I respect the fact that you——

Mr. CHAFFETZ. Thank you, Mr. Chairman. This committee has
done an admirable job in a bipartisan way to dive into issues of
great importance. It is just my way of saying, as one Member on
the minority side of the aisle here, that this would be important
and certainly encourage that.

Let me get right to Mr. Cantor. Over the last 24 months, as you
look at this, did Moody’s succeed or fail over the last 24 months?

Mr. CANTOR. In the years leading up to the crisis

Mr. CHAFFETZ. No, I am just looking at the last 2 years here. Do
you think you have succeeded or failed?

Mr. CANTOR. Well, the ratings that were put in place in 2006 and
2007 on mortgage-backed securities did not perform as we ex-
pected.

Mr. CHAFFETZ. Is that a——

Mr. CANTOR. They performed worse than we expected, much
worse.

Mr. CHAFFETZ. You are a rating agency. How would you rate
yourself?

Mr. CANTOR. We were deeply disappointed in the performance of
those
, 1V(Iir. fCHAFFETZ. But how would you rate yourself? I mean, what

ind o

Mr. CANTOR. We would not give a high grade to this performance
in this sector. We were deeply disappointed.

Mr. CHAFFETZ. You said earlier in your testimony, I was listen-
ing here, in response to one of the questions. It was about competi-
tion, saying that you would encourage and want competition. What
are you suggesting, then, that we do with the nationally recognized
statistical rating organization, the kind of oligopoly that you have?
Are you suggesting we break that up? Or are you suggesting that
we allow more people to compete and more institutions to compete?
When you say you are in favor of competition, what does that real-
ly mean?

Mr. CANTOR. We welcome additional competition. If the SEC
wishes to approve additional NRSROs, we would favor that.
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Mr. CHAFFETZ. Do you think you have too much of a grip and a
stranglehold on that process, in being able to—and this oligopoly
that exists between the different agencies?

Mr. CANTOR. I don’t think we have any influence on that process.
We don’t have any influence on the SEC’s process.

Mr. CHAFFETZ. But, I mean, you say on the one hand you want
more competition. On the other hand, and you say that you give
yourself a, you know, not a very high grade. Is that compatible
with the current model that we have with the NRSROs?

Mr. CANTOR. Right. Well, I think we had a lot of company in fail-
ing to anticipate the depth of the mortgage crisis. So I expect when
investors look at our ratings and think about their utility, they are
reflecting on the long historical track record that we have, the per-
formance of our ratings in the corporate sector, in the municipal
sector, and other sectors during this crisis. And it is not limited to
the performance of mortgage-backed and mortgage-related securi-
ties.

Mr. CHAFFETZ. You said that you are increasing the scrutiny that
is going on within the marketplace. I think I heard you say that
correctly. How many employees do you have now versus, say, 2 or
3 years ago? Do you have more employees or less employees?

Mr. CANTOR. We have a few more employees.

Mr. CHAFFETZ. Like a few more—help me with the numbers
here.

Mr. CANTOR. I am really not that familiar with the head count
numbers. I know we have had some expansion in our overall staff-
ing during a period in time when the volume of activity has gone
significantly down. So during a period of actually reduction in the
business, we have actually added employees.

Mr. CHAFFETZ. For the people that you are responsible for, give
me a sense of how many people that is. Do you have more?

Mr. CANTOR. In my area, the size of the Credit Policy Group has
doubled from roughly 25 to over 50. We are a key part of our initia-
tives to improve the ratings quality, so it has been a particular
focus. And I am regularly asked by my boss, do I have the re-
sources I need, and if I need more, I have been able to get it in
all cases.

Mr. CHAFFETZ. Thank you. Let me keep going. My time is so
short.

Did you see CNBC’s House of Cards?

Mr. CANTOR. No, I did not.

Mr. CHAFFETZ. You have not watched that program?

Mr. CANTOR. I did not.

Mr. CHAFFETZ. I would be interested to hear your reaction if you
have seen that.

Iflet me go specifically to the two gentlemen that are to your
right.

Did Moody’s retaliate against Mr. Kolchinsky in September 2007
after he raised his concerns that the company implement its
planned downgrade policy for the subprime CDOs, the
collateralized debt obligations? Did you or did you not retaliate
against him?

Mr. CANTOR. [inaudible] me?

Mr. CHAFFETZ. Yes.
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Mr. CANTOR. Mr. Kolchinsky’s allegations have been investigated
and have been found to have no merit.

Mr. CHAFFETZ. So why was he transferred and his salary cut
after he raised these concerns?

Mr. CANTOR. I am not familiar with the personnel decisions that
were made, and I am certainly not familiar with Mr. Kolchinsky’s
salary.

Mr. CHAFFETZ. You don’t have any first-hand knowledge of why
he was transferred?

Mr. CANTOR. I know there was a reduction in staff in his area
within Moody’s. It was an area that——

Mr. CHAFFETZ. And he just happened to be the guy that——

Mr. CANTOR. This was—he was the manager in charge of rating
the mortgage-backed, mortgage-related securities from 2005 to
2007, I believe, and that area was the area of the poorest perform-
ance of our ratings, and it was an area that wasn’t going to see
hardly any activity going forward.

Mr. CHAFFETZ. So is that the extent of your first-hand knowl-
edge? And may I ask you please if there is additional first-hand
knowledge that you have as to why he was transferred and why
this happened, that you provide it to this committee.

Mr. CANTOR. That is the extent of my knowledge, totally.

Mr. CHAFFETZ. Did Moody’s eventually adopt Mr. Kolchinsky’s
recommended policy after his transfer?

Mr. CANTOR. I know there was a policy recommendation made
before, I am not sure when it was. Before or after his transfer, he
made one policy recommendation that was communicated I think
to Compliance, maybe to others. It was carefully considered and it
was adopted, yes.

Mr. CHAFFETZ. So it was.

Mr. CANTOR. Yes.

Mr. CHAFFETZ. So he did give some good advice. Interesting. OK.

Mr. Kolchinsky, did the SEC ever respond to you when you con-
tacted them about our allegations of misconduct at Moody’s?

Mr. KOLCHINSKY. They did. They contacted me last week.

Mr. CHAFFETZ. Just last week? So after this hearing was an-
nounced, you got contacted.

Mr. KOLCHINSKY. Yes.

Mr. CHAFFETZ. That is amazing. I am just absolutely amazed.

In your opinion, does the SEC’s failure to respond to your allega-
tion shed any light on the agency’s ability to police the credit rating
agencies, as some in the administration has advocated?

One of the concerns, Mr. Chairman, that we have, and now my
time is up, is that here we have an agency that is failing to police
and dive into instances of alleged abuse, when you have whistle-
blowers like these gentlemen here who have stepped up and done
what is essentially the right thing, and trying to shed light, and
yet they only respond the week before this committee actually calls
them to testify.

So I know my time is expired, but I thank the chairman.

Chairman TOwNS. Thank you very much. The gentleman’s time
has expired.

I now call on Mr. Foster of Illinois.
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Mr. FOSTER. Thank you, Mr. Chairman, for holding this impor-
tant hearing.

One of the major problems that we are wrestling with here are
the conflicts of interest inherent in the issuer-pays business model
for the rating agencies. And I agree with Mr. Kolchinsky that the
best analog of this is how we handle conflicts in the oversight of
the accounting industry. And I believe that the best model for
going forward may be modeled on the Public Company Accounting
Oversight Board [PCAOB].

An oversight board like the PCAOB would be constituted largely
or dominantly by users of credit ratings and would have teeth. Spe-
cifically, it would have the powers to set standards, to mandate dis-
closures. It could conduct spot checks and investigations. It could
impose civil fines. It could ban firms and individuals from the cred-
it rating industry.

I believe that the PCAOB has been necessary and sufficient to
restore credibility to the accounting industry in the post-Enron era.
And so my question is: What, if any, might be the downside of in-
stituting a similar oversight board for the credit rating industry?

I guess I will start with Mr. Kolchinsky.

Mr. KOLCHINSKY. Sir, the only downside I can see from that
would be the argument of homogeneity of the ratings. In practical
terms, that is not much of a downside because with ratings shop-
ping and the bankers in charge of selecting which ratings agency
to go to, they were effectively, there were very few differences be-
tween ratings.

So theoretically, that would be a downside, but in practical pur-
poses, that was already the practice.

Mr. FOSTER. So your reservations are that it might not be a com-
plete solution, but that there would be no

Mr. KOLCHINSKY. It would not be a complete solution.

Mr. FOSTER. Right.

Mr. KOLCHINSKY. There is no perfect solution to this problem,
but I think this is something that allows competition between rat-
ings firms. It allows some minimum standards for the protection of
taxpayers and investors. And it allows things to be done in a public
transparent matter, instead of being done in backrooms or commit-
tee rooms at the rating agencies.

Mr. FOSTER. All right. So in general, you would endorse that way
forward?

Mr. KOLCHINSKY. Very strongly. Yes, sir.

Mr. FOSTER. Mr. McCleskey.

Mr. McCLESKEY. Sir, the model that you describe also sounds
analogous to FINRA, which was NASD when I worked there. I
worked there for 5 years as an investigator, and I have to say that
I am supportive of that model for the reasons that you have al-
ready mentioned.

I think that you are able to draw on more experience. You are
able to pay people more than on government scale when you have
essentially a self-regulatory organization.

Now, I would point out that in essence the SEC backstops
FINRA, that there are some shared jurisdiction. And I think that
is a good model as well. The SEC also provides oversight of the
self-regulatory organizations, and I think that should be a legiti-




51

mate role of such an organization. So I would agree it is not a com-
plete solution, but I would say that it would be helpful.

What is the downside? I would say, you know, it has to be fund-
ed, but you know, some things, you know, my view, having been
in this business for quite some time, is sometimes regulation does
cost money. It is a cost of doing business.

Mr. FOSTER. Pure industry self-regulation did not stop the Enron
scandals and so on. And that would be the advantage of making
it somewhat less than pure industry self-regulation.

Mr. Cantor.

Mr. CANTOR. In the list of powers that you would ascribe to this
new entity, it seemed to me that most of those powers already re-
side with the SEC, and I would leave it for others to decide where
those, you know, what type of organization is best able to imple-
ment those powers. But I would support and continue to support
the type of powers that you describe, with the exception of a pro-
posal I thought I heard you say to establish essentially standards
for methodologies, which would basically introduce a government
agency or a government-type agency into the opinion-setting proc-
ess and effectively stifle diversity of opinion and would lead to es-
sentially, eventually lead to government-based ratings, not pri-
vately determined opinions.

Mr. FOSTER. I understand. That is an issue that I am personally
conflicted on. You know, there is the usual debate about discourag-
ing innovation versus setting standards. And I think there is cer-
tainly merit that at least part of what gets reported is based on
standards that can be compared side by side for all rating agencies.

Anyway, thank you and I yield back.

Chairman TowNs. Thank you very much.

I now yield 5 minutes to the gentleman from Indiana, Mr.
Souder.

Mr. SOUDER. I thank the chairman, and I want to join with the
other Republicans. I know you are fair. You try to work these
things out, to have a Friends of Angelo hearing. I understand the
Justice Department is looking at it. They look at a lot of things
that we do, but it appears if we don’t do a hearing on that very
public subject that we are afraid to touch it because it might have
involved Members of Congress. And I would encourage the chair-
man to continue to look at and I would appreciate if he would do
so.

Chairman TOwNS. I appreciate the gentleman’s concern.

Mr. SOUDER. I have a couple of general comments I want to
make, and then a couple of very direct questions that I fear I am
not going to be able to get an answer to.

One is that I don’t view this as a failure of capitalism. Part of
the problem here is, as Mr. Issa said, is when you have three com-
panies that have 90 percent of the market, how does an oligopoly
work versus a true competition? And that is really what we are
kind of probing in these hearings, because the function of this com-
mittee is to look at the past. We are an oversight committee. Other
legislative committees look at the future.

So Mr. Cantor, when you say we have made changes, that isn’t
really enough right now. We have to dig in and find out what hap-
pened to see whether those changes are adequate. We had this dis-
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cussion with Mark McGwire who didn’t want to be here to walk
about the past, but we had to understand steroids before we could
talk about what we were going to do in the future.

And that the whole fundamental premise of capitalism requires
accurate information. We believe capitalism can regulate itself if in
fact ratings are accurate, information is there, and can do that. But
in the failure to do that, which clearly there were whoppers of er-
rors here, we had five billionaires on the panel here.

When I asked Mr. Paulson, who made the most that year, $3.7
billion, how did you make the money, how did you make that
much, because it seemed to me a lot of the evidence of the housing
bubble was there, he said, “I bet against all the people who were
going the other direction.”

That is how they made $1 billion that year because they could
figure out that the market was about to collapse, and why couldn’t
the rating agencies figure that out, which are more for the average
person is likely to buy based on the rating agencies. And that sug-
gests that very sophisticated analysts could get different informa-
tion or had either access to information or understood information
differently than the basic bond rating agencies.

Now, Mr. Issa raised another fundamental question, and Mr.
Cantor, you gave two things that have been frustrating to this com-
mittee. One is we never seem to have the right person there to an-
swer the questions. And the second part is that in the legal ques-
tion, it was said by Mr. McCleskey, I think, in his testimony, says
there may be civil lawsuits here. And part of the problem in getting
all the information is that if you have pending lawsuits, just like
in the case of Friends of Angelo, the No. 1 thing that people in my
District want to know, is if there was corruption or if there was col-
lusion or withholding information, did people go to jail? That is the
No. 1 thing. They don’t want our committee to trample on that.

But the chairman may have to call some people in to let the
American people see that there is a refusal to answer the questions
because, in fact, there is an investigation, because my fundamental
question is, in Mr. McCleskey’s charge, for example, that it was 15
to 20 years that some of these agencies hadn’t been reviewed for
public securities of cities and towns and so on. Is that true? And
have you submitted emails to suggest that you had a debate about
that?

Mr. CANTOR. You want to know what are, describe our surveil-
lance practices for U.S., local and regional governments?

Mr. SOUDER. In other words, have you submitted evidence to this
committee that suggests that he was factually incorrect?

Mr. CanNTOR. I haven’t seen the particulars of what Mr.
McCleskey has been asserting, so I don’t know whether it is correct
or not correct.

Mr. SOUDER. Mr. McCleskey, you made the allegation here today
in your testimony. Have you ever seen any evidence that suggests
you were incorrect in your allegation that they hadn’t reviewed
these securities in many years?

Mr. McCLESKEY. No, sir. I think that by the time I left, there
were some discussions about how to improve it, but that as I recall
there were still a lot of problems out there. And the simple fact of
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the matter is that you have tens of thousands of these things out
there.

In my view, the only way that these can be reviewed at all is
through algorithms that will pop up alerts, the same way that we
do in a lot of other compliance and regulatory matters.

Mr. SOUDER. Let me ask you a broader question here, because
both of you have made allegations. You were whistleblowers. You
have a track record of that. The company is responding that you
were inaccurate; that for one reason or another your department
wasn’t performing well. That is why you were terminated. It wasn’t
anything to do with being whistleblowers.

Well, the only way to check that is because they claim that there
was internal debate, and you claim there wasn’t internal debate.
One of the only ways this committee can verify whether there was
an internal debate is to get documents from the company that
prove that there was an internal debate. And to my knowledge, we
don’t have those documents.

And the question is, is the reason we don’t have those documents
is because this is about a lawsuit that if, in fact, we found that
there were no such documents, that the company would be vulner-
able to lawsuits because it would show that there wasn’t any inter-
nal debate.

Do you believe such documents exist anywhere in the system? Or
have any knowledge that once it matches up, that they had a de-
bate and your argument was rejected, as opposed to the fact there
wasn’t a debate, and that is why you were filing your complaints?

Mr. McCLESKEY. Well, I think, as I said before, the problem is:
Was anything documented? So there may be, whether there is a de-
bate or not, the question of whether people could provide you docu-
ments may be a different issue, whether documents were actually
created.

Mr. SOUDER. Mr. Chairman, this is a very critical point because
if they can, because the basic establishment question here is that
the whistleblowers’ charges were just their opinion, and that in fact
there was a robust debate and their opinion was rejected, and they
just made a bad decision about what was happening in the market.

Whereas the counter-argument that would say the government
does it is basically saying that there was corruption involved. And
if there is a civil lawsuit threat here, we may not get those docu-
ments. But if there is proof that they actually had an internal de-
bate and they just made a bad decision, that would affect what we
would propose legislatively.

I yield back.

Chairman TowNs. Good point, and that is why we would ask Mr.
Cantor to make certain that we get the documents. I mean, I think
this is so important. There was a meltdown and we are really try-
ing to get to the bottom of it, and we need your help in the process.

When we look at the fact that Lehman Brothers was rated AAA.
AIG was AAA. And then all of a sudden, look what happened? So
it is important that, you know, we know. And I am hoping that you
will cooperate, you know, or maybe you feel there is no problem.

Do you feel there is a problem?

Mr. CANTOR. Problem with what?
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Chairman TOWNS. You don’t think there is a meltdown? I mean,
you have heard of that, haven’t you?

Mr. CANTOR. The financial crisis has been severe.

Chairman TOwNS. Yes. And you don’t see that you had a role in
it in terms of the rating agencies?

Mr. CANTOR. During the buildup to this financial crisis, there
was a whole chain of events and participants in the market of
which we were one that made poor decisions and did not perform
as expected. I think we were not alone, and I don’t think we were
the biggest and most important player in this, but we did misjudge
the extent of the coming meltdown in mortgage-related securities.

Chairman TOwNS. So that is the reason why we need the docu-
ments.

Congresswoman Speier from California.

Ms. SPEIER. Thank you, Mr. Chairman.

Mr. Cantor, I have probably sat in on 200 or 300 hours of hear-
ings in the last year on the financial services industry, and I come
to one simple conclusion. The financial service industry has basi-
cally created this structure so that heads they win, and tails the
American people lose.

And it all comes down to something so very basic. Let’s start
with Lehman’s. You rated them as AAA. $2 billion was lost in Leh-
man’s AAA securities by cities and counties throughout this coun-
try, money that they were setting aside because they were about
to do constructions on schools and firehouses and the like. And it
was just up in air. Poof.

The American people really want to have some level of account-
ability. And I want to ask you if you took action or Moody’s took
action against anyone who had rated Lehman’s as AAA. Was there
any disciplinary action taken against anyone?

Mr. CANTOR. Lehman was rated A and was rated through a rat-
ing committee process. There were no actions taken against anyone
involved in that process, that everything that was done was accord-
ing to our codes of conduct, and there was no basis for doing

Ms. SPEIER. If nothing was done to anyone who rated Lehman’s
as an A when it was bankrupt, then something is wrong with your
methodology.

Now, isn’t it true that a couple of years ago your industry, and
Moody’s was part of it, came to Congress and said, we want to be
regulated, but we want you also to pass a law that provides that
no private right of action can be brought against us as rating agen-
cies.

Mr. CANTOR. I don’t recall any such thing. We currently are sub-
ject to securities law, and we are subject and can be sued, and have
been sued.

Ms. SPEIER. But no individual private rights of action?

Mr. CANTOR. Again, I am not an expert in legal matters. My un-
derstanding is there are private rights of action.

Ms. SPEIER. All right. Let me ask you about this. In Mr.
Kolchinsky’s internal memo to Moody’s executives, he said that the
assigned ratings in the Sahara Finance EUR, Limited were clearly
wrong. In fact, Mr. Kolchinsky then urged Moody’s to stop a related
transaction from adding billions of more toxic assets to investment
balance sheets.




55

I guess the first question should be to Mr. Kolchinsky. Did
Moody’s take any action?

Mr. KOLCHINSKY. Ma’am, I do not believe the second transaction
was rated, as far as I know.

Ms. SPEIER. Was not rated?

Mr. KoLCHINSKY. Was not rated. So the second transaction that
I warned about——

Ms. SPEIER. And the first was rated, and it was rated at what?

Mr. KOLCHINSKY. I do not recall at this point. It was an invest-
ment-grade rating, but I don’t recall off the top of my head.

Ms. SPEIER. Mr. Cantor, do you recall?

Mr. CANTOR. I believe this transaction was rated and was rated
AA three.

Ms. SPEIER. AA three. And then what happened to this particu-
lar transaction?

Mr. CANTOR. It is currently rated AA three.

Ms. SPEIER. It still is rated as

Mr. CANTOR. Its rating hasn’t changed.

Ms. SPEIER. I am sorry?

Mr. CANTOR. Its rating has not changed.

Ms. SPEIER. Its rating has not changed. And the subsequent
transaction was not rated. And why was it not rated?

Mr. CANTOR. I am not familiar with the specifics of that, so I
can’t address it.

Ms. SpEIER. All right. Let me ask you this. One of the big prob-
lems that some of us see is that there is a huge conflict of interest,
that issuers come to you and ask you to give them consulting serv-
ices so that when they package their particular issuance, it will be
rated highly. So much like the accounting industry where we put
firewalls up, many of us suggest that you should have firewalls be-
tween your consulting services and your rating services.

It also appears that your compliance staff reports to your general
counsel, and the general counsel’s responsibility is to prevent liabil-
ity for Moody’s. But the compliance officers are there to make sure
that Moody’s is complying with all the SEC regulation. So it would
suggest that you have on the one hand compliance officers who are
supposedly making sure that you are following SEC guidelines, re-
porting to an individual as general counsel who wants to make
sure that you have no liability, so there will be a conflict, just very
significant. Has that particular structure

Mr. CANTOR. I believe on the contrary. The general counsel’s role
is to avoid liability exposure for the company and there is no better
way to avoid liability than to have your employees comply with
your regulations and code of conduct.

Ms. SPEIER. Well, Mr. Chairman, my time has expired, but I
can’t understand how you could take qualified people in your com-
pliance section, dump them, and bring people who don’t have any
expertise in compliance and place them in that role under the gen-
eral counsel unless you were really trying to avoid having people
who were going to ask questions about how you were doing busi-
ness.

I yield back.

Chairman TowNs. Thank you very much.




56

I now yield to the gentleman from Virginia, Congressman
Connolly.

Mr. ConNoOLLY. I thank the chairman, and I thank him for this
thoughtful hearing.

Well, let me pick up on the last exchange between the gentlelady
from California and yourself, Mr. Cantor. You said the best way to
avoid liability is to make sure you comply. Is there some reason,
our staff were briefed this morning about the Kramer Levin review,
which I guess you were referring to when you said that the allega-
tions put forward by Mr. Kolchinsky were investigated and found
to be baseless. Although it is my understanding that, a), that re-
view is not complete; and that b), the entirety of this review will
be oral. It will not be put in writing. Is there a reason for that?

Mr. CANTOR. We discussed earlier the communications around
and documentation around that investigation. I will communicate
the wishes of this committee to our legal counsel and I expect they
will be able to comply with any request that comes from the com-
mittee.

Mr. CoNNOLLY. Well, that is really not my question. Is there a
reason why, I mean, this strikes me as quite unusual that a review
of charges of fraud by your outside counsel would, in fact, not be
in writing. And apparently, Kramer Levin indicated it is not going
to be put in writing.

Mr. CANTOR. I am not familiar with whether there will be a writ-
ten report or not.

Mr. CONNOLLY. Are you familiar with the fact that it is or is not
the practice of Moody’s to give such instructions to outside counsel?

Mr. CANTOR. I am not familiar with the instructions that we
have given in these cases. My role as the chief credit officer is to
review the methodologies and the quality of the ratings.

Mr. ConNNOLLY. Do you remember any outside counsel ever inves-
tigating anything at Moody’s in the past? Anything strike you in
terms of a review and whether it was put in writing or not?

Mr. CANTOR. I have not been part of a process of a previous ex-
ternal review.

Mr. ConNoLLY. Well, all right. Sticking to the same sort of seem-
ing penchant for secrecy, Mr. McCleskey, in your letter to the SEC,
you said that John Goggins, the general counsel at Moody’s, told
employees not to put any compliance or rating problem in emails
or any other written form. Why would he give such instructions, do
you think?

Mr. McCLESKEY. Well, sir, the first thing I would say is I didn’t
have that directly from John Goggins because I had very few con-
versations with John Goggins at all. Everything came through Mi-
chael Kanef. And although Mr. Goggins, the general counsel, was
my second-level supervisor, and although he spent considerable
time with the other person at my level, in the almost year that I
was underneath him, he did not set foot in my office a single time.

Mr. CoNnNoOLLY. Well, irrespective of whether it was Mr. Goggins
or not, was it in fact your understanding generally, company-wide,
don’t put anything in writing?

Mr. McCLESKEY. That was definitely communicated.

Mr. CoNNOLLY. And why do you think that was generally com-
municated?
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Mr. McCLESKEY. Well, my speculation, sir, would be really going
back to the point that was raised earlier. You have two different
comparatives, if you will, between compliance and legal depart-
ments that are concerned about liability. In compliance, you need
to document when you see a problem. You need to document what
you did about it, because if it is not documented, it didn’t happen
in the eyes of the regulators.

Mr. CONNOLLY. Yes.

Mr. McCLESKEY. So if we would see something, we would want
to document it. From a liability point of view, at least theoretically,
you don’t want to have documents lying around.

Mr. CoNNOLLY. Let me ask you, Mr. McCleskey, at any points
did superiors at Moody’s tell you not to talk to SEC investigators
during the SEC sweep investigation?

Mr. McCLESKEY. Nobody ever directed me not to talk to the SEC.

Mr. CoNNOLLY. So we do have secrecy, well, or at least a desire
to avoid putting things in writing, whether it be outside reports
about fraud allegations or whether it be anything that could be
traceable by the SEC, apparently built into the culture. Would that
be a fair characterization, in your opinion?

Mr. McCLESKEY. Yes, sir.

Mr. CONNOLLY. Mr. Cantor.

Mr. CANTOR. I am sorry. What was the question? That we have
a secrecy culture?

Mr. CoNNOLLY. I guess I am asking you to comment as to wheth-
er there is this culture of the avoidance of having anything trace-
able in writing, even to the extent, as I asked you earlier, about
an outside counsel report on an allegation of fraud, from Mr.
Kolchinsky which, by the way, earlier you assured us was baseless
based on a report that is not completed and not in writing, and
then you told us, well, I am not familiar with past history or why
it might not be in writing. You were confident enough to cite it as
exonerating, but not confident to talk about the details of whether
it is in writing or not.

Mr. CANTOR. Moody’s conducted its own internal review and
reached that conclusion. The preliminary findings of the outside
law firm confirms those findings.

Mr. ConNOLLY. Was the Moody’s internal review in writing? Is
that something you can share with the committee?

Mr. CANTOR. I have not reviewed anything. There may be a docu-
ment. I don’t know.

Mr. ConNoOLLY. Well, if you haven’t reviewed it, sir, how can you
speak with such confidence before this committee under oath that
internal review can be trusted?

Mr. CANTOR. Because I spoke with our head of compliance and
regulatory affairs, and he discussed it with me.

Mr. CoNNOLLY. I see.

My time is up, Mr. Chairman.

Ms. NORTON [presiding]. Next, the gentleman from Florida, Mr.
Mica.

Mr. MicA. Thank you.

Just a couple of quick questions, I guess to Mr. Kolchinsky. You
made a series of allegations about Moody’s misconduct. I believe
you are the one who made those allegations in a letter to the SEC.
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What was the basis of your allegations? I mean, you saw things
that were going on and then you thought it was your responsibility
to report to SEC what you saw going wrong. So what did you see
wrong at what point, and when did you notify the SEC?

Mr. KOLCHINSKY. Sir, my first report was to the Compliance
Group about——

Mr. MicA. I am sorry?

Mr. KOLCHINSKY. My first report was to the Compliance Group.
I put it into——

Mr. MicA. In writing?

Mr. KOLCHINSKY. In writing. It was a 14-page memorandum.

Mr. MicA. And did they respond to you?

Mr. KOLCHINSKY. As far as I know, they hired Kramer Levin and
also suspended me.

Mr. MicA. They what?

Mr. KOLCHINSKY. They suspended me.

Mr. MicA. The company suspended you.

Mr. KOLCHINSKY. Yes, sir.

Mr. MicA. For whistleblowing?

Mr. KOoLCHINSKY. That is my belief, yes.

Mr. MicA. OK. But you never got a written response from SEC
to this date?

Mr. KOLCHINSKY. Sir, after I was suspended, I reached out to the
SEC to make them aware of these violations. I spoke to them last
week, and we are planning on meeting so I can discuss further
with them.

Mr. MicA. OK. But again, first you found that you thought it was
incumbent on you to report what you saw as improper activities.
And you talked to Compliance and you also wrote to Compliance
both?

Mr. KOLCHINSKY. I wrote to Compliance.

Mr. MicA. I am sorry?

Mr. KOLCHINSKY. I wrote to Compliance.

Mr. MicA. You wrote. OK. And you never had gotten a response?

Mr. KOLCHINSKY. I, as we discussed previous, everything was
mostly done by phone call. So I received a phone call.

Mr. MicA. They called you in response to your letter?

Mr. KOLCHINSKY. They called me and they said they are bringing
in Kramer Levin and somebody from Kramer Levin will be in con-
tact with me. All communications from them were verbal.

Mr. MicA. So how did Moody’s find out about what took place?

Mr. KoLcHINSKY. I handed Michael Kanef the memo that I
wrote.

Mr. Mica. OK.

Mr. McCleskey, you also reported wrongdoing. Did you report
that to the SEC?

Mr. McCLESKEY. Sir, I sent a letter after my departure to the
SEC. It is probably going too far.

Mr. MicA. I am sorry. For some reason, I couldn’t hear you. You
sent a letter?

Mr. McCLESKEY. I am sorry. I sent a letter to the SEC after my
departure.

Mr. MicA. After your departure?



59

Mr. McCLESKEY. Yes, sir. And I don’t think I would characterize
it as necessarily whistleblowing with respect to wrongdoing. I
wanted to flag an issue to them to make sure that they were aware
of it when they were preparing to conduct their examinations.

Mr. MicA. Was your departure voluntary?

Mr. McCLESKEY. No, sir.

Mr. Mica. So they terminated you. Did they cite the cause for
which you were terminated?

Mr. McCLESKEY. No, sir. All they did was they said that senior
management had lost confidence in me.

Mr. Mica. Had you had any contact with SEC or any other indi-
viduals in reporting activities before the letter that you sent after
you departed and were dismissed?

Mr. McCLESKEY. I did not have any contact with the SEC prior
to my departure.

Mr. MicA. Or anyone else who you reported whatever activities
you thought should have attention of a regulatory body?

Mr. McCLESKEY. No, sir. I don’t think my departure was directly
related to any whistleblowing.

Mr. MicA. OK. And did you get a response to your comments
that you made for attention to SEC after you were terminated and
departed?

Mr. McCLESKEY. They sent me an email confirming receipt and
said they were considering what to do about it.

Mr. Mica. OK.

Mr. Cantor, why should the Federal Government continue to
grant Moody’s and other big credit rating agencies a protected oli-
gopoly by requiring financial institutions to rely only on your rat-
ings?

Mr. CANTOR. Moody’s favors the reduction and elimination of the
use of ratings in regulation, so we do not favor it.

Mr. MicA. So you feel that others could be involved in the proc-
ess?

Mr. CANTOR. Yes.

