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H.R. 2990—THE CREDIT RATING
AGENCY DUOPOLY RELIEF ACT

Tuesday, November 29, 2005

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON FINANCIAL SERVICES
WASHINGTON, D.C.

The committee met, pursuant to call, at 10:05 a.m., James A.
Byrne Courthouse, Ceremonial Courtroom, Philadelphia, Pennsyl-
va:inia, Hon. Michael G. Oxley (chairman of the committee) pre-
siding.

Members present: Representatives Oxley, Baker, and Fitzpatrick.

ChairmanOXLEY. The committee will come to order.

Good morning. We are here today in the beautiful City of Phila-
delphia, the City of Brotherly Love, to focus on H.R. 2990, the
Credit Rating Agency Duopoly Relief Act, introduced by Bucks
County’s own Congressman, Mike Fitzpatrick. I would like to take
a few minutes to assess the committee’s oversight of the rating
agency industry. In response to the largest corporate scandals in
U.S. history, Congress passed the Sarbanes-Oxley Act, strength-
ening the role of gatekeepers, such as auditors and boards of direc-
tors, audit committees, and equity analysts.

Another gatekeeper, the credit rating agency, became a focus of
Congressional interest because the dominant rating agencies had
rated WorldCom and Enron investment grade just prior to their
bankruptcy filings. Wanting to understand an industry with such
a significant impact on the markets, Congress directed the SEC to
study the credit rating industry. Since the release of the SEC’s re-
port in January of 2003, the Capital Markets Subcommittee, under
the leadership of Chairman Baker and Ranking Member Kanjorski,
has held a series of hearings to explore the areas highlighted in the
SEC’s report about the industry, the barriers to entry, the conflicts
of interest, and the lack of transparency regarding rating meth-
odologies.

The SEC, a number of rating agencies, public company trade as-
sociations, and academics have all testified before the sub-
committee about the industry. Congressman Fitzpatrick’s legisla-
tion, the Credit Rating Agency Duopoly Relief Act, reflects many of
the reform ideas suggested by these witnesses. Witnesses repeated
three problems in the credit rating agency industry: the lack of
competition, the lack of transparency, and the lack of account-
ability.

Congressman Fitzpatrick’s legislation works to correct all those
problems. First, H.R. 2990 fosters competition by simply requiring
all eligible rating agencies to register with the SEC. The registra-
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tion of credit rating agencies would resemble the registration of
broker-dealers and investment advisors under the Federal securi-
ties laws. Registration would replace the opaque recognition proc-
ess the SEC staff now uses to select rating agencies. The designa-
tion of only a select number of agencies has led to troubling con-
centration in the industry, with two firms controlling a vast major-
ity of market share. This is far from an efficient market with ro-
bust competition.

The bill takes a further step at encouraging competition by pro-
hibiting anticompetitive practices, such as notching, tying, and un-
solicited rating. Smaller rating agencies and public companies have
repeatedly alleged that the larger firms engage in such practices.
To improve transparency, H.R. 2990 requires the disclosure of pro-
cedures and methodologies used in determining ratings, perform-
ance statistics, and conflicts of interest. These requirements would
go far in shedding light on the operation of these powerful players
in the financial markets. In addition, the legislation permits the
SEC to adopt further reporting and recordkeeping requirements in
the interest of investor protection. And finally, H.R. 2990 enables
the Commission to oversee the rating agencies through inspection,
examinations, and enforcement actions.

We do hope to pursue this reform in the new year. We are hold-
ing this second hearing on the bill to ascertain from our distin-
guished panel of witnesses their views on and suggested enhance-
ments to Congressman Fitzpatrick’s legislation. I look forward to
hearing their testimony. I now yield to the gentleman from Lou-
isiana, Mr. Baker, the chairman of the subcommittee.

Mr. BAKER. Thank you, Mr. Chairman. I want to express my ap-
preciation to you for conducting this field hearing and make the ob-
servation that when we return to Washington, we really ought to
examine the structure of our own committee room. I feel a bit
smarter sitting this high up. It certainly is helpful to be up here,
I think.

I also want to express appreciation to Mr. Fitzpatrick for the in-
troduction of H.R. 2990. This is a really big issue. As you appro-
priately pointed out, the rating agencies are essentially the gate-
keepers to the capital markets for access by businesses of all sizes
to engage in corporate growth and job creation, product develop-
ment, and all of the things that we see in free enterprise as appro-
priate and good for our national economy.

A system such as this should be subject to extraordinary scrutiny
and held to the highest standards of marketplace accountability. At
the current time, I don’t believe that can actually be claimed. We
have a system which has worked, but markets have changed dra-
matically. The provision of credit flows differently than any time
before in our country’s history. Technology continues to press the
change, and as a consequence, it is time for us to look at the gate-
keeper’s role in asserting whether or not there could be modifica-
tions made that would benefit all players. It is my view that 2990
brings about an important discussion that we should have engaged
in some time ago, but certainly have an obligation to carefully con-
sider the provisions of the bill, as Mr. Fitzpatrick has proposed
them.
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The current and existing leaders in the provision of ratings
would no doubt, after implementation of 2990, remain the predomi-
nant providers of ratings in the system, were the system changes
brought about as proposed under the Fitzpatrick plan. But cer-
tainly, it would give at least regional specialists the opportunity to
stay in the oil patch, to do skilled work, and be helpful in bringing
about a higher degree of accountability by the major players, not
only as to the way in which the work is engaged, but the product
quality itself. It shouldn’t need to be said again, but probably needs
to be said again, that very few sectors of the market performance
met our expectations during the Enron-WorldCom days. And to
look at the performance of these enterprises in that light, there cer-
tainly is hope for improvement in future performance as we make
needed changes to the regulatory system.

It is my hope, Mr. Chairman, that the committee will return to
Washington sooner rather than later to formally consider the provi-
sions of 2990, move forward on the bill as best we can, and cer-
tainly in the course of the hearing today, as witnesses give us their
perspectives on how the bill may be enhanced, improved, or other-
wise modified, to certainly welcome those comments. It is impor-
tant that if we are going to have a market-based ratings system
that we communicate with the professional leadership of the mar-
ket in helping structure how that plan should best be implemented.

To that end, I am appreciative for your time in being here in the
great City of Philadelphia this morning, Mr. Chairman. Thank you.

ChairmanOXLEY. I thank you and now recognize the gentleman
from Pennsylvania, who is the author of the legislation, Mr.
Fitzpatrick.

Mr. FITZPATRICK. Thank you, Mr. Chairman.

First, let me welcome Chairman Oxley and Chairman Baker to
the City of Philadelphia, sometimes referred to as the Cradle of
Liberty, where 230 years ago, not too far from here, some patriots
decided to challenge the status quo and make a better life for
themselves and for their children. We are certainly very proud of
our history in this area, and I am very proud indeed to represent
this part of Pennsylvania in the United States Congress. And I also
appreciate, Mr. Chairman, you calling this important field hearing
today on improving the credit rating industry and allowing me the
opportunity to speak on behalf of legislation that I introduced, the
Credit Rating Agency Duopoly Relief Act, H.R. 2990.

Credit ratings agencies have been issuing credit ratings on the
likelihood of an issuer’s default on debt payment since the early
20th century. Today, credit rating agencies rate not only compa-
nies, countries, and bonds, but also assets and securities,
collateralized debt obligations, commercial paper, private place-
ments, certificates of deposit, preferred stocks, medium term notes,
and shelf registrations. Despite being often underestimated and
overlooked, their power is indeed immense. Credit rating agencies
have a great impact on the bottom line of companies, municipali-
ties, and school districts. The better the credit rating, the lower the
interest rate that the borrower must pay.

This expansive influence finally came into question on account of
the recent corporate scandals and the fact that two of the largest
nationally recognized statistical rating organizations, NRSROs,
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Standard & Poor’s and Moody’s, rated Enron and WorldCom at in-
vestment grade just prior to their bankruptcy filings. Essentially,
they told the market that Enron and WorldCom were safe invest-
ments, even though their problems were very apparent to the mar-
ketplace. As a result, reforming the rating agency industry has
been the subject of much debate in the House Financial Services
Committee.

Before being elected to Congress last year, for 10 years, I served
as a county commissioner in the county just north of here, Bucks
County, and many of my constituents held stock in Enron and
WorldCom, and they were greatly impacted by their bankruptcies,
just as countless others were across the Nation. S&P and Moody’s’
monitoring and reviewing of Enron and WorldCom, in my view, fell
far below the careful efforts one would have expected from organi-
zations whose ratings hold so much importance.

Today there are over 130 credit rating agencies in the market.
However, only five are designated as an NRSRO by the U.S. Secu-
rities and Exchange Commission. The SEC coined the term NRSRO
without defining it in its 1975 rule on net capital requirements
when an obligated broker-dealer is to hold more capital for those
bonds rated junk by an NRSRO. Since then, other regulators and
the private investment community have taken up the term also,
though, without defining it. Over the past decade, the SEC has
issued various releases, reports, and proposals relating to the
NRSRO designation process and credit agency reform generally. In
1994, the SEC issued a concept release stating that the most im-
portant factor is that the rating agency be nationally recognized,
that is, considered by the financial markets to be an issuer of cred-
ible and reliable ratings. In 1997, the SEC issued a proposed rule
to codify the requirements for designation outlined in the 1994 re-
lease, but the SEC failed to implement the proposal. A possible rea-
son is that the Department of Justice objected to the proposal’s re-
quirement that NRSROs be nationally recognized, that that would
have been anticompetitive, prohibiting the entry of new market
participants.

The SEC’s national recognition system is the root of the problem.
The NRSRO process is practically an insurmountable artificial bar-
rier to entry. Credit ratings matter only if they are issued by an
NRSRO; thus, since debt issuers typically seek ratings from
NRSROs to comply with a regulation or a contract, a rating agen-
cy’s lack of designation significantly hinders its ability to garner
the national recognition required to obtain status. This difficulty in
obtaining the NRSRO label, due to the nationally recognized re-
quirement and the lack of clarity in the designation process, has
created a chicken and the egg situation for non-NRSRO credit rat-
ing agencies trying to enter the credit rating agency, further fos-
tering a duopoly in the credit rating industry.

The credit ratings industry is dominated by S&P and Moody’s.
Together, they have over 80 percent of the market share. Under
the leadership of Chairman Oxley and Subcommittee Chairman
Baker, the House Financial Services Committee has received testi-
mony that the lack of competition in the rating industry has low-
ered the quality of ratings. They have inflated prices. They have
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stifled innovation and allowed conflicts of interest and anticompeti-
tive practices to go unchecked.

I introduced the Credit Rating Agency Duopoly Relief Act to in-
ject greater competition, transparency, and accountability in the
credit rating agency industry through market-based reform. It en-
hances investor protection by replacing the SEC’s opaque designa-
tion scheme with a more thorough, transparent registration process
that protects investors. Instead of allowing public companies and
investors to decide whose ratings to use, the SEC decides for them
under the current regulatory regime. Ironically, the same regu-
latory agency that freely allows individual investors, regardless of
their sophistication, to choose a mutual fund, steps in and refuses
rating consumers the same freedom of choice. Stranger still is the
fact that most of the consumers of ratings data are institutional in-
vestors, sophisticated actors in the investment community.

Given the current regime, it comes as no surprise that more
often than not, the SEC decides to force consumers to use the two
largest agencies in the market, S&P and Moody’s. My legislation
would eliminate the SEC staff’s anticompetitive NRSRO process.
H.R. 2990 would ensure a level playing field for all rating agencies.
All eligible credit rating agencies would be registered with the SEC
under the Securities Exchange Act of 1934. Any credit rating agen-
cy meeting the definition of a statistical rating organization must
register with the SEC. To become eligible for and comply with reg-
istration as a nationally registered statistical rating organization,
companies must be engaged in the business of issuing credit rat-
ings for at least 3 consecutive years prior to filing an application
for registration. In addition, this new definition does not discrimi-
nate against certain business models, as the SEC currently does in
its current definition process, but instead accepts firms with a
purely quantitative model and investor fee-based model.

As an additional protection for investors, the Act would also pro-
hibit anticompetitive industry practices and mandates reporting
and recordkeeping requirements for registered firms, similar to
those for mutual funds, investment advisors, and brokers. A na-
tionally registered statistical rating organization will be required to
disclose in its registration application not only its long and short
term record at rating securities and public companies through per-
formance statistics, but also the methodologies it uses in deriving
its ratings and the conflicts its business model raises and the man-
ner in which it manages those conflicts. The Credit Rating Agency
Duopoly Relief Act directs the SEC to develop other reporting re-
quirements as it deems appropriate in the interests of investor pro-
tection. Moreover, registered rating agencies will be held account-
able under the securities laws. The SEC will be able to inspect, ex-
amine, and bring enforcement actions against rating agencies
under the 1934 Act. My legislation incorporates most of the SEC
staff’'s proposed outline of the regulatory framework.

