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EXAMINING THE ROLE OF CREDIT RATING
AGENCIES IN THE CAPITAL MARKETS

TUESDAY, FEBRUARY 8, 2005

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Committee met at 10 a.m., in room SD-538, Dirksen Senate
Office Building, Senator Richard C. Shelby (Chairman of the Com-
mittee) presiding.

OPENING STATEMENT OF CHAIRMAN RICHARD C. SHELBY

Chairman SHELBY. The hearing shall come to order.

Since their inception nearly a century ago, credit rating agencies
have come to occupy a prominent role as gatekeepers to the capital
markets. These entities wield extraordinary power in the market-
place, and their ratings affect an issuer’s access to capital, the
structure of transactions, and portfolio investment decisions. A
high rating effectively serves as a “seal of approval” that can save
an issuer millions of dollars in interest payments. Conversely, a
low rating or a ratings downgrade can trigger a sell-off of an
issuer’s stock and a drop in its bond prices, while making future
financing more expensive.

As new corporate and municipal issuers seek to access an in-
creasingly global market and as issuers develop innovative and
complex financial products, there is every reason to expect that the
importance and influence of credit rating agencies will continue to
grow. Given investors’ reliance on these agencies, I believe that it
is important for this Committee to carefully examine the industry,
the ratings process, and the regulatory landscape.

In 1975, the SEC began using the designation of a “Nationally
Recognized Statistical Rating Organization,” or “NRSRO,” for the
purpose of determining the appropriate amount of capital that a
broker must hold to protect against trading losses. Although the
SEC initially created this designation for a narrow purpose in the
“Net Capital Rule” that applies to broker-dealers, the designation
now serves as a universally accepted benchmark for investment
quality, and has been used in legislation, various regulations, and
financial contracts.

Some contend that the NRSRO designation has evolved into a
quasi-official stamp of market credibility that acts as a barrier to
entry. Although there are approximately 150 credit rating firms
worldwide, there are only four firms with the designation. Not sur-
prisingly, revenues are concentrated in the firms with the designa-
tion. Moody’s, S&P, and Fitch represent 95 percent of the market
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share. Some assert that the SEC has effectively granted these com-
panies a franchise and that meaningful competition is nearly im-
possible without the designation. There seems to be a “catch—22”
because a firm cannot compete nationally without the NRSRO des-
ignation, but it cannot obtain the designation without a national
reputation in the first instance. Understanding the level of com-
petition in this industry and the impact of the NRSRO designation
is an important element of this Committee’s inquiry.

We will also examine the SEC’s role in regulating the industry.
The SEC has never adopted a formal approval process or promul-
gated official recognition criteria for obtaining the NRSRO designa-
tion. Instead, the SEC makes determinations on a case-by-case
basis that leads many to question the transparency and fairness of
the entire approval process. Further, once the SEC grants the des-
ignation, it does not maintain any form of ongoing oversight. Some
believe that there is a misperception in the market that NRSRO’s
are regulated because they initially received the SEC’s stamp of ap-
proval. We will evaluate the SEC’s authority and regulatory actions
concerning the industry and consider whether additional oversight
is necessary. In the coming months, we will ask Chairman Donald-
son to appear before this Committee to address these particular
issues.

Further, we will review the structure and operation of the rating
agencies. Some have raised concerns regarding the transparency of
the ratings process and the information that rating agencies make
available to issuers and the public at-large. Typically, rating agen-
cies do not disclose their methodologies and analysis for deter-
mining a particular rating, identify the information they reviewed
in making a rating, or disclose the qualifications of the lead ana-
lyst. This lack of transparency leads some to question the reli-
ability and credibility of ratings and whether the ratings process is
too subjective. Some contend that the marketplace needs to more
fully understand the reasoning behind a ratings decision and the
information on which it is based.