Mr. MicA. Do you think Congress should regulate that process?

Mr. CANTOR. There is currently a draft bill that has been pre-
pared in Congress to remove the use of ratings in many govern-
ment legislation and regulations.

Mr. Mica. How do you think that should be structured? You
don’t have to comment on the bill that is before us, but what would
be a fair way to have, say, some competitiveness in credit rating,
but also keep a high standard of rating?

Mr. CANTOR. Right. Well, I think in addition to reducing the reg-
ulatory reliance on ratings, the field of competition in the market
could be improved by enhancing the financial disclosures required
by issuers of structured finance securities.

At present, given the limited disclosure requirements in that
market, only rating agencies that have been asked to rate those se-
curities have the full access to all the information that might be
needed to evaluate the risks of those securities. And we recommend
that the SEC require more extensive financial disclosure, much as
is required of corporations in America when they issue debt into
the capital markets.
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And that way, multiple rating agencies, not just the ratings
agencies asked to rate the debt, and multiple analysts from dif-
ferent types of firms, can do their own analysis and choose to pub-
lish that analysis if they wish to monetize their conclusions or just
provide for some other reason that information to the broader mar-
ketplace.

Ms. NORTON. The gentleman’s time has expired.

I will take 5 minutes.

I am curious before I ask a question about the Compliance Group
that fascinates me, this internal watchdog. Given the blanket de-
pendence, I would say of the Nation. It is hard to think of an insti-
tution, or for that matter, individuals that weren’t dependent upon
these credit agencies. Given the source of their revenue, has the
fall, the collapse of the economy, had an effect on the revenue of
Moody’s, or for that matter, if you know of any of the other rating
agencies?

Mr. Cantor.

Mr. CANTOR. Moody’s has had significant decline in revenue over
the last 2 years, yes.

Ms. NorTON. Why is that? Is it because people aren’t, those who
fund them, which of course those whom they regulate, as it were,
or who we depend upon them, is it because they go less often to
the rating agencies? Why has the revenue fallen?

Mr. CANTOR. We have had fewer requests for ratings.

Ms. NORTON. Sorry?

Mr. CANTOR. We have had fewer requests for ratings.

Ms. NORTON. So people are out there on their own? There is no-
body watching. If you can say they were watching, there is nobody
watching now. People, does that, any of the three of you think that
shows a lack of confidence in the agencies now, that revenue has
fallen and folks don’t regard a rating as particularly, or at least ab-
solutely indispensable any longer?

Mr. Kolchinsky.

Mr. KOLCHINSKY. I think certainly the confidence in the rating
agencies has fallen. The drop in revenue is primarily due to drop
in revenue from structured products, and I think

Ms. NORTON. Due to what? I am sorry.

Mr. KOLCHINSKY. The drop in revenue in structured products.
Those are the products, like mortgage-backed securities.

Ms. NORTON. Yes. Fewer of those products, derivatives, etc., to
talk about or to grade.

Ms. KOLCHINSKY. Yes, ma’am. And I think a lot of that has to
do with the fact that at the time of the boom, one structured prod-
uct would buy another structured product. So ABS CDO would buy
subprime, and SIV would buy a part of the ABS CDO.

When that chain broke, that whole market disappeared. So there
weren’t a lot of what is called in the industry “real money inves-
tors” that were actually buying these products. These were all
moved on bank balance sheets or somewhere else into another
structured product.

Ms. NORTON. I am fascinated by this internal watchdog. Internal
watchdogs normally do not yield a lot of confidence, and one reason
it is hard to set one that can yield confidence. We have tried here
in this Congress. You know, how do you get enough without too
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much if you are, in essence, trying to do internal regulation of your
own conduct.

Mr. Kolchinsky, you have indicated or cast doubt upon the inde-
pendence of Moody’s’ compliance Group.

Mr. KOLCHINSKY. Yes, ma’am.

Ms. NORTON. Why do you believe the Compliance Group is not
independent, in whatever the word independent can mean within
those internal watchdog circumstances?

Mr. KOLCHINSKY. Ma’am, there are several reasons. First of all,
I believe——

Ms. NORTON. Speak a little louder into the microphone.

Mr. KOLCHINSKY. Sorry. I believe there are several reasons for
that. I believe, first, a truly independent Compliance Group would
report up to the independent members of the Board of Directors.
They would not have a reporting line from the general counsel to
the CEO on the business generation.

Second of all, I

Ms. NORTON. So are they reporting in the same way they were
reporting?

Mr. KOLCHINSKY. I believe so. They are still reporting through
the general counsel up to the CEO. And there is no scrutiny of that
from the Board of Directors, or the independent members

Ms. NORTON. So the same people who were reviewing their work
are still reviewing their work, with whatever lessons the collapse
may have taught them?

Mr. KOLCHINSKY. Yes.

Ms. NORTON. Do you believe that with the same, is it the same
chain of command, essentially?

Mr. KOLCHINSKY. It is the same chain of command as I believe
when Scott, Mr. McCleskey, was at the rating agency. Yes.

Ms. NORTON. So no change in the chain. And I understand the
conundrum here. How do you change, there are only so many peo-
ple you can report to. What would be the resistance, since this is
a watchdog? Because it doesn’t involve matters of ethical matters,
matters of the law. You could always ask the general counsel to ad-
vise you.

Mr. McCleskey, Mr. Cantor, what would be the resistance to re-
porting to the Board of Trustees who have a fiduciary obligation
and therefore, it seems to me, are the only really appropriate over-
seers within the organization?

Mr. CANTOR. The individual that is responsible for both compli-
ance and regulatory affairs, so the person in charge of compliance,
has an additional duty as well to also liaise with our regulators.
That person has met regularly with our Board of Directors, I be-
lieve quarterly, and meets with our independent Board of Direc-
tors.

Ms. NORTON. My time, too, is limited. I want to know why, as
I say, I would expect him to meet. I expect the Board to consult
with him. What reason could a rating agency offer for not having
the report unfiltered of a violation go first to the Board of Direc-
tors? Then they could ask general counsel. They could ask outside
counsel. They could ask the government.

Why, in light of what it seems to me was the unkindest cut of
all, the cut that came from the agencies on whom everybody de-
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pended, why isn’t the way to restore confidence at least to place re-
sponsibility for notification of violations of ethical standards and
the law, first to the Board of Trustees or to the Board, whatever
it is called, so that it can decide whom to consult?

What is the resistance and how would anybody justify reporting
in the very same way that the chain of command occurred before,
and that everyone agrees was an ingredient to the collapse of the
economy?

Mr. McCLESKEY. If I could respond to that question, because I
was the person who was involved in this chain of command. The
first distinction I would make is that the person who Mr. Cantor
described is not the head of Compliance. The head of Compliance,
as designated on public filings to the SEC, reports to Mr. Kanef.
Mr. Kanef reports to the general counsel.

Now, when I first got to Moody’s, we had a different reporting
chain and the idea was that once a year I would report to the
Board, and in the first year, I did. After the chain of command
changed, I did not have access to the board.

Ms. NORTON. Should you have?

Mr. McCLESKEY. Yes. And to answer your question, what is the
motivation for it, I can only speculate, but in my view, having been
there and in that situation, it is a matter of controlling risk, that
you have somebody there who doesn’t come from the litigation
background or has this different agenda, the compliance officer. I
simply don’t believe that it was viewed prudent to have the actual
head of Compliance have that kind of access.

Ms. NORTON. Prudent? I am just looking for a reason, you know.

Mr. McCLESKEY. It is my speculation, but it is speculation based
on my experience.

Ms. NORTON. Yes. Finally, if one is looking at how to regulate
this matter and one is trying to keep the government from getting
into the weeds, would you suggest that a report directly to the
Board might be one place to begin?

Mr. McCLESKEY. I would, yes.

Ms. NORTON. The requirement of a report to the Board might be
one place to begin?

Mr. McCLESKEY. I would.

Ms. NORTON. Yes.

Mr. KOLCHINSKY. Yes, ma’am.

Ms. NorTON. What about you, Mr. Cantor?

Mr. CANTOR. A report from Compliance directly to the Board of
Directors would be something we would consider. I don’t see a dif-
ficulty with it.

Ms. NORTON. So what was good enough before is good enough
now. Thank you, Mr. Cantor.

Mr. Lynch of Massachusetts.

Mr. LYNCH. Thank you, Madam Chair.

I want to thank the witnesses for helping us with our work.

It appears that, at least as this reform proposal moves forward,
we are still going to have over the counter derivatives traded.
These structured products are going to be traded outside of ex-
changes. And it appears, at least the way this is developing, we are
still going to have an issuer-pays model after all this reform is
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done. So we are still going to have the conflict of interest that we
have been dealing with in the past.

It seems to me that if we are not going to eliminate the conflict
of interest in the issuer-pays model, then we have to somehow bal-
ance that. And at least the only way I can imagine doing that is
to introduce some type of liability on the part of rating agencies
that stamp AAA on these structured products. Because the vast
majority of the market, they don’t understand deeply the mecha-
nisms of these structured products, but they do understand AAA.
They do. And that is what allowed a lot of these projects to go viral
and cause problems in the first place.

It seems to me that there has to be some type of underlying li-
ability for the rating agency if they slap AAA on something that
doesn’t deserve it. And right now, the way we have this system, it
is tantamount to immunity for the rating agencies, even though
they recklessly put AAA on a product that turned into junk 30 days
later or 60 days later or 90 days later.

Mr. Kolchinsky and Mr. McCleskey and Mr. Cantor, is this a via-
ble option of introducing some liability that might act as a con-
straint on these rating agencies from giving ratings to these prod-
ucts in return for cash? Because the rating agencies are also going
to get extra money, they are going to get a bigger payday for rating
these complex structured products, then they do the standard prod-
ucts.

So how would you suggest that we eliminate this conflict of inter-
est and there is liability, one of those options?

Mr. Kolchinsky.

Mr. KOLCHINSKY. Sir, I believe that extra liability should come
hand in hand with specific defined standards. And that does two
things. On the one hand, it helps investigators and regulators to
see when a fraud or misconduct has occurred, because they can
compare it to a defined set of standards. Today, most of these
standards come from the rating agency itself, so the rating agency
becomes the judge, jury and executioner of its own standards.

Second of all, having a defined set of standards would cut down
on frivolous lawsuits by an investor, for example, who just made
a bad decision. So if you have a set of standards for some minimum
sets of things that a rating agency must do, that is a good bench-
mark to see when liability or fraud has actually occurred or other
types of negligence. At the same time, it prevents frivolous lawsuits
from investors who just made a bad decision.

Mr. LYNCH. Yes. I do agree that it shouldn’t be a hair-trigger test
for liability, otherwise you would have everybody who didn’t think
the instrument performed the way they wanted it to would have
a cause of action. We don’t want that.

Mr. McCleskey.

Mr. McCLESKEY. Well, sir, I would be against any kind of blan-
ket immunity of the type that you are describing. I think that, you
know, with respect to the first amendment protection for rating
agencies, I am not a lawyer, but come on, that is not what the first
amendment was for.

Having said that, I would agree that if you are going to introduce
more liability, you do need to do it in a measured way with some
sort of controls, because we did have difficulties about a decade ago
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with a lot of frivolous securities lawsuits where, as you say, every
time the stock ticked up or down and somebody lost money, off to
court we were. So I do see that as a potential danger.

But having said that, I am not a lawyer, but my personal view
is that there ought to be some measure of liability.

Mr. LYNcH. Thank you.

Mr. Cantor.

Mr. CANTOR. As we discussed today, Moody’s is already subject
to liability. We can be sued for fraud and for violation of securities
laws. We have a number of lawsuits publicly announced and out-
standing. So we already are subject to significant liability.

What I think is most important is that there be accountability,
and I think there is a fair measure of accountability, certainly in
the private market, in the private use of ratings we are account-
able. Our reputation is being constantly reevaluated, and our rep-
utation is being evaluated now.

It has always been the focus of Moody’s management and its an-
alysts on producing the highest quality ratings and strengthening
our reputation to the maximum degree. And the current and recent
experience, if anything, has reinforced that concern and the pri-
macy of that concern in our rating practices.

Mr. LyNcH. Thank you. My time has expired.

Madam Chair, I yield back.

Ms. NORTON. The gentlewoman from Ohio, Ms. Kaptur.

Ms. KapTUR. Thank you very, very much for appearing this
morning.

May I ask each of you gentlemen to state for the record your pro-
fessional qualifications? In other words, what your background is?
Are you attorneys? Are you mathematicians?

We can begin with the first gentleman here.

Mr. KoLCHINSKY. I have an undergraduate degree in aerospace
engineering. I have a law degree and a master’s of science in statis-
tics. I have worked in structured finance my entire career.

Ms. KAPTUR. Thank you very much.

Mr. CANTOR. I have a Ph.D. in economics. I taught economics for
a number of years at universities, and I worked for 10 years in the
Federal Reserve system, and have been at Moody’s for 12 years.

Ms. KAPTUR. Mr. Cantor, thank you.

And what about Mr. McCleskey?

Mr. McCLESKEY. I have a master’s degree in financial regulation
and compliance management. I also have a master’s degree in
international relations from Cambridge, where my dissertation con-
cerned financial regulation. I have been in the markets in the
United States and Europe for approximately 15 years. I partici-
pated in the drafting of regulations and I have several published
articles and books on the subject.

Ms. KapTUR. All right. Are any of you gentlemen familiar with
the term in the law control fraud?

[Pause.]

Ms. KAPTUR. You are not? Well, if you are not familiar with it,
then if you have been a part of it, you wouldn’t know it, I guess,
if you don’t even know the term.

Mr. McCLESKEY. Can you repeat the term again?

Ms. KAPTUR. Control fraud.
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Mr. MCCLESKEY. I am not familiar with it, no.

Ms. KAPTUR. Control fraud is systemic fraud in which many, it
goes beyond a single person, but the person participates in a sys-
tem that is essentially fraudulent, and as a participant in that sys-
tem causes a great deal of harm and participates in illegal activity.

Let me ask you, as the housing bubble burst and foreclosures in-
creased, mortgage-backed securities issued by mortgage brokers
began to crumble, despite the AAA ratings that Moody’s and others
had placed on these issuances.

As you look back on this, with all of your education and experi-
ence, how could you participate in rating particularly the senior
tranches that had AAA ratings that collapsed? How is this pos-
sible? Would you please explain that? We can start, each one of
you.

What happened, Mr. Kolchinsky?

Mr. KOLCHINSKY. I think the main part of the problem were was
poor incentives everywhere across the board.

Ms. KAPTUR. Poor incentives?

Mr. KOLCHINSKY. Poor incentives.

Ms. KAPTUR. Define that.

Mr. KoOLCHINSKY. You had mortgage brokers who were
incentivized to get as many mortgages as possible, without any con-
cern for the credit quality. They would be paid upon closing of the
mortgage.

Ms. KAPTUR. Yes, but the rating you gave them, you gave them
very favorable ratings, AAA ratings. So the paper was brought to
you. I am asking you, though, in terms of how could you have been
a participant and your company a participant in a system that col-
lapsed? Don’t blame those that brought it to you. Once you got it,
what did you do?

Mr. KOLCHINSKY. I think we over-relied on quantitative models.

Ms. KAPTUR. On quantitative models. I wanted to ask you for
Moody’s, how many people actually worked for Moody’s prior to the
collapse of the market?

Mr. KOoLCHINSKY. I don’t have that information off-hand.

Ms. KAPTUR. What would you guess? Anybody?

Mr. KOLCHINSKY. My guess is about 3,000; 3,000 to 4,000.

Mr. CANTOR. Yes, 2,000, maybe in the rating

Ms. KAPTUR. 2,000, did you say?

Mr. CANTOR. In the rating agency itself, 2,000.

Ms. KAPTUR. Could you speak into the mic?

Mr. CANTOR. 2,000, I believe, maybe more.

Ms. KAPTUR. About 2,000 people. OK. How many of those people,
then, would you, of the 2,000, Mr. Kolchinsky, your job was Manag-
ing Director. You were the head of it all?

Mr. KOLCHINSKY. No, ma’am. I was one of four managing direc-
tors, one of the four managing directors within the CDO group.
And we had about 100 people total within that group.

Ms. KaPTUR. About 100 people. Were these the people that were
the mathematical brains that ascertained risk?

Mr. KOLCHINSKY. Some were mathematicians. We had a lot of
Ph.D.s. We had a lot of lawyers. People came from across the
board. But that was part of the group which decided methodologies,
built the models, and ran the models.
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Ms. KAPTUR. All right. So in other words, the made big mistakes.

Mr. KOLCHINSKY. Yes, ma’am.

Ms. KAPTUR. All right. And so it wasn’t just that the mortgage
brokers brought this paper to you, but there was a system set up.
And explain to me internally, inside your company, what happened
in that risk division that was so faulty? What happened and why
did it happen?

Mr. KOLCHINSKY. I think the system that existed in place al-
lowed bankers and other participants to game the models that were
set up. The models are actually very public, and what participants
could do, could look at the models and change

l\gs.l?KAPTUR. When you say model, are you talking mathematical
model’

Mr. KOLCHINSKY. Yes, mathematical models, as put into an ac-
tual spread sheet or a piece of software or even a methodology. In
my group in the ABS CDO Group and CDOs in general, those mod-
els were actually publicly available. Some were free to download
from the Web site. But that allowed bankers and other participants
to game those models.

Ms. KAPTUR. But who approved those models?

Chairman TOWNS [presiding]. The gentlewoman’s time has ex-
pired. I ask unanimous consent to give her an additional 1 minute.

Ms. KAPTUR. I thank the gentleman.

Who approved those models? Who invented the models and who
approved them?

Mr. KoLcHINSKY. It was different groups and people who were
tasked with that. Most of them internally, based on data that was
provided to Moody’s.

Ms. KAPTUR. Did you approve them?

Mr. KOLCHINSKY. I did not approve any specific one model.

l\/fis.? KAPTUR. Who approved them? Somebody above your pay
grade?

Mr. KOLCHINSKY. In some cases it was above my pay rate be-
cause I wasn’t in the position yet.

Ms. KAPTUR. Can you get me a list of who approved them?

Mr. KOLCHINSKY. Ma’am, I wouldn’t know. It was done by the
committee, and usually——

Ms. KAPTUR. Which committee?

Mr. KOLCHINSKY. By a committee set up for a particular meth-
odology. So there is a——

Ms. KAPTUR. Under your watch?

Mr. KOLCHINSKY. No, not under, not under my specific——

Ms. KAPTUR. Above you?

Mr. KOLCHINSKY. It would be in some cases above me, some
cases below me, but it all, there was no standard process of model
review and approval during the credit crisis.

Ms. KAPTUR. Let me just, in closing, Mr. Chairman, I wanted to
ask Mr. McCleskey. You were the chief compliance officer?

Mr. McCLESKEY. Yes, I was.

Ms. KAPTUR. OK. The SEC did an examination of Moody’s in
what was it, 2006, 2007, something back then?

Mr. McCLESKEY. I believe 2007.

Ms. KAPTUR. How long did you meet with them as chief compli-
ance officer?
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Mr. McCLESKEY. How long did I meet with them?

Ms. KAPTUR. Yes.

Mr. McCLESKEY. I did not meet with them.

Ms. KAPTUR. They did not——

Mr. McCLESKEY. They did not meet with me.

Ms. KAPTUR. You were the chief compliance officer and the SEC
did not meet with you?

Mr. McCLESKEY. That is correct. They met with our Legal De-
partment and outside counsel, and I did object.

Ms. KAPTUR. That is a shocking statement.

Mr. McCLESKEY. I did object to that.

Ms. KaPTUR. Thank you, Mr. Chairman.

Chairman TowNs. Thank you very much.

I now yield 5 minutes to the gentleman from Maryland, Mr.
Cummings.

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

Mr. Chairman, I wasn’t going to ask any questions, but listening
to Ms. Kaptur’s questions, I was just curious, and could not help
what I heard when she was asking about this fraud, and she went
on to ask questions concerning why all of this happened. And I
think you said something about insufficient incentives. Did some-
body say that? Mr. Kolchinsky.

Mr. KOLCHINSKY. Yes, sir, I believe.

Mr. CUMMINGS. And can you help me with that, explain that to
me? With all my constituents losing their houses, losing their sav-
ings, losing everything they have, we hear about people on Wall
Street getting these phenomenal bonuses. And I mean, when I
heard those words, I almost fell out of my chair. I was trying to
eat my lunch, and I had to come and ask you a question about that.
Can you help me with that? Were they making, do we have some
making a little bit of money on Wall Street? Is that it?

Mr. KOLCHINSKY. No. Obviously, people on Wall Street——

Mr. CUMMINGS. Make a lot of money.

Mr. KOLCHINSKY. Yes, sir.

Mr. CuMMINGS. While messing over the American people, big
time.

Now, tell me, just explain to me because my constituents want
to know, when you say a lot of this happened because of insuffi-
cient incentives——

Mr. KOLCHINSKY. Poor incentives, yes.

Mr. CuMMINGS. What does that mean?

Mr. KOLCHINSKY. Because for the most part, most people in the
securitization chain were not paid based on the long-term perform-
ance of the product they originated. So a mortgage broker was paid
at the closing of the mortgage, not depending on how the mortgage
did. The mortgage originator, like a Countrywide or a New Cen-
tury, was paid when they sold the mortgages to an aggregator
bank, like a Lehman Brothers or a Merrill Lynch. They were paid
right there and then, not depending on how the mortgage per-
formed. The bank then structured those mortgages. The bankers
were paid on the closing of the deal, not on depending on how the
security performed. That security went through an ABS CDO.

Mr. CUMMINGS. So in other words, it was like selling a piece of
zero, I started to use another word, and calling it something more
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valuable than what it is, pass it on like a hot potato. At some point,
somebody is going to have to pay, and the American people paid
by being thrown out of their houses and losing their savings and
what have you. Is that right?

And so, is that right?

Mr. KOLCHINSKY. Yes.

Mr. CUMMINGS. Yes. And then they were also put in a position
where, what you are saying is that they were being paid for quan-
tity and not quality. Is that right?

Mr. KoLCHINSKY. That is correct.

Mr. CuMMINGS. And, I mean, if you were, say, Secretary
Geithner, what advice would you give to the President of the
United States? Because I can tell you there are a lot of people in
my District who are mad, and they are wondering whether or not
we are doing the things that we need to do to straighten out this
mess, but not only to straighten it out, but to make sure it does
not happen again.

And T want you to look into, just look straight ahead, there is
probably a camera facing you right now, as if you are talking to
the President of the United States, and say, Mr. President, this is
what I would do; this is how you correct this mess; this is how you
make is so that we don’t have to go through this again; this is so
that Mr. Cummings will not be coming before you telling him about
all of the things that his constituents have suffered through, and
continue to suffer through, and how they have been robbed of their
savings, robbed of their futures, robbed of their houses.

Tell him. Tell the President. He’s watching.

Mr. KoLcHINSKY. Well, sir, I would recommend that alignment
of incentives across the board would probably be by far the best so-
lution. And that is actually return to the old roots of Wall Street
where there used to be a term called “eat what you kill,” and that
meant somebody only takes home whatever they actually produce,
and whatever money that they bring in.

And my recommendation would be that people who work in com-
plex products and structured products retain a vertical slice of
whatever they produce. And hopefully that would align their incen-
tives that their eventual pay and whatever they take home is based
on whatever they produce.

So the mortgage broker will get paid based on the mortgage. If
that mortgage didn’t pay on the first payment, then they wouldn’t
originate. They would know that is a bad investment, and the same
down the line. Countrywide, New Century, Lehman, Merrill Lynch
and all those bankers, they would not put the taxpayers at risk,
because they were putting their own livelihood at risk.

Mr. CuMMINGS. Did you have something, Mr. McCleskey?

Mr. McCLESKEY. No, sir.

Mr. CuMMINGS. OK.

Thank you very much, Mr. Chairman.

Chairman TowNs. Thank you. Thank you.

I yield a minute to the gentleman from Indiana.

Mr. SOUDER. Reinforcing the gentlelady from Ohio and the gen-
tleman from Maryland’s point, sales people to some degree sell, and
yes, it would be nice if they had long term. The check was supposed
to be you. You are the rating agency. You knew, obviously, that
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they had a motive to sell, that there was no back check. The back
check is supposed to be the rating agencies. You are supposed to
say what they sold wasn’t real.

And instead, we had the hedge fund people figuring out and tell-
ing us that they figured out it wasn’t real. They made money bet-
ting against your ratings. And that is what we are trying to figure
out how to address here because in the market, yes, some people
are sellers. Other people are supposed to long term, but if the rat-
ing agencies are cahoots with the sellers, there is no public back-
stop.

And now everybody is turning to government because the private
sector didn’t perform the function. And her questioning was along
the lines of where were you all. Now, we are going to have some
testimony from an attorney, Mr. Abrams, who says that you didn’t
perform an investigative function. You took basically the word of
the management and you basically said a similar thing that they
were reporting to you. And the American people think you are an
investigative agency. They think you are doing an independent in-
vestigation, not just taking a pass-on from the companies.

And so you weren’t the check to the sales part. And that is part
of our frustration.

I yield back.

Chairman TowNs. They were saying that if you pay us, then we
will rate it. I mean, all you have to do is just pay us. I mean, that
is basically what happened here.

So let me thank all of you for your testimony, and say to you,
Mr. Cantor, we would appreciate if you would help us get the docu-
ments. You know, we would like that very, very much, because, as
we look at the overall meltdown, that our interest and concern is
to try to make certain that it does not happen again. And in order
to do that, you could be very, very helpful in that process. Thank
you very, very much for coming.

Thank you, Mr. Kolchinsky.

Thank you, Mr. McCleskey.

Thank you, Mr. Cantor.

Thank you very, very much.

Now, we move to the second panel.

I would like to welcome our second panel. As with the first panel,
it is committee policy that all witnesses are sworn in. So if you
would please stand and raise your right hands while I administer
the oath.

[Witnesses sworn.]

Chairman TOwNS. You may be seated. Let the record reflect that
all witnesses answered in the affirmative.

Let me begin by introducing our witnesses.

Senator Alfonse D’Amato served as a New York Senator for 18
years. During his Senate career, Alfonse D’Amato served as the
chairman of the Senate Banking Committee and was also a mem-
ber of the Senate Appropriations Committee and the Senate Fi-
nance Committee. Since leaving Congress, Senator D’Amato has
founded a public policy firm called Park Strategies.

Good to see you, and I am happy to know there is life after you
leave this place.
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Mr. Floyd Abrams is a nationally recognized first amendment
lawyer. Over his long career, Mr. Abrams has represented a wide
variety of clients, including the Brooklyn Museum of Art, the New
York Times, Time Magazine, Senator Mitch McConnell, AIG, and
most recently, Standard & Poor’s. Welcome.

Mr. Eric Baggesen is a senior investment officer of Global Equity
for the California Public Employees Retirement System. He is re-
sponsible for implementation and management of investment strat-
egy and policy for the pension fund, $132 billion portfolio in pub-
licly traded equity investments worldwide under his current leader-
ship. The Global Equity Unit also oversees CalPERS corporate gov-
ernance, hedge fund, domestic long and short cash management,
and manager development programs, and the ongoing restructuring
of the asset class that began last year.

Welcome.

Dr. Lawrence White is a professor of economics and the deputy
chair of the Economics Department at New York University, Stern
School of Business. Dr. White has also served as a board member
for the Federal Home Loan Board and as the director of the Eco-
nomic Policy Office in the Antitrust Division at the Department of
Justice. Before joining the Stern School, Dr. White was a member
of the President’s Council of Economic Advisers during the Carter
administration.

Welcome.

At this time, I ask that each witness deliver their statement
within 5 minutes, and of course, you know the procedure. The yel-
low light comes on, which means you have a minute remaining.
And after that, then it becomes the red light, and that means stop.
I have been having some problems with the members of the com-
mittee recognizing red today because it is such an interesting topic
and, of course, they are trying to get to the bottom of it because
so many people have been hurt as a result of what has gone on
with this meltdown.

So we will start with you, Senator D’Amato. Good to see you.

STATEMENTS OF HON. ALFONSE M. D’AMATO, FORMER CHAIR-
MAN, SENATE COMMITTEE ON BANKING; FLOYD ABRAMS,
PARTNER, CAHILL GORDON & REINDEL, LLP; ERIC
BAGGESEN, SENIOR INVESTMENT OFFICER, CALIFORNIA
PUBLIC EMPLOYEES RETIREMENT SYSTEM; AND LAWRENCE
J. WHITE, PROFESSOR, LEONARD N. STERN SCHOOL OF
BUSINESS, NEW YORK UNIVERSITY

STATEMENT OF HON. ALFONSE M. D’AMATO

Mr. D’AMATO. Thank you, Mr. Chairman.

First of all, Mr. Chairman, let me congratulate you for holding
this hearing. It is important, because I feel very strongly that the
failure of the system, and the credit rating agencies in particular,
contributed substantially to the economic chaos that hit this coun-
try, small homeowners, business owners, and right across.

Mr. Chairman, credit rating agencies began their lives providing
an important and very legitimate investment tool that allowed in-
vestors to evaluate securities. Once the system change to one
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where issuers paid for the agencies to rate their securities, the
stage was really set for trouble.

There have been a number of Members today who have raised
that issue. And if you want to cut through it all, that is the prob-
lem with the system. Issuers are paying the rating agency, and the
rating agencies are looking the other way.

Why? You had two young men testify today, and I dare say they
lost their jobs and were fired unfairly because they dared to sound
an alarm. And the higher-ups didn’t like it. And the fellow who tes-
tified for Moody’s today, that was a debacle. He didn’t know any-
thing. He just knew that they try to do good ratings.

You have one person who was the chief compliance officer. They
finally adopted things that he had recommended. In the interim,
they said, well, you didn’t get along and they dumped him out.

By the way, he wasn’t the traditional whistleblower. He came in
here only after the committee invited him. And I dare say Mr.
Kolchinsky, his colleague, somewhat naively thought that if he
brought certain matters to the attention of the people that he
should have that they would have responded, and they did. They
threw him out. And the SEC did not investigate until 1 week ago
after you held these hearings. Shame on the SEC. Shame on them.
It is like putting a lamb guarding the tiger’s den. That is what has
been going on. And at long last, they finally came out with a list
of recommendations, at long last. I think that this committee and
the Financial Services Committee should examine them, because
they are meritorious. But one that is most important and should
be acted upon, and they have the ability, and Congress has the
ability to do so, is the SEC’s proposed prohibition against letting
a rating agency act as both a rater and a paid adviser for securities
issuers. This dual capacity is one that unavoidably creates conflicts
of interest. And don’t buy this firewall nonsense. It doesn’t work.
And the American people have a right to be protected.

Mr. Chairman, I have spent some time discussing this matter
with the prestigious Financial Economics Roundtable, and they
have a number of methodologies that they suggest. I am going to
ask that their testimony that we have submitted, that their state-
ment be placed in the record as if read in its entirety.

Chairman TownNs. Without objection, so ordered.