A minority of commentators have claimed that any registration
in this industry amounts to a violation of First Amendment privi-
leges. H.R. 2990 does not infringe upon those privileges. The legis-
lation neither bans nor restricts First Amendment rights in any
manner whatsoever. The Government has an undeniable interest
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in registering rating agencies, given the credit rating industry’s
substantial effects and impact on the market.

My legislation regulates the credit ratings industry through dis-
closure, which is the least restrictive means of regulation. It is im-
portant to note that currently, all five SEC approved agencies al-
ready registered voluntarily under the Investment Advisors Act of
1940. By encouraging competition in the industry, prices and anti-
competitive practices will be reduced, credit ratings quality will im-
prove, and firms will be required to innovate. H.R. 2990 presents
a commonsense, market-based approach to reform, the basic prob-
lems of the credit ratings industry, while protecting our robust
marketplace.

Chairman Oxley and Subcommittee Chairman Baker, thank you
for your continued leadership in the credit rating industry, and I
yield back the balance of my time.

ChairmanOXLEY. I thank the gentleman and want to also con-
gratulate him for his excellent work on this important subject. The
committee, as all of us have indicated, since the fall of Enron,
WorldCom, has really concentrated on what I guess we would con-
sider the gatekeepers over time, and this is one of the areas that
we felt really needed some attention, in terms of more trans-
parency, more competitiveness, and the like, and the committee
will proceed, when we return in January, with a markup on your
legislation.

Let us now turn to our distinguished panel of witnesses. We
thank all of you for coming here today to Philadelphia to partici-
pate: Mr. Glenn Reynolds, chief executive officer of CreditSights,
Inc; Mr. Paul Schott Stevens, president of the Investment Company
Institute; Mr. Richard Y. Roberts, partner of Thelen Reid & Priest
LLP, on behalf of Rapid Ratings Pty Ltd.; Mr. Jonathan R. Macey,
Sam Harris Professor of Corporate Law, Corporate Finance, and
Securities Law, with the Yale Law School; and Mr. Sean Egan,
managing director of Egan-Jones Ratings Company.

Mr. Reynolds, we will begin with you.

STATEMENT OF GLENN REYNOLDS, CHIEF EXECUTIVE
OFFICER, CREDITSIGHTS, INC.

Mr.REYNOLDS. Thank you. It is my pleasure to be here this
morning.

My name is Glenn Reynolds. I am the CEO of CreditSights. We
are an independent research firm offering a range of research and
data products and with a heavy focus on credit research. Our pri-
mary business is not credit ratings, however, but we do compete
with some of the rating agencies in some areas. We probably chose
a different business model than credit ratings, since entering the
ratings business was essentially impossible under the current regu-
latory framework. Based on our current business model, we are a
registered investment advisor regulated by the SEC in the U.S.
and by the FSA in the UK.

We have had the opportunity to testify before on the rating agen-
cy topic in front of the Senate in March 2002, and the SEC in No-
vember 2002, and it has been interesting to watch the process
evolve. A lot of man hours have been directed at this issue. A lot
of hearings have been conducted, a lot of testimony filed. The level
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of due diligence has been impressive. It is clear that many parties
have a strong interest in seeing some progress made and have a
lot at stake in the issue. It is equally clear that some parties have
a big stake in seeing no action.

With 4 years since the Enron fiasco and various other market
implosions now behind us, it is also clear that there has been dra-
matic change in the securities, banking, and accounting industries
as we all moved ahead and learned from past experiences. It is safe
to say that this has not been with the credit agencies. The banking
and brokerage industry had paid out billions of dollars, totally
overhauled their approaches to research, addressed conflicts of in-
terest, and altered compensation strategies to deal with some of the
well-documented issues. The accounting profession has also seen
sweeping changes in the industry. Business lines have been reorga-
nized. Entire firms have disappeared. The ruling accounting bodies
have made sweeping changes in disclosure and accounting require-
ments. In the broader market, corporate management teams are
now under more stringent guidelines to take responsibility for their
financial statements and internal controls.

Remarkably, the one major segment of the capital markets that
remains on structural cruise control through all of this change is
the credit rating agencies, or more narrowly, the NRSROs. The
NRSROs have somehow been able to slow the pace of change, frus-
trate the timely lowering of artificial barriers to entry, and con-
tinue to expand into non-ratings business lines at breakneck pace
from their protected enclave as an NRSRO. They remain largely in-
sulated from competition by an outdated and anachronistic regu-
latory framework that the overwhelming majority of reasonable
people, disinterested or otherwise, see as overdue for an overhaul
to allow more competition. The agencies have mounted the usual
defenses, but some facts of life have to be clear. The rating agen-
cies are, in fact, a major force in the capital markets, and they toe
the line between being an information provider and a de facto part
of the underwriting process. The regulations have woven the rating
agencies in the fabric of the securities markets, and the agencies
have taken every opportunity to tighten the stitching. They hold
sway over many capital market segments, and most of the major
trade groups and individual companies are not going to mess with
them publicly.

Every next move influences mark-to-market adjustments, reserve
requirements, asset allocation decisions, forced sale of assets, and
access to the capital markets generally. They are unique in that po-
sition and being essentially devoid of meaningful regulation. They
have a sweet regulatory deal, and that brings us to H.R. 2990. H.R.
2990 will immediately address the issue of barriers to entry and
start the process of injecting some competition into the ratings sec-
tor. As the debate continues, it may also shine some light on the
array of non-ratings businesses that the rating agencies are enter-
ing, all the while as they are structurally protected in their main
credit rating business. As it stands today, an unlevel playing field
has undermined economic efficiency, kept prices artificially high,
limited innovation, tapped the brakes on quality, and limited diver-
sity of opinion in the marketplace. Competition does not cure all
ills, but historically, has sure proven to be a good start. H.R. 2990
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gives it that fresh start. There is no doubt that, if passed, we will
see more competition.

We can state clearly from our own experience at CreditSights
that both strategic operators in the financial media space and
sources of private equity capital see investment opportunities in
the credit ratings, financial information, and financial data space.
H.R. 2990 will open up the opportunities, and change will come
fast. H.R. 2990 is pro-competition, and it is also rational. It will
lower the artificial barriers to entry and allow market entrants to
tackle the natural commercial barriers to entry which are demand-
ing enough. The longer the artificial barriers remain up, the higher
the natural barriers will be stacked by Moody’s and S&P. The rat-
ings industry is, if anything, not a natural duopoly or even a nat-
ural oligopoly. In fact, it should be naturally competitive, just like
the brokerage industry, the banking industry, the asset manage-
ment industry, and the media industry. Those industries only get
more competitive. The ratings industry is in stark contrast. With
Moody’s and McGraw-Hill posting remarkable financial perform-
ances, exception profit margins, especially in their financial busi-
nesses at McGraw-Hill, and generally dwarfing the stock returns of
the overall market in the broader peer group of financial compa-
nies, it is worth asking why we have not seen major market en-
trants. Economics 101 tells us something is wrong. That is where
the artificial barrier part comes in. It is intuitive and obvious that
market competition is being held back artificially. Scrapping the
NRSRO designation entirely is preferable to the status quo, but
some regulation still is prudent, and the disasters of 2001 and 2002
are there to remind us of that. We realize that the NRSROs are
mounting a furious defense against even light-handed regulation
after years of being essentially protected by regulation and gener-
ating massive financial benefits from the regulation that kept out
competitors.

We would refer you to our formal testimony on some of those
issues, but a few things are clear. The rating agencies win by
delay. H.R. 2990 speeds up the process and does so with a meas-
ured series of steps. It could use some definitional tweaking, but
has all the right parts to get a little resolution to the dilemma. The
market holds more opportunities today than ever in the credit mar-
kets for rapid growth, and competition will flourish. Moody’s and
S&P would like to keep the status quo to capture a bigger slice of
that growth. Large firms and small firms are waiting in the wings.
The interests of the duopoly will be for more delay or to water
down the bill. They will propose to make it voluntary or promise
a fight. They never offered to make entry voluntary over all these
years as they frustrated competition. The policy decision here ei-
ther calls for a major force in the capital markets to be free of all
regulation or not. Moody’s and S&P will try to make this about the
First Amendment. The agencies, on the one hand, would have you
believe their views are like a good or bad movie review in Variety.
We cannot even believe they can seriously and truly believe this is
about journalism.

Philadelphia is a great place for these hearings, to drive home
the points that this is not about the Constitution. Then again,
Philly is the right place, since this is all about the Benjamins. It
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is about profit, and it is about who gets it. It is about choice and
not having it. In some ways, it is that simple.

Thank you to the committee for the opportunity to weigh in on
these issues.

[The prepared statement of Glenn L. Reynolds can be found on
page 42 in the appendix.]

ChairmanOXLEY. Thank you, Mr. Reynolds. Mr. Stevens.

STATEMENT OF PAUL SCHOTT STEVENS, PRESIDENT,
INVESTMENT COMPANY INSTITUTE

Mr.STEVENS. Mr. Chairman, thank you, and I am delighted to be
able to join the committee here in Philadelphia this morning.

As you know, I head the national association of U.S. Investments
Companies, and our members include both open-end companies, or
mutual funds, closed-end funds, exchange-traded funds, and spon-
sors of unit investment trusts, and the credit rating agencies are
important to each and every one of these classes of our members.
Our mutual fund members have assets of $8.5 trillion, representing
more than 95 percent of all U.S. mutual fund assets. They serve
about 87 million shareholders and more than 51 million house-
holds.

The Institute commends the Financial Services Committee for
holding this hearing on H.R. 2990, the Credit Rating Agency Duop-
oly Relief Act of 2005, which is intended to improve the quality of
credit ratings by fostering competition, transparency, and account-
ability in the credit rating industry, and to address concerns re-
garding the current NRSRO designation process. This is my second
opportunity as president of the ICI to testify before the committee
which you have so ably led, Chairman Oxley. Under your leader-
ship, and that of Ranking Member Frank, and Capital Markets
Subcommittee Chairman Baker, and Ranking Member Kanjorski,
the committee has been active in critically important issues affect-
ing all aspects of our capital markets. This legislation is one more
example, and I would like to recognize Congressman Fitzpatrick for
his leadership in advancing this important bill.

Credit rating agencies play a significant role in the U.S. securi-
ties markets generally, and other of the witnesses will talk about
that. I would like to address their importance vis-a-vis mutual
funds in particular. Mutual funds employ credit ratings in a vari-
ety of ways: to help make investment decisions, to define invest-
ment strategies, to communicate with their shareholders about
credit risk, and to inform the process for valuing securities.

The most significant influence of credit ratings on the fund in-
dustry is on the $2 trillion invested in money market mutual
funds. Money market funds are a truly remarkable chapter in the
history of U.S. mutual funds. Initially, they were used as savings
vehicles. Today, retail and institutional investors alike rely on
them as a broader cash management tool because of the high de-
gree of liquidity, stability, of principal value and current yield that
they offer. ICI estimates that between 1980 and 2004, roughly $100
trillion, a staggering number, flowed into, and the same amount
out of money market funds.

Now if the money market fund industry is a success story for In-
stitute members, money funds are also, most certainly, an SEC
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success story as well. Since 1983, money market funds have been
governed very effectively by Rule 2a-7 under the Investment Com-
pany Act of 1940. Rule 2a-7 limits the types of securities in which
money market funds can investment in order to help them achieve
the objective of maintaining a stable net asset value of one dollar
per share. Credit ratings form an integral part of these limitations.
For example, money market funds may only invest in securities ei-
ther rated by an NRSRO in its two highest short-term rating cat-
egories or if the securities are unrated, they must be determined
by the fund’s board of directors to be of a quality comparable to
such rated securities.

Now it is important to note that no Government entity, such as
the FDIC, insures money market funds. Nevertheless, despite an
estimated $200 trillion flowing into and out of these funds over the
past 25 years, through some of the most volatile markets in our
history, only once has such a fund failed to repay the full principal
amount of its shareholders’ investments. In that case, many years
ago, a small institutional money fund broke the buck due to exten-
sive derivatives holdings.

It is critically important that this record of success achieved
under Rule 2a-7 continues for the benefit of money fund investors.
This, in turn, depends upon the ratings issued by NRSROs pro-
viding credible indications of the risk characteristics of those in-
struments in which money market funds invest.

To promote the integrity and quality of the credit ratings process
and, in turn, serve the interests of investors who use credit ratings,
we believe that there are several steps that should be taken. First,
the NRSRO designation process should be reformed to facilitate the
recognition of more rating agencies and, thereby, introduce much
needed competition in the credit rating industry.