Finally, we will address the potential for conflicts in this indus-
try. Too often, this Committee has held hearings on industry prac-
tices where corporate insiders exploit conflicts that ultimately hurt
investors. In the ratings industry, most agencies rely on payments
from the issuers that they rate. Some suggest that there may be
a strong incentive for ratings inflation. This situation is reminis-
cent of the analyst independence charges that were the focus of the
Global Settlement. A second potential conflict involves the sale of
consulting and advisory services by rating agencies to their ratings
clients. This practice is analogous to an auditor’s sale of consulting
services to an audit client: A conflict that was a focal point of the
Sarbanes-Oxley Act. The underlying concern is that these conflicts
could undermine the independent and objective status of rating
agencies and their ratings, leading investors to make important in-
vestment decisions based on compromised ratings.

To discuss these important issues with us this morning, we have
a panel of leading industry participants: Ms. Kathleen Corbet,
President, Standard & Poor’s; Mr. Sean Egan, Managing Director,
Egan-Jones Ratings Company; Mr. Micah Green, President, Bond
Market Association; Mr. Yasuhiro Harada, Executive Vice Presi-
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dent, Rating & Investment Information, Inc.; Mr. Stephen Joynt,
President and Chief Executive Officer, Fitch Ratings; Mr. James
Kaitz, President and Chief Executive Officer, Association for Fi-
nance Professionals; and Mr. Raymond McDaniel, Jr., President
and Chief Operating Officer, Moody’s Investors Services, Inc.

Each witness will have the opportunity here to make a short
opening statement. Given the number of witnesses this morning, I
would ask you to limit your statement to no more than 5 minutes,
and I look forward to your testimony.

Senator Sarbanes.

STATEMENT OF SENATOR PAUL S. SARBANES

Senator SARBANES. Thank you very much, Mr. Chairman. I want
to commend you for holding this hearing. During the past two Con-
gresses, this Committee has undertaken continuous review of the
securities markets and sought to respond to problems which have
occurred in those markets. Today, under your leadership, we re-
sume this very important oversight function.

Credit rating agencies have played an important role in the cap-
ital markets for almost a century by providing analytic opinions to
investors on the ability and willingness of issuers to make timely
payments on debt instruments over the life of those instruments.
Issuers pay for the ratings in order to lower the cost of and in-
crease their access to capital. Investors trust the agencies’ impar-
tiality and quality, and rely on these ratings. The SEC created the
designation of Nationally Recognized Statistical Rating Organiza-
tion, NRSRO, which it applies to only four agencies, and many in-
stitutional investors buy only debt rated by a NRSRO.

In recent years, concerns have been raised about the industry. In
late 2001, the major credit rating agencies maintained an invest-
ment grade rating on Enron debt after its major financial restate-
ments and up until 4 days before Enron’s declared bankruptcy. As
a result, as Business Week reported, there was “a barrage of criti-
cism that raters should have uncovered the problem sooner at
Enron, WorldCom, and other corporate disasters.”

This subject was raised during hearings before this Committee,
as well as before the Senate Governmental Affairs Committee. Sec-
tion 702 of the Sarbanes-Oxley Act, a section on which Senator
Bunning provided important leadership, directed the SEC to study
the role and function of credit rating agencies. The SEC issued a
report in compliance with that requirement and, in June 2003,
published a concept release on which they have received public
comments. I understand the SEC is continuing its analysis of the
issues. It has not yet proposed a course of action.

Questions have been raised about the Federal regulation of credit
rating agencies. James A. Kaitz, a witness today, who is President
and CEO of the Association for Financial Professionals, has said,
“Here we have a huge issue that has a significant impact on the
U.S. economy and the global economy, and nobody seems to be pay-
ing attention.”

Well, Mr. Chairman, you are paying attention and this Com-
mittee is paying attention. Today’s hearing gives us an opportunity
to hear testimony from the industry on issues that have been
raised both in the concept release of the SEC and in the press, in-
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cluding: The extent of the SEC’s authority to regulate, examine, or
imposed requirements on Nationally Recognized Statistical Rating
Organizations; whether the NRSRO recognition process should be
more transparent; conflicts of interest that arise because rating
agencies are paid by and sell consulting services to the issuers they
rate; the influence of issuers on the ratings they receive; alleged
anticompetitive processes; corporate governance and the potential
for conflicts of interest when the director of a rating agency also
sits on the board of an issuer that is rated; and analyst compensa-
tion. And obviously there are many others as well.