[The information referred to follows:]
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FINANCIAL ECONOMISTS ROUNDTABLE

For Release
December 1, 2008

Statement on
Reforming the Role of the Statistical Ratings Organizations
in the Securitization Process

The Financial Economists Roundtable (FER) is a group of senior financial
economists, who have made significant contributions to the finance
literature and seek to apply their knowledge to current policy debates. The
Roundtable focuses on microeconomic issues in investments, corporate
finance, and financial institutions and markets, both in the U.S. and
internationally. Its major objective is to create a forum for intellectual
interaction that promotes in-depth analyses of current policy issues in order
to raise the level of public and private policy debate and improve the
quality of policy decision.

FER was founded in 1993 and meets annually. Members attending a FER
meeting discuss specific policy issues on which statements may be adopted.
When a statement is issued, it reflects a consensus among the majority of
the attending members and is signed by all members supporting it. The
statements are intended to increase the awareness and understanding of
public policy makers, the financial economics profession, the
communications media, and the general public. FER statements are
distributed to relevant policy makers and the media.

The following statement on “Reforming the Role of SROs in the
Securitization Process” is the result of a discussion at FER’s annual
meeting on July 12 - 14, 2008 in Glen Cove, New York. A list of members
approving the statement and their current or most recent affiliation is
attached.

For further information contact:

Professor Edward 1. Altman
Stern School of Business London School of Economics
New York University London, WC2A 2AE
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Professor Richard Herring

The Wharton School
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Professor Charles Goodhart

Professor Edward Kane
Carroll School of Management
Boston College

Chestnut Hill, MA 02467
{520} 299-5066

Email: edward kane@be.edu

Websites: www.luc.edu/orgs/finroundtable;
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December 1, 2008
Statement on

REFORMING THE ROLE OF SROS IN THE SECURITIZATION PROCESS

During the last few decades, securitization has become a primary channel for enlarging
financial markets and transferring credit risk from lenders to investors. Outstanding issues of
privately securitized assets peaked worldwide at just under $12 trillion in 2008

When properly structured and monitored, securitization promises numerous benefits. It
can generate opportunities for specialization that reduce funding costs, increase the range of
financial products available, encourage financial institutions to deploy capital more efficiently,
and allow borrowers, lenders, and investors to manage their risks more flexibly. However,
transferring risk undermines incentives to perform due diligence at virtually every stage in the
securitization process. In the last year, evident shortfalls of care and diligence in the origination,
rating, and securitization of mortgages have led to a collapse in the prices of securitizations
related to subprime mortgages, alt- A mortgages and other leveraged loans. The suddenness and
extent of this price decline has undermined confidence in the reliability and integrity of the
ratings process for asset-backed securities, and has reduced prices and credit flows in every

market in which investors count on ratings firms to ascertain the quality of debt.

Meeting in Glen Cove, New York in July 2008, the Financial Economists Roundtable
(FER) discussed the need to strengthen the securitization process by changing the incentives
under which Statistical Ratings Organizations (SROs) operate. SROs (profit-making firms that

prefer to call themselves credit rating “agencies™) play a central role in testing the quality of the

! See Table 1 at the conclusion of this statement.
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pool of obligations being securitized and in creating and marketing “tranches” of graded claims
to cash flows from the underlying mortgages or other debt. The scope and scale of ongoing
ratings downgrades and defaults on securitized debt make it clear that the ways in which credit

ratings are used and constructed must be reformed.

The FER sees a strong need for three types of credit-rating reform. First, FER supports
strategies designed to improve SRO incentives by increasing the transparency of their modeling
practices and holding their managements accountable for negligent ratings errors. Second, the
FER challenges the wisdom of incorporating SRO ratings in securities and banking regulations
issued by governmental entities. By outsourcing public authority to private firms, this practice
intensifies the conflicts of interest that SRO personnel must resolve. Finally, to acknowledge
differences in the degree of leverage that is imbedded in different issues of securitized debt, FER
recommends that SROs be required to state an express margin for error in their ratings for every

tranche of securitized instruments.

Some Historical Perspective

Bond markets functioned internationally for 300 years before the first rating
organizations appeared in the United States. An active corporate bond market, largely in debt
issued by railroad companies, emerged in the middle of the 19™ century in the United States
more than half a century before the first SRO opened for business. SROs remained largely US-
focused until the 1970s, when global capital markets began to reemerge after fading in the
interwar period.

In the pre-SRO era, underwriters performed some certification and monitoring for
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investors. Thereafter, third-party ratings mitigated asymmetric-information problems between
issuers, underwriters, and investors by credibly centralizing efforts to collect and analyze the
information needed to estimate, monitor, and update the probability of default of individual
bonds.

Ratings data also expanded the range of investors willing to hold corporate bonds to
include parties that lacked the resources to undertake a complete and independent credit analysis.
SROs originally earned their revenue by selling ratings manuals directly to investors.

Building a reputation for accuracy is critical to the success of any SRO. Ratings firms
prospered to the extent that their predictions of the probability of default proved reliable after the
fact. Over time, the accumulation of reputational capital by successful SROs made entry
difficult for new SROs. The result is that two or three SROs have dominated the market for
credit ratings, and did so long before the SEC began to designate particular SROs as Nationally
Recognized Statistical Rating Organizations (NRSROs) in the 1970s.

In the early 1930s, incentives for SROs to produce reliable information for investors
were complicated by introducing ratings into the regulatory process. Regulators of banks,
insurance companies and pension funds began to use ratings to limit the riskiness of the assets
held by regulated entities. Regulators now set two kinds of rules: rules that restrict the extent to
which a firm can hold assets that fall below investment-grade or, as in the case of money market
mutual funds, require a higher threshold than investment grade, and rules that link capital
requirements to the ratings on individual securities, with lower capital charges for high-rated

securities.” The existence of such regulatory consequences was bound to intensify pressure on

? For example, (Sylla 2002, p. 37) notes that in 1936, the US Comptrolier of the Currency issued a regulation
prohibiting banks from purchasing investment securities with characteristics that were “distinctly or
predominantly speculative,” and then added that “the terms employed...may be found in recognized rating
manuals, and where there is doubt as to the eligibility of a security for purchase, such eligibility must be supported

3
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SROs to inflate the grades of lower-rated securities, because regulated clients routinely F:xplore
and develop ways of reducing their regulatory burdens. Frank Partnoy (1999, p.684)° describes
client pressure in this way: “[O]nce regulation ... incorporates ratings, rating agencies begin to
sell not only information but also valuable property rights associated with compliance with the
regulation.” As ratings became more widely used in trigger clauses in bond contracts, strong
ratings conveyed additional benefits to the issuer.

Of course, a concern for protecting their reputations can act as a healthy counterincentive.
Studies of ratings accuracy during the 20" century find that SROs have done a reasonably good
job of predicting the probability of default of corporate bonds relative to regulatory indicators® of
default risk and market measures of default risk.  Still, grade inflation has occurred. Caouette et
al. (2008) observe that though the ratings do represent relative risks (on average) reasonably
well, they are less reliable as indicators of absolute credit risks; default probabilities associated
with specific rating levels drift over time and therefore need to be frequently updated.®

The spread of photocopying technology facilitated unauthorized reproduction of SRO

rating manuals, which undermined the traditional user-pays revenue model. SROs responded by

by not less than two ratings manuals.” The latter phrasing, referring to recognized raters, was attacked as placing
too much authority in the private rating agencies, and on that ground it was deleted from the regulation in 1938,
although in a less formal way it remained in effect with regulators. For additional detaiis see Richard Sylila, 2002,
“An Historical Primer on the Business of Credit Rating,” in Ratings, Rating Agencies, and the Global Financial
System, edited by Richard M. Levich, Giovanni Majnoni, and Carmen Reinhart, The New York University Salomon
Center Series on Financial Markets and Institutions, Kluwer Academic Publishers, pp. 19-40.

? Frank Partnoy, 1999, “The Siskel and Ebert of Financial Markets? Two Thumbs Down for the Credit Rating
Agencies,” Washington University Law Quarterly, 77, October.

* For example, Hickman {1960) used legal investment lists for savings banks adopted by regulatory authoerities in
the states of Maine, Massachusetts, and New York as an indicator of regulatory ratings. For additional details see
W. Braddock Hickman, 1960, Statistical Measures of Corporate Bond Financing since 1900, Princeton: Princeton
University Press.

®See J. Caouette, E. Altman, P. Narayanan, Managing Credit Risk, 2" edition, John Wiley & Sons, NY, 2008. The
expected dollar-denominated default rate on non-investment grade corporate bonds in 1984 was 1.6% per year,
but is now 3.9% per year. As late as 2007, Fitch reported that the default rate on structured products through
2006 was similar or lower than that on corporate bonds, Subsequently, results for structured products
deteriorated sharply.



77

shifting to a business plan in which the issuer pays for their services. This plan intensified SRO
conflicts of interest with issuers. Issuers and underwriters actively shopped for ratings and were
unwilling to pay for ratings they deemed too low.® In the case of the newer securitized debt,
pressure for favorable ratings has been particularly intense because the large underwriters of
structured debt could direct substantial future revenue to a cooperative NRSRO, thus increasing
the potential for undue influence. SROs argued that concern for maintaining their reputational
capital would nevertheless insulate ratings decisions on securitized debt from undue influence by
issuers. This argument became increasingly less persuasive as income from rating structured
debt began to increase sharply and account for almost half of the revenues of the three dominant
firms.

A further weakness inherent in issuer-pays arrangements is that they undercut SRO
incentives to monitor and downgrade securities in the post-issuance market. The re-rating of
securities is usually paid for by a maintenance fee that is collected in advance from each issuer.
Few issuers are eager to be monitored closely, especially when monitoring is apt to result in
downgrades, and so it is not surprising that ratings are seldom downgraded until long after public
information has signaled an obvious deterioration in an issuer’s probability of default.”

Not until 1975 did the SEC confront the problem of how to determine whether a
particular SRO could be relied upon to provide ratings of sufficiently high quality that they could
be used in the regulatory process. The SEC’s solution to this problem was to certify particular

SROs as meeting sufficiently high standards to be designated by the SEC as an NRSRO. Other

® The June 2008 settlement between the New York Attorney General and the ratings agencies mandated charging
separate fees for indicative ratings. While the intent was to reduce shopping for ratings, some FER members
raised concerns that it may have the opposite effect by lending tacit official approval to the practice of shopping
for ratings.

7 €. Altman, H Rijken, “How Rating Agencies Achieve Rating Stability,” Journal of Banking & Finance, 28 (2004),
2629-2714, and E. Altman & H. Rijken, “A Point in Time Perspective on Through the Cycle Ratings,” Financial
Analysts Journal, 62, No. 1, {2006}, 54-70.
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regulatory agencies, Congress, and many private agreements made use of the SEC’s designation
of qualified NRSROs. For potential new entrants to the ratings industry, the costs and
uncertainty of obtaining NRSRO status imposed an additional, legal barrier on top of their
already substantial reputational disadvantage. From 1975 to 2002, although the SEC received
numerous applications from entities in the United States and abroad, only one new general-
purpose NRSRO was approved.

The NRSRO designation strengthened the market power of the dominant three incumbent
firms: Moody’s, Fitch, and Standard & Poors. In turn, the oligopolistic position these firms
enjoy reduces their incentives to compete in ratings methods and procedures. For example, even
though SROs inevitably lack long histories and through-the-cycle data on innovative
instruments, they have all been slow to draw on the information generated by derivatives trading
(especially in credit default swaps) and from secondary markets for debt and equity, both of
which would help them analyze potential defaults in a forward-looking context. Nor have SROs
developed procedures for supplying information on correlations that investors need to protect
against concentrations in risk exposure that might exist in a portfolio of securities.

Despite the potential benefits of strengthening competitive forces in the SRO industry,
the three major NRSROs have been permitted to acquire competitors virtually without
challenge.8 The FER belicves that the regulators could enhance competition among SROs by
more vigorous application of antitrust policy.  Although the SEC recently recognized a handful
of additional firms as NRSROs in the last two years in response to pressure from Congress to
ease barriers to entry, it will take considerable time for new entrants to wean much market share

away from the three dominant firms.

® For example, Moody’s purchased the market-based credit risk and portfolio management firm, KMV, in 2001 and
Duff & Phelps was purchased by Fitch in the early 1990s. Although KMV was not formaily an NRSRO, it competed
directly with NRSRO firms.
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FER’s Evaluation of SEC Proposals for Reform

Because some market participants are bound to base investment decisions primarily on
credit ratings, efforts to improve ratings quality are important. In June, the SEC proposed
several ways to improve the work of SROs and to increase competition in the ratings industry in
three ways. The avowed and laudable purpose of these proposals is to foster increased
transparency, accountability, and competition in the credit rating industry for the benefit of
imvestors. The precise models used by SROs are proprietary and to encourage an individual SRO
to invest in improving its models, the models themselves must remain proprietary. At the same
time, to hold SROs accountable for their performance requires that each SRO release enough
information on data input into its models to allow outside experts to verify its conclusions or
provide alternative results.

The SEC’s first proposal secks to mitigate conflicts of interest, enhance disclosures, and
improve internal policies and business practices at SROs. The second proposal would require
NRSRO:s to differentiate the ratings on structured products from those that they issue on
traditional bonds and loans, and perhaps to provide a timely and relevant accompanying
narrative. The third proposal would nearly eliminate the role of ratings in SEC regulations. FER
supports the thrust of each proposal. To explain why, we discuss each in turn.

In the important areas of disclosure and incentive conflicts, the SEC’s first proposal

would require SROs to:
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¢ Publish all ratings and subsequent re-ratings in ways that facilitate comparisons of SRO
performance in a timely manner. Disclosures would include performance statistics for
spans of 1, 3, and 10 years within each rating category.’

¢ Disclose all information used to determine ratings for structured products. In addition,
this would require each SRO to explain whether and how it might rely on the due
diligence of others to verify the character of the assets underlying a structured product
and to include sufficient information on the changing value of underlying assets to permit
outside analysts (i.¢., persons who are not paid by the issuer) to evaluate the riskiness of
the structured claims issued against them.

» Explain how frequently credit ratings are reviewed, whether different models are used for
ratings surveillance than for setting an initial rating, and whether, when changes are made
in an SRO’s models and procedures, they are applied retroactively to existing ratings.

The FER is less enthusiastic about the SEC’s proposed prohibition against letting an SRO act as
both a rater of and a paid advisor for a tranched securitization. Although we appreciate that
acting in these dual capacities intensifies SROs’ conflicts of interest, we believe that the
customary industry practice of presenting alternative structures for an SRO to rate makes it
impossible for the courts to distinguish ratings services from advisory services in a definitive

way. Moreover, we believe the enhanced disclosures will ease this conflict of interest.

The SEC or Congress might also impose disclosure requirements on issuers. Every US
issuer of securitized claims could be required to provide a monthly balance sheet and income

statement for each and every securitization structure it creates, even if the securities are to be

® Although SROs provide data on default rates for bonds and loans by rating categories, data on structured
products have been provided less frequently and ought to be published faster and more extensively in times of
market turmoil.
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marketed offshore. The revenue-generating pool of underlying assets constitutes the structure’s
assets and the tranches set by the securitization structure constitute claims against these assets.
When underlying assets lose value, whether through rating downgrades or outright defaults,
prospective revenues diminish and the values of affected tranches deteriorate. These easy-to-
interpret disclosures would make pending deteriorations in cash flows more visible to investors
and permit the joint distribution of risk statistics for the various tranches to be studied more

effectively.

The SEC’s second proposal seeks to differentiate ratings on securitizations in the future
from those on ordinary bonds. Because of their imbedded leverage, securitized instruments may
have a much deeper downside loss exposure than ordinary bonds. Using the same grading scale
for both kinds of instruments reduces the effectiveness of restraints on institutional risk taking
built into longstanding regulatory protocols. This renders many inherited regulatory strategies
obsolete and was bound to confuse at least some investors. As an estimate, every credit rating
carries a calculable margin for error. Introducing a differentiated scale is one way to alert
investors that downside margins for error are much larger for securitized claims than for ordinary
debt. Because imbedded leverage and downside margins for error grow larger when claims on
an underlying asset pool are tranched and retranched, SROs should be required to express ratings
on securitized debt in a two-dimensional fashion (i.e., with an accompanying estimate of their
particular margin for error). This would be much more useful than merely developing a separate
scale for securitized instruments. SROs might either use estimates of potential downside
variability to rate claims in an interval framework (e.g., a particular rating might be expressed as

lying in the range from A to AAA) or prepare and publish the volatility estimates themselves.
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The SEC’s third proposal addresses its practice of basing rules and reporting procedures
on NRSRO ratings. The concern is that the use of NRSRO ratings in supervision
simultaneously outsources some of the regulatory authority’s political accountability to profit-
making firms and appears to confer an official seal of approval on their methods that might
reduce the willingness of other parties to undertake due diligence and invest in securities
analysis. The SEC proposes to remove references to NRSRO ratings from virtually all of its

rules and protocols. '

The FER discussion divided references to NRSRO ratings in SEC regulations into two
categories: prescriptive mandates that tell asset managers what they must do and guasi- safe-
harbor provisions that provide firms, managers and directors some protection from liability for
adverse outcomes.

The FER strongly endorses eliminating from SEC regulations every prescriptive mandate
that is or would be based solely on credit ratings set by NRSROs. We believe this will have
three advantages. First, the prudence of investment decisions must ultimately be evaluated in a
portfolio context and cannot be assured by constraining the credit quality of individual assets an
institution holds, regardless of how accurate the SRO ratings might be. Second, depriving SRO
ratings of regulatory consequences will remove a major source of pressure for ratings inflation.
Third, in the absence of SEC mandates, managers and directors can and will subject the prudence

of their decisionmaking to review by a much wider array of outside monitors. In particular, they

1% An exception is drawn for rules and forms that “relate to non-public reporting or recordkeeping requirements
used to evaluate the financial stability of large brokers or dealers or their counterparties and are unlikely to
contribute to any undue reliance on NRSRO ratings by market participants.” (Quoted from SEC 17 CFR Parts 229,
230, and 240, Release No. 33-8940; 34-458071; File No. 57-18-08, p. 5.} These include rules which impose certain
recardkeeping and reporting requirements for holding companies that own broker-dealers and of supervised
investment-bank holding companies and reports regarding the risk exposures of large broker-dealers and OTC
derivatives dealers.

10
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will expand their use of directors and officers insurance and introduce letters of assurance from
well-respected experts. Whether or not these other monitors aspire to attain SRO status, they
would supplement, extend, and challenge the assessments of individual securities made by
SROs, thereby injecting valuable competition into the market for rating services.

The FER found it harder to assess the net benefits of quasi- safe- harbors (offered mainly
to directors and officers of money market mutual funds) based on credit ratings. " Some
members felt that removal of quasi-safe- harbors would yield benefits from increased managerial
diligence and reduced pressures for grade inflation that would more than offset the increased
compliance costs and costs of defending nuisance lawsuits. Other members believed that there
are efficiencies to be achieved by use of intermediaries specialized in credit review. They argued
that the rating requirements for money market mutual funds had worked reasonably well (apart
from the current credit crisis) and that increased compliance costs, especially for smaller funds,
would swamp any benefits that might emerge from increased managerial effort. Moreover, it
was agreed that retaining this role for NRSROs would provide SROs with an incentive to register
for NRSRO status and comply with the enhanced disclosure requirements. Even if the SEC
should decide to continue to offer quasi- safe- harbors based on credit ratings, requiring a new
ratings scale for securitized debt means that the content of such provisions has to be analyzed
afresh to acknowledge the implications of the distinctions created. A new scale will similarly
force banking agencies and state regulatory bodies to rethink and rephrase all rules and
regulations that rely on credit ratings. In view of the importance of regulation-induced
innovation in creating financial turmoil, such rethinking is long overdue.

Implications for Other Regulators

* This protection is at best a quasi- safe- harbor because rule 2a-7(c) (3) states that the board must take into
consideration “factors pertaining to credit quality in addition to any rating.” It might better be viewed as indicative
guidance.

11
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Although the SEC stressed that it had consulted with the President’s Working Group on
Financial Markets, the Financial Stability Forum and the Technical Committee of the
International Organization of Securities Commissions (JOSCO), the SEC’s proposed removal of
references to ratings in its regulations diverges sharply from reform strategies currently being
implemented by other regulators in the US and abroad. For example, the Treasury’s temporary
insurance of money market mutual funds relies on compliance with rule 2a-7 that relies on rating
as a useful indicative guidance, and the Treasury’s recent plan to recapitalize banks will be
contingent on ratings to some extent. FER sees the SEC’s third proposal as providing a timely
challenge to other regulators to reexamine the extent to which they plan to employ SRO ratings
in their own regulatory schemes.

Although new rules and enhanced supervision might induce slightly better SRO
performance, it is unlikely that increased government oversight of the production of credit
ratings can improve SRO performance over time and improve the performance of investment
managers as effectively as market forces can. It is particularly important for banking regulators
to reconsider their reliance on ratings decisions. By adopting Basel 11, they are linking minimum
capital requirements for some banks to ratings issued by whatever SROs they recognize in each
individual nation. Some banks will be free to use Basel II’s Standardized Approach, which the
European Union and Japan have already begun to implement and is proposed for implementation
in the United States. In this scheme, capital charges are assigned to each bank’s assets according
to their credit ratings, with unrated assets receiving a 100% risk weight. Since loss reserves are
already based on anticipated losses, capital requirements are intended to provide a buffer against
unexpected risks. Thus, it is illogical to use credit ratings to establish capital requirements, since

they convey no information about the volatility of an asset’s return around expected loss

12
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experience. In addition, ratings may be useful for establishing loss reserves for particular assets,
but they say nothing about how a bank’s net worth or its portfolio of assets may vary in value.
The amount of capital that must be set aside to achieve a particular target level of safety has to be
linked explicitly to measures of the volatility of its earnings, not asset ratings.

Since the subprime crisis has had a world-wide reach, regulatory authorities in other
countries are also thinking about how to regulate SROs. Despite the SEC’s attempt to coordinate
its actions with IOSCO, it is clear that different countries may respond to the crisis in different
ways. The use of ratings is hard-wired into many European Union regulations. The EU’s
internal market commissioner is thinking of introducing some exacting regulatory requirements
to make sure ratings are not “tainted” by the conflicts of interest inherent to the ratings business.
The European Commission has proposed a registration and oversight regime that would have
two features. The first charges the Committee of European Securities Regulators (CESR) with
the responsibility for choosing an individual country to register, coordinate and consolidate
oversight of individual SROs. The second creates a central supervisor, financed from the EU
budget, to license rating organizations. As capital markets become more closely integrated,
ratings organizations are bound to find it difficult to operate under different rules in different
locations. Also differences in rules would complicate cross-country comparisons of ratings for
investors and regulators. If a single supervisory approach is to be adopted, FER strongly
supports the SEC’s strategy which relies on greater transparency, increased competition and the
abandonment of the practice of incorporating NRSRO ratings in regulatory mandates. The FER

hopes that other regulators will follow the SEC’s lead.
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Table 1. Estimated Size of the Global Asset -Backed Securities (ABS) Securitization Market
Classified by Collateral Employed
(in billions of dollars)

Prime Mortgage-Backed Securities $3,800
Subprime Mortgage-Backed Securities $780
Commercial Mortgage-Backed Securities $940
Consumer ABS $650
High-Grade Corporate Debt $3,000
High-Yield Corporate Debt $600
Collateralized Debt Obligations $400
Collateralized Loan Obligations $350
Other ABS $1,100

Total $11,920

Source: Compiled from a variety of sources including Goldman Sachs, JP Morgan Chase & Co,
Lehman Brothers, Markit.com, Merrill Lynch and IMF Staff estimates
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Mr. D’AMATO. Mr. Chairman, let me go on to say that reference
was made to the debacle that took place at Enron and that took
place in corporate America, and things were done to deal with that.
That doesn’t mean we have a perfect system today, but you did
have an analogy that was striking in terms of conflicts, and it un-
dermines the credibility of organizations that people are dependent
upon.

Our accounting industry was subverted for a while when you had
accountants, the big three, the big four, who were not only audit-
ing, but being paid as advisers. We stopped that. You can’t be an
adviser today to a public company and be an auditor. And that is
as it should be because inherently there is a conflict to both being
an adviser and an auditor.

And Mr. Chairman and members of the committee, that inherent
conflict of interest exists today. And all this business about, let me
tell you. Every one of the big three rating agencies tell you they
want competition. First of all, there is no competition really. They
enjoy 90 percent of it. They have the stamp of approval from the
SEC. The way to really provide competition and get the most mod-
ern methodologies involved today, and there is a way to do that,
is to see to it that there is a ban on issuers being paid, or paying
rating agencies.

It is rather simplistic, but that is where we should start, and
that is the nub of the problem.

Thank you, Mr. Chairman.

[The prepared statement of Hon. Alfonse M. D’Amato follows:]
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Testimony of the Honorable Alfonse M. D’Amato before US House
Committee on Oversight and Government Reform

Thank you, Mr. Chairman, for giving me the opportunity to testify
before your committee today on the topic of credit rating agencies and
the role they played in the recent financial crisis. Their failure to
adequately protect the interest of the investing public caused
homeowners, small businesses, and investors in mortgage backed
securities everywhere to suffer.

Credit rating agencies, SRO’s, began life providing legitimate
investment tools that allowed investors to evaluate securities. Once
the system changed to one where issuers pay for agencies to rate their
securities, the stage was set for the trouble we have today. Add the
fact that a select few ratings agencies had the imprimatur of SEC
recognition as Nationally Recognized Statistical Rating Organizations
{NSRO’s) with a near monopoly on their services, and the opportunity
for bad results multiplied.

The debacle of the sub-prime mortgage crisis could not have taken
place without the total complicity of these credit rating agencies. Until
today and this hearing, we have not had a comprehensive investigation
relating to how these services- Moody’s, Standard & Poor’s, Fitch, and
others- could have given triple-A rating to securities that clearly
deserved junk bond rating.

CNBC aired a magnificent expose titled “House of Cards” in which they
documented the shocking abdication of responsibility by the rating
agencies. It becomes quite clear after an interview with Anne Rutledge,
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one of Moody's own securities raters, that rating agencies looked the
other way because they were afraid to lose business from Wall Street.

Unless there is some liability attached to their actions, rating agencies
will have no real incentive to clean up their act. The testimony the
committee is receiving today from another brave former Moody’s
analyst about the apparently continuing prdblem of overrating dubious
securities and the “moral responsibility” he accepts for this problem
underscores the need for action.

Credit rating agencies have such obvious conflicts of interest and were
so derelict in their responsibilities to the investing public in the past few
years that their opinions should now be heavily discounted. They have
fost credibility — for as the very word credit itself comes from the Latin
credere “to trust or believe”, their pronouncements simply are no
longer believable.

Their failure to detect obvious flaws in the financial products they were
evaluating was like not crying fire in a burning theater. And given that
they were so clearly incentivized to favorably rate their clients’
offerings, in effect put the firebug in charge of the fire alarm.

This will not change unless the SEC puts real teeth in its proposed new
rating agency rules. Until now the SEC has been too timid and lax in its
response. The recent SEC vote to consider amending Commission rules
to subject rating agencies to liability when a rating is used in connection
with a registered offering is a step in the right direction, but it is one
that should have been taken long ago and should not take forever to
implement.
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The prestigious Financial Economists Roundtable has made several
suggestions for reform in this area that should be acted upon. | have
discussed their recommendations at length with Professor Edward
Altman of NYU's Stern School of Business, a distinguished scholar and
one of the co-authors of the FER's Statement “Reforming The role of
Statistical Ratings Organizations in the Securitization Process”. With
your permission, | will offer their entire Statement for inclusion in the
record. If | might just quote the following recommendations:

“The FER [supports].... Credit-rating reform. [It] supports strategies
designed to improve credit rating agencies’ incentives by increasing the
transparency of their modeling practices and holding their
managements accountable for negligent ratings errors. “

“....FER challenges the wisdom of incorporating SRO ratings in securities
and banking regulations issued by governmental entities.” (Doing so is
like relying on Bernie Madoff’s accountant to ascertain if his books
were in order.)

“... [it] recommends that SROs be required to state an express margin
for error in their ratings for every tranche of securitized instruments.”

[Finally], “Every US issuer of securitized claims could be required to
provide a monthly balance sheet and income statement for each and
every securitization structure it creates.”

Along with these reforms | would go one step further and support the
SEC's proposed prohibition against letting a rating agency act as both a
rater of and a paid advisor for securities issuers, as these dual capacities
unavoidably creates conflicts of interest. The analogy | would use here
is that of the conflicts that undermined the credibility of accounting
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firms in the past wherein they both audited and advised certain clients.
ftis inherently a conflict of interest to be both an advisor and auditor,
and it is inherently a conflict of interest to be both an advisor and a
rater.

The SEC should consider new models for sanctioning credit rating
agencies that increases the number of approved raters. It should seek
advice from an outside panel of experts to vet and approve new rating
agencies that doesn’t shut out more thorough approaches to credit
rating, including models that more accurately predict the probability of
securities default. It should devise a way to prevent issuers from buying
good ratings by requiring them to pay rating fees into a pool that would
then be drawn on independently of the issuers by the SEC to retain
rating agencies and give unbiased, un-conflicted opinions.

In conclusion, the stability of our entire financial system rests on
credible, objective, conflict-free analysis of securities. If we do not
shore up this pillar of US economic security, the economy will continue
to suffer from a lack of confidence in both our financial institutions and
our government. The time to act is now.
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Chairman TowNs. Thank you very much for your testimony, Sen-
ator D’Amato.
Mr. Abrams.

STATEMENT OF FLOYD ABRAMS

Mr. ABRAMS. Good morning. Thank you very much for inviting
me, Mr. Chairman and Mr. Ranking Member.

I would like to say, first, it is good to have Senator D’Amato back
}n t(fwn. We all miss him. I come from New York, so I can say that
reely.

I am appearing on my own behalf today because I was asked by
the committee to come, which is to say I was not designated by my
client to come. But I do want you to know that I represent Stand-
ard & Poor’s and have, and represented them for over 20 years,
and I have represented the McGraw-Hill Co., their parent, for over
20 years.

Chairman TowNsS. But I am impressed that you represent the
Brooklyn Library.

Mr. ABRAMS. So I am here to talk, at least in the first instance,
about the issue of liability and the questions and issues raised in
part by the new discussion draft released by Representative Kan-
jorski, because I thought that I could add something from the fact
that I represent Standard & Poor’s in now over 30 litigations com-
menced around the country after and as a result of the economic
collapse that has occurred.

Those litigations are of lots of different sorts, under lots of dif-
ferent statutes, Federal, State and common law theories. The pro-
posal before Congress now, at least in the discussion draft, is to
amend the 1934 Securities Act, which is a fraud statute. And I
come here to urge you to try to see that three principles are ad-
hered to, if you should amendment that act.

The first is that we should adhere to the core principle of the act
that currently exists, the 1934 Act, which is liability for knowing
or reckless misconduct, as distinct from allegedly negligent mis-
conduct, not what is argued by someone to be unreasonable, but by
doing something in bad faith, intentionally, on purpose.

Mr. Kolchinsky, who sat in Senator D’Amato’s seat a few min-
utes ago, had the legal test right when he articulated to you what
he thought the test was. If a rating agency or anyone else issues
a rating or does something in the securities field where they are
saying something they don’t believe in, that they either know or
think is false, if they do that, they can be held liable. And my view
is that you ought to continue to adhere to that standard, whatever
else you do.