The mutual fund industry is one in which intense competition
has brought unparalleled benefits to investors. I firmly believe that
robust competition for the credit ratings industry can do the same
and is the best way to promote the continued integrity and reli-
ability of credit ratings. Unfortunately, the current designation
process does not promote but, in fact, creates an affirmative barrier
to competition. In particular, the current SEC process for desig-
nating credit rating agencies through the issuance of no action let-
ters has not worked effectively. In place of this no action process,
the Institute recommends mandatory expedited registration with
the SEC. We are, therefore, pleased that H.R. 2990 properly moves
the basis for NRSRO designation from a national recognition stand-
ard to an SEC registration requirement.

Second, there should be appropriate regulatory oversight by the
SEC to ensure the credibility and reliability of credit ratings. We
believe this can be achieved through a combination of one, periodic
filings with the SEC and, two, appropriate inspection by the SEC
coupled with adequate enforcement powers. Specifically, H.R. 2990
would require that certain important information be provided to
the SEC upon registration. We believe that NRSROs should be re-
quired to report to the SEC on an annual basis that no material
changes have occurred in these areas. Similarly, NRSROs should
be required to report any material changes that do occur on a time-
ly basis, and this information should be made available promptly



11

to investors who rely on NRSRO ratings. Such disclosures should
be accompanied by an appropriate SEC inspection process tailored
to the nature of their specific business activities.

Third, investors should have regular and timely access to infor-
mation about NRSROs to provide them a continuous opportunity to
evaluate the ratings that they produce. In discussions with our
members, they have emphasized the importance to them, as inves-
tors, of access to information about an NRSRO’s policies, proce-
dures, and other practices relating to credit rating decisions. In
particular, it would be helpful for NRSROs to disclose to investors
their policies and procedures, addressing conflicts of interest, as
well as the conflicts themselves, and periodically to disclose infor-
mation sufficient for investors to evaluate whether they have the
necessary staffing, resources, structure, internal procedures, and
issuer contacts to serve effectively as NRSROs.

Finally, we believe NRSROs should have some accountability for
their ratings in order to provide them with incentive to analyze in-
formation critically and to challenge an issuer’s representations.
Specifically, we believe that any reforms to the credit ratings proc-
ess should, at a minimum, make NRSROs accountable for ratings
issued in contravention of their own disclosed procedures and
standards. Even if the First Amendment applies to credit ratings,
it does not, in our view, prevent Congress from requiring rating
agencies to make truthful disclosures to the SEC and to the invest-
ing public.

Now the SEC has been aware of issues relating to credit rating
agencies for over a decade now. During that time, it has issued two
concept releases, two rule proposals, and submitted a comprehen-
sive report to Congress addressing credit rating agencies and
NRSRO practices. In the process, the Commission has received
scores of comment letters, including several from the Institute, urg-
ing action in this area. No action has been forthcoming. In light of
this history, we believe action by Congress is now necessary. The
Institute strongly, therefore, supports the goals of H.R. 2990: in-
creased competition, appropriate SEC oversight, greater trans-
parency, and heightened accountability. These are the right objec-
tives for reform of the credit rating industry from the perspective
of mutual funds, other investment companies, and other investors,
and, indeed, the securities market as a whole.

I very much appreciate the opportunity to share the Institute’s
views with you today. We have a number of technical comments
about the bill that we will be providing separately, and we do look
forward to working with the committee on these and other issues
in the months ahead.

Thank you, Mr. Chairman.

[The prepared statement of Paul Schott Stevens can be found on
page 68 in the appendix.]

ChairmanOXLEY. Thank you, Mr. Stevens. Mr. Roberts.

STATEMENT OF RICHARD Y. ROBERTS, PARTNER, THELEN
REID & PRIEST LLP, ON BEHALF OF RAPID RATINGS PTY LTD.

Mr.ROBERTS. Mr. Chairman, I appreciate the opportunity to ap-
pear today on behalf of Rapid Ratings. I am Rick Roberts. I am an
attorney in Washington, D.C., with the firm of Thelen Reid &
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Priest. The views that I express today are to be considered my own
and do not necessarily represent those of my law firm or the clients
of my law firm. Matter of fact, if the views are not well received,
I will disclaim them as my own after the hearing.

From 1990 to 1995, I was privileged to serve as an SEC Commis-
sioner. During my SEC life, in a couple of speeches in 1992, I high-
lighted what I viewed as the potential problems imbedded in the
NRSRO designation criteria utilized by the SEC. First and fore-
most among them is that that acronym really stinks, and it needs
to be a lot shorter. It is very hard to pronounce. Unfortunately, not
much has changed since 1992. I believe that H.R. 2990 will intro-
duce much needed competition and additional integrity to the rat-
ing process for debt securities and will reduce systemic risk in the
marketplace. In my view, H.R. 2990 will serve as a catalyst for re-
forms that will greatly enhance the quality of information provided
to investors.

It may be helpful if I talk for a few minutes about Rapid Ratings.
Rapid Ratings 1s an organization founded in 1997 and is an inde-
pendent global corporate credit rating agency headquartered in
Australia, with other offices in New Zealand, Singapore, the UK,
Canada, and the U.S. Rapid Ratings is currently licensed by the
Australian Securities and Investment Commission as a credit rat-
ing agency to provide financial advice to wholesale and retail mar-
kets. Rapid Ratings anticipates that it will file an application seek-
ing to obtain NRSRO designation with the SEC in the near future.

Using proprietary software, Rapid Ratings rates approximately
15,000 listed companies globally, including 7,000 in the U.S. Rapid
Ratings follows the original rating agency model of being paid by
buy-side subscribers, rather than by issuers of securities. Unlike
current NRSROs, Rapid Ratings credit ratings assess the financial
health of an institution based on industry-specific quantitative
models, and the ratings are derived solely from publicly disclosed
financial statements.

The current NRSRO criteria were designed for rating agencies
with an issuer-paid business model, despite their origins of being
paid largely by subscribers. Since NRSRO status was introduced in
1975 for net capital rule purposes, the largest rating agencies have
been increasingly and now predominantly paid by issuers of debt
to rate those parties, and I refer to this as a Type 1 business
model. This was, perhaps, one of the unintended consequences of
the creation of NRSRO status. Type 1 rating agencies employ high-
ly skilled and highly paid people that go onsite to acquire non-
public information to rate companies. New generation rating agen-
cies, such as Rapid Ratings and many others, have an entirely dif-
ferent business model, which I will refer to as the Type 2 model.

New generation rating agencies are paid by investors or other
buy-side third parties, such as banks, insurance companies, mutual
funds, pensions funds, large creditors, et cetera, to rate second par-
ties, such as listed and/or unlisted companies and their securities,
and use only publicly available information. Type 2 rating agencies
also typically use software rather than analysts. Thus, in the Type
2 model, there may be no contact between the rating agency and
the companies it rates and, thus, little potential for conflict of in-
terest. In assessing eligibility for NRSRO status, it would be unfair
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to require a Type 2 company to conform to criteria that pertain
only to Type 1 companies that have such conflicts.

Now Rapid Ratings believes H.R. 2990 would achieve many of
the goals that are necessary to promote greater efficiency in the
debt markets. It would remove most of the current restrictions, in-
stituting a registration process for rating agencies that have been
in business for more than 3 years, and substituting “registered” for
“recognized” in the NRSRO acronym. It also would permit quan-
titative firms to be registered and would allow subscription fees to
be charged for ratings by not requiring wide dissemination of rat-
ings at no cost. Thus, the legislation will ensure that the pre-1975
practice of having the ratings largely paid for by investors and
other buy-side subscribers is revived by new generation rating
agencies with new technology and a strong record for providing
early warnings to the market. This bill, if enacted, goes a long way
toward removing the barriers to entry created by the current regu-
latory standards while assuring the integrity of the rating process
by providing credible market-based standards.

And in conclusion, I believe, as I always have, that regulation is
no substitute for competition in the marketplace. Consumer choice
is often the best policeman. In my opinion, the real potential for
enhancing ratings competition arises with the entry of innovative
rating agencies that offer alternate business models. If a level play-
ing field is created to permit Type 2 rating agencies with innova-
tive business models that are paid by investors to compete effec-
tively with Type 1 rating agencies that are paid by issuers, there
will be, in my judgment, significant benefits to the marketplace,
and these benefits include earlier warnings to the market of poten-
tial problems, enhanced protection and choice for investors, greater
accuracy in ratings, broader coverage of securities and issuers,
lower costs to issuers and investors, greater independence and ob-
jectivity, and less risk of systemic shocks. In my view, the reduced
barriers to entry afforded by H.R. 2990 will provide substantial
benefits to the market and will improve the efficiency of the capital
allocation process.

Again, I appreciate the opportunity to participate in the hearing,
and I will be happy to attempt to respond to any questions that you
may have at the appropriate time.

[The prepared statement of Richard Y. Roberts can be found on
page 51 in the appendix.]

ChairmanOXLEY. Thank you, Mr. Roberts, for your testimony.
We now have Professor Macey.

STATEMENT OF JONATHAN R. MACEY, SAM HARRIS PRO-
FESSOR OF CORPORATE LAW, CORPORATE FINANCE, AND
SECURITIES LAW, YALE LAW SCHOOL

Mr.MACEY. Thank you. It is a pleasure to be here, and Chairman
Oxley and Subcommittee Chair Baker and Congressman
Fitzpatrick, I am delighted to be here.

The previous four speakers did a great job and said a lot of the—
made a lot of the points I was going to make, so I will try to focus
on some new and different aspects. But let me begin by saying that
I think the statute proposed, H.R. 2990, provides a very valuable
legislative framework that will promote more vigorous competition
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in the rating agency business and provide not only better ratings,
but also provide strong protections for individual investors. I would
add to that that I think the statute is very simple, elegant, well
tailored to the problem, so I think that it is something that I
strongly support.

There is this strange puzzle in the—those of us who study credit
rating agencies often observe, which is, as was pointed out earlier,
we see an industry that makes tremendous amounts of profits, but
at the same time, seems to do a really bad job, as we see with re-
spect to the performance of rating agencies in contexts like Mer-
cury Finance, Orange County, Pacific Gas & Electric, Enron,
WorldCom, and more recently, the lagging ratings for companies
like General Motors and Ford. And I think that there was nothing
unintentioned, or there is nothing intentioned, rather, or evil in the
way this developed. I think it was basically inadvertent that the
NRSRO designation evolved in such a way that it created an artifi-
cial demand for ratings and people in the financial marketplaces,
as was the case with the example earlier of Rule 2a-7 of the Invest-
ment Company Act of 1940. It created a demand for ratings regard-
less of the content or quality of those ratings. We have very little
competition in that area.

So I fully support this statute. I want to just say in a couple of
additional points. One is while I certainly agree that there have
been drastic improvements in—since the sort of Enron era, I don’t
think it is the case that the credit rating agencies are the only sort
of noncompetitive node in the capital markets, that the GAO has,
I think, amply demonstrated the lack of competition among the re-
maining four accounting firms for auditing large U.S. companies,
stock exchange specialist firms, bulge bracket underwriting firms.
Self-regulatory organizations in the financial markets are also like
the current NRSRO situations where in a perfect world we would
spend time thinking about how to make those areas of the capital
markets more competitive. The nice thing about the credit rating
agency problem, if you will, is that we have before us a very, I
think, discrete functional solution, and it is a terrific, terrific place
to start. I would just urge this committee to continue down this
very good path towards making capital markets more competitive.

A couple of other points. One is on the First Amendment issue.
Let me just say that generally speaking, I think this is a complete
red herring. If this statute violates the First Amendment, then I
think the Securities Act of 1933 registration requirements for ini-
tial public offerings also violates the First Amendment, so we could
stop IPOs. I don’t think either one of them does. I think that is
simply a red herring put forth by people who want to, for obvious
economic reasons, to maintain the current status quo.

One kind of footnote to that is, one aspect of this statute would
prohibit the newly created registered rating organizations from
issuing unsolicited or free ratings. I think that, given the other
changes in the bill, I am not sure that is necessary. I do agree that
unsolicited ratings are a very big problem. There is this issue of
whether rating agencies engage in shakedowns of companies and
municipalities in the market for credit. Do agencies demand pay-
ment by companies and municipalities for ratings? If that is the
case, I certainly think that there should be regulatory action taken
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against the rating agencies. I also think that rating agencies
should be required to disclose when the ratings they issue are un-
solicited, and they should also be required to disclose when they
are offering services on a fee basis to the entity being rated, but
were declined, and I think that the agencies similarly should be re-
quired to disclose whether information on which their ratings are
based is as complete in the case of an unsolicited rating as informa-
tion that they ordinarily possess when generating a solicited fee
paid rating. But I am not sure I would go as far as the legislation
goes and require—and ban unsolicited ratings.