Mr. Chairman, I look forward to hearing the testimony of the
witnesses this morning. You have assembled a very good panel,
and I look forward to hearing testimony from the SEC and Chair-
man Donaldson on a future occasion.

Thank you.

Chairman SHELBY. Thank you.

Senator Sununu.

STATEMENT OF SENATOR JOHN E. SUNUNU

Senator SUNUNU. Thank you, Mr. Chairman. I am anxious to
hear the testimony of the panel. I do not know a great deal about
this industry, but anytime you have an industry where two firms
comprise 80-percent market share, I think it is safe to say that
there probably has not been enormous motivation or incentive for
dramatic changes. And I think a lot of the issues raised by the
Chairman and Ranking Member attest to that. So this will be not
only an opportunity for further education of our Members, but also
to understand how and why certain decisions are made at the rat-
ing agencies regarding not just firms that are out there competing
in the private equity and bond markets, but also some of the recent
decisions to speak out on legislation that is before this Committee.

So, I anxiously await the testimony. Thank you.

Chairman SHELBY. Senator Reed.

STATEMENT OF SENATOR JACK REED

Senator REED. Mr. Chairman, thank you for holding these hear-
ings, and I am, like my colleague from New Hampshire, eager to
listen to the witnesses. And you have assembled a very good group
of witnesses today.

Thank you, Mr. Chairman.

Chairman SHELBY. Senator Martinez.

COMMEMTS OF SENATOR MEL MARTINEZ

Senator MARTINEZ. Thank you very much. I appreciate your hold-
ing the hearing and look forward to the witnesses’ testimony. I
have had a little experience in the rating world with municipal
credit, but I look forward to learning more and hearing the wit-
nesses.

Thank you.

Chairman SHELBY. Senator Dodd.

STATEMENT OF SENATOR CHRISTOPHER J. DODD

Senator DoDD. Thank you, Mr. Chairman, and let me commend
you and Senator Sarbanes. This is a tremendously important hear-
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ing, and you just cannot overstate the importance that these credit
agencies have on capital markets. And the Good Housekeeping Seal
of Approval that the SEC gives, whether intended or not, has huge
implications. So this is very important, and I am very grateful to
you for holding it.

Let me associate myself with your remarks and the remarks of
Senator Sarbanes as well. Thank you.

Chairman SHELBY. Ms. Corbet, we will start with you, if you will
sum up your testimony. All of your written testimony will be made
part of the record in its entirety, if you will just sum up your top
points.

STATEMENT OF KATHLEEN A. CORBET
PRESIDENT, STANDARD & POOR’S

Ms. COrRBET. Thank you. Mr. Chairman, Members of the Com-
mittee, good morning. I am Kathleen Corbet, President of Standard
& Poor’s, and I welcome the opportunity to appear at this hearing
to discuss the important role of credit rating agencies, such as S&P
Ratings Services, in the capital markets. This morning I will briefly
focus my remarks on three topics: First, our ongoing initiatives to
safeguard the independence, integrity, and transparency of our rat-
ings process; second, our management of potential conflicts of inter-
est; and, third, our support for greater transparency in the SEC’s
NRSRO designation process and for the reduction of regulatory
barriers to entry in the credit rating industry.

As background, a credit rating is our opinion of the creditworthi-
ness of an issuer or of a specific issue. Unlike equity analysis, a
credit rating is not a recommendation to buy, hold, or sell a par-
ticular security. Credit ratings have provided benchmarks for
issuers and investors around the world, facilitating efficient capital
raising and the growth of new markets. S&P also publishes credit
research on new markets and new asset classes; and it is through
this process that there is more information, a wider array of tools
for understanding credit, and far greater transparency in the mar-
ketplace today.