The second thing I think you should do is to treat every defend-
ant equally. Rating agencies should be singled out so that they
wind up in a situation where if a rating agency, an accounting
firm, and a securities analyst are in the same case, you have dif-
ferent legal standards apply to the three of them. They should be
the same legal standards, whatever they are.

And the third is that whatever you do, you ought to do some-
thing which is as pro-competitive as possible. And what I mean by
that is that there are proposals now in the discussion draft, for ex-
ample, which I consider extraordinarily anti-competitive. There is
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a proposal, for example, which would say in so many words that
rating agencies have to share all the information they gather with
all the other NRSROs that exist, to investigate everything that
comes in from all those other rating agencies, to review them, and
to be liable if another rating agency does something which is
against the law. This is what the draft statute calls joint liability.

I think that is not a good idea. I don’t think it is fair. I don’t
think it is deserved. I also know it is uninsurable. And I ask, who
is going to go into this business? Who are the new NRSROs going
to be if you enact legislation of that sort?

So I conclude, then, with the notion that with those principles
outstanding, you can change the statute if you think it is necessary
to do so. I can assure you on personal knowledge there is lots of
litigation against rating agencies in the multi-billions of dollars
going on right now.

Thank you.

[The prepared statement of Mr. Abrams follows:]
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Mr. Chairman, Mr. Ranking Member, Members of the Committee, good moring. My
name is Floyd Abrams. 1 am a senior partner in the law firm of Cahill Gordon & Reindel LLP
and I appear today, at your invitation, to discuss issues relating to the imposition of liability on
credit rating agencies. It is an honor for me to be here.

1 appear on my own behalf today and not on behalf of any client. My law firm has served
as outside counsel to The McGraw-Hill Companies, Inc. (“McGraw-Hill”), and its subsidiary,
Standard & Poor’s Ratings Services, LLC (“S&P”) on a variety of matters for over 20 years.
Lately, I have spent much of my time defending both companies in a wide array of lawsuits in
state and federal court, many arising out of S&P’s recent credit ratings on certain structured
finance securities backed by residential mortgages. There are almost three dozen of these
lawsuits currently pending. In these cases, plaintiffs are seeking — literally — tens of billions of
dollars in damages.

In my testimony today, I will discuss some of these pending cases, along with recent
proposals to amend the pleading standards in new cases brought against S&P and other
Nationally Recognized Statistical Rating Organizations (“NRSROs”). I will also address certain
protections that apply to S&P and other rating agencies under the First Amendment to the United
States Constitution.

Pending Litigation Against NRSROs

S&P is currently facing a number of litigations related to its ratings, including its ratings
on certain mortgage-backed securities. These cases have been brought in state and federal courts
around the country and have included a wide array of claims based on a wide range of theories.

Cases rooted in federal law have been brought under statutes as distinct as the federal securities



97

laws and ERISA. Cases commenced under state or common law seek recovery on grounds
ranging from negligent misrepresentation to breach of contract to fraud. And lots of other
theories as well. 1 may disagree with plaintiffs’ lawyers on a lot of subjects but no one can deny
their creativity in conjuring up theories upon which to base lawsuits.

Although most of these cases are still in their early stages, courts have begun issuing
rulings in some of them. In one case in which a judicial opinion was issued three weeks ago, a
federal court in the Southern District of New York dismissed most claims by the Abu Dhabi
Commercial Bank and another plaintiff but concluded that enough facts had been asserted
(although not, of course, proved) to allow a claim for common law fraud against S&P and
another NRSRO to go forward.! The Abu Dhabi suit relates to rating opinions on a structured
investment vehicle that held, among other things, residential mortgage-backed securities. When
the securities issued by the vehicle defaulted, the plaintiffs sought to recover their claimed losses
from rating agencies and others, asserting, among other things, that they would not have
purchased the securities — valued in billions of dollars — were it not for the supposedly inflated
credit ratings.

The plaintiffs are seeking significant damages in the 4bu Dhabi case. More immedaately,
S&P will now have to incur the extensive costs associated with sweeping and burdensome
discovery above and beyond the costs it has already incurred in that case in turning over

thousands of documents before the court’s decision.

! Abu Dhabi Commercial Bank v. Morgan Stanley & Co., 2009 W1, 2828018 (SD.N.Y., Sept. 2,
2009).
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In another case, dso in the Southern District of New York, the court let a federal
securities fraud case continue against Moody’s under SEC Rule 10b-5. In that case, the court
held that the plaintiffs had sufficiently alleged various actionable misstatements. Another
NRSRO, Fitch Ratings, has also been sued, along with S&P and Moody’s, in a number of actions
over its rating opinions, including its ratings on mortgage-backed securities.

Although S&P intends to contest all claims against it vigorously and believes it will
ultimately prevail, there can be no doubt that ongoing multi-billion dollar claims certainly reflect
the availability of legal redress if it is warranted.

Proposals to Amend The Pleading Standard in Cases Against NRSROs

In the midst of these litigatiors, Congress is considering various proposals to increase
further oversight of NRSROs by the SEC (most of which S&P takes no issue with) as well as at
least one legislative proposal that could be read to lower the pleading standard in securities fraud
cases against NRSROs and which would make NRSROs uniquely vulnerable to a flood of
additional and still more costly litigations.

Before discussing this potential change in the law, I think it is important to address
briefly the current state of the law on securities fraud and how it treats NRSROs and other
defendants. Under the Private Securities Litigation Reform Act, passed in 1995, a plaintiff
seeking to recover against amy defendant for securities fraud under Rule 10b-5 must allege
particular facts providing a strong inference that the defendant acted with “scienter,” which is
another way of saying that the defendant acted in bad faith. This standard was imposed by
Congress in a uniform manner in order to prevent strike suits, in which plaintiffs’ lawyers fle

weak, sometimes frivolous, claims that are designed to extract settlements from defendants that
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would rather avoid the high cost and inherent risks of large litigations, even if they are entirely
without merit. Congressional support for the PSLRA’s heightened ple'ading standard was strong
and came from both sides of the aisle.

One proposal currently pending in Congress could undo this standard for claims against
NRSROs — and only NRSROs. Specifically, this bill, as drafted, could be read to permit
securities fraud claims against NRSROs based not on allegations that they acted in bad faith, but
instead that they failed to conduct a “reasonable investigation” of a rated security, or failed to
obtain “reasonable verification” of the facts underlying their rating. Plaintiffs’ lawyers will
surely argue that this bill represents a complete departure from the PSLRA, and provides for
claims against NRSROs — and again, only NRSROs — even where they issued their ratings in
complete good faith

Under such a framework, if a plaintiffs’ lawyer were to bring a securities fraud suit
against three defendants, a securities analyst, an auditor and an NRSRO, the plaintiff would have
to allege that the securities analyst and auditor acted in bad faith but, with respect to the NRSRO,
would argue that it need to allege only that e NRSRO acted “unreasonably.” Different
standards would apply in the same case. I respectfully submit that any such change is both unfair
and unjustified. There is simply no basis for providing ratings of debt instruments with less legal
protection than that afforded to recommendations to buy or sell stocks.

Potential Harms Resulting From An Amended Pleading Standard

Any Jaw that subjected NRSROs to the prospect of liability by way of hindsight for

opinions issued in good faith would be affirmatively harmful to the markets. In this respect, it is

important to focus on what a credit rating really is and what it is not. A rating is not a statement
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of existing fact. It cannot be since it is an opinion about the future. Nor is it some sort of
guarantee of performance. It is, by its nature, a forward-looking opinion that speaks primarily to
the likelihood that a particular security or obligor will default in the future. Market participants
have long understood that some portion of rated debt — even highly rated debt — will ultimately
be downgraded and, in some cases, default as issuers encounter financial difficulties, the markets
they operate in shrink or economies go into recession. This has been borne out over the years in
default and transition studies which show that rated entities across the spectrum, including some
AAA-rated securities, have historically defaulted, albeit with increasing frequency at lower
rating levels. This is the case even where the NRSRO’s work is beyond criticism  That some
percentage of defaults occur is not evidence that the initial ratings were “too high,” “too low”
(we have one case alleging that too) or otherwise “inaccurate.”

If S&P could be liable under the securities laws even where it acts in good faith,
plaintiffs’ lawyers would have an irresistible incentive to file suit against it any time rated
securities default, or even when they are simply downgraded. The opportunities for such second-
guessing would be Egion since at any moment S&P rates trillions of dollars of debt. This
dynamic could create the potential for an unprecedented number of suits from an unknown but
vast class of potential plaintiffs. Although there would be an opportunity in these cases or S&P
to contest clams that it had acted “unreasonably” in investigating and verifying the information
used to formulate its ratings, the reality is that the cost of putting up this defense every time
disappointed investors bring suit could be prohibitively high, giving rise to the very problem that

the PSLRA was intended to address.
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The harms I refer to would not just be limited to increased litigation costs. They would

extend across the market as a whole. Among other things:

There could be less comprehensive ratings analysis — Expanding the potential
for litigation against NRSROs would create incentives for NRSROs to narrow the
scope of their rating analysis in order, again, to minimize the areas for potential
second- guessing by plaintiffs’ lawyers. For example, a number of NRSROs
consider projections prepared by management when rating corporations, public
finance issuers, and others. Performing a “reasonable verification” of such
projections would be difficult if not impossible to do, yet the liability risk for
failing to do so would be enormous. Faced with this choice, an NRSRO might
decide to stop taking such information into account. Ratings would thus become
more backward-looking and, as a consequence, less geared towards their primary
purpose: an assessment of likely credit quality on a going forward basis.

NRSROs could adopt a homogeneous approach — Exposing NRSROs to new
expansive liability could well lead to a more homogeneous approach to ratings,
resulting in less diversity of opinion and strong disincentives for analytical
innovation. Faced with potential liability under the proposed standard, NRSROs
across the board would have strong incentives to adopt only those processes that
courts deem “reasonable,” even if they believe a different approach might be
more appropriate analytically.

The market would have access to fewer ratings — The proposal could also
result in the scaling-back of ratings coverage, with the most profound impact felt
by newer and smaller issuers. Faced with a dramatic increase in liability risk,
NRSROs would likely rate only those entities and securities that are least likely to
default or be downgraded or which have a long history of providing the highest
quality data. As a result, issuers which are relatively new to the debt markets may
have a difficult time getting rated and, therefore, greater difficulty accessing
capital.

NRSROs may avoid downgrades to limit liability — Ratings are, as I have said,
forward-looking opinions. As such, they sometimes change as the economy does
or updated facts about a rated entity or security become available. Some rated
securities inevitably default; others are downgraded as new facts surface. If
NRSROs could be sued every time an obligor or security is downgraded or
defaults, the ratings process itself could be distorted so as to avoid downgrading
ratings even if circumstances warrant, thus lowering their potential exposure.

Let me be clear. I am not urging that S&P should receive any special treatment in a securities

fraud suit brought under Rule 10b-5. I am simply saying that there is no basis for — and there

6
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would be harmful consequences resulting from — any effort to subject NRSROs to a different,

more relaxed, pleading standard than the one that applies to all other defendants.

1 also want to be clear that S&P has supported efforts by some in Congress and within the
SEC seeking greater accountability by NRSROs. S&P has supported proposals to provide the
SEC with stronger powers to ensure that NRSROs comply with their policies and procedures
designed to promote independence and objectivity. S&P has also supported strengthened
oversight of NRSROs by the Commission in the form of increased fines and other sanctions
where NRSROs fail to comply with those policies and procedures.

Put simply, increased regulatory oversight of NRSROs would provide a more direct,
efficient and fair means of improving NRSROs’ accountability as compared to a special pleading
standard that is not only unnecessary given the current law, but would also facilitate the filing of
new, frivolous lawsuits and would very likely reduce the quality and transparency of credit rating
analysis available to the market.

Rating Agencies and the First Amendment

I have also been asked to address certain protections that have been afforded to rating
agencies under the First Amendment. In this regard, let me first say that while the First
Amendment does protect rating agencies in certain circumstances, it does not provide immunity
from all potential claims. Indeed, S&P and its parent company McGraw-Hill have filed many
motions seeking the dismissal of the cases filed against them, the vast majority of which do not
rely in any respect on the First Amendment.

The First Amendment provides no defense against sufficiently pled allegatiors that a

rating agency intentionally misled or defrauded investors. Thus, the First Amendment would not

7
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and does not protect a rating agency in a Rule 10b-5 case — the very type of lawsuit that is
addressed by the proposal I have been discussing today. Nor does it protect a rating agency if it
issues a rating that does not reflect its actual opinion. In these cases, under the law as it currently
stands, rating agencies are subject to the same standard as auditors, equity analysts and other
defendants, and have no special defenses available to them. If there is any doubt about that,
legislation could make it clearer still.

In certain nor-fraud cases, courts have recognized, for a variety of reasons, that credit
ratings issued by S&P and other rating agencies are entitled to a level of First Amendment
protection. These rulings focus less on the nature of ratings as opinions and more on the need to
avoid chilling the speech of those who offer ratings lest they refrain from doing so to avoid the
dangers of prolonged and potentially crippling litigation. Indeed, in the recent Abu Dhabi
discussion that I discussed earlier, the court recognized that it is generally “well-established that
under typical circumstances, the First Amendment protects rating agencies, subject to an ‘actual
malice’ exception, from liability arising out of their issuance of ratings and reports[.}* But in
that very case, as I stated carlier, the court concluded, based on the plaintiff’s allegations, that the

First Amendment did not preclude the case from going forward.

As the Abu Dhabi case thus illustrates, the First Amendment does not provide immunity
in all cases. That includes cases brought today under the very statute, Section 10(b) of the
Securities Exchange Act of 1934, that would be affected by the proposed amendment in

Congress. It also includes claims that meet the well-established standards for pleading common

2 2009 WL 2828018, at *9.
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law fraud. The First Amendment is not and has never served as some sort of absolute shield
against all such claims.
Conclusion

1 thank you for the opportunity to participate in this hearing, and I would be happy to

answer any questions you may have.
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Chairman TowNs. Thank you very, very much for your testi-
mony, Mr. Abrams.
Mr. Baggesen.

STATEMENT OF ERIC BAGGESEN

Mr. BAGGESEN. Yes, good afternoon, Mr. Chairman. Thank you
very much for inviting me here, and all the rest of the committee
members, for hearing CalPERS’ voice and perspective on this issue.

My name is Eric Baggesen. I am the Senior Investment Officer
for Global Equity, which also incorporates our corporate govern-
ance activities at CalPERS. We see the rating agency issue as one
of governance. That is the reason that I am here. This is not simply
about fixed income instruments.

CalPERS is the largest State pension fund in the United States.
We manage approximately $200 billion currently for 1.6 billion
members—excuse me, million members, not billion, not yet.
[Laughter.]

We definitely rely on the quality and the integrity of market in-
formation, and credit ratings are an important portion of that in-
formation set. There is a public interest in ensuring that the infor-
mation disseminated to investors is reliable, that the providers of
the information are free from conflicts, and that there is account-
ability, transparency and proper oversight of the delivery and the
development of that information set.

There are three components of information that we find critical
to making investment decisions and positioning our investment
portfolio. The first of those is financial information, constituting fi-
nancial statements. Those financial statements are attested to by
auditors.

The next is governance-type information, where companies give
us information about the activities of the organization in their
prospectuses and the activities they have planned for the organiza-
tion.

And a third component of information is credit-worthiness.

The first two of these, financial statements and governance infor-
mation, are held to high standards of accountability and are highly
regulated. The third, credit ratings, fall into a never-never land.
They are not in the same category of integrity as the first two.

If any of these components of information are weak and unreli-
able, that weakened the entire financial system. There are a num-
ber of entities that have attempted to quantify the impact of credit
losses in the recent market dislocations that have happened over
the last 2 years, and these figures currently run into the trillions
of dollars.

The credit rating agencies certainly had a role in that activity.
Part of the market dislocation that we experienced potentially can
be laid at the feet of rapidly shifting perspectives as to the credit-
worthiness of various entities that existed in the marketplace.
When you go from a highly rated entity to an entity that is vir-
tually bankrupt overnight, that creates a huge amount of risk in
the system, and that rolled through every aspect of the financial
marketplace.

CalPERS uses credit ratings in a number of different ways. The
most prevalent area where we have credit ratings are in our policy
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documents that guide how we structure our investment portfolios.
Credit ratings are an integral part of that activity. They reflect the
degree of risk-taking and return expectations that we have relative
to a number of segments of our investment portfolio.

Another area where these things impact CalPERS is the aspect
that credit ratings are embedded in many of the market indices. As
we engage in asset allocation activities, we look at market indices
to tell us what is the risk and return profile of different investment
categories. Credit ratings are an integral part of that, particularly
in the fixed-income arena.

In the third area, credit ratings are used to control the risk-tak-
ing of outside investment managers, so we will oftentimes specify
certain types of securities indicated by credit ratings as being ap-
plicable to outside managers.

Certainly, our fixed income portfolios make use of credit ratings,
as well as their own research and activities. The credit rating agen-
cies have a position where they have access to sets of information
that we do not have in our own research activities at CalPERS.

And to the extent in our global equity portfolio, we have approxi-
mately 10,000 different securities contained within that portfolio
globally. Many of those issuers are dependent on the attachment
of a credit rating to allow them to access the capital markets as
they execute their capital-raising activities.

And the very last area that I see us using credit ratings is in the
area of performance attribution. It helps us understand and dis-
entangle whether investment managers are making money for
CalPERS based on taking credit risk, whether they are taking du-
ration risk, all of the different attributes that can be used in that.

So there are a number of places that these things intersect with
CalPERS’ activities.

The organization has a number of proposals or concepts that they
think will help you as you move forward with attempting to ad-
dress these issues. We do believe that the compensation model is
a problem. We certainly support the SEC’s actions. We support a
stronger SEC. We think that organization is charged with investor
protection. We see no other comparable organization.

The agency should have high level compliance staff. They also
need to have accountability and responsibility for the actions and
the results that stem from their activities in the marketplace.

And at that, I will stop and invite your questions.

[The prepared statement of Mr. Baggesen follows:]
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Testimony of Eric Baggesen,
Senior Investment Officer, Global Equities, CalPERS
Before the House Committee on Oversight and Government Reform,

24" September 2009
Introduction

I would like to thank Committee Chairman Towns and Ranking Member Issa for the

opportunity to testify before you on a subject of great concern in capital markets reform.

My name is Eric Baggesen, Senior Investment Officer at the California Public
Employees’ Retirement Systemn, CalPERS. CalPERS is the largest state public pension
fund in the United States, responsible for assets of nearly $200 billion, which we invest
on behalf of 1.6 million beneficiaries. We rely on the quality and integrity of market
information to allocate capital on behalf of our beneficiaries. Credit ratings make a
critical contribution to those decisions. We therefore welcome the opportunity to discuss

with you:

- CalPERS experience of using credit ratings agencies (CRAS)";
- the impact of their failure on investors’ portfolios ;

- and our recommendations for reform.

Credit ratings are embedded in financial markets via regulation, license and convention.
They cannot be avoided, and in many instances their use is effectively a requirement, not
a choice. They are integral to our investment policies, including risk management,
oversight of manager performance and to the assessment of the quality of individual

securities and products.

! 'The term Credit Ratings Agency (CRA) is used interchangeably with the formal definition Nationally
Recognized Statistical Rating Organization (NRSRO).
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There is a public interest in ensuring that information disseminated to investors is
reliable, that the providers of information are free from conflicts of interest and that there
is accountability, transparency and proper oversight from provider to user. This is well
understood in other areas of vital importance to the public, such as food and drug safety,
-but also in the provision of information and opinion by third parties who affect financial
decisions. Take the example of financial information. Companies are simply not
permitted to raise public funds unless they provide financial statements in line with
accounting standards, which are subject to an opinion from auditors who are then liable
for that opinion, and are subject to both regulation and oversight by the users

(shareowners) who appoint them.

Likewise governance or non financial information provided by companies is subject to
standards and regulation via the Securities and Exchange Commission (SEC), to ensure
that information in prospectuses, announcements, listing reports and other statements is

subject to rigorous legal and regulatory oversight.

By contrast, CRAs’ standards of business conduct are opaque, there are no agreed
guidelines, and their revenues are based on a fundamental conflict of interest. These
organizations have privileged access to issuer information, and operate under license

within a narrow oligopoly.

Global markets rely upon the quality and integrity of information. There are three vital
elements to that information: financial, non financial and credit. Two of these are
subject to high standards of regulation and oversight. One is not. If those three channels
of information provide the three legged stool upon which global markets depend, then

credit ratings are a source of instability: they are the weak leg on the stool.

2. CalPERS experience of using credit ratings agencies

CalPERS investment staff internally manages $50 billion in fixed income securities in

sectors that range from US Government, Corporate, Structured (Mortgages and Asset
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Backed Securitizations), and Foreign Sovereign. CalPERS is affected across its portfolio
both directly and indirectly by credit ratings.

We make use of credit ratings in establishing our investment policies, which frame our
risk appetite against the liabilities we need to meet. We also use credit ratings to specify
in contracts with external money managers the investments they are allowed to include in
our account. In addition, we use these tools to assess performance against benchmarks,
both for our internal and external managers. Credit ratings are also embedded in certain
market indices which are structured around particular grades given by the CRAs. Our
fixed income portfolio includes a range of rated products, and CalPERS global equity
portfolio includes a wide universe of issuers who are dependent upon credit ratings to

access the capital markets.

To manage its internal portfolio, CalPERS has staffed its fixed income department with
corporate credit and structured securities analysts in order to independently assess the
credit quality of issuers and structures. In the Structured markets, CalPERS internal
portfolio managers assess key inputs into the ratings of securitizations by performing
granular analysis of loan characteristics and stress tests of structures. In addition, our
portfolio managers assess securitization market trends including underwriting standards,

loan to values, and home price appreciation assumptions.

CalPERS also retains external money managers that have been given delegated
responsibility to manage assets. CalPERS incurred losses in some of these portfolios due
to the rating agency deficiencies. As a result, CalPERS has initiated litigation against
certain credit rating agencies;” is bringing more assets in house; and performs detailed

credit analyses of managers’ holdings.

Issuers can raise and get access to capital more cheaply with a higher rating, CalPERS
has been negatively impacted due to mis-rating of risk for issuers and classes of
securities. The mid to long term impact of this mis-rating is the misallocation of capital.

As we have seen, the CRAs” mis-ratings can have systemic impacts on equity and bond

? Please note that this litigation is sub judice and therefore not the subject of this testimony.
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holders, GDP and employment, when the market realizes the risks are greater than those

represented by the rating that was given.

CalPERS itself subscribes directly to the credit opinions of the three leading credit rating
agencies, Moodys, S&P and Fitch. CalPERS analysts have access to these opinions as
well as the ability to have conversations with the analysts at the firms. CalPERS
subscribes to and receives these opinions because the ratings agencies are in the unique
position of obtaining non-public information from the issuers and ostensibly have large
resources to apply in assessing the credit quality of issuers. Ratings actions can and do

cause market prices to move.
3. The impact of credit ratings agency failure on institutional investors.

Quantifying the market impact of credit ratings failure is not a simple task. Estimates
vary but the scale is huge. McKinsey calculates that the total credit losses on US
originated debt from mid-2007 through to end of 2010 will be in the range of $2.5 — 3.00
trillion.® Goldman Sachs puts the figure for the same at slightly less with $2 trillion in
losses, of which $1 trillion are carried in the US banking system (50% mortgage losses
and 50% other loan losses).® The IMF puts worldwide ‘toxic loan’ and securities losses
at just over $4 trillion by the end 0f 2010.> As one of the largest institutional global
investors, CalPERS has suffered from the impact of systemic losses both directly from
the credit crisis, and the economic downturn which this accelerated. At its peak,
CalPERS portfolio was valued at approximately $270 billion. This fell dramatically in
the wake of the crisis to $165 billion in early 2009. It has recently recovered about $35

billion, but the effect of the dislocations in financial markets has been severe.

4. Proposed reforms to Credit Rating Agencies

3 McKinsey Quarterly, 8% June 2009, ‘What’s Next for US Banks?’

* International Monetary Fund, 21st April 2009, “Global Financial Stability Report: Responding to the
Financial Crisis and Measuring Systemic Risks."

$ Tyler Durden 25® January 2009 “Goldman Sachs: Of ~6% Fed Funds Rate and $9.3 trillion in troubled
US assets”
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CalPERS considers comprehensive reform of the credit ratings industry to be sorely

needed in order to ensure transparency and accountability across the capital markets.

CalPERS Board has formally endorsed the recommendations of the Investor Working

Group®, We propose the following specific reforms to credit rating agencies:

a. Congress and the Administration should consider ways to encourage
alternatives to the predominant issuer-pays business mo&el.

There is a fundamental conflict of interest when the issuer pays the fees of the CRA.
There should be a change in the business model. For example, the fees earned by the
CRAs should vest over a period of time equal to the average duration of the bonds
rated. Fees should vest based on the performance of the original ratings and changes

to those ratings over time relative to the credit performance of those bonds.

In addition CalPERS staff consider that users of credit ratings should have oversight
over the hiring, remuneration and firing of the agencies which provide these services.
We consider this should be explored, via an existing governance forum, such as the
issuer’s Annual General Meeting, where users could exercise a proxy vote on the
appointment and fees paid to CRAs, or alternatively via a new mechanism that would

need to be established across the industry.

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

The SEC’s authority to regulate rating agency practices, disclosures and conflicts of
interest should be expanded and strengthened. The SEC should also be empowered to
co-ordinate the reduction of reliance on ratings. CalPERS staff supports the
announcements by the SEC last week to remove CRAs from various rules. This is a

welcome start to the process of removing the requirement for use.

® Co-Chaired by William Donaldon and Arthur Levitt, 15% July 2009, sponsored by the Council of
Institutional Investors and the CFA Institute Center for Financial Market Integrity. Note Joe Dear is co-
chair of the CIL
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We also recommend that the SEC establish a CRA User Advisory Board of investors,
which can provide feedback on methodologies, admission requirements and

regulatory proposals.

c. CRAs should be required to manage and disclose conflicts of interest.
Complete, prominent and consistent disclosure of conflicts is also needed.
As an immediate step, CRAs, should be required to create an executive-level

compliance officer position.

d. CRAs should be held to a higher standard of accountability.

CRAs should bear responsibility for mis-representing credit-worthiness of issuances.
Congress should eliminate the effective exemption from liability provided to credit
rating agencies under Section 11 of the Securities Act of 1933 for ratings paid for by
the issuer or the offering participants. CalPERS staff also recommend that CRAs
should be required to abide by Regulation FD, and not retain their privileged position

of exclusion which has exacerbated investors® reliance upon their information.

e. Credit rating agencies should not rate products for which they lack sufficient
information and expertise to assess.

Credit rating agencies should only rate instruments for which they have adequate
information and skill. They should be held legally responsible if they overstep their
abilities. They should not be permitted to rate any product where they cannot
disclose the specifics of the underlying assets. Credit ratings agencies should be
restricted from taking the metrics and methodology for one class of investment to rate

another class without compelling evidence of comparability.

In addition, CalPERS staff consider that there should be a requirement for fusll
disclosure of the methodology employed by CRAs, including data, models and
assumptions used to develop the ratings on a security, along With comment on all
risks identified in the process of making a decision to rate or not to rate a security or

product.
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CalPERS staff recommend that transparency requirements should include a “ratings
scorecard” to assess the practices, accuracy and effectiveness of the rating process via
historical rating outcomes. This would be the first step towards developing industry

standards which can be regulated and made subject to codes of professional ethics.

Thank you for this opportunity to share our views on this vitally important element of

financial market regulatory reform. Ilook forward to answering your questions.
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Chairman TowNs. Thank you very much for your testimony.
Professor White.

STATEMENT OF LAWRENCE J. WHITE

Mr. WHITE. Chairman Towns, Ranking Member Issa, and mem-
bers of the committee, my name is Lawrence J. White. I am a pro-
fessor of economics at the NYU Stern School of Business, and a
member of the Financial Markets Working Group at the Mercatus
Center at George Mason University.

During 1986 to 1989, I served as a board member on the Federal
Home Loan Bank Board. I represent solely myself at this hearing.
Thank you for the opportunity to testify today on this important
topic.

The three large U.S.-based credit rating agencies, Moody’s,
Standard & Poor’s, and Fitch, and their excessively optimistic rat-
ings of subprime residential mortgage-backed securities in the mid-
dle years of this decade played a central role in the financial deba-
cle of the past 2 years.

Given this context and history, it is understandable that there
would be strong political sentiment as expressed in the recent pro-
posals by the Obama administration, as well as other proposed leg-
islation, and recent rulemaking by the SEC for more extensive reg-
ulation of the credit ratings agencies in hope of forestalling future
such debacles.

The advocates of such regulation want figuratively to grab the
rating agencies by the lapels, to shake them, and shout: Do a bet-
ter job. This urge for greater regulation is understandable and well
intentioned, but it is misguided and potentially quite harmful. The
heightened regulation of the rating agencies is likely to discourage
entry, rigidify a specified set of structures and procedures, and dis-
courage innovation in new ways of gathering and assessing infor-
mation, new technologies, new methodologies, new models, includ-
ing new business models, and may well not achieve the goal of in-
ducing better ratings from the agencies.

Ironically, it will also likely create a protective barrier around
the incumbent rating agencies and is thus likely to make them
even more central to and important for the bond markets.

There is a better route. That route starts with the recognition
that the centrality of the three major rating agencies for the bond
information process has been mandated by more than 70 years of
prudential financial regulation of banks and other financial institu-
tions.

In essence, regulatory reliance on ratings, for example, the prohi-
bition on banks being able to hold speculative bonds as determined
by the rating agencies ratings, has imbued these third party judg-
ments about the credit-worthiness of bonds with the force of law.
This problem was compounded when the SEC created the category
of nationally recognized statistical rating organizations, NRSROs,
in 1975 and subsequently became a barrier to entry into the rating
business. As of year end 2000, there were only three NRSROs:
Moody’s, Standard & Poor’s, and Fitch.

It should therefore come as no surprise that when this literal
handful of rating firms stumbled badly in their excessively optimis-
tic ratings of the subprime RMBS, the consequences were quite se-
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rious. This recognition of the longstanding role of financial regula-
tion enforcing the centrality of major rating agencies then leads to
an alternative prescription: eliminate regulatory reliance on rat-
ings; eliminate it; eliminate the ratings force of law and bring mar-
ket forces to bear.

Since the bond markets are primarily institutional markets, and
not the retail security markets where retail customers are likely to
need more help, market forces can be expected to work. And the
detailed regulation that has been proposed would be unnecessary.
Indeed, if regulatory reliance on ratings were eliminated, the entire
NRSRO structure could be dismantled and the NRSRO category
could be eliminated. This could well make the incumbent rating
agencies less important for the future.

The regulatory requirements that prudentially regulated finan-
cial institutions must maintain safe bond portfolios should remain
in force. But the burden should be placed directly on the regulated
institutions to demonstrate and justify to their regulators that
their bond portfolios are safe and appropriate, either by doing the
research themselves or by relying on third party advisers.

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

Thank you again for the opportunity to testify today. I would be
happy to answer questions from the committee.