Last is, I certainly support specific features of the legislation that
would require disclosure of conflicts of interest and the procedures
and methodologies used in determining ratings, as well as the pro-
cedures used to prevent the misuse of nonpublic information. I
would be—certainly, though, you would want to—we would want to
be careful in implementation that, to the extent that companies
have developed proprietary trade secrets, which would be of use to
rivals, with respect to the ways that financial data is analyzed, and
for the generation of a rating, we would want to protect that prop-
erty right.

But with that said, I think—excuse me, 2990 is an important and
valuable statute, which I will hope will pass, and will improve the
quality of the information provided by credit rating agencies and
establish credit rating agencies as an important component in the
U.S. system of corporate governance and investor protection.

Thank you.

[The prepared statement of Jonathan R. Macey can be found on
page 37 in the appendix.]

ChairmanOXLEY. Thank you very much, Professor. And our final
witness is Mr. Sean Egan. Mr. Egan.

STATEMENT OF SEAN EGAN, MANAGING DIRECTOR, EGAN-
JONES RATING CO.

Mr.EGAN. Thank you. I am Sean Egan. I am managing director
of Egan-Jones Ratings.

We support the proposed legislation for reforming the rating in-
dustry, since it significantly increases competition.

The primary purpose of rating firms is to facilitate the allocation
of capital by assessing the relative riskiness of various issuers. The
job can be compared to the trucking industry, in the sense that
capital, rather than goods, are moved throughout the financial sys-
tem. Unfortunately, the regulatory process for the trucking indus-
try makes a great deal more sense than does the regulatory process
for the rating industry. In the trucking industry, there are various
tests drivers need to take to ensure that they are able to operate
vehicles in a safe manner. The tests are straightforward, and pass-
ing them is similar to passing a driving test. In the rating industry,
there has never been a formal process for obtaining a license, and
at the current rate, there never will be. Regulators have been
studying the area since the early 1990s and have yet to establish
a set of requirements for applicants. Yes, two firms in the past cou-
ple of years have been recognized, but for the most part, the firms
provide little competition to the major firms in the industry, S&P
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and Moody’s. DBRS rates mainly Canadian issuers, and AM Best
focuses on insurance firms.

In the trucking industry, if a shipper is unhappy with the rates
or service of one particular shipper, there are a variety of other
shippers available. In contrast, in the rating industry, there is rel-
atively little competition. S&P and Moody’s garner approximately
85 percent of the revenues for U.S. corporate debt, and a rating
from two firms is normally needed for a public issue. The costs for
the lack of competition is borne by issuers, investors, employees,
retirees, and non-recognized rating firms.

To address some of the concerns that have been raised about
H.R. 2990, facilitating the emergence of a plethora of unqualified
rating firms, we recommend the following additions to Section 3(a)
of the Act—of the bill.

Independence. No NRSRO shall be affiliated with a broker-deal-
er, bank, financial institution, issuer, investor, or user of credit rat-
ings. Experience. The rating firm shall have issued ratings for the
past 7 years and shall have generated at least $1 million in reve-
nues from such activities in the U.S. for a period of 7 years or
more. Quality. To reflect the impact of events such as acquisitions,
major share repurchases, and buyouts, all ratings issued will be re-
viewed using qualitative methods. Additionally, the NRSRO shall
be available to issuers’ personnel and capable of reflecting issuer
comments in ratings. Note, credit ratings based on security prices
and spreads can be easily manipulated and provide profit oppor-
tunity to unscrupulous investors.

Regarding objections to H.R. 2990, below are rebuttals. H.R.
2990 does not disrupt the markets. Increased competition should
improve market conditions. H.R. 2990 does not violate First
Amendment. Additional competition should not affect First Amend-
ment protections. H.R. 2990 does not promote rogue firms. Addi-
tional competition should encourage the issuance of timely, accu-
rate ratings.

Moving forward on this issue is critical. We are all aware of the
problems caused by the faulty ratings of WorldCom, Enron, and
other failed issuers. However, less obvious are the problems caused
by underrating firms, such as Nextel. As can be seen in the attach-
ment, we rated Nextel at BBB-, as of November 2003, when S&P
rated the company at BB-, and Moody’s at only B2. The difference
in cost between a BBB- rating and a B2 rating is approximately
300 basis points, or 3 percent. Nextel had $10 billion of debt at the
end of 2003. The additional cost is $300 million per year of these
faulty ratings, $300 million is the amount greater than the earn-
ings of most public firms. By the way, both S&P and Moody’s
raised their rating to investment grade in August of 2005.

Thank you for your time and interest. Attached is additional in-
formation on Egan-Jones.

[The prepared statement of Sean Egan can be found on page 30
in the appendix.]

ChairmanOXLEY. Thank you, Mr. Egan, and thank all of you gen-
tlemen for excellent presentations.

Let me begin with a few questions. One of the critiques that we
have heard over the last few months regarding Congressman
Fitzpatrick’s legislation is there will be—this legislation would lead
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to rating shopping, with the rogue firms jumping up and lowballing
and the like, creating perhaps an artificially competitive market-
place. Are those criticisms justified, and let us just begin with Mr.
Reynolds and go to my left to right.

Mr.REYNOLDS. Well, it is, excuse me, it is certainly not without

past history. That was something that was done in the money mar-
ket business in the ’80s, where, with all due respect to some of the
roll ups, the idea was if you couldn’t get Moody’s and S&P over
from an A to a P to a 1 rating, you'd go shop at Fitch and Duff
to get the Def One F1, so, you know, that is a pretty benign form
of it. I think the way the reform is more likely to play out is you
are going to have more companies entering the space using inves-
tor-based models, not issuer-based. Because right now, there is a
stranglehold on the issuers, and, frankly, the issuers will have a
very hard time going to smaller organizations that are just on the
way up. So it is not going to be the issuer that drives the reform.
It is bringing high information content, high quality ratings to in-
vestors, and they are certainly not looking for anything other than
good input to manage their risks. So I think that is a real risk, but
I would say that is the one in 10 piece of the equation. The nine
in 10 is how do you build a revenue model, how do you build a firm
of scale, and in order to do that, you are going to have to go to the
investors, not the issuers.

ChairmanOXLEY. Mr. Stevens.

Mr.STEVENS. For various purposes, mutual funds, as investors al-
ready have to do independent credit analysis. They can’t simply
rely on ratings. What we would like to see the legislation do, Mr.
Chairman, is to provide much more information about the ratings
agencies and their processes so that we can assess the quality of
the ratings that they are producing. There is no incentive that I
can see for a mutual fund investor to rely upon or to shop for bad,
poorly produced ratings. Quite the contrary. But as institutional in-
vestors, if they have access to the information, they can make judg-
ments about the quality of the ratings agency and what they are
producing, and I think then, they will go to the strongest and best
ratings to utilize in making their investment decisions.

ChairmanOXLEY. Mr. Roberts.

Mr.ROBERTS. Well, I don’t believe that there is that much risk
with respect to the issue of ratings shopping. First of all, as Mr.
Reynolds indicated, any organization has to worry about its
reputational risk, and the marketplace should be able to discern
pretty easily, through readily available performance benchmarks, if
someone is systematically an easy grader. There are ample
verifiable statistical measures, such as default statistics and rating
comparisons on issuers rated jointly by multiple agencies, which
should reveal any such easy grader pretty quickly. In my judgment,
this concern is probably already addressed in the marketplace,
where market pricing mechanisms such as bond spreads routinely
second guess the credit rating and would highlight firms that are
consistently assigning higher ratings than would be warranted by
an issuer’s financial condition. So I would consider the risk fairly
slight, certainly as compared to the benefits of competition.

ChairmanOXLEY. Professor Macey.
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Mr.MACEY. I agree with what Mr. Roberts just said. I would add
to that that given the prominence of institutional investors in to-
day’s investing world, my inclination is that new entrants into the
credit rating game are going to be extremely concerned about
screwing up and giving a high rating to somebody that, like to a
company, that later implodes and getting branded with the sort of
moniker of being too easy. So I think the market will take care of
itself, with the institutional investor community being able to sort
out the new entrants that are providing valuable information and
ignoring those that are engaged in the sort of race to the bottom
that was just suggested. So I am not—I think it is—that we will
see much better quality ratings, and we will see pressure that we
don’t observe now on firms to compete along the vector of quality.

ChairmanOXLEY. Professor, if I could—Ilet me digress just a
minute because in your testimony— I have got to do this before I
think of it; otherwise it is gone. That is just the way my mind
works. I was in law school a long time ago, so I am trying to come
back to this. But anyway, your testimony was regarding the ac-
counting firms and the lack of competition now that we are down
to the final four. I wonder if you could help us through that. How
do we create an atmosphere in which we create more competition
and get back to what used to be the Big Eight, or at least some
semblance of that? How do we recreate that, or can we, and what
are the prospects?

Mr.MACEY. Well, just to be clear, it is easy, in my view anyway,
to explain why we have no competition or very little competition in
accounting, and I want to make it clear also that according to the
General Accounting Office, the level, the lack of competition is
much worse than is suggested by the fact that there are only four
accounting firms. Because if you look at the level of specialization
in the accounting industry, so you have these accounting firms that
are focusing on aerospace, or focusing on biotech, that, in fact, com-
panies in those industries may really, as a practical matter, after
the demise of Arthur Andersen, only have a couple of firms to
choose from. So it is really bad.

Now the reason that we have this problem is very similar in
many ways historically to the reasons we have this credit rating
problem, which is it is, if you will forgive me for saying so, a little
largely attributable to what has turned out to be misguided regula-
tion by the SEC, the NRSRO designation, in this case. With the
case of accounting firms, the problem is in order for an accounting
firm to qualify to regulate a company, it has to be the earning, the
income that the accounting firm makes from the audit business has
to be a small percentage of the audit firm’s overall revenue, which
means that you have to be a giant accounting firm, like Arthur An-
dersen, to qualify to audit a firm like Enron because, otherwise,
your billings to Enron will be too big of a percentage of your overall
earnings.

My own view, based on empirical work in the accounting indus-
try, which I would be thrilled to discuss with you, suggests that the
way that we ought to get rid of that regulation, and we ought to
allow little bitty accounting firms, smaller accounting firms, the
non-Big Four, and I will add, you know, the drop-off after the Big
Four is pretty steep, to get into the business of auditing big compa-



19

nies, bearing in mind that I think this percentage test for inde-
pendence is meaningless. As we saw with Arthur Andersen, what
really mattered from the standpoint of the independence of the au-
diting firm wasn’t Arthur Andersen as a company; it was the audit
engagement team that was actually doing the work, and there, you
had this guy David Duncan, and he didn’t do anything else but
Enron, and he lived at Enron, and he basically took, acted in many
ways like an Enron employee.

A statute you undoubtedly are aware of, the Sarbanes-Oxley Act,
deals with that to some extent, with the auditor rotation provi-
sions, and I would suggest as an add-on to that that we relax these
independence restrictions so that we could open up competition in
the accounting business for the largest U.S. companies, beyond just
the final four accounting firms that remain.

ChairmanOXLEY. Thank you. Mr. Egan.

Mr.EGAN. I have to differ with the other panelists. We think it
is a huge problem, and let me explain why. Approximately 90 per-
cent of the revenues in the rating industry are generated by the
issuers. People respond to the money, and there is no reason why
you wouldn’t have rogue firms emerging that are giving very gen-
erous ratings. It would be difficult to prevent that.

An extreme example would be, under the current Act, an under-
writer can form a rating firm. It could be under the underwriter’s
name, Merrill Lynch Ratings, or it could be an affiliate of Merrill
Lynch, and could say, “Come to us. Don’t worry about the ratings;
we will take that. Yes, we will go to S&P and Moody’s because they
have been there forever. We will take care of the ratings. And by
the way, there will be a fee for that.” There is little that can pre-
vent that under the current Act.

If you look at the business, there is about $6 billion in revenues.
Over $5 billion of it is generated from issuer compensation. So I
think the fear of the emergence of rogue firms is very real, and it
makes sense to set up some protections against that. In my testi-
mony, I used the analogy of trucking firms or drivers. The credit
rating market is fundamentally different than the investment advi-
sory field. You don’t want drunk drivers on the road. You don’t
want inexperienced drivers on the road. It is too important. Why
is it important? Because a lot of parts of the regulatory system rely
on these ratings. I think you want to have some initial checks. If
firms don’t abide by it, like S&P and Moody’s should have been put
on some kind of probation as a result of the Enron, WorldCom rat-
ings, and that didn’t exist. There should be some kind of checking
system, but before they even get on the road to issue these ratings,
there should be some tests.

ChairmanOXLEY. Thank you. Mr. Reynolds, you indicated in your
testimony that the bill needed definitional tweaking. What were
you suggesting?