[The prepared statement of Mr. White follows:]
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TESTIMONY

Lawrence J. White
Professor of Economics, Stern School of Business
New York University

Before the
Committee on Oversight and Government Reform
United States House of Representatives
Hearing on
"Credit Rating Agencies and the Next Financial Crisis"
September 24, 2009

Chairman Towns, Ranking Member Issa, and members of the Committee: My name is
Lawrence J. White. I am a Professor of Economics at the NYU Stern School of Business and a
Member of the Financial Markets Working Group at the Mercatus Center at George Mason
University. During 1986-1989 1 served as a Board Member on the Federal Home Loan Bank
Board. Irepresent solely myself at this hearing.

Thank you for the opportunity to testify today on this important topic. 1 have appended to
this statement for the Committee a longer Statement that I delivered at the Securities and Exchange
Commission's (SEC) "Roundtable" on the credit rating agencies on April 15, 2009, which I would
like to have incorporated for the record into the statement that I am presenting today.

The three large U.S.-based credit rating agencies -- Moody's, Standard & Poor's, and Fitch --
and their excessively optimistic ratings of subprime residential mortgage-backed securities (RMBS)
in the middle years of this decade played a central role in the financial debacle of the past two years.
Given this context and history, it is understandable that there would be strong political sentiment --
as expressed in the recent proposals by the Obama Administration, as well as other proposed
legislation, as well as recent rulemaking by the SEC -- for more extensive regulation of the credit
rating agencies in hopes of forestalling future such debacles. The advocates of such regulation want

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

There is a better route. That route starts with the recognition that the centrality of the three
major rating agencies for the bond information process has been mandated by more than 70 years of
prudential financial regulation of banks and other financial institutions. In essence, regulatory
reliance on ratings -- for example, the prohibition on banks' holding “"speculative” bonds, as
determined by the rating agencies' ratings — has imbued these third-party judgments about the
creditworthiness of bonds with the force of law! This problem was compounded when the SEC
created the category of "nationally recognized statistical rating organization” (NRSRO) in 1975 and
subsequently became a barrier to entry into the rating business. As of yearend 2000 there were
only three NRSROs: Moody's, Standard & Poor's, and Fitch.!

1t should therefore come as no surprise that when this (literal) handful of rating firms
stumbled badly in their excessively optimistic ratings of the subprime RMBS, the consequences
were quite serious.

This recognition of the longstanding role of financial regulation in forcing the centrality of
the major rating agencies then leads to an alternative prescription: Eliminate regulatory reliance on
ratings -- eliminate the ratings' force of law — and bring market forces to bear. Since the bond

matkets are primarily institutional markets (and not a retail securities market, where retail customers

! Because of subsequent prodding by the Congress, and then the specific barrier-reduction provisions of the Credit
Rating Agency Reform Act of 2006, there are now ten NRSROs.
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are likely to need more help), market forces can be expected to work - and the detailed regulation
that has been proposed would be unnecessary. Indeed, if regulatory reliance on ratings were
eliminated, the entire NRSRO superstructure could be dismantled, and the NRSRO category could
be eliminated. This could well make the incumbent rating agencies less important for the future.

The regulatory requirements that prudentially regulated financial institutions must maintain
safe bond portfolios should remain in force. But the burden should be placed directly on the
regulated institutions to demonstrate and justify to their regulators that their bond portfolios are safe
and appropriate -- either by doing the research themselves, or by relying on third-party advisors.
Since financial institutions could then call upon a wider array of sources of advice on the safety of
their bond portfolios, the bond information market would be opened to innovation and entry in ways
that have not been possible since the 1930s.

My appended April 15 Statement for the SEC provides greater elaboration on many of these
points. Since that Statement preceded the Obama Administration's specific proposals for further
regulation of the credit rating agencies, I will expand here on the drawbacks of those proposals.

The proposals -~ as found initially in the Administration's Financial Regulatory Reform: A
New Foundation (p. 46) that was released in mid June, and then in the specific legislative proposals
that were released on July 21 -- are devoted primarily to efforts to increase the transparency of
ratings and to address issues of conflicts of interest. The latter arise largely from the major rating
agencies' business model of relying on payments from the bond issuers in return for rating their
bonds.” These proposals expand and elaborate on a set of regulations that the SEC has recently
implemented.

Again, the underlying urge to "do something" in the wake of the mistakes of the major credit

rating agencies during the middle years of this decade is understandable. Further, the "issuer pays”

% It is worth noting that three smaller U.S.-based NRSRO rating agencies have "investor pays" business models and that
the "investor pays” model was the original mode! for John Moody and for the industry more generally, until the major
rating agencies switched to the "issuer pays” model in the early 1970s.
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business model of those rating agencies presents an obvious set of potential conflict-of-interest
problems that appear to be crying out for correction

Nevertheless, the dangers of the proposals are substantial. They ask the SEC to delve ever
decper into the processes and procedures and methodologies of credit ratings -- of providing
judgments about the creditworthiness of bonds and bond issuers. In so doing, the proposals (if
enacted) are likely to rigidify the industry along the lines of whatever specific implementing
regulations that the SEC devises, as well as raising the costs of being a credit rating agency. In so
doing, the proposals will discourage entry and innovation in new ways of gathering and assessing
information, in new methodologies, in new technologies, and in new models -- including new
business models.

There is one especially worrisome provision in the specific legislation that was proposed in
July (and that was absent in the earlier June proposals) that is guaranteed to discourage entry: the
requirement that all credit rating agencies should register as NRSROs with the SEC. This
requirement would seem to encompass the independent consultant who offers bond investment
recommendations to clients (such as hedge funds or bond mutual funds), as well as any financial
services company that employs fixed income analysts whose recommendations become part of the
services that the company offers to clients.

This provision, if enacted, will surely discourage entry into the broader bond information
business, as well as encouraging the exit of existing providers of information. Ironically, it will
likely become a new protective barrier around the incumbent credit rating agencies -- when, again
ironically, the Credit Rating Agency Reform Act of 2006 was intended to tear down the earlier
barrier to entry that the SEC had erected when it created the NRSRO category in 1975. This can't

be a good way of encouraging new and better information for the bond market.

3 1t is important to remember, however, that the major credit rating agencies switched to the "issuer pays" model in the
carly 1970s, and that the serious problems only arose three decades later. Apparently, the agencies' concerns for their
fong-run reputations and the transparency and multiplicity of issuers prior to the current decade all served to keep the
potential conflict-of-interest problems in check during those three intervening decades.
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Further, it is far from clear that the proposals will actually achieve their goal of improving
ratings. One common complaint against the large agencies is that they are slow to adjust their
ratings in response to new information.* But this appears to be a business culture phenomenon for
the agencies (which was present, as well, in the pre-1970s era when the rating agencies had an
"investor pays" business model). As for the kind of over-optimism about the RMBS in this decade
that subsequently created such serious problems, the rating agencies were far from alone in
"drinking the Kool-Aid" that housing prices could only increase and that even subprime mortgages
consequently would not have problems. It is far from clear that the proposed regulations would
have curbed such herd behavior. Also, the incumbent rating agencies are quite aware of the damage
to their reputations that have occurred and have amnounced measures -- including increased
transparency and enhanced efforts to address potential conflicts -- to repair that damage.

The Obama Administration's proposals do -- briefly -- entertain the possibility of reducing
regulatory reliance on ratings. But this seems to be largely lip service, embodied in promises that
the Administration will examine the possibilities. The only specific provision on this point in the
proposed legislation is a requirement for the U.S. Government Accountability Office (GAO) to
undertake a study and deliver a report. Also, the reference in the proposals is to "reduction” rather
than to elimination; and there seems to be no recognition that even a reduction of regulatory reliance
on ratings would represent a movement in the opposite direction from increasing the regulation of
the credit rating agencies.

In sum, the proposals of the Obama Administration with respect to the reform of the credit
rating agencies are deeply flawed and wrongheaded.

In addition, most recently, the SEC (on September 17) adopted some final rules and

proposed additional rules with respect to the credit rating agencies. The adopted and proposed rules

* This complaint has been present for decades. It surfaced strongly in the wake of the Enron bankruptcy in November
2001, with the revelation that the major rating agencies had maintained "investment grade” ratings on Enron's debt until
five days before that company's bankruptey filing. More recently, the major agencies had "investment grade” ratings on
Lehman Brothers' debt on the moming that it filed for bankruptcy.
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primarily address transparency and conflict-of-interest issues (as did the rules that the SEC adopted
in December 2008), and they also began the process of reducing the SEC’s reliance on ratings.

There is one gaping hole in the SEC’s actions, however: Absent from the SEC's
announcement {and actions) was any mention of eliminating the SEC’s reliance on ratings for its
regulation of the safety of money market mutual funds (MMMFs) ~ a major facet of the SEC’s
reliance on ratings. This absence was not accidental: The SEC on June 30 proposed stiffer safety
regulation of MMMFs, which entailed the continued reliance on NRSRO ratings as indicators of the
safety of the assets that MMMFs are permitted to hold. The SEC thus appears to be ambivalent, at
best, about its efforts to reduce its reliance on ratings.

There is a better overall route: Eliminate all regulatory reliance on ratings, by the SEC and
by all other financial regulatory agencies -- eliminate the force of law that has been accorded to
these third-party judgments. The institutional participants in the bond markets could then more
readily (with appropriate oversight by financial regulators) make use of a wider set of providers of
information, and the bond information market would be opengd to new ideas and new entry in a
way that has not been possible for over 70 years.

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

respond to your questions.
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Statement by
Lawrence J. White"
for the
“Roundtable to Examine Oversight of Credit Rating Agencies”
U.S. Securities and Exchange Commission
Washington, DC
April 15, 2009
Summary
The three major credit rating agencies -~ Moody's, Standard & Poor's, and Fitch -- played a
central role in the subprime mortgage debacle of 2007-2008. That centrality was not accidental. Seven
decades of financial regulation propelled these rating agencies into the center of the bond information
market, by elevating their judgments about the creditworthiness of bonds so that those judgments
attained the force of law. The Securities and Exchange Commission exacerbated this problem by
erecting a barrier to entry into the credit rating business in 1975. Understanding this history is crucial
for any reasoned debate about the future course of public policy with respect to the rating agencies.

The Securities and Exchange Commission has recently (in December 2008) taken modest steps
to expand its regulation of the industry. Further regulatory efforts by the SEC and/or the Congress
would not be surprising.

There is, however, another direction in which public policy could proceed: Financial regulators
could withdraw their delegation of safety judgments to the credit rating agencies. The goal of safe
bond portfolios for regulated financial institutions would remain. But the financial institutions would
bear the burden of justifying the safety of their bond portfolios to their regulators. The bond

information market would be opened to new ideas about rating methodologies, technologies, and

business models and to new entry in ways that have not been possible since the 1930s.

* Lawrence J. White is professor of economics at the NYU Stern School of Business. During 1986-1989 he was a board
member on the Federal Home Loan Bank Board. This statement draws heavily on a forthcoming article, “The Credit
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"...an insured state savings association...may not acquire or retain any corporate debt securities
not of investment grade.” 12 Code of Federal Regulations § 362.11

" ..any user of the information contained herein should not rely on any credit rating or other
opinion contained herein in making any investment decision.” The usual disclaimer that is printed at
the bottom of Standard & Poor’s credit ratings

Introduction

The U.S. subprime residential mortgage debacle of 2007-2008, and the world financial crisis
that has followed, will surely be seen as a defining event for the U.S. economy -- and for much of the
world economy as well -- for many decades in the future. Among the central players in that debacle
were the three large U.S -based credit rating agencies: Moody's, Standard & Poor's (S&P), and Fitch.

These three agencies' initially favorable ratings were crucial for the successful sale of the bonds
that were securitized from subprime residential mortgages and other debt obligations. The sale of these
bonds, in turn, were an important underpinning for the U.S. housing boom of 1998-2006 -- with a self-
reinforcing price-rise bubble. When house prices ceased rising in mid 2006 and then began to dedline,
the default rates on the mortgages underlying these bonds rose sharply, and those initial ratings proved
to be excessively optimistic -- especially for the bonds that were based on mortgages that were
originated in 2005 and 2006. The mortgage bonds collapsed, bringing down the U.S. financial system
and many other countries’ financial systems as well.

The role of the major rating agencies has received a considerable amount of attention in
Congressional hearings and in the media. Less attention has been paid to the specifics of the regulatory
structure that propelled these companies to the center of the U.S. bond markets. But an understanding
of that structure is essential for any reasoned debate about the future course of public policy with
respect o the rating agencies.’

Background
A central concern of any lender - including investors in bonds - is whether a potential or

actual borrower is likely to repay the loan. Lenders therefore usually spend considerable amounts of
time and effort in gathering information about the creditworthiness of prospective borrowers and also
in gathering information about the actions of borrowers after loans have been made.

The credit rating agencies offer judgments -- they prefer the word "opinions™ -- about the
credit quality of bonds that are issued by corporations, governments (inclading U.S. state and local
governments, as well as "sovereign” issuers abroad), and (most recently) mortgage securitizers. These
judgments come in the form of ratings, which are usually a letter grade. The best known scale is that
used by S&P and some other rating agencies: AAA, AA, A, BBB, BB, etc., with pluses and minuses as
well? Credit rating agencies are thus one potential source of such information for bond investors; but

Rating Agencies and the Subprime Debacle,” in the journal Critical Review.

! Overviews of the credit rating industry can be found in, e.g., Cantor and Packer (1995), Partnoy (1999, 2002), Richardson
and White (2009), Sylla (2002), and White (2002, 2002-2003, 2006, 2007).

*The rating agencies favor that term because it allows them to claim that they are "publishers” and thus enjoy the protections
of the First Amendment of the U.S. Constitution (e.g., when the agencies are sued by investors and issuers who claim that
they have been injured by the actions of the agencies).

? For short-term obligations, such as commercial paper, a separate set of ratings is used.
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they are far from the only potential source.

The history of the credit rating agencies and their interactions with financial regulators is
crucial for an understanding of how the agencies attained their current central position in the market for
bond information.

Some History

John Moody published the first publicly available bond ratings (mostly concerning railroad
bonds) in 1909. Moody's firm® was followed by Poor's Publishing Company in 1916, the Standard
Statistics Company in 1922,° and the Fitch Publishing Company in 1924.° These firms' bond ratings
were sold to bond investors, in thick rating manuals. In the language of modem corporate strategy,
their "business model” was one of "investor pays." In an era before the Securities and Exchange
Commission (SEC) was created (in 1934) and began requiring corporations to issue standardized
financial statements, Moody and the firms that subsequently entered were clearly meeting a market
demand for their information services.

A major change in the relationship between the credit rating agencies and the U.S. bond
markets occurred in the 1930s. Eager to encourage banks to invest only in safe bonds, bank regulators
issued a set of regulations that culminated in a 1936 decree that prohibited banks from investing in
"speculative investment securities" as determined by "recognized rating manuals". "Speculative”
securities were bonds that were below "investment grade." Thus, banks were restricted to holding only
bonds that were "investment grade" (e.g., bonds that were rated BBB or better on the S&P scale).’

This regulatory action importantly changed the dynamic of the bond information market.
Banks were no longer free to act on information about bonds from any source that they deemed reliable
(albeit within constraints imposed by oversight by bank regulators). They were instead forced to use
the judgments of the publishers of the "recognized rating manuals" (i.e., Moody's, Poor's, Standard, and
Fitch). Further, since banks were important participants in the bond markets, perforce other
participants would want to pay attention to the bond raters' pronouncements as well.

On the regulatory side of this process, rather than the bank regulators' using their own internal
resources to form judgments about the safety of the bonds held by banks (which the bank regulators
continued to do with respect to the other kinds of loans made by banks), the regulators had effectively
delegated -- "outsourced" (again using the language of modern corporate strategy) -- to the rating
agencies their safety judgments about bonds that were suitable for banks' portfolios. Equivalently, the
creditworthiness judgments of these third-party raters had attained the force of law.

In the following decades, the insurance regulators of the 48 (and eventually 50) states followed
a similar path: The state regulators wanted their regulated insurance companies to have adequate
capital (in essence, net worth) that was commensurate with the riskiness of the companies’ investments.
To achieve this goal, the regulators established minimum capital requirements that were geared 10 the

* Dun & Bradstreet bought Moody's firm in 1962; subsequently, in 2000, Dun & Bradstreet spun off Moody's as a free-
standing corporation.

* Poor's and Standard merged in 1941, to form S&P; S&P was absorbed by McGraw-Hill in 1966.

¢ Fitch merged with IBCA (a British firm) in 1997, and the combined firm was subsequently bought by FIMILAC, a French
business services conglomerate.

7 This rule still applies to banks today. This rule did not apply to savings institutions until 1989. ¥ts application to savings
institutions in 1989 forced them to sell substantial holdings of "junk bonds" (i.e., below investment grade) at the time,
causing a major slump in the junk bond market.
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ratings on the bonds in which the insurance companies invested -- the ratings, of course, coming from
that same small group of rating agencies. Once again, an important set of regulators had delegated
their safety decisions to the credit rating agencies. And in the 1970s, federal pension regulators
pursued a similar strategy.

These additional delegations of safety judgments to the rating agencies meant that the latter's
centrality for bond market information was further strengthened.

The SEC crystallized the rating agencies' centrality in 1975. In that year the SEC decided to set
minimum capital requirements for broker-dealers (i.e., securities firms). Following the pattern of the
other financial regulators, it wanted those capital requirements to be sensitive to the riskiness of the
broker-dealers' asset portfolios and hence wanted to use bond ratings as the indicators of risk. But it
worried that references to "recognized rating manuals" were too vague and that a "bogus" rating firm
might arise that would promise "AAA" ratings to those companies that would suitably reward it and
"DDD" ratings to those that would not; and if a broker-dealer chose to claim that those ratings were
“recognized”, the SEC might have difficulties challenging this assertion.

To deal with this problem, the SEC created a wholly new category -- "nationally recognized
statistical rating organization" (NRSRO) -- and immediately "grandfathered" Moody's, S&P, and Fitch
into the category. The SEC declared that only the ratings of NRSROs were valid for the determination
of the broker-dealers' capital requirements. The other financial regulators soon adopted the SEC's
NRSRO category and the rating agencies within it as the relevant sources of the ratings that were
required for evaluations of the bond portfolios of their regulated financial institutions®

Over the next 25 years the SEC designated only four additional firms as NRSROs? but
mergers arnong the entrants and with Fitch caused the number of NRSROs to return to the original
three by year-end 2000. In essence, the SEC had become a significant barrier to entry into the bond
rating business, because the NRSRO designation was important for any potential entrant. Without the
NRSRO designation, any would-be bond rater would likely be ignored by most financial institutions;
and, since the financial institutions would ignore the would-be bond rater, so would bond issuers.®

In addition, the SEC was remarkably opaque in its designation process. It never established
criteria for a firm to be designated as a NRSRO, never established a formal application and review
process, and never provided any justification or explanation for why it "anointed” some firms with the
designation and refused to do so for others.

One other piece of history is important: In the early 1970s the basic business model of the
large rating agencies changed. In place of the "investor pays" model that had been established by John
Moody in 1909, the agencies converted fo an "issuer pays" model, whereby the entity that is issuing the
bonds also pays the rating firm to rate the bonds.

The reasons for this change of business model have not been established definitively. Among
the candidates are:

- a) The rating firms feared that their sales of rating manuals would suffer from the
consequences of the high-speed photocopy machine (which was just entering widespread use), which

¥ Also, in the early 1990s, the SEC again made use of the NRSROS' ratings when it established safety requirements for the
short-term bonds (e.g., commercial paper) that are held by money market mutual funds.

% The SEC bestowed the NRSRO designation on Duff & Phelps in 1982, on McCarthy, Crisanti & Maffei in 1983, on IBCA
in 1991, and on Thomson BankWatch in 1992,

' The SEC's barricrs were not absolute. A few smaller rating finms -- notably KMV, Egan-Jones, and Lace Financial -
were able to survive, despite the absence of NRSRO designations. KMV was absorbed by Moody's in 2000.
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would allow too many investors to free-ride by obtaining photocopies from their friends;

-- b) The bankruptcy of the Penn-Central Railroad in 1970 shocked the bond markets and made
issuers more conscious of the need to assure bond investors that they (the issuers) really were low risk,
and they were willing to pay the credit rating firms for the opportunity to have the latter vouch for them
(but that same shock should have also made investors more willing to pay to find out which bonds
were really safer, and which were not);

-- ¢) The bond rating firms may have belatedly realized that the financial regulations described
above meant that bond issuers needed the "blessing” of one or more NRSROs in order to get their
bonds into the portfolios of financial institutions, and the issuers should be willing to pay for the
privilege; and

- d) The bond rating business, like many information industries, involves a "two-sided
market", where payments can come from one or both sides of the market; in such markets, which side
actually pays can be quite idiosyncratic."

Regardless of the reason, the change to the "issuer pays" business model opened the door to
potential conflicts of interest: A rating agency might shade its rating upward so as to keep the issuer
happy and forestall the issuer's taking its rating business to a different rating agency.”?

Recent Events of the Current Decade

The NRSRO system was one of the less-well-known features of federal financial regulation,
and it might have remained in that semi-secretive state had the Enron bankruptcy of November 2001
not occurred. In the wake of the Enron bankruptcy, however, the media and then Congressional
staffers noticed that the three major rating agencies had maintained "investment grade” ratings on
Enron's bonds until five days before that company declared bankruptcy. This notoriety led to the
Congress's "discovery"” of the NRSRO system and to Congressional hearings in which the SEC and the
rating agencies were repeatedly asked how the latter could have been so slow to recognize Enron's
weakened financial condition.”®

The Sarbanes-Oxley Act of 2002 included a provision that required the SEC to send a report to
Congress on the credit rating industry and the NRSRO system. The SEC duly did so; but the report
simply raised a series of questions rather than directly addressing the issues of the SEC as a barrier to
entry and the enhanced role of the three incumbent credit rating agencies, which (as explained above)
was due to the financial regulators' delegations of safety judgments (and which the SEC's NRSRO
framework had strengthened).

In early 2003 the SEC designated a fourth NRSRO (Dominion Bond Rating Services, a

' Other examples of “two-sided” information markets includ papers and ines, where business models range
from “subscription revenues only” (e.g., Consumer Reports) to "a mix of subscription revenues plus advertising revenues”
(most newspapers and magazines) to "advertising revenues only" (e.g., The Village Voice, some metropolitan “giveaway”
daily newspapers, and some suburban weekly "shoppers”).

12 Skreta and Veldkamp (2008) develop a model in which the ability of issuers to choose among potential raters leads to
overly optimistic ratings, even if the raters are all trying honestly to esti the creditworthi of the issuers. In their
maodel, the raters can only make estimates of the creditworthiness of the issuers, which means that their estimates will have
errors, If the estimates are {on average) correct and the errors are distributed symmetrically (i.e., the raters are honest but
fess than perfect), but the issuers can choose which rating to purchase, the issuers will systematically choose the most
optimistic. In an important sense, it is the issuers' ability to select the rater that creates the conflict of interest.

* The rating agencies were similarly slow to recognize the weakened financial condition of WorldCom, and were
subsequently grilled about that as well,
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Canadian credit rating firm), and in early 2005 the SEC designated a fifth NRSRO (AM. Best, an
insurance company rating specialist). The SEC's procedures remained opaque, however, and there
were still no announced criteria for the designation of a NRSRO.

Tiring of the SEC's persistence as a barrier to entry (and also the SEC's opaqueness in
procedure), the Congress passed the Credit Rating Agency Reform Act (CRARA), which was signed
into law in September 2006. The Act specifically instructed the SEC to cease being a barrier to entry,
specified the criteria that the SEC should use in designating new NRSROs, insisted on transparency
and due process in the SEC's decisions with respect to NRSRO designations, and provided the SEC
with limited powers to oversee the incumbent NRSROs -- but specifically forbade the SEC from
influencing the ratings or the business models of the NRSROs.

In response to the legislation, the SEC designated three new NRSROs in 2007 (Japan Credit
Rating Agency; Rating and Information, Inc. [of Japan]; and Egan-Jones) and another two NRSROs in
2008 (Lace Financial, and Realpoint). The total number of NRSROs is currently ten.

Finally, in response to the growing criticism (in the media and in Congressional hearings) of
the three large bond raters' errors in their initial, excessively optimistic ratings of the complex
mortgage-related securities (especially for the securities that were issued and rated in 2005 and 2006)
and their subsequent tardiness in downgrading those securities, the SEC in December 2008
promulgated regulations that placed mild restrictions on the conflicts of interest that can arise under the
rating agencies' "issuer pays” business model and that required greater transparency in the construction
of ratings. Political pressures to do more -- possibly even to ban legislatively the “issuer pays" model
-- remain strong.

An Assessment

It is clear that the three dominant credit rating firms have received a considerable boost from
financial regulators. Starting in the 1930s, financial regulators insisted that the credit rating firms be
the central source of information about the creditworthiness of bonds in U.S. financial markets
Reinforcing this centrality was the SEC's creation of the NRSRO category in 1975 and the SEC's
subsequent protective barrier around the incumbent NRSROs, which effectively ensured the
dominance of Moody's, S&P, and Fitch. Further, the industry's change to the "issuer pays" business
model in the early 1970s meant that potential problems of conflict of interest were likely to arise,
sooner or later. Finally, the major agencies' tardiness in changing their ratings -- best exemplified by
the Enron incident mentioned above’” -- has been an additional source of periodic concern.’

' See Federal Register, 74 (February 9, 2009), pp. 6456-6484.

'* Most recently, the major rating agencies still had "investment grade” ratings on Lehman Brothers' commercial paper on
the day that Lehman declared bankruptcy in September 2008.

1€ This delay in changing ratings has been a deliberate strategy by the major rating agencies. They profess to try to provide a
long-term perspective -~ to "rate through the cycle" -- rather than providing an up-to-the-minute assessment. But this means
that these rating agencies will always be slow to identify a secular trend in a bond's creditworthiness, since there will always
be a delay in perceiving that any particular movement isn't just the initial part of a reversible cycle but instead is the
beginning of a sustained decline or improvement. It may be that this sluggishness is a response to the desires of their
investor clients to avoid frequent (and costly) adjustments in their portfolios; see, e.g., Altman and Rijken (2004, 2006);
those adjustments, however, might well be mandated by the regulatory requirements discussed above. It may also be the
case that the agencies’ ratings changes are sluggish (especially downward) so as not to anger issuers (which is another aspect
of the potential conflict-of-interest problem). And the absence of frequent changes also allows the agencies to maintain
smaller staffs. Except for the regulatory mandates, however, the agencies' sluggish would be inconsequential, since the
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The regulatory boosts that the major rating agencies received, starting in the 1930s, were
certainly not the only reason for the persistent fewness in the credit rating industry. The market for
bond information is one where economies of scale, the advantages of experience, and brand name
reputation are important features. The credit rating industry was never going to be a commodity
business of thousands (or even just hundreds) of small-scale producers, akin to wheat farming or
textiles. Nevertheless, the regulatory history recounted above surely confributed heavily to the
dominance of the three major rating agencies. The SEC's belated efforts to allow wider entry during
the current decade were too little and too late. The advantages of the "big three's" incumbency could
not quickly be overcome by the entrants (three of which were headquartered outside the U.S., one of
which was a U.S. insurance company specialist, and three of which were small U.S. firms).

1t is not surprising that a tight, protected oligopoly might become lazy and complacent. The
“issuer pays" model opened the door to potential abuses. Though this potential problem had been
present in the industry since the early 1970s, the relative transparency of the corporations and
governments whose debt was being rated apparently kept the problem in check. Also, there were
thousands of corporate and government bond issuers, so the threat of any single issuer (if it was
displeased by an agency's rating) to take its business to a different rating agency was not potent.

The complexity and opaqueness of the mortgage-related securities that required ratings in the
current decade, however, created new opportunities and apparently irresistible temptations.”” Further,
the rating agencies were much more involved in the creation of these mortgage-related securities: The
agencies' decisions as to what kinds of mortgages (and other kinds of debt) would earn what levels of
ratings for what sizes of "tranches” (or slices) of these securities were crucial for determining the levels
of profitability of these securitizations for their issuers. Finally, unlike the market for rating corporate
and government debt, the market for rating mortgage-related securities involved only a handful of
investment banks as securitizers with high volumes. An investment bank that was displeased with an
agency's rating on any specific security had a more powerful threat -- to move all of its securitization
business to a different rating agency -- than would any individual corporate or government issuer.

Fueling the Subprime Debacle
The U.S. housing boom that began in the late 1990s and ran through mid 2006 was fueled, to a

substantial extent, by subprime mortgage lending.® In turn, the securitization of the subprime
mortgage loans, in collateralized debt obligations (CDOs) and other mortgage-related securities,
importantly encouraged the subprime lending.'® And crucial for the securitization were the favorable
ratings that were bestowed on these mortgage-related securities.

Favorable ratings were important for at least two reasons: First, as has been discussed above,
ratings had the force of law with respect to regulated financial institutions’ abilities and incentives (via

credit default swap (CDS) market provides real-time market-based judgments about the credit quality of bonds.

7 The Skreta and Veldkamp (2008) model predicts that greater complexity of rated bonds Jeads to a greater range of errors
among (even honest) raters and thus to the ability of the issuers to select raters that are even more optimistic.

*® The debacle is discussed extensively in Gorton (2008), Acharya and Richardson (2009), Coval et al. (2009), and
Mayer et al. (2009).

% This importance extended to the development of other financing structures, such as “structured investment vehicles™
(SIVs), whereby a financial institution might sponsor the creation of an entity that bought tranches of the CDOs and
financed their purchase through the issuance of short-term “asset-backed” commercial paper (ABCP). If the CDO
tranches in a SIV were highly rated, then the ABCP could also be highly rated. (Interest rate risk and liquidity risk were
apparently ignored in the ratings.)
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capital requirements) to invest in bonds.2® More favorable ratings on larger fractions of the tranches
that flowed from any given package of mortgage securities thus meant that these larger fractions could
more readily be bought by regulated financial institutions Second, the generally favorable reputations
that the credit rating agencies had established in their corporate and government bond ratings meant
that many bond purchasers — regulated and non-regulated — were inclined to trust the agencies’ ratings
on the mortgage-related, even (or, perhaps, especially) if the market yields on the mortgage-related
securities were higher than on comparably rated corporate bonds.

Driving all of this, of course, was the profit model of the securitizers (packagers) of the
mortgages: For any given package of underlying mortgages (with their contractually specified yields)
to be securitized, the securitizers made higher profits if they attained higher ratings on a larger
percentage of the tranches of securities that were issued against those mortgages. This was so because
the higher rated tranches would carry lower interest rates that needed to be paid to the purchasers
offinvestors in those tranches, leaving a greater spread for the securitizers. It is not surprising, then,
that the securitizers would be prepared to pressure the rating agencies, including threats to choose a
different agency, to deliver those favorable ratings.

A Counter-Factual Musing

It is worth "musing" about how the bond information industry's structure would look today if
financial regulators hadn't succumbed (starting in the 1930s) to the temptation to outsource their safety
decisions and thus allowing the credit rating agencies’ judgments to attain the force of law. Suppose,
instead, that regulators had persisted in their goals of having safe bonds in the portfolios of their
regulated institutions (or that, as in the case of insurance companies and broker-dealers, an institution's
capital requirement would be geared to the riskiness of the bonds that it held) but that those safety
judgments remained the responsibility of the regulated institution, with oversight by regulators?’