Mr.REYNOLDS. In particular, just the area between ratings and
investment advisory work. It gets greyer by the day, and it is—for
example, I mean, we are investment advisor. The fact that we
would probably say buy, hold, or sell on some securities is an as-
pect that would make us want to do that, so we did that. With the
rating agencies, they have always been very clear that they stop
short of that, and there is quite a bit of a blurring here, not only
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how they operate today, but also really how it is construed in the
marketplace. It is the form versus substance debate. They have
launched a product recently, for example, Moody’s has, called mar-
ket implied research strategies. They frame their ratings against
where securities are trading, or where derivatives are pricing risk,
and it is presented with, as a contrast. If they don’t say buy, hold,
or sell, but it is just about the same thing, it will take you right
to the doorstep, and everyone sees it who uses that product for
what it is, and there are other products like that as well. You
know, you are the third base coach in baseball signaling the guy
on first to steal second. You don’t have to scream steal, you know;
you just tip your hat. The rating agencies are doing the exact same
thing. They are in the advisory business in substance, if not explic-
itly in form.

So one of the aspects of the bill that was a little murky for me
around investment advisor versus NRSRO, and there are quite a
bit of overlaps that people should be sensitive to, and it is just a
little more drilled now in clarification of how companies typically
operate. Everyone talks about default risk as the main issue. The
great bulk of assets and risks that is managed out there, it is not
about default risk. It is in terms of perception of default risk, but
mostly, it is about short term, rapid changes in the risk that affect
portfolio performance and the result and losses being realized. As
this, you know, I know I am overdoing the sports metaphor, but
the great bulk of the activity in the credit markets takes place be-
tween the 20 yard lines, not in the end zone. The end zone would
be a default. Default risks are historically very low, but credit vola-
tility historically can be very high, and that is where investors are
harmed, because of short term, sudden changes that drive losses.
And that is where that investment advisory and NRSRO designa-
tion starts to overlap, and that probably should be worked on a bit.

ChairmanOXLEY. Thank you. The gentleman from Louisiana.

Mr.BAKER. Thank you, Mr. Chairman.

I want to return to Mr. Egan and the response to the chairman
relative to the potential for creation of rogue firms. It would seem
from your comment that there should be some requirement that a
firm must meet beyond registration in order to engage in the prac-
tice, which might be just a slightly different standard than what
we have today, as opposed to a registration and a free market driv-
en system, which would enable a participant to enter without nec-
essarily establishing credentials. Am I understanding your objec-
tions correctly, or is there a slightly different view?

Mr.EGAN. Yes, there should be some credentials before someone
enters. As it is currently written, anybody, my son, 10 years old,
he can be issuing ratings and become a rating firm and—

Mr.BAKER. But do you think an issuer is going to pay your son
a fee? I mean—

Mr.EGAN. No, he’s not going to receive a fee, but that is an ex-
treme example, but it could be something like Merrill Lynch, who
wants to get as much market share as they possibly can under-
writing, set up their own or another rating firm, you know, that is
affiliate and facilitate the underwriting process.

Mr.BAKER. Well, I take your point, worthy of further examina-
tion, but it seems to take me back to the dark days of the invest-
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ment banker analyst issues and how one prescribes a system that
allows the two to simultaneously coexist, but provide disclosures to
the ultimate users of information, or judges of risk, about how a
particular decision is being made so that if there is a particular un-
usual relationship between Merrill Lynch Ratings and a Merrill
Lynch issuer activity, that those disclosures would help, in some
measure, address it. My concern is that if we go to a hard and fast
standard of entry, we are replicating in just a little bit broader
methodology that we have today. Today, we are calling it artwork.
We don’t know what one is, but when we see it hanging on the
wall, we see you are a rating agency. We might want to describe
the frame. We might want to describe the colors. We might want
to have the artist’s name checked off, but we are really just going
to have a little bit broader mechanism than we have today. If we
really go to some sort of undescribed set of standards that one
must meet. Perhaps, your suggestion of some criteria of time in the
market—

Mr.EGAN. I think that makes sense. I think money talks. I think
a certain revenue base makes a lot of sense. I think that the funda-
mental problem that we have right now is that you have two firms
that are really, and have exerted a lot of influence in this process.
There are other firms that do qualify, that do issue credible rat-
ings, and have not been able to get the NRSRO designation, for a
variety of reasons. Unfortunately, the current regulators aren’t
willing to state what the problems are, why their applications
haven’t been approved or disapproved, or what even the status of
the application is. Bringing it back to the driver analogy, you need
to have some fundamental tests because it is too dangerous to the
market to go from the current market structure right now to wide
open whereby anybody is allowed to shoot any game they want to.
You need some levels of credibility, and I think being in the market
for a couple market cycles makes perfect sense, and having a mini-
mal level of revenues from the activity makes a huge amount of
sense. It also makes sense to exclude certain affiliated firms. It
makes no sense for a bank to be allowed to generate their rating
firm because it opens the system to abuse. It makes no sense for
an underwriter to be allowed to set up a rating firm. So—

Mr.BAKER. I don’t disagree. I am merely trying to bore down a
little bit.

Mr.EGAN. Right.

Mr.BAKER. Get a better understanding as to your driver example
and not letting your 10-year-old son drive. It would be just as ad-
visable not to have an 80-year-old grandmother who no longer can
see.

Mr.EGAN. Absolutely.

Mr.BAKER. Even though she has been driving for 50 years.

Mr.EGAN. Right.

Mr.BAKER. The consequences could be the same. But Mr. Ste-
vens, you made a note in your testimony, the NRSROs should have
some accountability for their ratings in order to provide them with
an incentive to analyze information critically, and then I am not—
I am just pointing out that you raised a very important issue. Then
Mr. Roberts, in your testimony, you talk about output criteria
should be the measurement that we use, for example, ability to an-
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ticipate corporate demise ahead of the necessary deterioration of
share price. Then, you go on talking about the qualities of the Type
2 agencies that mark-to-market using software models often paid
for by the buy side, which have track records of issuing early warn-
ings and objectivity, and then I wind up back at the professor, who
states that you oppose the disclosure of the requirements of telling
someone how you go about issuing your ratings. It seems across the
three of you, we go for a need to have disclosure and accountability
so that the market can look at a rating agency’s set of performance
standards, then we go to Mr. Roberts’ output measurement criteria
to say this is how we are going to look at you and, therefore, hold
you accountable. What is wrong with some sort of generic disclo-
sure? I understand proprietary business formula not being nec-
essarily put on the street, but if I am going to be the end user of
the rating to make a risk judgment, shouldn’t I have some appro-
priate disclosure of how they go about doing it? Professor.

Mr.MACEY. Yeah, let me just say I agree with that, the generic
disclosure, as long as there is not any proprietary information.
With respect to the sort of—the problem of this rogue, or rating
agencies popping up like mushrooms in the wake of the statute, I
want to—it seems that—it is important to realize that if this stat-
ute were enacted, we would be in a much different world, in the
sense that we would be—we would no longer be in the current situ-
ation where companies are only permitted to invest in a wide vari-
ety of circumstances under both Federal law and various State
laws, particularly insurance laws, in companies that lack this
NRSRO ratings, so that the vector along which these organizations
would compete would be a vector of quality, and to be frank, I ap-
preciate Mr. Egan’s frankness in sort of engaging the discussion. I
don’t really, with all due respect, sort of buy the car analogy be-
cause if there is some underage driver, or unqualified driver, he
poses a risk to other people on the road, so you have this sort of
externality problem that makes sense to regulate. If I am—if I ex-
hibit sufficiently bad judgment that I make an investment decision
on the basis of a rating from a rating agency with a poor track
record or that is one of these rogue ones that we are concerned
about existing, I internalize that problem. It is not as though I am
in the car running someone else over. This is, in the world that we
are going to see in the wake of the statute, if it passes, and I hope
it will, then the people who make bad judgments with respect to
utilizing bad rating agency information are going to internalize
those costs in a free market in exactly the same way they are going
to internalize the cost of getting bad investment advice from a
broker or something of that nature, and I think that the markets
will do a very good job in sorting out the good ones from the bad
ones.

Mr.BAKER. Mr. Chairman, I have just got one more follow up.
Mr. Stevens, you mentioned the—holding the rating system ac-
countable in some form or fashion. Do you share the view that has
been described by Mr. Roberts, outcome analysis as an appropriate
measure of enforcing accountability, or how would you view a sys-
tem that would be appropriate to create that accountability?

Mr.STEVENS. Well, outcome analysis is important information to
have in the market so that the people who are looking to use a par-
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ticular rating agency or particular rating, have some sense of what
the track record has been. When I referred to accountability in my
testimony, it was really accountability of the nature that con-
templated that if a ratings agency says here is my process, this is
what I do, then they are to be held to do that. If, for example, they
say we don’t really simply rely upon publicly available information.
We go and do research on the premises. We talk to the officials of
the company. We kick the tires in other ways as well. And if they
then produce a rating where they haven’t done that, that they real-
ly were relying on a smaller universe of information, it seems to
me they ought to be liable and accountable for having misrepre-
sented their process.

This notion of proprietary methods, I think, is a little overstated,
with all respect. We deal with this issue in disclosures all the time.
Corporations that are seeking to raise money in the marketplace
will talk about business systems, business activities, business
methods. There is a line that you can draw between what is truly
proprietary and what is informative, detailed disclosure—I
wouldn’t call it generic; that suggests boilerplate. It can go into
greater detail that that. So I think that is a line that we can draw.

If I might, Mr. Chairman, just add one other thing to this ques-
tion about the drunk driver, the point I am making is, from the
perspective of an investor, if you can administer the breathalyzer,
right, and you can determine whether the driver is drunk, you can
make a decision about whether to pile into the vehicle or not, and
that is the value of disclosure in the marketplace. I see no reason
why, well, there have to be changes in the way in the SEC has
written 2a-7; I see no reason why a mutual fund firm that offers
a money fund and has its franchise and its reputation on the line
is going to be attracted to a schlocky ratings agency. There is going
to be a tremendous attraction for the ones with the best track
record, the best methods, and the greatest reliability and integrity
in the market because the reputation and the dollars, essentially,
the wealth of the firm, is going to be on the line in that process.

Mr.BAKER. I take your point, and I only one I had entering into
the new methodology and how we start it up is probably so critical
because if we have missteps in the early days, it really makes re-
covery in the out years much more difficult. To put a personal ex-
perience in the discussion, yesterday, when we were flying in, we
thought we had made it, and everything was fine, and we were
going to get on the boarding door, and the pilot comes on and says
he pulled up about 5 feet too far, and they are going to have to
bring a tug out and push us backwards. If I had known my pilot
was going to miss my boarding door by 5 feet, I probably would
have elected another flight. You don’t want to find that out at your
arrival gate. You really want to know, did he run over the dog
when he came to pick me up, or do you keep it on the highway.
I think that is really the issue right now. I want to get to this out-
come based analysis. That means you have a record. That means
I can look at what you’ve been doing. The problem is from where
we are now to how do we get there, and I am not yet fully conver-
sant with the remedy that gets us past that, but I certainly want
to go where each of the witnesses have indicated they would like
to see us go.
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I yield back, Mr. Chair.

ChairmanOXLEY. The gentleman from Pennsylvania.

Mr.FirzPATRICK. Thank you, Mr. Chairman.

Mr. Reynolds, I appreciate your references to the history of the
city and Constitution, and in your written testimony, you are refer-
ring to some of the players out there that wouldn’t be interested
in the success of H.R. 2990, specifically those who want a little less
free speech, and what you say is as it stands now, Moody’s and
S&P seem to be saying Congress shall make no law respecting an
establishment of competition to the NRSROs.

With respect to the NRSROs, can you describe how they may be
using their protected status to get involved in other business lines,
including some of those lines that your firm, CreditSights, is in-
volved in?

Mr.REYNOLDS. They are probably coming as close to the line of
being an investment advisory business as they have ever been, and
partly, that is a response to building revenue. I have heard a lot
today about different rules and regulations, but at the end of the
day, it is about building revenue, whether you are at Moody’s or
you are at a startup, whether you are taking it from—we have
been in business 5 years; we went from eight to a hundred people,
and it is painstaking work, reinvestment, but you have to have a
viable product, and someone writes you a check for it. If they write
you a check for it, it is real, and if they are a sophisticated inves-
tor, you are getting warm. And the same thing for Moody’s, when
they want to continue to grow their top line, to drive their stock,
and it certainly has done quite well, they have to find new ways
to get out of the ratings areas, so they bought KMD; they have
been buying content assets up. They recently bought a group of
economists. They will continue to buy assets in because at the end
of the day, they are a research firm, a ratings agency, but they are
also in the content business, and they have to grow and leverage
that fixed cost base. So they are pushing into a lot of different an-
cillary businesses, which are meaningful businesses, and how do
you reach the equity, the stock analysts for example, with credit in-
formation?