In this counter-factual world, banks (and insurance companies, etc.) would have a far wider
choice as to where and from whom they could seek advice as to the safety of bonds that they might
hold in their portfolics. Some institutions might choose to do the necessary research on bonds
themselves, or rely primarily on the information yielded by the credit default swap market. Or they
might turn to outside advisors that they considered to be reliable -- based on the track record of the
advisor, the business model of the advisor (including the possibilities of conflicts of interest), the other
activities of the advisor (which might pose potential conflicts), and anything else that the institution
considered relevant. Such advisors might include the credit rating agencies. But the category of
advisors might also expand to include investment banks (if they could erect credible "Chinese walls")
or industry analysts or upstart advisory firms that are currently unknown.

The end-result -- the safety of the institution's bond portfolio -- would continue to be subject to
review by the institution's regulator®® That review might also include a review of the institution's

™ For banks and savings institutions, in addition to the absolute prohibition on holding bonds that were below
investment grade, there was a further important impact of ratings: Mortgage-backed securities (MBS) — including CDOs
-- that were issued by non-governmental entities and rated AA or better qualified for the same reduced capital
requirements (1.6% of asset value) as applied to the MBS issued by Fannie Mae and Freddie Mac the instead of the
higher (4%) capital requirements that applied to mortgages and lower rated mortgage securities.

2 This oversight would be an appropriate aspect of the safety-and-soundness regulation of such institutions. For a
justification of safety-and-soundness regulation for these kinds of institutions, see White (1991).

2 Again, this is necessary because the regulator has the goal that the regulated institution should maintain a safe bond
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choice of bond-information advisor (or the choice to do the research in-house) -- although that choice is
(at best) a secondary matter, since the safety of the bond portfolio itself (regardless of where the
information comes from) is the primary goal of the regulator. Nevertheless, it seems highly likely that
the bond information market would be opened to new ideas -- about ratings business models,
methodologies, and technologies -- and to new entry in ways that have not actually been possible since
the 1930s.

It is also worth asking whether, in this counter-factual world, the "issuer pays” business model
could survive. The answer rests on whether bond buyers are able to ascertain which advisors do
provide reliable advice (as does any model short of relying on government regulation to ensure
accurate ratings). If the bond buyers can so ascertain,” then they would be willing to pay higher prices
(and thus accept lower interest yields) on the bonds of any given underlying quality that are "rated" by
these reliable advisors. In turn, issuers -- even in an "issuer pays" framework -- would seek to hire
these recognized-to-be-reliable advisers, since the issuers would thereby be able to pay lower interest
rates on the bonds that they issue.

That the "issuer pays" business model could survive in this counter-factual world is no
guarantee that it would survive. That outcome would be determined by the competitive process.

Conclusion

Whither the credit rating industry and its regulation? The central role -- forced by seven
decades of financial regulation - that the three major credit rating agencies played in the subprime
debacle has brought extensive public attention to the industry and its practices. The Securities and
Exchange Commission has recently (in December 2008) taken modest steps to expand its regulation of
the industry. Further regulatory efforts by the SEC and/or the Congress would not be surprising.

There is, however, another direction in which public policy could proceed. That direction is
suggested by the “counter-factual musing” of the previous section: Financial regulators could
withdraw their delegation of safety judgments to the credit rating agencies?* The policy goal of safe
bond portfolios for regulated financial institutions would remain. But the financial institutions would
bear the burden of justifying the safety of their bond portfolios to their regulators. The bond
information market would be opened to new ideas about rating methodologies, technologies, and
business models and to new entry in ways that have not been possible since the 1930s.

Participants in this public policy debate should ask themselves the following questions: Is a
regulatory system that delegates important safety judgments about bonds to third parties in the best
interests of the regulated institutions and of the bond markets more generally? Will more extensive
SEC regulation of the rating agencies actually succeed in forcing the rating agencies to make better
judgments in the future? Would such regulation have consequences for flexibility, innovation, and
entry in the bond information market? Or instead, could the financial institutions be trusted to seek
their own sources of information about the creditworthiness of bonds, so long as financial regulators
oversee the safety of those bond portfolios?

portfolio (or have appropriate capital for the risks).

“* This seems a reasonable assumption, since the bond market is, for the most part, one where financial institutions arc the
major buying and selling entities. 1t is not a market where "widows and orphans” are likely to be major participants.

 The SEC proposed regulations along these lines in July 2008; see Federal Register, 73 (July 11, 2008), pp. 40088-
40106, 40106-40124, and 40124-40142. No final action has been taken on these proposals.
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Chairman TowNs. Thank you very much.

Let me thank all of you for your testimony. You know, we talked
earlier with Mr. Cantor. He didn’t feel that they have played a role
in this meltdown, but I want you to know that our role here today
is to try to find ways and methods to fix what is going on.

I want to start with you, Senator D’Amato, and of course, Mr.
Baggesen, and probably all of you, as to what can we do to prevent
credit rating agencies from contributing to the next financial col-
lapse. What can we do?

Mr. D’AmMATO. Mr. Chairman, Professor White did touch on a
number of things, and they can get a little bit esoteric. But the fact
is that once we stamped NRSRO on those three agencies, and I
think there is one other now, Moody’s, Fitch, Standard & Poor’s
and one other. We gave them a headlock. We kept out competition,
innovation that the market forces are very capable of providing.

So I think there is a lot to what we can do. And I will come back,
to beat the dead horse, how do you keep honest people honest? You
have the fence or the wall or the prohibition. You do it one way
or the other. I think the fence and the wall are half-hearted at-
tempts, and you are always going to find, I mean, here you saw
this fellow McCleskey, who was in charge of compliance, and they
moved him right out. You know, you are still going to have those
kinds of things.

If you want to keep honest people honest, an issuer should not
be paying or, put it the other way around, the rating agencies
should not be paid by an issuer for a particular issue. The two are
incompatible. You saw that situation in the accounting problems.
It is the same here.

And I think that is one of the important elements, and I think
the SEC finally has it right in their proposed recommendation.
That should be adopted, and we should open the system up to com-
petition. Professor White touched on some methodologies that can
and should be employed.

Chairman TownNs. Right. You know, I get your point because
even in research with doctors and with the patients, they finally
had to come up with patients that were involved in the research
to have their own doctors, because the person that was involved in
research, the only thing he was doing or she was doing was looking
at their research, and not at the patient, how the patient was
doing. So I get your point very well there, Senator.

Any other comments here?

Mr Abrams, yes?

Mr. ABRAMS. My reaction is two-fold. First, one of the problems
here is that there has been too much reliance on rating agencies,
as if they were the only source of information, which they have
never been, as if that was the place to go. CalPERS, by way of ex-
ample, is suing my client, so I am very interested in CalPERS and
I am glad to sit next to the gentleman here who I may depose
someday.

Chairman TownNs. Well, we arranged this. [Laughter.]

Mr. ABRAMS. And for over $1 billion, by the way. And let me read
you one line from CalPERS complaint in that case. It says: “Other
than the rating agencies’ evaluation and subsequent credit rating
of an SIV, a special investment vehicle, an investor had no access
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to any information on which to base a judgment of an SIV’s credit-
worthiness.” My reaction is that if that is the case, and I don’t
want to argue our case, if that were the case, they shouldn’t be in-
vesting in the sort of entities where they know nothing other than
its rating. And I think in general there has been an over-reliance
on ratings only.

One of the things I know that my client has been trying to do
since the bad events of the last few years is to try to get out the
story a little bit better about what ratings are and what they are
not; that they are essentially an assessment of credit-worthiness in
the future, the likelihood of repayment down the road, not of mar-
ket value, not of volatility, not of liquidity, not of a lot of things
which will ultimately and even short term affect pricing.

But it is not easy to get that story out, and I think one of the
things that has to be done is for a much better public understand-
ing of just what ratings are and what they are not.

Chairman TOWNS. So are you saying that the SEC should play
a greater role in this process? I mean, I am not sure I understand.

Mr. ABRAMS. I think there are things the SEC can do. Indeed,
I think the SEC can play a role in helping to restore credibility,
if you will, of this whole process, particularly if we are moving in
the direction of more competition. We have 10 NRSROs now. As
Senator D’Amato said, not so long ago we had three, four, give.
Now we have 10 since and because of the act passed by Congress
in 1966, the Credit Rating Reform Act, which took effect in 2000,
rather, 2006 which took effect in 2007.

If we are going to open this up and have more and more and
more NRSROs or perhaps, as Professor White says, not have
NRSROs anymore, we will still need a significant level of oversight
by the SEC, and some of their proposals in that respect are in the
direction, I think, of helping the industry to be better viewed be-
cause, again with all these entities in now and more and more to
come, you are taking entities which may not always be of the high-
est level in terms of experience and making them NRSROs.

The SEC used to say, you can’t be an NRSRO because you
haven’t had experience. And the argument against that was, how
can we get experience? And we need the designation, etc.

All right, we went in the direction, then, of saying we will give
the stamp, so to speak, of NRSRO to, I don’t want to say almost
any, but any financially secure entity, even if they don’t have a lot
of past experience. There is a societal risk in that. I think it was
a good decision, but there is a risk-reward in it. And one of the con-
sequences of doing that is that I think you need a higher level of
SEC involvement so long, at least, as you have the NRSRO des-
ignation in the first place.

Chairman TowNs. I yield to the gentleman from California. My
time is expired.

Mr. IssA. Thank you, Mr. Chairman.

Mr. Abrams, under Sarbanes-Oxley, we looked at the auditing
world and the big 10, 9, 8, 7, 6, 5, 4 accounting firms. And we
found that in fact they were playing two sides of the game. They
were doing the annual audited financial, and then they were sell-
ing a bunch of products. And the two basically could not have fire-
walls. They simply couldn’t get past the fact that partners all bene-



135

fited effectively from that. And if there wasn’t money in one side,
and there was money in the other side, the partners wanted to
share, or they didn’t want to be on the other side. So Congress
made a decision that we could no longer have that.

In the case of rating agencies, do you believe that we should con-
sider narrowing what 1 or 3, 5, 10, whatever amount of rating
agencies can do, versus other services so as to make it as close to
the equivalent of your annual audit, rather than a more broad set
of opinions and products being sold? Do you think that would help?

Mr. ABRAMS. Two thoughts. One is I think the notion of saying
that rating agencies shouldn’t do consulting, say

Mr. IssA. That is exactly what I am saying.

Mr. ABRAMS. I understand—it is an appropriate one. My under-
standing is my client doesn’t do consulting. But without, you know,
getting into definitional issues, the notion of separating consulting
as such from ratings I think is a wise one.

But that said, I think you really do have to take care about how
far you go in terms of limiting

Mr. IssA. Let’s take it for a moment in the direction that Profes-
sor White would take it. If I look at stocks, rather than bonds or
other debt instruments, if I look at stocks, if Goldman Sachs wants
to take me public, they take me public and everybody understands
that they are making a market. They are making a lot of money.
They have a lot of fees. They are making their portfolio for me look
as good as possible. Basically, they are finding ways in a legal way
to kite the stock’s value to the highest possible level for the public
offering, and then they set it at a little less than that so it pops
on day one. We all understand that.

However, if five other institutions begin tracking my stock, they
are tracking it much more independently, and that is the difference
between who takes me public and who, in fact, is giving their cli-
ents’ advice.

Is that model, and I will go to Professor White I think, part of
where the direction we need to go? We need to recognize that those
who look at the papers and present an opinion are very different
than those who provide an opinion on an ongoing basis for the
value of something.

And I would like to go to Professor White, perhaps, to see when
you look at the obsolescence of the existing model, should we end
it in favor of something with more transparency and a number of
rating organizations for the protection of CalPERS and others? Or
should we try to mend the existing system?

Mr. WHITE. Congressman, the existing model that I would aban-
don is the regulatory reliance on ratings. That is the crucial thing.
That is where everything else follows. Once we get rid of that, and
you know, the SEC has taken some initial steps. We need bank
regulators to do the same, pensions fund regulators, insurance reg-
ulators. The Congress can legislate in this direction.

Once that is done, remember this is an institutional market and
bond managers at pension funds, at banks, at insurance companies,
at money market mutual funds should be and can be expected to
exercise judgment about who is a trusted source of information,
look at the business model of an adviser and say, you know, I am
not so good with that.
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Mr. Issa. I have one person with $200 billion at stake here. Mr.
Baggesen, in your case, if we moved to a model where obviously
somebody is going to put the wrapper together initially, but instead
of relying either on that rating organization or, Lord help us, on
AIG to wrap it in the AAA rating, which often was the problem,
wouldn’t you be better served if, in fact, that model were in place,
because you are a sophisticated buyer, but you don’t have enough
to do a full analysis, perhaps, in the old model without relying too
heavily on the rating agency?

Mr. BAGGESEN. Yes. There are a number of areas where the cur-
rent model breaks down. These things have been addressed, for ex-
ample, in the auditing profession. You are well aware of that. That
is one possible alternative, is to move down that kind of a struc-
ture.

Certainly, another structure is to remove the regulatory reliance.
That is another alternative. There is no, in the equity world that
I am most familiar with, there is no requirement, for example, that
I look at Goldman Sachs stock rating before I purchase a security.
That is, you know, or to put it into a particular type of a portfolio.
That does not exist in the equity world in that area.

Mr. IssA. And you invest in the equity world on an informed
basis?

Mr. BAGGESEN. Absolutely, absolutely. The credit rating agen-
cies, currently we are almost required, again by my naive judg-
ment, in respect to Mr. Abrams wanting to oppose me potentially
later.

Mr. IssAa. We will try it later, not here.

Mr. BAGGESEN. We are almost required to look a those ratings
simply because the credit rating agencies are allowed access to in-
side information that we do not have access to. So if we did not
consider that information, we would certainly potentially be ignor-
ing another pool of information, and that in itself could cause prob-
lems.

So there are a number of different structures to this. If you take
away the accessibility of inside information to credit rating agen-
cies and make them the equivalent of any other security analyst
or whatever you care to out there, that certainly changes the de-
gree of reliance that we would be able to place or would be willing
to place on that pool of activity. That is definitely a way to mitigate
against the power and the leverage that these organizations have.

Mr. IssA. My time is expired. I just want to sort of bring to a
focus your statement.

So if you had all the same information that the credit agencies
had as a sophisticated investor, a large sophisticated investor, you
wouldn’t even be having this potential day in court if you had all
the same information. At the heart of it, you had to rely on some-
thing you didn’t know that he did know.

Mr. BAGGESEN. Conceptually, sir, but recognize there are hun-
dreds of thousands of credit instruments out there. So the scale of
this industry makes it almost impossible for any enterprise, even
one the size of CalPERS, to go in and dissect every possible issue,
issuer and so on and so forth. So there are some resource limita-
tions to that even in the presence of place like CalPERS.
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Mr. IssA. Sure. We understand that, you know, we rely on Google
when we put in a word, and we don’t necessarily get it all. But in
this case, you believe you were denied access to the same informa-
tion and therefore you relied on it, both regulatory-wise and be-
cause they were given information you were not.

Mr. BAGGESEN. Yes, sir.

Mr. IssA. Thank you.

Chairman TOwNS. Right. Thank you very much. The gentleman’s
time is expired.

I now call on the gentleman from Maryland, Mr. Elijah
Cummings.

Mr. CUMMINGS. Thank you very much.

I want to put all this into some kind of context, Mr. Baggesen.
I think the point for all of us to remember is that CalPERS and
other public pension systems is that they manage the retirement
security for a lot of our constituents. I mean, you are from Califor-
nia, I assume, but for teachers, bus drivers, policemen, other public
servants, and those pensions are funded with public tax dollars and
los}sleg, however they may occur, cost taxpayers money. Is that
right?

Mr. BAGGESEN. Yes. That would ultimately be correct, sir, but
recognize that our pension beneficiaries, we do not see as being in
any risk in this issue. But certainly, if we lose money or make less
in return on our portfolios, the contribution rates that roll back to
taxpayers could have to increase, certainly.

Mr. CUMMINGS. Yes, that is the point I was trying to make.

And I know for a fact, having been a former, in the red book and
a bond counsel before I came to Congress, that I remember when
I first started doing bond work and they talked about Moody’s and
Fitch, and what they said, you know, the rating of a bond agency
you can rely on because it is like God talking. That is exactly what
they told me. And now I realize that, you know, maybe they were
over-rating the bond agencies.

And that brings me to the point of, you know, you didn’t have
much of a choice as to whether or not to use the credit rating agen-
cies. Is that right, Mr. Baggesen? What else were you going to do?

Mr. BAGGESEN. Well, that is exactly right. Their activities are en-
shrined in market practice and regulation throughout the market-
place. Throughout the marketplace, sir, their activities are rife
throughout it.

Mr. CUMMINGS. Right.

Mr. BAGGESEN. Whether it is regulatory requirement, historic
practice, whatever you care to

Mr. CUMMINGS. And so your own investment policies determine
the portfolio’s risk and the bond ratings. Is that correct?

Mr. BAGGESEN. Yes, sir. Enshrined again in our policies, there
are references to the amount of risk that we are willing to take
within certain segments of our investment portfolio. That risk is
often expressed in the terms of a rating. Those ratings have been
held out historically as the yardstick by which to judge credit-wor-
thiness.

Mr. CUMMINGS. And you didn’t say this, but the fact is that in
talking to a member of my staff who used to be involved in looking
at how Baltimore invests its pension money, he told me that they
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would often look at CalPERS to see what kind of things that you
all were doing.

I know you didn’t say this, but because you all were seen to be
so good at it, and of course you are dealing with, what did you say,
200 million people? And they figured that if you all were doing
something, they might want to at least take a look at it, because
you all, whether you admit it or not, became sort of a gold stand-
ard. And your gold standard, I guess, was based largely on infor-
mation that you were getting from these rating agencies. Is that a
fair statement?

Mr. BAGGESEN. The information from the rating agencies is abso-
lutely incorporated in everything CalPERS does. The degree of reli-
ance is something, I guess, that we will explore probably in a court-
room.

Mr. CuMMINGS. Had you decided at some point that you could no
longer trust the bond ratings being issued? What were your op-
tions, if any?

Mr. BAGGESEN. The option is to try to do the research yourself,
and that becomes extremely, obviously, labor-intensive, resource-in-
tensive and very expensive.

Mr. CUMMINGS. And almost impossible, is that right?

Mr. BAGGESEN. Well, the scale of the marketplace is so large that
we certainly don’t have a staff. We have 40 people in our fixed in-
come area.

Mr. CuMMINGS. Now, could you have disregarded those ratings
without risking suits for breach of fiduciary duties? In other words,
you are looking at a rating and you don’t rely on it. I mean, what
happens then?

Mr. BAGGESEN. Well, for example, I will go back to the example
of the benchmarks that we use in order to execute our asset alloca-
tion work to determine where we deploy capital in the portfolio.
Credit ratings are enshrined in a portion of that benchmark exer-
cise. The fixed income indices all are rated by are these invest-
ment-grade debts, are these junk bonds, all different kinds of im-
plied ratings attached to that.

Those benchmarks have an effect on how you deploy your capital
as you match your capital deployment to the liability stream that
we are trying to meet the needs of with the pension fund. So cer-
tainly the activity in the presence of those ratings and their use in
the marketplace have impacts on how we allocate capital. That is
inescapable.

Mr. CUMMINGS. If I might just ask one quick followup, and that
is that as a result of all of this, all of this information, how has
that affected, if at all, your business? I mean, from what you have
learned about what the rating agencies may have failed to do?

Mr. BAGGESEN. Well, again, from the perspective of what I do on
behalf of CalPERS, this looks like a very familiar governance prob-
lem. This is the same problem that was dealt with back in the days
of Sarbanes-Oxley with auditors and all the rest of that. I mean,
so this is a very similar governance issue, and it is providing, obvi-
ously, a huge array of work for us in trying to figure out how to
accommodate and how to compensate for that.

So even now, our fixed income portfolios, for example, if we are
not able to farm capital out to external managers where those ex-
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ternal managers are being controlled by being constrained to in-
vesting in certain rated securities or certain tiers of securities, if
we cannot rely on those managers to be able to really understand
the risks attached to those securities, that causes us to have to
bring capital back internally to manage, which we may or may not
have the resources to do.

So there is a whole raft of effects on our business model that are
stemming from this activity.

Mr. CUMMINGS. Thank you, Mr. Chairman.

Chairman TowNs. Thank you very much.

You know, we promised to have the Senator out by 1:30, so Sen-
ator, we recognize

Mr. D’AmMATO. Mr. Chairman, the clock is ticking and I have a
plane to catch.

Chairman TowNns. Yes.

Mr. D’AMATO. I commend you again for the hearing.

Chairman TowNs. Thank you, thank you very, very much.

Mr. D’AMATO. Thank you, Mr. Chairman.

Chairman TowNSs. Pleasure. All right.

We now yield 5 minutes to the gentlewoman from Ohio.

Oh, I am sorry. I didn’t realize you were here.

The gentleman from Indiana. They change up on me here. Mr.
Souder? I am sorry.

Mr. SOUDER. No. I understood. I switched seats.

There is a big temptation to go off on a higher level challenge
about how bubbles work, because in fact, like we talked about
Enron, the dot.com bubble, back to tulips in Holland, like mark to
market. You know, you go too much and then you contract too
much, and it is the challenge of how to keep an even flow.

But one of the fundamental questions that comes every time we
go through one of these in world history is: Who is actually doing
the investigating?

And one of the bankers from my area who is on the Federal Re-
serve sat down with me early on as we were going through TARP
and TALF and so on, and said one of the challenges here was that
basically the housing market went up by 400 percent. The growth
was going up 25 percent. So how did people miss the bubble? And
that one of the challenges any of you—in other words, how did
Moody’s, how did the investment firms, how did the banks? Be-
cause once you sit back and go, well, there is going to be a housing
bubble whenever you have, just like in the dot.coms or a run-up in
energy, historical, looking back on it, you can see it, but sometimes
you want to say on this one, it was pretty evident.

Now, I want to probe a little bit with Mr. Abrams’ testimony, be-
cause we had lots of good testimony here. But most people thought
that bond ratings were investigating, but the implications of your
talking about what is a reasonable verification, reasonable inves-
tigation in your written testimony, and what in fact bond entities,
the rating agencies do, that underneath this, if you are mandated,
if the firms are, and I realize you are not officially representing
them today, but these firms are to look at the underlying capital.
In other words, does this firm have enough capital?

Wouldn’t that require investigation into whether some basic as-
sumptions like did the housing market grow 400 percent, where
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the economy was only going 25 percent; in securitization, that the
different tranches, the more far out you went in the tranches, the
more risk you were taking. And doesn’t that require investigation
to do a capital requirement?

Mr. ABRAMS. Well, my understanding is this, that Standard &
Poor’s, at least, has conducted a loan-by-loan investigation through
its computerized analytic efforts, which I don’t begin to understand
personally, but it is loan by loan. But it does presuppose that when
they receive information from the entities that supply it to them,
the information itself is accurate. Then they deal with the informa-
tion.

Mr. SOUDER. May I interrupt for a second?

Mr. ABRAMS. Yes, please.

Mr. SOUDER. In your written testimony, you said that, for exam-
ple, if required assuming in forecasting, because Standard & Poor’s
isn’t a forecasting organization, that the management forecasts
were reasonable. But isn’t that assuming that the entity that you
are about to rate is, in fact, giving you a forecast that is accurate,
rather than going and looking back at the housing market to deter-
mine whether the forecast was accurate, because otherwise, the
capital assumption is wrong?

Mr. ABRAMS. Now look, Standard & Poor’s has economists. Their
job is to do the best job they can in forecasting internally in a way
that helps them how the housing market and other markets are
going to do. They gather information, lots and lots of information,
which bears on it. They come to assumptions based on history
which goes back to the Great Depression. And they did that, and
they did it with respect to the housing market, and the pre-
supposed that the housing market was going to go down. I mean,
it isn’t so, that they thought that it was going to keep going up.
They thought it would go down, and they worked with models
based on historic experience to try to tell them how much it could
rationally, predictably be said to go down, and that wasn’t enough.
It went down much more and much more quickly.

I am sorry.

Mr. SOUDER. AIG, I mean, it was a house of cards that it appears
that nobody really investigated.

And if T could go to Mr Baggesen for a second. When you say
that you can’t afford enough investigators, I mean, I think your in-
vestors assume you are doing it. What you are really saying is that
it would cost you more money and reduce the return to your inves-
tors if you hired a bunch more investigators. Isn’t that correct? If
you hired 80 investigators, it would lower your rate of return.

And part of the problem here is everybody wants a high rate of
return, so everybody starts chasing, hoping that they can get this
high rate of return. Nobody really wants to check because if you
only offer 4 percent and somebody else is offering 12 percent, then
your holders will complain. And that is how it spread to the whole
economy because everybody started going into speculative stocks
because if you didn’t buy housing tranches and securitization, if
you didn’t buy pharmaceuticals and you didn’t buy energy, you
couldn’t get higher than a 4-percent to 6 percent because 4 percent
to 6 percent was what the economy was growing.
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So anything you were getting up here was pretty speculative, yet
nobody really wanted to dig in, and everybody goes, well, we didn’t
do the kind of core investigation. We were just relying on the sta-
tistics. And based on past models, we thought it might go down a
little, but not this much. Yes, but nobody got in and looked at the
core. And that is what is hard to understand. The consumer didn'’t,
the agencies that were placing the consumers’ dollars, the different
companies. Insurance companies started speculating more than
they would have in order to be able to compete to get money into
insurance policies.

And it is like somewhere in here, we have to have somebody
looking at the core, not just circulating information, or we will re-
peat it.

Chairman TowNs. The gentleman’s time has expired.

I now yield 5 minutes for the gentlewoman from Ohio, Ms. Kap-
tur.

Ms. KAPTUR. I thank the chairman for the time and inviting this
excellent group of panelists this morning, and this afternoon.
[Laughter.]

Mr. Abrams, I wanted to ask for the record, in what community
is your law firm located?

Mr. ABRAM. I am sorry. In what?

Ms. KAPTUR. In what community is your law firm?

Mr. ABRAM. Oh, I am sorry. New York City.

Ms. KAPTUR. You are in New York City.

Mr. ABRAM. Yes.

Ms. KAPTUR. I noticed as a Midwesterner the coastal nature of
most of our witnesses. And therefore, from the heartland, I have
to send this message. The first is that going back to the 1980’s, the
abuse that occurred in the savings and loan system was followed
by an even greater set of abuses we are experiencing today, be-
cause what Congress did back then, and I served back then, sent
the wrong message. It sent the message that if you abuse the fi-
nancial system, the taxpayers would bail you out, and it has been
done again to a much greater degree.

If T look at the current situation today and how it affects my re-
gion, just so the folks from the coast know this, Ohio has now lost
an additional money center bank. PNC, whose Vice President, Mr.
Demchak, invented the derivative when he worked for J.P. Morgan
up there in New York moves to Pittsburgh. And one of the results
of this debacle has been we have made the big banks bigger and
places like Ohio, now, we only have three money center banks left.
National City was bought by PNC.

We look at which banks are failing, 126 of them, I guess, have
been resolved at this point at the FDIC. And we see the big banks
getting bigger. I think three rating services isn’t enough. That is
an oligopoly, the way I look at it. All right? Out from the heart-
land. Maybe folks from the coasts look at it a different way.

I am just putting this on the record. The result of this system
of housing rescue has been that now the Federal Government is the
dump basket for all the mistakes of the private sector. The large
banks have essentially taken profits and socialized losses. Just look
at FHA. If we look at our Federal mortgage instrumentalities, we
used to hold one of 50 mortgages. Guess what? We now hold one
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?f four, because all the toxic assets have been dumped on the pub-
ic.

And what worries me most is that what is going to happen again,
because of the power of these institutions, is that we are going to
open the floodgates more. I don’t know how much more damage
they can do than they have done already.

But here is what I want, and this is going to be my question to
you, as you see the financial reform proceeding, whatever that re-
form is over in some of these committees, here is what I want. Tell
me how close we are going to get from what you have seen is occur-
ring over in the Financial Services Committee to it?

I want a safe and sound banking system again. I want more than
financial services. I want a banking system again. I want a healthy
housing market. I want the re-empowerment of communities cap-
ital accumulation versus the movement of that capital to just a few
money center institutions.

How close am I going to get to the re-empowerment of commu-
nity capital accumulation? And how close am I going to come to the
restoration of prudent lending and responsible savings, based on
what you have heard is occurring here, you heard the President’s
speech, you talk to your colleagues up there in New York?

I asked Mr. Bernanke, and I will end with this statement: “Mr
Bernanke, you know, we are under the Cleveland Fed, and the
Cleveland Fed sort of has something to say about what the New
York Fed does, but not really. Would you be for the democratiza-
tion of the Fed, where every single region has an equal vote?”

You know what his answer was? Absolutely not.

So my question to you is, based on what you have heard, how
close are we coming under these reform proposals to a safe and
sound banking system, a healthier housing market, the empower-
ment of community capital accumulation versus money center bank
capital accumulation, and prudent lending and savings in this
country again? Who is brave enough to take that on?

Mr. ABrRAMS. I will go first because I can be very brief on this
because it is so far from my area of expertise. But speaking for my-
self, I think a number of the proposals will move us significantly
in the direction that you want, including a number that the Presi-
dent has proposed. But to get where you want to wind up is going
to take a lot of doing.

Ms. KAPTUR. Yes, it is.

Mr. BAGGESEN. That is a very difficult question. From the capital
market perspective, we think that many of the reforms that have
been proposed are certainly encouraging, things like proxy access.
There is a whole raft of governance things that have been proposed
under the, I would say, the new SEC, which seems to be reinvigo-
rated at its job as a protector of investor interests.

So we are very encouraged by those actions. It has yet to trans-
late into real differences in the behavior of the marketplace. You
have laid out a number of attributes here that it is not clear to me
how much of this can be commanded by a regulatory system. In
many cases, what you are asking for

Ms. KAPTUR. Excuse me. May I just interject there, it isn’t just
the regulatory system which is the track we are on. It is the archi-
tecture of the entire system.
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Mr. BAGGESEN. Excellent point. But you cannot, I don’t think
that you can turn the clock back. For example, if capital formation
and people are moving, for example, from Ohio to California, you
are not going to turn back the influence that migrates, let’s say, to
California, in other words, from Ohio. So that, you know, people in
the dynamics of how they live and where they choose to live and
what they choose to do are going to have a large impact on the rel-
ative influence of the different regions of the United States.

Ms. KAPTUR. I hear what you are saying, but, I mean, we want
to have strong community lending. We want rigor and prudent
lending to be possible again, and it won’t be unless everyone has
a piece of the action. And you just can’t sell risk up the chain that
then ends up being dumped on the Federal Government.

And my concern is we are going to be off into consumer agencies,
a little tinkering here with regulatory, and we are missing the big
picture. I can remember the day, and my time has expired, and
Professor, I would love for you to answer my questions to the
record, by the way, when they came down to the Banking Commit-
tee and they took the name off the door. It used to be Banking,
Housing and Urban Affairs. That is when we had a real, that is
what was left of a real banking system, what was left of a sound
housing market, and what was left of a real commitment to our
urban areas across this country.