As we saw in the last 5 years, turns in the credit market can
drive the equity performance of different names, so they are trying
to figure out ways to go after all different types of investors using
their basic infrastructure and making select investments, so they
are in the investment advisory business in substance. They know
it. The market knows it, but they need to run a story line because
they have to plan their legal defenses. They are doing everything
but stopping short of saying sell, and they are doing that by trying
to be also more relevant to the market. One of the criticisms, say,
10 years ago, was well, you are just a rater, there is low informa-
tion value, and some of your earlier panelists in past hearings have
testified on the low information content of ratings. So the way you
crack the line up is you get into the information intensive business,
something that a powerful institutional investor, or a bank, or a
brokerage house will write you a check for. That is how you build
a business. It is the economic reality of growth for all of these com-
panies, and I think that Moody’s and S&P clearly are getting that.
KMD was obviously a big landmark transaction, getting into de-
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fault risk analytics. They keep that separately housed. But they
are into the consulting business, for example. They are into eco-
nomic forecasting. They are into all the same things the Street has
been into for years, except it is not as NASD framework. So that
is just a fact; I mean, people know it. It is like an ill-kept secret
from X rating agency, and they will say, they will chuckle about
the First Amendment discussion because they know that it is really
not the main issue. They just want to stay free clear of any encum-
brances and go back to the business line strategy. There is a reason
why a lot of people want to get in this business. Moody’s has 55
percent profit margins. That is just mind-boggling of pretax mar-
gins. The accounting firms don’t have that, so there is a reason
people don’t want to get in the accounting business, but do want
to get in this business. And also, at the end of the day, they are
not staying up late at night worrying about CreditSights, Rapid
Ratings, or Egan-Jones. In a way, we are all boutiques in the con-
text of what they do. They are worried about Thompson,
Bloomberg, Fax, Bertelsmann, Morningstar; these are the guys who
will be stepping in, so the more barriers you put for their entry and
their acquisitive activities, the more it is that Moody’s and S&P
will be the same old duopoly 5 years from now. So be cognizant of
the fact that it takes a lot of capital, a lot of resources, a lot of
mergers, and a lot of activity the next 5 years to even mount a via-
ble competitor against a group of people who have dominated the
industry with what are increasingly higher natural barriers to
entry. So I am a firm believer in letting the market work, and if
Fidelity or Imgo or these top debt shops will pay you for your serv-
ice, I think you have passed a test that the SEC is less qualified
to opine on than people who live and breathe that business day in,
day out, and have responsibility for a lot of retail assets. So I would
say competition is better and quality is better. Constraints impact
both in the wrong way.

Mr.FITZPATRICK. Do any of the other panelists want to comment
on that? Professor Macey, I think you were—you have spoken
about the First Amendment issues, as one of the NRSROs, I think
it was S&P, it seems to be the loudest about the impact of this po-
tential legislation on their First Amendment rights. You went right
to the ledge of saying why you think they may be raising that
issue. Do you want to expand on that at all?

Mr.MACEY. Well, as I said, with the exception of the provision
that would prohibit unsolicited ratings, there is nothing in this that
has the remotest impact on free speech. I think that, you know, if
I were a paid consultant for S&P or Moody’s, you know, I might
play the First Amendment card because it gets people’s attention.
It slows the process down. And it seems to have been—it seems to
be the case that the process slowed down quite a lot. Mr. Reynolds
and I were—testified together before that Senate committee—I
guess it was a couple of years, 2 or 3 years ago now—and we are
still working toward some resolution of this issue. So, I mean, as
I, you know, I don’t think that there is a—I don’t think there is
a respectable argument. I think a lot of the things we have talked
about today, Mr. Egan’s point is perfectly respectable that, you
know, this is a concern about, I don’t happen to agree with it my-
self, but it is certainly a respectable argument to say you know, we
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are worried about quality of the new entrants and the issues about
disclosure that Mr. Stevens is raising quite—I may come out a
slightly different place, but quite respectable. The First Amend-
ment issue is, in the context of the development of the securities
laws in the United States and the high premium that we put on
disclosure and investment, investor protection, this is really—this
doesn’t even ruffle the waters in the pond with respect to First
Amendment concerns. I think it is purely a tactic to impede the
progress of legislation that would improve the competition in this
industry.

Mr. FITZPATRICK. To that issue of, I guess, Mr. Egan’s concerns
about his 10-year-old son issuing rating, getting recognized. I
mean, the statute, the bill as written does require 3 years back-
ground and does require disclosure of short term and long term
performance statistics, so if you are in the business for 3 years, and
there are benchmarks, and you are reaching those benchmarks, as
Chairman Baker says, you know, if somebody is willing to pay your
10-year-old son, wouldn’t it be discriminatory, if your son was only
10 years old and they—

Mr.BAKER. We have this freedom of speech, I think, is what you
are talking about.

Mr.F1TZPATRICK. If you are doing a great job, I mean, you
wouldn’t want to prohibit your 10-year-old son genius from being
involved in this business.

Mr.EGAN. Maybe he can get it right. However, I think that this
NRSRO designation is too important. It is used in too many dif-
ferent areas of financial markets, and I think more than 3 years
is needed. I think you need some kind of market test, and a rev-
enue based test isn’t a reasonable way. I think you have to exclude
some firms that have an inherent conflict, such as underwriters be-
coming rating firms, or having underwriting affiliates, or major in-
vestors, or banks, or insurance companies. I think that there are
some—to go from where we are right now to a more competitive
market, you have to be careful in the way you take those steps. It
would be foolish to open it up to anybody who applies after a 3-
year waiting period. It makes—that doesn’t—it would hurt the
market too much. It is too great a risk. Yes, it might work, but you
know, it is—we are not talking about a small economy here. It is
very important to get it right. Another thing is that somebody
brought up the breathalyzer test. I don’t know if the guy who I am
facing on the road has taken that test when I am driving and he
is driving at 80 miles; I don’t have that information. So I want
somebody to test him before he gets in the vehicle, and there are
certain safeguards if he messes up that he loses his license. I think
that that is what you need. Also, some people say don’t worry, the
market is going to sort it out. Well, the reality is that that is fan-
tasy. It is fantasy because S&P and Moody’s rated Enron at invest-
ment grade approximately 30 days before it went bankrupt. They
had similar faults with WorldCom. So the market doesn’t nec-
essarily respond to good information. In fact, S&P and Moody’s op-
erating income has doubled. It has doubled over the past 3 years.
You hear about it all the time in the economist book, but it doesn’t
work; full disclosure just simply doesn’t work or else S&P and
Moody’s revenue and operating income would not have doubled



27

during the process of these major debacles. So you need some safe-
guards on the front end of this, and you also need safeguards as
you go along.

Mr.F1TzZPATRICK. It looks like Professor Macey—do you want to
respond to that?

Mr.MACEY. Well, I guess I will pay a visit from fantasy land over
here, in terms of having faith in the markets. First, with respect
to the point about Enron. Certainly, Mr. Egan is right. This was
not a poster day for the credit rating agencies. It seems to me the
question that we need to ask ourselves is not the question, you
know, will there be errors, and will credit ratings agencies screw
up under the new regulatory regime, the new statutory regime that
we are talking about today. The question is will the quality of in-
formation in the marketplace be better, not will it be perfect. And
certainly, I think one thing Mr. Egan and I would agree about is
that the quality of the information that is out there now is, gen-
erated by the credit rating agencies, is not good. It is not good for
two reasons. Number one, it tends not to be very accurate and,
number two, the adjustments that are made to credit ratings come
very slow, and they are—that every financial economist or empir-
ical scholar who has looked at this for the last 30 years has under-
stood that credit ratings systematically lag stock market prices and
that anybody, for free, can look at stock market prices and get a
much better view of what is going on at Enron, what is going on
at WorldCom, what is going on in any of the companies that have
been so much in the press over the last 3 or 4 years. If we open
the system up to competition, certainly, there will be errors. Cer-
tainly, some of the new firms that emerge in this business will
make mistakes, but on balance, consumers in this market will have
a lot more to choose from. They don’t have to rely on one rating.
They can look at several, and the market will sort out the poor per-
formers and, again, the people who are—make the misjudgment,
the miscalculation, to rely on the bad ratings that emerge in a new
competitive environment will bear the costs associated with that,
which is exactly what ought to happen in a free market economy.

Mr.STEVENS. Mr. Fitzpatrick, may I add something in response
to the questions that you had posed, just very briefly? The question
of 3 years or 7 years is one of these classic conundrums I suspect
that the committee, the Congress faces all the time. I think of it
as the prunes issue. Are 3 too few; are 7 too many to get, you
know, regularity restored? The fact is seven years strikes me as
fine if you are part of a firm that has been doing this for the past
7 years, but it might be that you have a wonderful new market
participant ready to enter, and if they are told well, no, you have
to do this, theoretically, for 7 years before you can get into the
business, that has a significant anticompetitive impact. So while,
you know, this is sort of in the eye of the beholder, I think, some
proving ground or time period, where you are involved, and can
demonstrate to potential users that you are serious about this busi-
ness, that you have been doing it with the kind of rigor and qual-
ity, is fine. Three years strikes me as a good choice in that regard.
Seven years strikes me as not really trying to serve opening up this
market to the kind of competition which I think has been your pur-
pose and the purpose of other supporters of your legislation.
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ChairmanOXLEY. The gentleman yields back. On behalf of the
members, I want to thank all of you for excellent participation. The
record that we have continued to build for this legislation I think
is extraordinary. We have had a diverse group of witnesses over a
number of months, and this may or may not be the last hearing,
but it certainly was one of the most productive, and I thank you,
and I also want to thank the Federal District Court for providing
this wonderful place for a hearing. This is as close as I am going
to get to being a Federal judge.

Mr.FITZPATRICK. I hope it is as close as I get to a Federal judge.

ChairmanOXLEY. That is right. I would like to sentence a couple
people right now, but I don’t have it in me. Again, thank you all,
and the committee is adjourned.

[Whereupon, at 11:40 a.m., the committee was adjourned.]
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Nov. 29th Hearing - The Credit Rating Agency Duopoly Relief Act of 2005

We support the proposed legislation (HR 2990) for reforming the ratings industry since it
significantly increases competition in the industry.

The primary purpose of rating firms is fo facilitate the allocation of capital by assessing the
relative riskiness of vatious issuers. The job can be compared fo the trucking industry in the
sense that capital rather than goods, are moved throughout the financial system.
Unfortunately, the regulatory process for the trucking industry makes a great deal more sense
than does the regulatory process for the rating industry. In the trucking industry, there are
various tests drivers need to take to ensure that they are able to operate vehicles in a safe
manner. The tests are straight-forward, and passing them is similar to passing a driving test.
In the ratings industry, there has never been a formal process for obtaining a license, and at
the current rate there never will be. Regulators had been studying the area since the early
1990’s and have yet to establish a set of requirements for applicants. Yes, two firms in the
past couple of years have been recognized, but for the most part, the firms provide little
competition to the major firms in the industry, (DBRS rates mainly Canadian issuers and AM
Best focuses on insurance firms.)

In the trucking industry, if a shipper is unhappy with the rates or service of one particular
shipper, there are a variety of other shippers available. In contrast, in the ratings industry
there is relatively little competition. S&P and Moody's garner approximately 85% of the
revenues for US corporate debt, and a rating from two firms is normally needed for a public
issue. The costs for the lack of competition is borme by issuers, investors, employees,
retirees, and non-recognized rating firms.

To address some of the concerns that have been raised about H.R. 2990 facilitating the
emergence of a plethora of unqualified rating firms, we recommend the following additions to
Section 3(a): :

Independence - No NRSRO shall be affiliated with a broker/dealer, bank, financial institution,
issuer, investor or user of credit ratings.

Experience — the rating firm shall have issued ratings for the past seven years and shall have
generated at least $1 million in revenues from such activities in the U.S. for a period of seven
years or more.

Quality - to reflect the impact of events such as acquisitions, major share repurchases, and
buyouts, all ratings issued will be reviewed using qualitative methods. Additionally, the
NRSRO shall be available to issuers’ personnel, and capable of reflecting issuer comments in
ratings. Note, credit ratings based on security prices and spreads can easily be manipulated
and provide profit opportunities to unscrupulous investors.

61 Station Road, Haverford, Pennsylvania, USA 19041
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Regarding objections to HR 2990, below are rebuttals:

H.R. 2990 Does Not Disrupt Markets — increased competition should improve market
conditions.

H.R. 2990 Does Not Violate First Amendment — additional competition should not effect
First Amendment protection.

H.R. 2990 Does Not Promote Rogue Firms - additional competition should encourage
the issuance of timely, accurate ratings.

Thank you for your time and interest. Aitached is additional information on Egan-Jones.

Egan-Jones Ratings Company

61 Station Road, Haverford, Pennsylvania, USA 19041
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Information on Egan-Jones Ratings Co.