What we have ended up with is financial services. The name
says it all. We have to go back on top. We are down here in the
middle. We have to go back to the architecture. And my greatest
fear is we are not going to get there and we will end up with even
bigger crisis because the architecture will be wrong, and just deal-
ing with regulation won’t be enough.

Thank you very much, Mr. Chairman.

Chairman TowNs. Right. Thank you very much.

In closing, you know, I am still having problems with this conflict
of interest. A few rating agencies are paid to help structure securi-
ties. They then get paid to rate the same securities. I am telling
you, that to me sounds like a conflict of interest. So I am still hav-
ing that problem.

You know, Winston Churchill—did the ranking member have
anything else that he would like to add?

Mr. IssA. Mr. Chairman, I just want to thank you for this hear-
ing. I think, in closing, it certainly has shed light on the fact that
we are not going to mend this system without significant change.
And I commend you for doing comprehensive and I hope more com-
prehensive review of all the causes of the financial meltdown.

I yield back.

Chairman TowNs. Right. Thank you very much.

And let me close by saying Winston Churchill once described So-
viet Russia as a riddle wrapped in a mystery inside an enigma.
After listening to today’s testimony, I think he could just as easily
have said that about the way credit rating agencies operate.

Today, we had testimony from two former senior employees at
Moody’s who described a culture of secrecy, a place where putting
things in writing was frowned upon. Can you imagine working at
a place where the very act of writing a memo or sending an email
is suspect?
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This culture of secrecy extended to companies outside Moody’s as
well. Moody’s tells us they retained an outside law firm, Kramer
Levin, to investigate Mr. Kolchinsky’s allegations of illegal conduct
at Moody’s. But this morning, we learned that this outside firm
was given oral instructions, only oral instructions.

Moody’s says there is no written statement or work and no con-
tract specifying the work to be done. In addition, this outside firm
is not expected to produce any written report of its findings and
has no schedule of completion.

On top of that, Kramer Levin says this is their normal behavior.
They never produce written reports. Instead, they give their clients
oral briefings. In other words, the Moody’s business model could be
summed up as: leave no fingerprints; don’t ask, don’t tell.

This might be all right if the credit rating agencies hadn’t played
a starring role in the collapse of the financial system. For that rea-
son, this cannot continue. It is very clear to me at this point that
effective legislation is needed, along with effective oversight, to
bring Czilbout the confidence that is needed to be able to turn things
around.

The testimony we have heard today is just the opening chapter
o}f; what promises to be a sordid story. We intend to pursue this fur-
ther.

Finally, I want to thank all of our witnesses, and I want to thank
the two witnesses, Mr. Kolchinsky and Mr. McCleskey, who had
the courage to come forward to testify about what they saw at
Moody’s.

I am aware that testifying before Congress is never, never easy,
and we want you to know that we appreciate their participation
and also we appreciate the participation of all the witnesses.

On that note, without anything further to do, the committee
stands adjourned.

[Whereupon, at 1:43 p.m. the committee was adjourned.]

[Additional information submitted for the hearing record follows:]
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STEVEN ROSS
202,887.4343/Max: 202,887.4288
sross@akingump.com

December 2, 2009

HAND DELIVERY

The Honorable Edolphus Towns, Chairman
Committee on Oversight and Government Reform
U.S. House of Representatives

2157 Rayburn House Office Building
Washington, D.C, 20515

Re: Production of Documents on Behalf of Moody’s & Kramer Levin Briefing
Dear Chairman Towns;

On behalf of our client, Moody’s, I write in response to your letter to Raymond McDaniel
dated October 29, 2009, as well as in furtherance to the subsequent communications I have had
with Committee staff. As I have discussed with Committee staff, Kramer Levin Naftalis &
Frankel LLP ("Kramer Levin") has now concluded its independent investigation of Mr.
Kolchinsky’s claims and can provide the briefing to Committee staff to supplement the injtial
briefing provided by Kramer Levin on September 30, 2009. As 1 have indicated, Kramer Levin
would be prepared to do a single briefing for both the Republican and Democratic staffs, or if it
is preferential to the Committee, two separate briefings — but, we would request that in this case,
both briefings be scheduled for the same day.

Staff had requested that in advance of this briefing Moody’s provide a copy of the
documents contained in Mr. Kolchinsky’s Human Resources file, as well as a copy of the
engagement letter from Krainer Levin to Moody’s. As requested, copies of these documents, as
well as two letters sent by Human Resources to Mr. Kolchinsky in September, 2009, are being
provided today. It is important to note that the contemplated Kramer Levin briefing will be
critical in providing the necessary context and background related to these documents. For
purposes of identification and references, these documents have been consecutively numbered
from MOODY’S-COGR09-00082 ~ MOODY’S-COGR09 - 00137. As discussed with
Committee staff, transmittal information generated in connection with the collection of such

- Roberi 8, Strauas Bullding / 1333 Naw Hampshirs Avenue, N.W, / Washingion, D.C. 20036-1564 / 202,087.4000 / fax: 202.887.4288 / www.akingump.com
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KIN GUMP
TRAUSS HAUER & FELDvLur
Attorneys at Law

The Honorable Edolphus Towns
December 2, 2009
Page 2

documents has been redacted. Production of these documents is not intended to be a waiver of
the attorney-client, attorney work product, or any other applicable privilege.

“The documents we are producing today are confidential and proprietary in nature, and
have been marked accordingly. We ask that these documents be kept confidential by the
Comunittee and its staff. Moreovet, these documents may contain material non-public
information concerning Moody’s that should be kept confidential. We therefore ask that the
Committee staff provide us with notice and an opportunity to be heard before the Committes,
notwithstanding our request that these documents be kept confidential, discloses any non-public
information from these documents to third parties,

In addition, the documents being produced today contain certain confidential, personal
information (including, among other information, social security numbers, home phone numbers,
personal e-mail addresses, home addresses, birth dates, passport numbers, and compensation
information), and, as discussed with Committee staff, such information has been redacted.
Finally, as also discussed with Committee staff, to the extent that any other individual employees
are referenced in any of the documents also referencing Mr. Kolchinsky, the names of such
employees have been redacted if such references are unrelated to Mr. Kolchinsky and/or his
claims. Please note that pages containing redactions have been marked accordingly.

Please let us know if you have any questions.

Sincerely,

Steven R. Ross
Counsel for Moody’s

Enclosures

cc:  The Honorable Darrell Issa (w/ Encl.)
cc. = Ron Stromen, Esg. (w/ Encl)

cc:  John Arlington, Esq. (w/ Encl.)

Vo Jennifer Safavian, Esq. (w/ Encl.)
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Moody's Investors Service
November 6, 2007
7 Works Trade Center at 250 Greanwich Street
Now York, NY 10007
Eric Koichinsky i
Dear Edc:

We are pleased to confirm your new position as Team Managing Director in the Rescarch
and Analytics Group of Moody's Investors Setvice, reporting to Gus Harris, effective ss of
November 16, 2007, This letter sets forth cextain terms of your new position. Except as amended
by this letter, the terms of your offer letter with Moody’s, dated April 29, 2005, will continue to
govern your employment.

1. Compensation

You will receive & base salary of JENJNNN per yenr, payable sccording to Moody's
customary payroll practices. For calendar year 2007, you will be eligible for a discretionary
bonus under Moody's Executive Performance Incentive Compensation (“EPIC”) Plan, and your
target bonus will be MR Your ectusl bonus payout will be payeble during the first quarter
of 2008. Funding for EPIC will be based on Moody's Corporation financial performance against
target for 2007, Under the EPIC Plan, your actual borus payout will be based on-a combination
of your performance and Moody's performance relative to its financial targeis for the year. The
payment of all bonuses will be subject to satisfactory performance and conduct on your part, as
well as your remaining employed by Moody's, through the date on which the payment is made.

2. Benefits

As of the date of your transfer, you will accrue vacation days pro rata besed on 4 weeks
of vacation for each calendar year, in accordance with Moody’s customary vacation policy.

Eric, we wish you continued success and hepe that you will find your new position

rewarding,
’ Sincercly,
Adrienne Rosenfeld
Recruiting Director
ce; G, Harris
CONFIDENTIAL & PROPRIETARY MOODY'S-COGR09-00082

REDACTED
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Moody’s inveators Borvice
¥ 1 Job Opportan

Namer 1’/2‘5 /40/{0&'/ Position Applying for: i} ?]D -’
Curent Tits: 1) ngcdc:rpan:sslmm: N oo

Q é\
Curzent Department: A S Cureni Maneger: o Josig S

R for applylng for this position {use additional sheot if necessary):
E w %gm w u&\
LY

Please includs any other infarmation that might fivorably affo of your appHication {e.g.
specisl qualifications, interests, ambitions, professional Hoenses):

Note: lfugloyu I uﬂ-ﬁﬂt pasition, the fum;fer date shonld be no later than four weeks after
acogpiance of the job offer.

CONFIDENTIAL & PROPRIETARY MOODY'S-COGR09-00083
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KOLCHINSKY
EXPERIENCE
Moody's investors Service New York, NY
Manaqing Olraglor, Derivatives Group §/05 to present
« Head of ABS CDOs. Responsible for afi U.S. cash, hybrid and synthetic ABS CDO bushess. Also
reaponsible far Municlpal CDOs,

1d
+ Team Leader for ABS CDOs. Duties inchude chairing credii committeas and daveloping new rating
methodologies. Lead the ABS CDO manager outreach efforts,
« Manage the Moody's CDO analytics tachnology platiorm. Responslhla for the dsvabpmem of the
CDOEdge software package and supervise a team of 6 junior inthe

of Wall Street Analycis.
Lehman Brothers New York, NY
CDO Origination §/04 to 505
» Exscuie ABS CDO Direct the process from client solicitation to dosing.
Manage the clien!, counsel, guaranior and rating agency reistionships.
. Mvumdmlnuweluﬂnganddoslnga plex, private market-val ion which required the
of new rating app and methodologl
Moody's Investors Servics New York, NY
Vice President, Derivatives Group 5100 to 504
. Ra!ad rumencus GDO transactions. The rating process. hvolm ] o
d to insure
eompllarm with raﬂm agancy rsquiramanu
. reviews,
> Daveluped new and reviewad axisting rating methodologies.
MBIA Insurance Corporation New Yaork, NY
Agg&gmmm;m Altarnative Structred Finance / CBO Group 1/89 10 5100
» D d criteria and for g g squity pleces of and insuring COO transactions.
Crealed modals to implement sataclion criteria,
Merrill Lynch New York, NY
Mg_{_‘{sg_w& Global Credit Derivaiives 4498 to 10/88
Madeled, d and d CDO
*  Assisted in the solic of new b and the of CDO equity.
Goldman Sachs New York, NY
Aa&c_iam. lnvestmont Banldng Division 1197 to 4/08
. backed by reat sstate assets, including public CMBS offerings.
EDUCATION ]
Naw York Unlvarsity Stern School of Business New York, NY
Mastar of Science (Statistics}, January 1997
New York Univensity School of Law New York, NY
Juris Doctor, May 1986 :
University of Southern Caluomiu Los Angeles, CA
Bachelor of Sclence in A insering, May 1093
PERSONAL
Qualifications: New York State Bar
Languages: Native fluancy in Russian
CONFIDENTIAL & PROPRIETARY MOODY'S-COGR08-00084

REDACTED
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WMoosy's Analytica

Performance Review

. Name: Eric Kolchinsky
. Department: MEI

HDO Gl

. Date:
. Location: New York

1. Key Objectives / Areas of Responsibility Review 2008
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budgeted amounts, Eric could have instiied 8
greater sensa of urgency in the team 10 Sign up new
iants and he could hava haen more proaciive in
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funded
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work was

4. Strong relationships with turge cllents -
developed working ralationships with Reuters and
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NYSSCPA Banking confevence along with IDQ
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aome of sur ciiente, he could huvedonomom in
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Buyers article on munl prcing
5. “Haip bulld abscdo dev service™ — work not
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time

of

6. BUNd SF evam sarvice — Work nof funden

7. Bulld survelliancs tool for rating sgency — have
provided pricing Information for sevecal groups
lnduﬁn‘waomh , Munis, end funds. Developing

Eric pssisled saveral groups within MIS wilh pridng
information,

B. Bullding Alfances {EX add} ~in Tieu of gotling
funding ~ entered into alllancs with Androw Kalolay
Asse, and oMBS. Difficult, muitl-party negotiation.

Erie od ngmt!pbindndngim MBS deal with
Kalolay and sNBS. There ware sevesal difficult
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stayed focussd on closing the deal. He also ensurad
thet we effectively integrated the MBS data inlo our

end of day dutw flos.

CONFIDENTIAL & PROPRIETARY

MOODY'S-COGR08-00085

Wneaged, etd row(s] by pressing lab In row abave.



151

il. Key Competencies Review 2008
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Moody’s Analytics
Competencies Key

Job Knawledge snd Technical Skille
Undaretands und spplies knowlsdge and skilts reguired for the job, curmant ige of of

Planning & Organizing
Completes work tasks sfficiently and effectively. Prioritizes time und multiple asks appropristely. Processes requests
quickly and Davelops i for ging work ofif ly and staffs dep
appropriately. Manages effective axecution of work.

Adaptablity
Adjusts quickly o multiple demands, ehifing prioties, ambiguity and rapld shange. Demonstrates resifance In the face
of adverely and fatraions.

Dependability
igned tasks Mests Follows thraugh on Adheres to for
atiendance & punciuallly,

Human Relations Skitls
Interacts with others in an open, positive, and professional manner, Resolves issuss collaboratively. Values diflerences

In others,

Communication Skilts
Snemmmdmy, wwwdy Tallors message to audience. Listens affectively to hear and valus giffarent

parepacives and viow|

Productivity
Producas en appropriste qwmy and quality of work for the posttion and individual level of experience, Takes
tesponsbiiy for actiona/nes

Initiative/Resuits Orisntation
Sats high standerds for performance. Focumos on results with 8 sanse of urgancy. Overcomes obstacles. Brings issuss

to

Probiem Solvinglludgment Skills
Thinks criticaly and sound

idsnilfies problams andior proactively and provides

10

Thinking Steategicali)
mvyk:g ’ from trond plang for reactions of olhers, identifies critical, high payoff
sirategies lmpodfm resulls,

1"

Leadership
Provides . othvers 1o take sction, Gains support and commitment for

clear
change. Creates a positive environment.

12

Coashing
opporiunities,

Gives imely, specific k. Provides

13
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Supports other tsam bers, Willing Pigces priotities above parsonal goals. Fosters
coliaboration, commitmant fo common poall Apphies and adhares o Moady's policies (Business Conduct, Harassment,

8t} intaracts positively.
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Gus

Iam protesting the “2" reting I received on my PE with respect to my bidget numbers as
well as the 3" overall rating,

While the stated goal “Mest revenue targets —~ $1.25mm” was not met, this was not due
to my performance and 1 should not be pemhzed, Specifically, the following exteral
fectors played critical roles in the group's inability to raise ravenue:

¢ Declining economic conditions, Moving from one pricing service to another
causes a drain on a client’s resources - personne! and financial, At a time of
great dislocation among the financial community, few clients had the desire or
mandate to undergo the stressful pracess.

¢ Lack of Investypent by Moody's. The business that was purchased from
Mergent (for 8 nominal sum) was understood not to be abie to operate without
significant investment. Specifically, there were three arcas which required
immediate attention: 1) technology support, as this portion did not transfer; 2)
additional evaluators to help with areas of weakness (eg converts) and 3) client
support. None of these areas were funded properly. The technology effort also
suffered (along with the rest of Moody’s) from the transition to Perot Systems.
Had these areas had been funded properly we would have centainly improved the
initial customer experience and increased sales.

o Lack of focus from Sales, Increasing the revenues is the direct responsibitity of
the sales group, but thelr efforts were not focused, While the sales staff assigned
to pricing are capable personnel, their mandate was to sell two different products.
One, the ratings feed for which Moody's is the only source was a “sure thing”,
the other, pricing, was ultra competitive. They had no incentive to expend extra
sales efforts on pricing.

Additionally, I do not understand why revenue is performance factor for me, Take, for
example. Denvatives-—um former group. Awortling to our full yeer earnings release, the

nues in d finance dropped 57%. ding to Morgan Stanley, CDO
msuanoe dropped in US dropped over 80%! And yet, dcspm the lack of work and new
issuance, the group suw a rash of managerial promotions. 1would like 10 understand
how promotions are possible in a group whese the new issue work load is declining,
while I am penalized for managing a business that is finished relatively flat and required
a greal deal of integration work. As you know, the comparison is made more relevant by
the fact that the management of the derivatives group retaliated against me in the Fall of
2007 for preventing their illegal activity.

In conclusion, I believe that the two grades above should be raised to “3” and “4”
respactively. Altematively, I would like to understand the performance cvaluation
discrepancy between derivatives and pricing described above.

Sincerely
Eric

CONFIDENTIAL & PROPRIETARY MOODY'S-COGRD9-00091
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January 29, 2009 @

Moody's Corporation

Tya (Eric) Kolchi

= ichinzky 7 Workd Trede Canter ot 250 Grasnwich Sirset
New York, New York 10007

Dear Brie:

We are pieased to confirm your new position s Managing Director - Quality Assurance
(Structured Finance) in Moody's Analytica, reporting to Gus Harris, effective as of January 29, 2009,
This letter sets forth certain terms of your new position, Except ag amended by this letter, the terms of
yowaf::rmwiihuwdy's, dated April 29, 2005, will continue to govem your employment, in full
force & .

1. Compensation

You will receive a base salary of SN per year, payable accarding to Moody's customary
payrol! practices. For calandar year 2009, you will be eligible for 1 discretionary bonus under Moody's
Esecutive Performance Incentive Compensation ("EPIC™) Plan, and your target bonus will be IR
Your actusl bonus payout will be payable during the first quarter of 2030, Funding for EPIC will be
based on opersting income growth relative to budget for each operating compary for 2009, Under the
EPIC Pian, your actual bonus payout will be based on a combination of your performance and Moody's
Anslytics performance relative to its financial targers for the year. The payment of all bonuses will be
subject to satisfactory performance and conduct on your part, a3 well a8 your remaining employed by
Moody's, through the date on which the paymen is mads,

2. Benefits

As of January 29, 2009 your benefits and vacation allotment will remain unchanged and you will
continue to accrue vacation days pro rata for each calendar year, in accordance with Moody's Investors
Service vacation policy.

Eric, we wish you comtinued siccess and hope that you will find your new position rewarding.

Sincerely,

Via.... &,
Marisnne Fabozzi A,‘/&“
VP ~HR Generalist
cc: G, Harris
L. Agostini
CONFIDENTIAL & PROPRIETARY MOODY'S-COGR09-00092
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1.5 Ddpartment of Justice OMB M 11190138
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* varas
Murrmn Rasaurces Fhests shoukd be eemploted by associats pric or on thol &t ey of smployment
h / éw (&
el

Name:
Address:

Prefared frst name 3 Mute [{] Femate ] i Dote ‘_‘
Socia! Sacurity ¥
}

somerncner [N . coverar

' Bus.Fax# [ BesperPager® ()
CelivlarPhone®  _{ ) BMall Agh
Race
White Hispanie
Biack Aslan/Paihs istander
Natlonahty: s
Marital Stetua: Maried [ Singte [
Iif Maried:  Sp firat pame, /’rWa Spouse lagt name;, A
Opliénal: fa? D CX—D Whdarvmed D
vg.Ciizen?  Yes [} Na[] toot, what country are you a citizen of?
Visa Status Explration Date
Foent anguages __Kusges) T Prondemlengizges
Convarsational Languages
.5, Afmed Forces I;'\‘.uarw Category:
# of Deills Annually Annual # of Weeks of Aclive Duty

Aro you a vetaran of the Viemam ora™  Yes [[] No K1 ora “special aisabiea” vaterany Yes [ ] No [ .

A “Viotnam era” m«m&mmm.dfaoummmpmma 1564 and May 7. 1975, snd roveived
mmmw%&ﬁmmwnm“ wnomamdrndz:ybdwommnm

dios and was umtan fy
A ’Mﬁmwmhmmbmmmo faradkaﬂymudaopml or mors, or rated 10 or 20
mbvuuxa of & sarvice-

pam«mhuu .miws y

IWMMM’"‘%"&W’WW
. M"““‘ - ) J—/&S/Oé
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1
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®

Moody’s Invastors Service
99 Church Staet ,
New York, New York 10007
Adrignpe Rosenid
d

May 3 2000 e A
Tl 2128531496

Bric Kol:himki

Dear Eric:

We are pleased to offer you the position of VP/Se. Analyst with Moody's Investors Service at a
starting salary of SEMMMSEER per snnum with a bonus target of SN Your actual bonug
payeat for 2000 will be affected by your parformance as an analyst asd Moody's performance
relative to its financial fargets for the year. The 2000 bonus will be pald In the first quarter of 2001,
Your bonus payout for 2000 will be calculated as if you had been employed ag of Janvary 1, 2000
and will not be pro-rated based upon your date of hire,

Beginning in 2001, you will accrue 4 weeks vacation, for the remainder of this year, your vacation
days wiil be pro-mted based upon your start date.

In addition to the salary offered, you will be eligible to participate In the Dun & Bradstreet
bermfits program. Pleasa call Fidelity our beneflts at 1-877-DNB-8953
to request benefits anroliment material. Once you receive the benefits information, you must call
Fidelity Investments to enroll in the banafits plan, If you Jo not eall within 31 davs of
employment, vou will not hava benefit covernge You can enroll by apeaking with s service
representative from 8:00 .. to 8:30 p.m., Monday through Friday, or through the Volce
Response System virtually 24 hours 8 day.

You will alse be required to bring with you on your date of hive appropriate documentation
providing proof of United States citizenship or anthorization to work ir the United States,

The offer as stated is upon the sat check of your references as well as the
satisfactory results of a dxug test to be taken prior &0 your starting with us.

Inclosing, we hope that you will find this opportunity with Meody's rawarding, If you have any
questions, please call me.

Sincerely,

{

Adrienne Rasenfeid

Ce: Jerry Ghuek
Rosanna Thacke

A company of The Qon 8 Bradutraat Corporation
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UHERERY ACKNOWLEDGE AND AGREE that:

L T bave curedully voad the Code of Bthics (*Code®) nd the Standands of Professions}
Canduet (*Siandwds™) of MOODY'S INVESTORS SERVICE, inoluding its subsidiatics snd tomtrofled sffilisies
("MOGDY'S"), wad bave boen given sufficiens tisss and acooes to discuss the content therwof with
meoageent, Ou the basls of the Soregoing, I undarstand sl agres to abids by the termw of the Code and the

£ Mnm(nauhm%).lmhhmwwmﬂw

num mmi:h.nmmmwﬁwmqum
MWﬂhMmmmbﬁomdenthMmde
Mm«f:m. luding the g the jon of Confid Ink

et ot At or divestion to sny A-‘ewm

L% A all times during the course mad after tosination of my staployment 8 MOODY'S,
T will trost all Confidentie! Enfarmation as the propacty of MOODY'S o itx Rusiness Contacts, as the cam mey be,
and will mot, \MWthvM&ubynMwoﬁmﬁnom& divulge sny

Infornmtion to may prersce who Is pot sx ists or divert sy I & MY e or purpose
(Mmmwmymm«MmemumﬁMuﬁM
wa " . of 3

mmwuduumummmumw
duuplmym—hyMO(mY'S nclading withont Hetitation sermination of employment, wad may, & sddition,
wabject me o civil and/or criminal linhility und peralties under applicebls state and federsl law,

‘5 Nothizg in this A A i A shatl, nor shall it for any pirpose be

deemad 10, (a) coustitiie say agiesment, expeski Or MM&M»!WW
MOODYS or (b) linsdt or rostrivt in way mammer the right of MOODY'S or me 1 taeminate such eaﬁaymtﬁ

time or for sy reston.

e ' BIGNATURE: Q/é/k a Sl

NAME: . (Z Free  doleliiosk,
/

DATE: 5/‘2""/00 ‘, 9!‘ »4700.,4,5/—
COBT CENTER NO: GROUF: Qde
(MAR3)
LAWPIARME Tiran CONI
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ANNEX A

MOODY'S INVESTORS SERVICE
SECURITIES TRADING POLICY

QUARTERLY COMPLIANCE, CERTIFICATE

VHEREBY CERTIFY that:
1 [ have read and understand the Securitier Trading Policy of MOODY'S,

2 llgreemnn!}ﬁmuwhdemplcyudbyMOODY’Sandhrapamdaﬂ!\m(ﬂ)monﬂn
ng of such employment, I will faithiully comply with tha Palicy.

3 1 understand and agres that failure to comply with the Policy will subjest me to immodiate
disclplinury action, which may include terstination of my employment, by MOODY'S and may, in addition,
subject me to civil snd/or crisinal penalties under stats and fderal [aw,

4. mnmmwmma)mwwypmmmofmamﬁm

41 (check one)

_X 401 Ihxvenmmgagedinmymmnm Securities {ax defined) required by the
Polizy to be distiosed in & Securities Transaction, Report,

o e ietet 1o G

— 4.1.2. Ihwwmwmwmmhmmusmmwmfoﬂq
to be discioped in Securities T Bwummmnmmmmkemu
atd whan required o, if not, submit them with this Costificate.

4.2, Immmmmmmmsmhmmﬂﬂuwtmmwmmi-
mdwh\ramuhnmmwcummuykhnﬂcwmrdmmgormng.mmﬂmwsah

of any Sezurty in violation of the Palicy. Q/é { Q‘f”_

SIGNATURE:

‘éﬁﬁ%ﬁf—m N NAME: 4'/@ E’?C /@/a[uus[c?
BT me D G AN
DATE: 71]?100 DEPARTMENT: Slr G

cosTcenTeER NO: L2466, GRouE - . Peadiatiues

PLEASE SUBMIT THE COMPLETED FORM TO:
HUMAN RESOURCES DEPARTMENT
ATTENTION: BIRECTOR

This Certifieate wiust be sabmitted rot Jater than ten (103 days alter the end of esch calendsr quarter.
danon
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I
®uw: Investors Sorvice w4/ 1102

Health & Fitness Center
Tel: (212) 5534 180/Faxi(212) 5534199

HIP C. TION

NaME:  Llge  Ere /é/o(u‘psﬁ
/
socursecvrrrv+ TN

DEPARTMENT: SF6_[Denyshles

REASON FOR CANCFLLATION
/{ besuroust’ '%)»»e. v wﬂ%&:.

SIGNATURE: %’ : % &1/
NAME (PLEASE PRINT): jz'//& E Zx/cﬁ;ask&
EXTENSION: '7"\ ;Lg

FITNESS MANAGER SIGNATURE: EEEEQ%ES ; >
e

exnrvill P L

TR/ TH A
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Matthews, Levi
——————

From: Maughn, Paul

Seant: Maonday, March 10, 2003 5:56 PM

To: Matthews, Levi

Subjoot: FW: Employee Location Code Change

Keiowski, Matlnaw
J Monidey. March 10, 2003 8:55 PM
o Maughn, Paut; Corulli, Methew

Soloman, Mich
Subject: Emplayee Lacation Gode CGhange

meeee0riginal MsgSagge——
From:

Paui,

Pleas; n)hange the lotation {Ciperating Unit) in ADP to 28400 for these two associates (for the March 16 payroll if
possible):

liya Koichifaky
]

Matt - Please make sure these are up to date in ETS as wall,
Let me know if you have questiens.

Thanks,

Matt

CONFIDENTIAL & PROPRIETARY MOODY'S-COGR09-00101
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oody's NamelAddi Ch Fol

By completing this form you are authorizing Moody's to change your name and or
atiiress in our Human Resources and Payroll systems. Moody's will communicate
your changes to all Medical and Senefit vendors.

Social Security Number:

[Eftective Data: 1 g /¢ /02 1
[currant Name: 1= é/a Eriy  Wolhvg k;@_ i
iNﬂv Name: } M J

{marttat status: | |
{5pouse’s Name: 1 i
o, | I |

e T M
Ercse | N
lllabile Phone Number;

bk bd d Lo

Changing your address may impact your State and/or Local withholding. To
change your withholding, please complete the appropriate withhokiing certificate
and forward to tha Payrofl department (New York Office, 2nd floor). You may

aceess withholding forme by uging the link balow:
hita:/imoodvenetmoodvanet/forms.nat

Shouid you wish to update your emergency contact information, please go to the
on-line HR Self-Bervice Center and follow the Instructians. You may access the
site by using the link below:

hito:imaodysnethhridosicnat

Please return this form to Human Resources (New York Office, 2nd Floor).

ovetdoe e | QLA 4 I ]
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Moody’s Corporation

99 Church Street
New York, New York 10007
ESALTEL st
ident & € Xecutive cer
Kalchinsky, llya
C/NE/N, Tel: 2123534014
Bmva/New vork Fa: 212.406.1696

E-matl: john rotherfurd@moodys.com

March 3, 2003

Dear Hya:

1 am pleased o0 advise you thet your 2002 Performance Incentive Plan (PIP) bonus payment
is JNE »:d will be made by diract deposit to your aceount in an amount less appropriate
withholdings and deductions.

1 want to thank you for your hard work and dedicetion during the past year. Your efforts
contributed to overall growth for Moody’s Corporation {including MKMV) of 28.4% in
revenue and 35% in operating income and strong cash flow as compared with 2001 Qverall,
Moody's employees delivered outstanding financial performance in 2002, Attached is 2
summary of how the PIP bonus payout was determined.

Warking together, T have every confidence that we will be successful in creating additional
value for our sharsholders in 2003.

Sinceraly,

e

IP_Reg

CONFIDENTIAL & PROPRIETARY MOODY'S-COGR08-00103
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Moody’s Corporation

89 Church Street
New York, New York 10007

BC/NK Jokn Rutherfurd, Jr.
Presidant & Chisf Executive Officer

Hlya Kolehinsky Tef; 212.553.4014
New York . Fee: 212.406.1696

E-mail: johnrutharfurd@moodys.com
Februery 11, 2002

Dear Tlya:

Congratulations! [ am pleased 10 Inform you that the Board of Directors of Moody's

ion recently jed you a stock option grant. This letter outlines the key 1erms and
conditions of that stock option grant. Afer reading this Jetter, ploase sigw a copy and retum it toGrace
Genna/Humon Rasources in New York,

Your stock option grant is govemned by the terms and conditions of the 1998 Moody’s
Corporation Key Employees® Stock Incentive Plan (the "Plan™). A copy of the Plan, as well as the
original prosp and p i relating to the offering of shares of Moody's
Cmpomnon stock pursumt to the Plan, are enclosed with this letter. You should read each of those
documents in their entirety for a better understanding of your grant,

In addition, enclosed is & brochure with general information about your option grant, as well as
information about establishing an on-Hne brokerage account with Charles Schwab & Company,
Moody's stock option plan admiistrator,

Your Stoek Option Grant

Your stock option grent provides you with an equity stake in Moody’s atd &n oppartumty for
long-term capital sppreciation. 1t provides a direct link an P
opportunity and increases in stockbolder value.