We applied for the designation in July 1998 and have regularly issued timely, accurate
ratings and provided warning for the Enron, Genuity, Global Crossing, and WorldCom
failures (see the attachment). Furthermore, we consistently identify improving credits;
most of our ratings have been higher than S&P’s and Moody's over the past three years,
thereby assisting issuers in obtaining more competitive capital. Our success has been
recognized by the Federal Reserve Bank of Kansas City which compared all our ratings
since inception in December 1995 to those of S&P and concluded:

“Overall, it is robustly the case that S&P regrades from BBB- moved in the
direction of EJR’s earlier ratings. 1t appears more likely that this resuit
reflects systematic differences between the two firms’ rating policies than a
small number of lucky guesses by EJR.”

New York Times

Gretchen Morgenson (Pulitzer Prize Winner) July 7, 2002
“Egan-Jones makes a practice of alerting investors to corporate credit problems well
before they are acknowledged by management... As early as November 2000, for
example, Egan-Jones cut its ratings on WorldCom to the lowest investment-grade level,
citing its deteriorating profit margins and credit quality.”

Fortune's “Against the Grain”

Herb Greenberg January 21, 2002
“The best balance-sheet snoops are often way ahead of the pack in finding signs of
trouble. Sometimes, however, the big credit-rating firms, Standard & Poor's and Moody's,
which get paid by the companies they rate, are slow off the mark--slower, as a rule, than
independent bond-rating services like Egan-Jones.

Investment Dealers Digest (cover)

Dave Lindorff August 13, 2001
“It didn't take long for Sean Egan, managing director of Egan-Jones Ratings Co., a small
ratings agency outside Philadelphia, to figure out last fall's California power crisis would
eventually put the state's utilities in a bind. "We saw a train wreck ahead for these
companies,” recalls Egan, who says his analysts quickly fired off two reports to clients
warning them of the troubles facing the state's two utilities-Pacific Gas & Electric Corp.
and Edison International, the parent company of Southern California Edison. On Sept.
27, the firm lowered EiX's rating from A- to BBB-, and PG&E's rating from A to BBB+."

Bloomberg News

Mark Gilbert October 14, 2004
“S&P wouldn't be the first to pin a non-investment grade rating on Ford. Egan-Jones
Ratings Co., a private company run by Sean Egan in Pennsylvania, cut the automaker's
grade in January 2002.”

Grant's Interest Rate Observer Annual Conference, October 2002
“The big two-and-a-half rating agencies have not exactly covered themselves in glory during the current credit
debacles. Sean Egan, co-founder of Egan-Jones Ratings Co. (which saw many disasters coming before they landed
in the newspapers), will discuss debacles and opportunities yet over the horizon.”
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NEXTEL's Senior Unsecured Ratings

The bold indicates investment grade

07/16/2002
08/29/2002
02/20/2003
06/19/2003
7/21/2003
712212003
11/26/2003
02/19/2004
3/22/2004
3/22/2004
3/24/2004
5/26/2004
06/09/2004
7/7/2004
7/27/2005
8/10/2005
8/16/2005

Egan-

Jones* S&P
B+ B+
BB- B+
BB B+
BB+ B+
BB+ BB-
BB+ BB-
BBB- BB-
BBB BB-
BBB BB+
BBB BB+
BBB BB+
BBB BB+
BBB BB+
BBB BB+
BBB+ BB+
BBB+ BB+
BBB+ A-

Enron's Senior Unsecured Ratings

The bold indicates non-investment grade

Date
4/19/2001
—=>6/27/2001
8/15/2001
10/16/2001
10/23/2001
10/24/2001
10/26/2001
10/29/2001
10/31/2001
11/1/2001
11/6/2001
11/7/2001

11/9/2001
11/21/2001
11/26/2001

11/28/2001
11/28/2001
11/28/2001

Egan-

Jones* S&p Moody's

BBB+ BBB+ Baat

BBB BBB+ Baa1

BBB/ BBB-BBB+ Baa1

BBB/ BBB-BBB+ Baat (neg.)

BBB- BBB+ Baat (neg.)

BBB-/ BB+ BBB+ Baa1l (neg.)

BB+ BBB+ Baa1t (neg.)

8B+/ BB BBB+ Baa2 (neg.)

BB+/ BB BBB+ Baa2 (neg.)

BB BBB (neg.) BaaZ2 (neg.)

BB BBB (neg.) Baa2 (neg.)

BB-/B- BBB (neg.) Baa2 (negq.)
BBB-

BB (neg.) Baa3 (neg.)
BBB-

BB/ BB- (neg.) Baa3 (neg.)
BBB-

BB-/ B+ (neg.) Baa3 (neg.)
BBB-

B+/ B- {neg.) Baa3 {(neg.)

C/D B- B2 (neg.)

D B- B2 (neg.)
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11/30/2001 D CC (neg.) B2 (neg.)
12/3/2001 D D Ca
* Current and projected ratings

WorldCom's Senior Unsecured Ratings
The bold indicates non-investment grade

Date Egan-Jones* S&p Moody's Action
11/1/2000  A-{neg. watch} A- A3 EJR issued neg. watch (A-)
11/ 3/00 A- (neg. watch) A- (neg. watch) A3 S&P issued a neg. waich (A-)
11171200
0 BBB+ (neg. watch) A- (neg. watch) A3 EJR cut A- to BBB+ (neg. watch)
2/8/2001 BBB A- (neg. watch) A3 EJR cut BBB+ fo BBB
2127101 BBB BBB+ A3 S&P cut A- to BBB+
6/25/2001  BBB- BBB+ A3 EJR cut BBB to BBB-
7/26/2001 BB+ (neg. watch) BBB+ A3 EJR cut BBB- to BB+ (neg watch)
1/29/2002 BB (neg. watch) BBB+ A3 EJR cut BB+ to BB (neg watch)
217102 BB- (neg. watch) BBB+ A3 EJR cut BB to BB- (neg watch)
A3 (neg.
217102 BB- (neg. watch) BBB+ watch) Moody's issued a neg. watch (A3)
A3 (neg.
2/19/2002 B+ BBB+ watch) EJR cut BB- to B+
BBB+ (neg. A3 (neg.
4/12/02 B+ watch) watch) S&P issued a neg. watch (BBB+)
A3 (neg.
4122102 B+ BBB watch) S&P cut BBB+ to BBB
A3 (neg.
4/23/02 B BBB watch) EJRcutB+toB
4/23/02 B BBB Baa2 Moody's cut A3 to Baa2
4/25/2002 B~ BBB Baa2 EJR cut Bto B-
5/ 9/02 B- BEBB Ba2 Moody's cut Baa2 to Ba2
5/10/02 B- BB Ba2 S&P cut BBB to BB
6/14/2002  B-(neg. watch) BB Ba2 EJR issues neg. watch
6/17/02 B- (neg. watch) B+ Ba2 S&P cut BB to B+
6/20/02 CCC (neg. watch) B+ Ba2 EJR cut B- to CCC {neg. watch)
6/20/02 CCC (neg. watch) B+ B1 Moody's cut Ba2 to B1
6/26/02 D B+ B1 EJRcut CCCioD
6/26/02 D cce- B1 S&P cut B+ to CCC-
6/26/02 D ccce- Ca Moody's cut B1 to Ca
771102 D cc Ca S&P cut CCC-to CC
7117102 D D Ca S&P cut CCto D
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Testimony of
Jonathan R. Macey
Yale Law School
Before the House Committee on Financial Services

on

The Credit Rating Agency Duopoly Relief Act of 2005

I am the Sam Harris Professor of Corporate Law, Corporate Finance and Securities Law at
Yale University. 1am submitting this testimony in response to this Subcommittee’s request that I
discuss my views of H.R. 2990, the Credit Rating Agency Duopoly Relief Act of 2005.

Let me begin by saying that T am pleased to be here and that I commend Congressman
Michael G. Fitzpatrick for introducing this important and timely legislation. The statute he is
proposing provides a valuable legislative framework that will foster more vigorous competition in
the rating agency business, and provide not only better ratings but also provide strong protections
for individual investors.

H.R. 2990 is based on the time-honored principle of disclosure and takes the SEC out of its
current, ill-fated role as substantive regulator of credit rating agencies fortunate enough to be
designated by the Commission staff as “NRSROs™ The proposed legislation, which I support,
would amend the eight federal statutes that contain the term NRSRO to replace the term currently
used “recognized” with a new term “registered.” The “Credit Rating Agency Duopoly Relief Act”
was introduced in the House. The legislation is intended to enhance competition, transparency and
accountability in the credit ratings market. The Act would eliminate Nationally Recognized
Statistical Rating Organizations. The Act would require the SEC to rely upon Nationally

Registered Statistical Rating Organizations. This change would eliminate the ambiguous process
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of recognizing rating agencies through SEC staff no-action letters and would require all rating
agencies that issue publicly available ratings to register.

Credit ratings play a major role in the securities market; investors rely on credit ratings
when making investment choices. Credit rating agencies rate companies, countries, debt
obligations such as bonds, asset-backed securities, commercial paper, private placements,
certificates of deposits, and other securities, such as preferred stock, medium-term notes, and shelf
registrations. The Credit Rating Agency Duopoly Relief Act of 2005 would eliminates the current,
ambiguous designation “Nationally Recognized Statistical Rating Organization™ (NRSRO)
currently in use in favor of a more transparent registration process, that would enable market
participants to register as “Natjonally Registered Statistical Rating Organizations.” This simple
change will foster in a new era of meaningful competition in the credit ratings market.

The new legislation would replace the SEC’s current anti-competitive designation process
and prohibit anti-competitive industry practices. More controversially, in my view, the legislation
would require reporting and recordkeeping requirements for registered firms and give inspection,
examination and enforcement authority to the SEC.

It is bizarre, in my view that to receive the NRSRO rating from the SEC a company must be
‘nationally recognized’ or, their ratings must be widely used and generally accepted in the financial
markets. I agree with Congressman Fitzpatrick that the current NRSRO designation creates an
artificial barrier to entry that “has created a chicken-and-the-egg situation for non-NRSRO credit
rating agencies trying to enter this industry, thus fostering a duopoly” and that the lack of
competition in the credit rating industry has lowered the quality of ratings, inflated prices, stifled
innovation and allowed anti-competitive industry practices and conflicts of interest to go

unchecked.”
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My law professor colleague Frank Partnoy has observed that the credit rating agencies pose
an interesting puzzle for those of us who study financial markets. On the one hand a great deal of
evidence indicates that their product, information, is not particularly inaccurate and, to the extent
that it is accurate, by the time it reaches investors it is so stale as to be useless to the investors for
whose ostensible benefit it is produced. The credit rating agencies dismal performance in their
work on Orange County, Mercury Finance, Pacific Gas & Electric, Enron, WorldCom, and most
recently General Motors and Ford suggest that credit rating agencies aren’t doing the job that the
public thinks they do. A plethora of academic studies showing that credit ratings changes lag the
market support this intuition.

The best explanation for this puzzle of the credit rating agencies’ simultaneously enjoying
great success while providing no information of value to the investing public is that the SEC
inadvertently created this problem regulation when it misguidedly invented NRSRO designation.
This designation has, over time, caused an artificial demand for ratings, despite their lack of
usefulness to investors. Thousands of regulations, like Rule 2a-7 of the Investment Company Act
of 1940 limit the ability of regulate financial intermediaries and other financial institutions to invest
in companies that lack NRSRO ratings.

The Credit Rating Agency Duopoly Relief Act of 2005 would eliminate the role of the SEC
staff in designating credit rating agencies as nationally recognized statistical rating organizations
(NRSROs). This is a role that they never should have had in the first place.

The proposed legislation has many features that I support and some that I do not. I fully
support the proposal to prohibit tying, which means forcing rated companies to purchase other
services; and notching, which means lowering the ratings on asset-backed securities unless a

substantial portion of the assets making up those securities are also rated by the agency. The
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Credit Rating Agency Duopoly Act of 2005 would also direct the SEC to develop other reporting
requirements and recordkeeping as it deems appropriate in the interest of investors and require
registered credit rating agencies to have systematic procedures in place to manage conflicts of
interest and prevent the misuse of non-public information. I support these aspects of the proposed
legislation.

On the other hand, while I agree that, in the current regulatory environment, the giant credit
rating agencies like Moody’s Standard & Poor’s should not be able to issue unsolicited (free)
ratings. On the other hand, I see no problem in having credit rating agencies do this in the new,
unregulated environment envisioned in this bill. I do think that there are problems with unsolicited
ratings, however. In particular, there is the concern that rating agencies engage in “shake downs”
of companies and municipalities in the market for credit. Do rating agencies demand payment by
companies and municipalities for ratings? Ts it true that, if ratings aren’t bought, an unfavorable
unsolicited rating may be issued as retribution and warning to others? Criminal sanctions should
attach to such conduct, in my view. Rating agencies should be required to disclose when the
ratings they are issuing are unsolicited. They also should be required to disclose whether they
offered their services on a fee basis to the entity being rated but were declined. Finally, rating
agencies should be required to disclose whether the information on which they are basing an
unsolicited rating is as complete as the information they ordinarily possess when generating
solicited ratings.

The proposed regulation would require that Statistical Rating Organizations disclose: (A)
the conflicts of interest they face; (B) the procedures and methodologies used in determining
ratings; (C) their ratings performance as reflected in statistical data showing their performance

over short-term and long-term periods; and (D) the procedures they put in place to prevent the
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misuse of non-public information. I support the disclosure of conflicts of interest (A), as well as the
disclosure of ratings performance measurement (C), and procedures to prevent the mis-use of inside
information (D). However, I oppose the requirement (B} that credit rating agencies disclose the
procedures and methodologies that they use in determining ratings. I view this sort of information
as being in the nature of proprietary trade secrets, which would be of great interest to rivals of
rating agencies in what will, hopefully, be a competitive environment.

In general, however, I view H.R. 2990 as an important statute that will improve the quality
of the information provided by credit rating agencies, and establish rating agencies as an important

component in the U.S. system of corporate governance and investor protection.
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CreditSights, inc.
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The Committee on Financial Services

United States House of Representatives

Hearing on the Credit Rating Agency Duopoly Relief Act of 2005
November 29, 2005

CreditSights welcomes the opportunity to comment to H.R. 2990, "The Credit Rating Agency
Duopoly Relief Act of 2005." HR 2990 marks the first real action plan we have seen to inject
some competition into a sector that has badly needed some innovation and some new market
entrants for some time. As such, we fully support the legislation and expect that it will serve as a
catalyst for constructive change in the credit ratings industry by promoting competition and
bringing more intellectual and financial capital to the space. The legislation will serve the interests
of the market by eliminating a major regulatory deterrent that has discouraged market entrants
and investors.

As a growing provider of various credit research and analytical services selling to many of the
same custorers that use credit ratings services, CreditSights has in the past had the opportunity
to provide input into the review of the NRSRO framework. While critical of how the agencies have
performed and used their special rights and privileges as an NRSRO, we still endorsed the
concept of the NRSRO in our March 20, 2002 testimony before the Senate and again as part of
the SEC Hearing on the Ratings Agencies on November 15, 2002. Our endorsement of the
NRSRO concept in those hearings was more a reflection of the critical role that such ratings
providers play in the capital markets, and the need for a regulatory "bar" to clear for such
agencies given their extremely important function. in endorsing the NRSRO concept, we had also
clearly stated that the agencies were in need of some increased regulatory oversight that the
current system did not provide. Both aspects of our view reflected their role in the markets. Qur
support of HR 2990 is consistent with our earfier testimony on NRSROs.

HR 2990 provides an elegant solution to the stalemate that has come out of almost four years of
debate by offering to immediately lower barriers with a variation of the NRSRO concept with its
approach of using the "R" as a "registration” system. In earlier testimony, we also noted that we
had never applied for NRSRO status and had no plans to do so any time soon. From the
standpoint of CreditSights, the cost and effort involved was not worth it for our firm given the track
record of companies seeking to enter the NRSRO space. HR 2990 is likely to encourage more
companies to enter into the fray of building larger scale ratings organizations.

Our own experience is not atypical for growing credit research firms as we look to gain a foothold
in the independent credit research space. While we do compete with some of the NRSROs in
providing alphanumeric ratings through our statisticat default risk model, our main business line is
not "ratings." That was as much a necessity to achieve growth as it was a strategic need since
the current system frustrates expansion in the ratings business. Our main business line will
remain providing information-intensive credit research, data products and default risk models
more consistent with that of a registered investment advisor. We only provide “ratings services"
as defined in HR 2990 through our statistical product offerings. We also compete in a limited
context with Moody’s and S&P in nonratings areas, where we see both rating agencies continuing
to expand.

We have watched with increasing interest that Moody's and S&P have both expanded in what we
would traditionally view as the capital markets debt research business and which in our view
historically would clearly fall under either SEC or NASD regulation. We do not view regulation
under either framework as particularly onerous and in fact just a normal cost and basic
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responsibility of doing business. Unlike the rating agencies, our employees have grown up in
regulatory environments at their prior employers (NASD, FSA, SEC), and CreditSights in its
current form now falls under the regulatory purview of the SEC and FSA. That fact has never
encumbered our independence, our ability to exercise our First Amendment rights, or constrained
our ability to apply a range of methodologies in our research.

For any start-up, offering ratings products is a daunting challenge given the natural commercial
barriers piled on top of the artificial barriers. We thus have focused our business-building efforts
on research services provided to institutional investors, banks, and intermediaries since the
barriers to the NRSRO status were absolutely insurmountable for any stari-up. The only way to
build any meaningful, independent research effort was to focus on “high information content”
products and go to the key users of the such information—namely, the institutional investor base
that uses these services and not the issuers that have become the regulatory captives of Moody's
and S&P. We have built our base of clients to over 800 major institutional investors, but still view
the enormous market power of the rating agencies with some frepidation given their inherent
advantages to package services with their ratings cfferings and use their considerable NRSRO-
based market power to expand their client base in non-ratings services. Opening up avenues for
more non-NRSROs to compete across a more diversified set of product offerings—including
ratings—is consistent with opening up the market to competition in coming years.

HR 2990 Will Foster Competition and Let the Market Decide

If enacted, HR 2990 could change the competitive balance for many growing firms as well as
provide the impetus for expansion strategies by leading providers of financial media and data-
based products. We do not see HR 2990 as in any way "disruptive” to the capital markets. it may
in fact be disruptive to the concentrated market power and entrenched position of Moody's and
S&P if major content aggregators use the opening to roll up more of the small and midsized
companies to take on the global scale of the duopolists in this high margin and growing business
line. Users of credit ratings services will not be unduly burdened by changing the meaning of the
"R" in NRSRO ("R" would now stand for registered). Much of the debate will not even show up on
their radar screens, so it is hardly a major disruption. For investors, there may be some routine
adjustments to make in language in prospectuses and regulated enterprises might have some
paperwork to do, but they always have routine adjustments in keeping their primary
constituencies (shareholders, policyholders, etc.) informed.

Anointing more ratings agencies with the "revised" NRSRO status will just follow a path already
well blazed by the major debt underwriters for decades. Basically, once there were fewer. Now
there are more. Educated players in the market can choose who they will deal with. As a frame of
reference, the rise of the commercial banks and non-US banks in underwriting debt has not
threatened the market. It has provided choice for consumers, brought innovation, and injected
more financial and human resources. it had also heightened competition, raised the costs of
personnel, pressured pricing, and tightened margins. New market entrants in the NRSRO space
will raise more capital to expand, more professionals will seek employment, and larger entities will
"buy” and "build" their way in. In fact, there will be job creation and human resource migration
from other disciplines that may be shrinking (commercial banking, sell-side research, etc.). The
issuers and the investor base will have more options and pricing will come under pressure and
growth will need to be shared. That is the crux of the matter for Moody’s and S&P. in the end,
once Moody's and S&P get past this debate and the changes are enacted, they will just go back
to making massive amounts of money and profitably growing their businesses.

As somewhat of a parallel example, we would remind the Committee how vigorously the
securities industry opposed the entry of the commercial banks into their underwriting businesses.
The reasons to keep the banks out were well documented and well lobbied. We would point out
now how many of the same executives from the securities industry later were happy to go work
for the commercial and non-US banks that ended up entering the brokerage business (usually for
considerably more pay) after the banks entered the space and subsequently prospered. in the
end, there was considerable innovation that came with the new competition, greater liquidity in
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the marketplace, a wave of new product introductions, and strengthening of the US financial
system. Along the way came wave after wave of rated products that enriched Moody's and S&P,
who faced no such competition and pressure to innovate. We would expect a similar dynamic to
be seen in the NRSRO space if competition is allowed and barriers to entry come down. There
will be capital inflows, mergers, migration of hungrier personnel from the incumbents looking to
take leadership roles, and more competition. There will be movement of experienced personnel
from the Street as the more entrepreneurial-minded look to help growing firms eat into the
NRSRO franchise and take equity in growing enterprises. Basically, all the competitive instincts
that make the US the leading market in financial services are there to be tapped, and the NRSRO
incumbents are looking to keep those instincts at bay.

In our earlier endorsement of some form of NRSRO framework, we nonetheless had highlighted
that the approach to anointing new NRSROs was inefficient and no longer reflected the needs of
a rapidly evolving marketplace where the lines between "ratings,” "research services,"” and "data
and analytics" products were all blurring and doing so across a global marketplace. We would
highlight that Moody's and S&P have certainly taken full advantage of that blurring to rapidly
expand the array of information and data services they provide. They of course have expanded
into new areas from the protected beachhead of an anachronistic, ill-defined regulatory
framework that gives them inherent advantages against any competitor that would look to offer
service in competition with these two financial Goliaths. We also noted that the lack of
competition and the limitations of the issuer-based model were undermining the quality of the
products and services delivered into the market by making the revenue stream more tied fo
regulatory fiat than consumer (and investor) choice.

The rules (or lack of rules) as they are currently in place also have failed to police conflicts of
interests that could be inherent in offering an array of non-ratings services to entities that the
agencies also rate. The market has been down that path before with the audit and consulting
functions of the relatively more regulated accounting firms, but it is an issue that has never
generated much interest on the regulatory front in the context of the NRSROs. While we do not
expect those issues of conflicts to be ever be formally regulated, we would expect that
competition will be fostered by allowing market players in the area of general capital markets
research or data services to enter the credit ratings space—just as Moody's and S&P enter these
other areas more aggressively. Healthy competition and entrepreneurial innovation will only
benefit from leveling this playing field.

Market Conditions Are Ripe for New Market Entrants

It is a fact of life that the incumbent rating agencies have created a de facto duopoly over the past
three decades despite the combination of all the second tier ratings players into #3 Fitch. That
market reality is not going to change uniess the barriers are lowered soon. In fact, even more
damage will be done and the natural commercial barriers will be raised even higher the longer the
current artificial constraints are kept in place. There are sweeping changes that have been taking
place the last several years that are creating exciting new market opportunities for entrepreneurial
start-ups, for financial media firms, for providers of data and analytics, and for providers of private
equity capital. These changes are partially rooted in advances in technology and low cost delivery
of content via the internet, but the changes are even more tied to the dynamics of the post-Enron,
post-WorldCom market backdrop and how that has altered the risk-reward for the banks and
securities firms that were the tfraditional providers of institutional debt research.

In terms of the expansion of new markets, the increased use of securitization, the evolution of the
Basel regulatory framework, the development of more regional capital markets in both developed
and emerging markets, the steady growth of issuers and continued disintermediation of the
commercial banks, and the rise of the credit derivatives markets all create opportunities for new
products, more volume, and more expansion. The incumbent NRSROs would obviously prefer to
carve those opportunities up among themselves. We don't blame them. Those opportunities will
attract new capital and market entrants if the barriers are lowered. Letting the entrenched have
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too much of an influence in shaping the lowering of barriers is questionable, since they will push
for delay and higher batriers.

The market backdrop is creating both risks and opportunities for the market. The risk is that the
breadth and volume of credit research is suffering on Wall Street after the "Enron and WorldCom
years,” and the opportunity is that the trend has provided room for new businesses to be created
that offer research and information services that are independent and unbundled from "the
Street." Traditional providers of market-based credit research services were usually housed at the
investment banks, commercial banks, and brokerage houses, but we have seen a clear
retrenchment of research services based on concerns over conflicts of interest, liability, and cost.
The largest commercial bank and one of the largest buige bracket debt firms in fact recently
made the decision to stop publishing corporate bond research, and that has been mirrored in part
at other major banks and brokerage houses both in the U.S and the EU. Itis no coincidence that
both Moody's and S&P are expanding in capital markets research areas and serving that same
client base, and that in many respects they see it as a logical extension of the ratings services
they have provided. They are standing on the line of being in the "buy-sell-or-hold" debt research
business typical of an investment advisor without (yet) quite crossing it.

The same "walking the line" approach has always been true of the ratings services they have
provided, where they stood on the line of being an integral part of the underwriting process of
Wall Street while representing themselves to be mere publishing operations. The NRSROs are in
substance in a role that is an extension of the underwriting business while exempt from expert
liability under the 1933 Act and all the while waving the First Amendment flag. It is a masterful
stroke of genius and brings high margins and low contingent liability risks, but it is one that has
outlived credibility. While everyone else that comes close to those same lines is subject to
regulation by any combination of the NASD, SEC, or FSA among others, Moody's and S&P would
like o skate by as the New York Times and Wall Street Journal of credit quality. HR 2990 will
aliow more companies to enter the space who will see their role exactly for what itis. They wili be
providers of market-based research very much akin to what the sell side has been providing for
years and subject to regulation. We expect the regulation o be very light-handed compared to
anything the typical Wall Street analyst is routinely accustome