Your grant gives you the right to buy Moody’s Corporation stock at a fixed price in the future.
This is called the exerciss price. The value of your options is tied directly ta the stock markes pries of
Moudy"s stock during the life span of the options. The higher the stock price rises in the future, the
more valuable your options become.

Bach Moody’s sssociate who receives an option grant will be provided with e Charles Schwab
on-line brokerage acoount, 8t no cost to the assooiate, through which Moody's stock uptions may be

US_Op Lenar Templale 1
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exercised, Since you may only exerciss your optkms by means of your Charles Schwab brokerage
account, you are 1 to promp the pplication form from Charles
Schwab Employes Stock Plan Ser\nces, 1f you have fot already done 5o, Once you exercise your
optxons and purchase shares, you mey transfer your shares to another brokerage account or leave them
It your Schwab account.

Details of Your Stock Option Grant

Number of Shares of Moody's Stock Subject to Your Option |
Exercise Price: §39.975
Date of Grant; February 7, 2002

Espiration Date and Vesting Schedule

Your stock option grant is & grant of non-qualified stock options, which expires 10 years after
the date of grant (February 7, 2012), or upon your termination of employment, if emslier. You should
review the enclosed copy of the Plan and informational brochure for details abont the effect of a
termination of employment on your options.

Subject to your continued employment, your options will vest and bacome exercisable with
respect to 25% of the shares on each of the firat, second, third and fourth anniversaries of the date of
grant, so that your options will be 100% vested and exercisable after the fourth anniversary of the date
of grant, as set forth in the following schedule:

Timeframe from Date of Grant Vesting Cumulative Vesting
February 7, 2003 {1 year} 25% 25%
February 7, 2004 (2 years) 25% 50%
February 7, 2005 (3 years) 25% 75%
February 7, 2006 (4 years) 25% 100%

Exercise

You may exercizse all or a portion of your options to purchase shares, to the extent vested, at
the fixed exerciss price at any time afier vesting commences and on ar before the option expiration
date. You may exercise the vested portion of your options by contacting Charles Schwab either on~
line or by using the wll-free numbey, dopending on your means of exersise. Further information on
how 10 exercise your aptions end pay the exercise price Is set forth in the enclosed informational
brochure,

Transferability

Your options may not be assigned, ali d, pledged, hed, soid or otherwise transferred

ot encumbered by you orberw:sa than by will or by the laws of descent and distribution, and any such
edge, sale, transfer of encumbsance will be void and

unenforceable agamst Muody's. During your lifetime, your options are exercisable only by you.

US_Op Letter_Template

CONFIDENTIAL & PROPRIETARY MOODY'S-COGR09-00105

REDACTED



171

} nt

Your cption grant will not constitute or be evidente of any agreement or undersianding,
expressed or implied, on the part of Moody's or any of its subsidiaries to continue your employment
for any specmc penod or i any pamcular capacity and will not prevent Moody’s or any of its

from ter R your employ at any time.

Responsibility for Taxes

Regardless of any action Moody's or your employer takes with respect to any or all income
tax, soclal jnsurance, payroll tax or other tax-related wl:hholdmg (“Tax»ReImd Items™), you
acknowledge that the ultimate Hability for sil Tax-Related Rems is and remains your rasponsibility and
that Moody’s and/or your employer (1) make no representations or undertekings regarding the
treatment of any Tax-Related Items in connection with any aspect of the option gram, including the
grant, vesting or exercise of the option, the subsequent sale of shares scquired pursuant to such
exercise and the receipt of any dividends, and (2) do not commit to structure the 1erms of the grant or
any aspect of the option to reduce or eliminate your liability for Tax-Related Ttems.

Prior to exercise of the option, you agres 1o pay or tmeke ad tisfactory to
Moody's andlor your employer to satisfy all withholding obllgntxons of Moody’s andfor your
employer. Tn this regard, you authorize Moody’s and/or your employer to witkhold al] applicable Tax-
Related Iterns legally paysble by you from your wages or other cash compensation paid to you by
Moody's and/or your employsr or from proceeds of the sale of the shares. ANernatively, or in
addition, if permissible under locg] law, Moody's may (1) sell or acrange for the aale of shares that you
sequire 10 meet the withholding obligation for Tax-Related Items, andfor (2) withhold in shares,
provided that Moody's only withholds the smount of shares necessary to satisfy the minimum
withholding amount. Finally, you shall pay to Moody’s or your employer asy amount of Tax-Related
Items that Moody's or your emplayer may be required 1o withhold as a result of your participation In
the Plan or your purchase of shares that cannot be sotisfied by the means previously described.
Moody's mey refuse to honor the exercise and refuse to deliver the shares if you fail to comply with
your obligations it connection with the Tax-Related ltems as described in this section.

Fs Tax Conseguence:

A summary of the United States fbdeml income tax consequences with respsct to the Plan and
your options are set forth in the encl , you should consult your own tax
advisor concemning the federal, state, local or r other fax lmpl!cmbns of the Plan and your options.

If you have any questions regarding this grant, please contacet your Human Resources

representative,
Sincerely,
g SR N
US_Op Letter,_Template 3
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R

T hereby accept and agree
to the forsgoing terms of
this option grant.

Lo ¢ Le—

Signature

Hlya Kolchinsky

Name

Feb 20 | asen.

Dat

US_Op Latter_Tempinto
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O
@

Moody’s Corporation
29 Church Street
Eric Kolchinsky New York, New York 10007

' Jojn Rutherfiad, Jr.
BONKUSANY Pravident & Chisf Exevutive Officer
Tel; 212.553.4014
Foox; 212.406.1696

Hemail: jobmrotherfard@mondys.com
Febryary 13, 2003
Dear Erie:

Congratalations! I am pleased to inform you that the Board of Di of Moody’s Corp
recantly awatded you a stock option grant. This lotter outlines the key terms and conditions of that stock
option grant. After reading this lotter, pleme sign.a copy and return it to (Grace Genna/Human Resources
Department, $9 Church Strevt, 2™ oar, New York, NY 1007,

Your stock option grant I¢ governed by the terms and conditicas of the 1998 Maody's
Corporation Key Employees’ Stock Incsntive Plan (the “Plan”). A copy of the Plan, as well as the
original p and p ! relating to tha offering of shares of Moody’s Corporation
stock pursuant to the Plan ars eniclosed with this letter. You should read each of those doouments in their
entirety for a better understanding of your grant.

In addition, enclosed i & hrochure with genaral information about your cption grant, s well as
information abiout establishing an owline brokerage account with Charles Schwab & Company, Moody’s
stack option plan administrator,

Your Stock Option Gragt
Your stook npuun grant provides you with an equity mke in Moodv s and an opportunity for

long-term capml appreciation. 1t provides a direct link b *s oomp opportimity
and increases in stockholder value,

Your grant gives you the right to buy Moody’s Corporation stook 8t a fixed price in the fiture.
Thig is called the exercise price. The valie of your options is tied directly to the stock market price of
Moody’s stock during the lifs span of the optiots. The higher the stook price rises in the future, tho more
valuable your options bucome.

Each Moudy's assaciate who receives an option grant will be provided with Charles Schwat
on-Jine broksrage account, st no cost to the ssociate, through which Meody’s stock options may be
exercised. Sinee you may only nercisu your opdons by mcans of your Chatles Schwab brokerage
account, you are d to p the li form from Charles Schwab
Employse Stock Plan Servicas, n“you havc not already done so. Onco you exereise your options and
purchase shares, yon may transfer your shares to another brokerage accownt or leave them in your Schwab
acooutt,

US. L/MOO
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Details of Your Stock Qption Grant

Nunber of Shares of Moody’s Stock Subject to Your Opstion [N
Exeroise Price: $42.538
Date of Grant: February 7, 2003

EBupiration Dafe snd Vesting Schedule

Your gtock option grant i a grant of nomqualified stock options, which expires 10 years after the
date of grant (February 7, 2013), ot upon your termination of smployment, if cardier. 'You should review
the encioscd copy of the Plan and informational braghure for detaits about the effsct of & termination of
employment o your options.

Subject to your confinued eroployment, your options will vast and become exercisable with
vegpeat to 25% of the sharcs on vach of the first, second, third and fourth amiversariss of the date of
grant, so that your options will be 100% vested and cxercisable after the fourth anniversary of the date of
gtant, as set forth in the following scheduls:

Timeframe from Date of Grant Vesting Cumuiative Vesting
Fobruary 7, 2004 (1 yar) 25% ' 25%
Febrwary 7, 2008 (2 years) 28% §0%

- February 7, 2006 (3 years) 25% 5%
February 7, 2007 (4 years) 25% 100%
Exercise

You may exercise all of a portion of yonr options to purchase shares, to the extent vested, at the
fixed exercise prios af any time after vesting commences and on or before the option expiration date. Yon
may exercige the vested portion of your options by contaoting Charles Schwab either online or by using
the toll-free number, depending on your muans of exercise, Further information on how to exercisgrout
aptions and pay the exerclse price is set forth in the eaclosed informational brochure.

Transferability

Your options may not be assigned, alienated, pledged, hed, sold or otherwise transfersed or
snoumbered by you otherwise that by will or by the laws of descent and distribution, and any such
purportod assig lienation, pledge, i sale, Transfer or encumbrance will be void and
unerforecable agatast Moody’s, Thiring your lifetime, your options are sxercisably oply by you.

N Right to Erploymen

Yout option grant will not constitute of be svidence of any agrasment or understanding,
expressed or Inplivd, on the part of Moody’s or any of its subsidiaries to contimue your employment for
any specifio period or in any particular capacityand will not prevent Moody's or any of its subsidiaries
from terminating your cruployment at any time.

US L/MOD
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ility for

Rogardiess of any action Moody's or your employsr takas with respeet to any or alf income 1ax,
sooial insurance, payroll tax or other tax-related withholding (“Tax-Rclmd Ttams"), you acknowledge
that the uftimate lability for all Tax-Relgted Keme i 1s nmi mmams your responmbllny and that Moody's

aad/or your cmpiayar (1) make no the of any Tax~
Related Items in connection with any aspect nfﬂm option grant. mcludmg the grant, vesting or exercise of
the option, the subsaquent sakc of shares ace P such and the receipt of any

dividends, and (2} do not conmit to structure the teems ofvhe grant or any agpect of the option to reduce
or eliminate your liability for Tax-Related ltems,

Prier to exerciss of the option, you agres to pey or maks adeq isfactory o
Moady’s and/or your emplover to satisfy all withholding obligations of Moody's and/or your employer.
In this regard, you authorize Moody's and/or your smployer to witithold all applicable Tax-Related Itema
Tegally payable by you from your wages or other cash compensation paid 1o you by Moody's and/or your
employer or from prooveds of the sale of the shares. Alternatively, or in addition, if pereissible under
local law, Moady’s may (1) sell or arrange for the sude of shares that you acquire to mest the withholding
obligation for Tax-Related Itoms, and/or (2) withhold in shares, provided that Moody®s only withholds
the amount of sharea nscessary to satisty the minimum withholding smount, Pinally, you shall pay to
Moaody's or your employer any amount of Tex-] ReiamdhemsﬂmMoody s or your smployer may be
mqmredtc withhold as nmult ofyour participation in the Plan or your putchass of shares thet camnot be

i the mens p ibed. Moody’s may refuze to honor the sxerciss and refuse to
deliver the shares i you failto comply with your ohligations in conneation with the Tax-Related ftems as
described in this section.

Income T

A summary of the Unitad States foderal incoms tax consequences with respect to the Plan and
your options arc set farth in the enclosed prospectus. However, you should consult your owm tax adviser
coteraing the faderal, state, Iocal or other wx implications of the Plan and yoar options.

1 yons have any questions ragarding this gramt, please contact your Human Resources

representative.

Sincerely,
1 hersby accept and agroe
to the foregoing terma of

ﬂlmw é W
«4/&4/#&& Eric

Name: (Knlehintky Brit) |

y/ 91 o3
[ !

Date

UB_iMCO
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Moody’s Corporation
. 99 Church Sirect

BONK New York, New York 10007

John Rutherfurd, Jr.
Hya Kolchinsky President & Chief Executive Officer
New York

Tel: 212.553.4014

Fax; 2£2.406.1696

Brmenl: jokn rutherfurd@moodys.con

March 1, 2002

Dear liya:

1 am pleased to advise you that your Performance Incentive Plan (PIP) bonus award for 2001
hag been approved st the level shown below. In addition, management's proposal to supplement
the formula bonus payments to reward ptional sectors and individual perfonmance has besa

pproved. In recognition of your outstanding contribution to Moody's in 2001, you have been
chosen o recaive a supplemental bonus,

Your 2001 regular bonus payment is and your 2001 supplemental bonus payment is

A payment for] will be made by direct deposit to your recount in an amount
less appropriate withholdings and deducti Attached is 2 y of bow the PIP bonus
payout was determined.

1 want o thank you for your hard work and dedication during the past year. Your efforts
contributed to overall growth for Moody's Corporation of 32% in revenue and 38% in operating
income and strong cash flow as compared with 2000. Overall, Moody's employees delivered
outstanding financial performance in 2001,

Working together, 1 have svery confidence that we will be successtul in creating additional
valug for our shareholders in 2002,

Sincerely,

g -
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PAYMENT PLAN
ELEASE IYPE O ERINT ALL ENTRIES
Woloiosle 7 lyy Evic
 P— 0 ——— ‘Middle indtial s
7428
Departeens " Telophone Exesion
PAYROLL DEDUCTION

T lanrelyy stithortze the SEMIMUNTHLY payroll dednction £13,00 (curmes feo) for membership in
WMM«IWQWMW for nix monthe unheas §
yolncate 21 the Compariy’s reqmzst, termsinats my exgioyxeat or hoooims conthmnusly dizabled for e
o, Wil el My s R eputs W s B o
wiich ¥ with sy yeessbessiip 10 be dignsasinned. b O s ol e

AN .,

o

LUMY SUM PAYMENT.
My cliek ar taowey rider, tuade payabie to Moody's brvestoes Sefwios in the smonst of

| — .
inginning o the frllowiog date; and ending: . Rafumds will be
n&ady-hhmundm mwm.mnfmucm
(cmerexsty $1356.00)
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Recommendation for Compensation Adjustment

U8 Payroll £ ¥

Associats Nanwe: Kolchinsky, fya £ Pecformance Rvahuation:
Employee I3 Nmw: 25001416
PE Dater
Social Security Num:
Payrolt Locakion: Upited Stares(45)
Cost Conter: 266 « Derhatives
Hire Dazet 0573072000
Last Perf Apprateal: 05/30,2000
Compensation History
Recommendation/Change
Recommended Byr G Hareis on 04/24/2001
Reason for Chunge: Merlt . Effuctive Data: 03/30/2001 §
Perfarmance Rating Exceeds Expectations (3} Sinee Lest Change; ? months, 1 day
Locaf Carrencyt usp
Othor Compe 1 Donus Type: Target

T _ R R TR
10 Nums P21001568 P23001668

Loug Thle: Vice Presicent/Senlar Analyst Yice Presideny/Sentor Analyst

Grade:

Cost Canters 268 - Derlvatives 244 - Desivatives

SBU: CRA CRA k
Granp: Strucnired Finance Graup Structurad Finarce Group g
Commen s,

_ mﬁ@éﬂw b b /y ?/
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*

Lannon, 5ahna

From: Kalchinsky, Eric

Sent: Friday, Oclober 13, 2000 2:08 PM
To: Lennon, Danna

Subjeot: © New Address

Dana,
My new addrass js:
My emergency contact Is the same at the new number.

Thank you very much,
Erie
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COMPANY~--» 00500 EMPLOYEE NuMper--» [N

EMPLOYEE NAMEw~---~» ILYA E KOLCHINSKY
PO BOX/APT/SUITE--»
STREET ADDRESS~~m=~>
CITY - wmmm v

ZIP CODE-=w-
HOME PHONE- - ==w--~

RECORD 1 OF 1
10/23/00 12:49:21 1 M39T MPHR
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Recommendation for Compensation Adjustment
U8 Payroli
—
Astaciate Haner Kolchingky, Biy2 E Perlormance Evabmtlony
Employes 1D Ryrn 21005416
PE Date:
Sorla Securiy Mo [
Payrolt Lacations Unlted Swaes(45)
Cout Comters 246 -
Hire Dmez 05/30/2000
Last Parf Appralesk: 05/30/2000
Compensation History
Recommendation/Change
Recammnadad By: Cuss Harrls on 08/22/2000
Reason fer Chouge: Merlt, Compression Effective Dater 09/01/2000
3 Exceedts Expactations (3) $ince Lust Clungo: 3 menths; 4 days
Local Currencyr Usd
Qcher Comp: O Nowe Ranas Type: Target
@ foms Eligble
O Commission
Base Selaryr
Target Bonus:
Compensations
Semi-monchly:
Positlon Chanye/Tramfer...
c‘““"“".‘-*m:‘ Gn Infom‘adioh- . T . NWP“NM dnfodnation: - .
1D Nunty PRI001868 P210014668
Long Tider Vice Praddont/Séntor Analyst Vice President/Senior Analyst
Grada:
Cost Cenvart 266 - Derivarives 264 - Derivatives
58U CRA T OCRA
Group: Derlvatives & Funds Dervatives & Fumds
. Commants...
."l ’ A ,/1"
X Approvals & ;
Y, okl Approvad... o y*.
. lnmmnummm/ﬂﬂﬁzgzﬂ¢unﬂ' ~

2\
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wr soo @

. ON HOBID

mwm=vBABIC EMPLOYEE IDENTIPICATION----- -

COMPRANY-~-> 00500 AMPLOYEE NUMBER-
EMPLOVEE NAME--~-- > ILYA
PO BOX/APT/SULTE--»
STREET APDRESS--+=»
CLTY STATE SIP----»

TIME CARD STATUS--» AUTOMATIC
BIRTH DATE---2mmm-s
--» 05/30/2000

ANNUAL SALAR
ORGANTEATION~«~---» B266
HALARY GRADE-~~~=v» 17
MARITAL STATUS----» 2

WORK DAYS/WEEK----» 5

CONFIDENTIAL & PROPRIETARY
REDACTED

* (OOOiOOO-OODD
BALARY OR BATE---»»

STANDARD HOURE 2--» 395.98
SOCIAL BECORITY-»-»

ANT LABT PAY CHG»-» #
DATR LAST PAY CHG-» 03/01/2000
BALARY STBP-~------ > A
ADIUSTED EMP DATE-» 05/36/2000
BTART DAY OF WEEK-» 2

STD HOURS/DAY----s» 7.0

Q9/07/00 15:24:14 1 MISL MFHR
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Mooady's Investors Service

7 Workd Trade Centar wi 260 Greaewich Strodt
Naw Yoik, NY 10007

Marsnne Fabozd

Vice Prasident
Soptomber 10, 2009 Human Resources

Tak 212.553.0457

Fax: 212.068.7478

Emap: marianne.fabozziBmoodys.com
Mr. Eric Kolchinski
Dear Eric:

Per your request, this is to confirm that on Thursday, September 3, 2009, you were asked
to meet with Barry Berke of Kramer, Levin who is investigating the issues that you raised
in your July 29, 2009 and August 21, 2009 letters, When asked to attend this meeting,
you told Marianne Fabozzi and Amy Winkelman that you intended to give notice, i.e.
that you intended to resign from Moody's, and that you would niot cooperate with the
investigation. You were told that as a current employee of Moody’s you were expected to
cooperate with compliance investigations and if you did not you would be suspended
with pay. You again refused to coop We are hopeful you will ider your
decision and will agree to meet with Mr. Berke as soon as possible. You may contact
him directly at 212-715-7560.

In the meantime, as you are not to be performing any work for or on behalf of Moody's,
please contact me at 212-553-0457 immediately to arrange for the return of any company
property still in your p Our ds indicate that three p ~ two desktop
and one laptop — were issned to you. We only found one desktop computer in your office.
Please let us know of the whereabouts of the other computers immediately.

Thank you,

Ve

Ce: A. Winkelman
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Moody’s Investors Service

7 World Ttade Center at 250 Geeenwich Stresl
New York, NY 10007

September 22, 2009 Mariarme Fabozzt

Vice Prasident

Human Rasources
liya E, Kolchinsk Tat: 212.653.0457

Fax: 212.298.7478

Ernall: marianne.fabozzRdmoodys.com
Dear Eric,

T am responding to your emeil of September 16 to Gus Harris to correct some of the
many misstatements in your email and to address your employment decision.

First and foremost, Moody's did not terminate your employment. Rather, you were
suspended - with pay - for refusing to cooperate in an investigation of allegations you
raised. Specifically, you were suspended for refusing to meet with the law firm

Kramer Levin, which, as you know, was retained by Moody's to investigate your
compliance concerns. You were given several opportunities 1o meet with Kramer Levin
but you consistently refused to do so.

Contrary to the statements in your letter, my understanding of your phone conversations
with Kramer Levin is that they were limited in nature and focused primarily on
scheduling and on providing you, at your request, with an agenda for your scheduled
interview. This limited engagement did not satisfy your cooperation obligations to
Moody's. Moreover, at no time did you advise Moody's that your refusal to meet with
Kramer Levin was because you wanted your lawyer present. Moody's has never objected
to your lawyer attending any requested interview; nor, to our knowledge, would this have
posed an issue for Kramer Levin had you simply raised this request at the outset.

Second, we strongly disagree with your characterization of our September 3, 2009
meeting. Amy Winkelman and I called you to a mesting that day to discuss your stated
refusal to meet with Kramer Levin after you had requested that an independent
investigation be conducted and after you had agreed to coop in that investigation but
then changed course. At the meeting you reiterated your refusal to cooperate. { reminded
you that you have an obligation as an employee of Moody's to cooperaie fully. You
maintained that you would not meet with Kramer Levin and stated that you would be
resigning from Moody's shortly. 1inguired whether you were providing me (your HR
representative) with notice of your resignation and you stated that you were not because
you still had an assignment to complete, After that exchange, Ms. Winkelman and I
requested again that you sit for an interview with Kramer Levin and explained that the
consequences of non-compliance would be suspension with pay. In response, you stood

ODY'S-COGR09-00132
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up and brought an end to the meeting. I gathered the Company property in your
possession and escorted you to your office where you gathered your belongings, then
waited while you spoke with Gus Harris, and finally escorted you to the exit of the
building.

At no point did Ms, Winkelman or I treat you in 8 "humiliating manner" or atiempt to
“intimidate you into dropping your case." Indeed, we have no knowledge that you have
initiated or filed any case against Moody's. Nor have Moody's actions since the
September 3rd meeting been in any way inconsistent with your suspension. Because you
were suspended from sctive duty pending your decision to cooperate in an ongoing

igation, your el ic access was terminated and your blackberry and computers
were secured.

Third, I understand that several people have spoken with you previousty about your
disappointment with your group being reorganized and the Company's decision to
transfer you to Gus Harris's group in Jate 2007 rather than include you in a fayoff. Your
contention that this was a retaliatory move or a demotion is inaccurate, Indeed

you voluntarily accepted a transfer to Moody's Analytics and did not raise any concetn
about your transfer until nearly one year after the transfer.

1

We accept your resignation effective S 16, 2009, We will, of course, reimburse
you for appropriate business expenses incurred prior to your resignation. We will also
provide you with a final pay check and any unused, accrued vacatjon time, and send you
relevant conversion of benefits information under separate cover.

Finally, the Kramer Levin investigation is ongoing and Kramer Levin would still like to-

speak with you, Therefore, please contact Barry Berke to arrange a time you and your
counsel can meet with them.

Sincerely, hzr—

Marianne Fabozzi
Vice President HR Generalist

ce: A Winkelman
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KRAMER LEVIN NAFTALIS & FRANKEL 1o

BARNY H, RERKE

PARTNER

Puona 212-715-7560

TAX 2121157660
BETRKEPKRAMERLEVIN.COM

July 30, 2009

BY EMAIL
PRIVILEGED AND CONFIDENTIAL

Amy 8. Winkelman
Associate General Counsel
Moody’s Corporation

250 Greenwich Street
New York, NY 10007

Dear Amy:

We are pleased that you have asked Kramer Levin Naftalis & Frankel LLF
(“Kramer Levin” or the “firm™) to represent Moody’s Corporation (Moody’s” or “the
company”) in connection with an internal inquiry and related matters. As is our practice, we are
writing to set forth our understanding of the terms of our engagement.

1. Fees. We charge fees based on the actual time spent by attorneys and other
menbers of staff who perform services on Moedy’s matters. Our hourly rates for afforneys and
other members of staff are based on years of experience, specialization in training and practice,
and level of professional attainment. My billing rate presently is $780. Other attorneys who
may work on this matter will be billed at their customary rates,

.2, Disbursements and Other Charges. In performing services for you, we may
incur expenses for items such as travel, lodging, meals, long distance or conference telephone
calls, search and other fees, and courier services. In addition, matters may require ancillary
services such as photocopying, word processing, document preparation, secretarial, proofreading,
messenger, and computerized legal rescarch. These disbursements and other charges represent
out-of-pocket expenses, and, in some cases, the firm’s approximate cost and/or comparable
market pricing. If specifically requested by the company, we will furnish detailed billing
information regarding such disbursements and other charges, Third-party charges {e.g., filing
fees, consnltants, cxpert witnesses, transcripts) incurred on the company”s behulf are payable
directly by the company to the third party. If direct billing is not practical, such third-party
charges will be passed through at our cost.

1377 Aveaz or rnAumacas  New Yors NY 100362714 Prows 2127150100 Rax ZIZ715.8000  wow.xemmosem.col
K 150 ar 47 Aves Hocm - 75008 Paess Frses
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KRAMER LEVIN NAFTALIS & FRANKEL wur
Amy 8. Winkelman

July 30, 2009

Page2

3. Billings. Fees and disbursements will generally be billed monthly and are
payable upon presentation. We reserve the right to postpone or defer providing edditional
services of to discontinue our representation if billed amounts are not paid when due, We also
teserve the right to charge interest at the legal rate from time to time for balances that remain
outstanding for more than 30 days.

4. Conflict of Interest Waiver. Kramer Levin has many national and international
clients, covering a wide range of industries and businesses. Conflicts of interest might arise that
could deprive existing or prospective clients of the right to use this firm as its counsel. As partof
this agreement, the company agrees that we may represent current or fiture clients, whether with
respect to counseling, transactional matters, litigation, adversarial proceedings, or other matters,
50 long as those matters are not substantially related to the firm’s work for the company.

5. The Firm’s Privilepe Concerning Ethics Consuitations, In the course of
representing the company, we may from time to time consult with the firm’s General Counsel or
with lawyers or others within or outside the firm regarding issues of professional responsibility
and professional ethics that arise in connection with the firm’s representation of it. We believe
that the ability to undertake such consultations with the expectation of confidentiality benefits
our clients by fostering the firm’s ability to frankly and candidly discuss concerns which
implicate the company’s interests, The company acknowledges and agrees that these
conversations shall be confidential conununications between the firm and its internal and
external advisors as to which the finn shall be entitled to an attomey-client privilege,
notwithstanding the potential for a conflict between the interests of the firm and the company’s
interests as a client of the firm.

6. Use of Information Obteined in Other Representations. As you know, the firm
represents many clients in many diverse matters, and it is possible that, in connection with its
representation of other clients, the firm may have obtained or may obtain in the future
information with respect to the company or other matters which the firm may be prohibited from
disclosing to it or using in connection with our representation of it because of obligations to such
client or otherwise. The company acknowledges and agrees that the firm is not under an
obligation to disclose such information to the company or to use such information in conpection
with our representation of the company, The company further agrees thet it will not assert that
the firm has an actua! or potential conflict or has breached any duty or obligation to the company
by virtue of the firm’s possession of such information, our not revealing such information to the
cotmpany, and/or our not using such information in connection with our representation of the

company.

7. Disclosure of Federal Tax Advice. The company may disclose o any person,
without limitation, advice or materials we provide to it relating to the United States federal
income tax treatment or structurs of any transaction {refetred to as “Federal Tax Advice™), No
such Pederal Tax Advice is proprietary or exclusive to the firm. No entity other than the

KATITIL
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KRAMER LEVIN NAFTALIS & FRANKEL e
Amy 8. Winkelman

July 30, 2009

Page 3

company is entitled fo rely on the Federal Tax Advice, unless expressly authorized by the firm in
writing. The company hereby agrees to inform any other party to whom it discloses Federal Tax
Advice that such party may not rely on the Federal Tax Advice. This paragraph is intended to
avoid the application of a possible reporting requi to the IRS under Treasury Regulation §
1.6011-4(b)}(3); it is not intended to affect the privileged nature of ications between the
company and the firm which might be waived by disclosures to third parties.

8. Compliance with Audit Requests, Subpoenas, Legal Process and Other
Requests or Demands for Information. From time fo time we may be required to respond to
requests for information, d or testi about the company or our work for it. Such
requests may come from the company or its auditors. They may also come from third parties
through a subpoena or other legal pracess to which we are required to respond. We will bill the
company for any time spent or costs incurred responding to such req; ar d dsin .
commection with any matters we handle for it. In the event the firm considers it necegsary to
engage connsel in connection with any such (hird party inquiries, those expenses will be
reimbursable costs under this engagement, The firm will consult with the company before
engaging counsel.

9. Tenmination. The company has the right to terminate our representation at any
time upon written notice to the firm. We have the same right on written notice to the company,
subject to applicable provisions of the New Yotk Rules of Professional Condust. One of the
circumstances in which the firm will ferminate the representation is the company’s failure to
timely pay bills rendered by the firm. I our representation of the company is terminated, it
agrees to take all steps necessary to free us of any obligation to perform further services,
including the prompt fon of any di v to withdraw from the representation.
We will be entitled to be paid for our services rendered and dist paid or don
the company’s behalf to the date of termination, and, thereafler, to the exient required to permit
the smooth transition of the company’s matter(s) and files.

Unless previously terminated, the firm's rep ion will terminate upon the
sending of a final for services rendered in this matter.

10. Arbitration. Under certain circumstances, the company may have a right to
arhitrate fee disputes under Part 137 of the Rules of the Chief Administrator of the New York
Courts, Such a right does not exist in many circumstences, including when the amount in dispute
involves a sum of less than $1,000 or more than §50,000. The firm does not consent to
arbitration of fee disputes with respect o any situation that is not subject to Part 137. We will be
happy to provide a copy of those rules on request.

11. Records Relating 10 the Representation. At the conclusion of any specific
matter we are handling for the company, we will return its papers to it upon request and receipt
of p for « ding fees and disb Files that are retained by the firm will be

KAWL
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retained in accordance with our records retention policy, usually for a maximum petiod of ten
years, The firm reserves the right to destroy or otherwise dispose of records that the company
has not timely requestcd, in order to minimize unnecessary storage expenses,

12. Survival of Agreements. The provisions of this letter will continue in effect,
even after the termination of our relationship. In addition, the provisions of this letter will apply
to future engagements of aur firm by the company unless we mutually agree otherwise.

13, Applicable Law. This agreement shall be governed by and interpreted in
accordance with the laws of the State of New York without regard to its conflicts of laws

principles.
Please call me at (212) 715-7560 if you have any questions. We look forward to

working with you,
Sincerely,
KRAMER LEVIN NAFTALIS & FRANKEL LLP
By: % 4 %

Bamry H. Berke
KLIZDNS2
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