At S&P, independence, transparency, and quality have been the
cornerstones of our business for nearly a century, and they have
driven our longstanding track record of analytical excellence and
effectiveness in alerting the market to both deterioration and im-
provements in credit quality.

The unprecedented corporate misconduct that has been revealed
in recent years has resulted in constructive responses by market
participants, including S&P. Many of these cases have involved
issuer fraud. In Enron, for example, key personnel have expressly
admitted their role in deliberately misleading S&P and other rat-
ing agencies.

While we believe that the credit rating system works effectively,
we have, consistent with our tradition of self-evaluation, reviewed
our ratings process from top to bottom in order to ensure that rat-
ings are responsive to evolving market needs. We have also taken
a number of actions as part of this effort, including updating our
policies and procedures and aggregating them in a newly published
Code of Practices and Procedures, which is publicly available on
our website. Among the other measures described in my written
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testimony, we have added specialized forensic accounting expertise
and expanded the scope of our published commentary.

We have had a longstanding commitment to ensuring that any
potential conflicts of interest do not compromise our analytical
independence. Our code contains a significant number of policies,
procedures, and structural safeguards.

For decades, issuers have generally paid for our rating opinions,
and these opinions have been published for the benefit of all inves-
tors and the public without cost.

Numerous market participants, including the great majority of
witnesses before the SEC and IOSCO, as well as economists at the
Federal Reserve Board, have reached the same conclusion: There
is no evidence that the issuer-paid model undermines the objec-
tivity of these ratings.

Indeed, the value of our ratings lies in their objectivity and inde-
pendence; without these essential attributes, our rating opinions
would cease to be credible.

As the Committee is aware, the SEC developed the NRSRO des-
ignation in 1975, and S&P Ratings Services is one of four credit
rating agencies designated by the Commission. As you also know,
the Commission is currently in the process of reviewing this system
and considering possible changes. We support greater transparency
in the designation criteria and the reduction of regulatory barriers
to entry into the credit rating industry.

The Commission is also considering whether and to what extent
it should engage in enhanced regulatory oversight if the designa-
tion system is retained. And as we have expressed to the Commis-
sion, we believe that it is imperative to avoid overly intrusive Gov-
ernment supervision of credit rating agencies, particularly super-
vision that may suggest a substantive role for Government in the
ratings process itself.

Let me conclude by saying that independence and objectivity are
critical to the effectiveness of the credit rating agencies in serving
the marketplace and the investing public, and great care should be
taken to ensure that the principles and the structures that have so
greatly benefited the market are not compromised.

Thank you for the opportunity to participate in this hearing. I
look forward to your questions, comments, and the ensuing discus-
sion.

Chairman SHELBY. Mr. Egan.

STATEMENT OF SEAN J. EGAN
MANAGING DIRECTOR, EGAN-JONES RATINGS COMPANY

Mr. EGAN. Thank you. Chairman Shelby, Members of the Com-
mittee, good morning. I am Sean Egan, Managing Director of Egan-
Jones Ratings Company, a credit rating firm. By way of back-
ground, I am co-founder of Egan-Jones, which was established to
provide timely, accurate credit ratings to institutional investors.
Our firm differs significantly from other rating agencies in that we
have distinguished ourselves by providing timely, accurate ratings
and we are not paid by issuers of debt, which we view as a signifi-
cant conflict of interest. Instead, we are paid by approximately 400
firms consisting mainly of institutional investors and broker-deal-
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ers. We are based in Philadelphia, Pennsylvania, although we have
employees throughout the world.

The rating industry is in crisis. At a time when the capital mar-
kets have become increasingly reliant on credit ratings, the rating
industry is suffering from a state that is hard to characterize as
anything other than dysfunctional. The problems are:

One, severe consolidation. The Department of Justice personnel
referred to the industry as a “partner monopoly” since S&P and
Moody’s control over 90 percent of the revenues and do not compete
against each other for the two ratings which are normally required.
This is important. They do not compete against each other.

Chairman SHELBY. Explain.

Mr. EGAN. What I mean by that is that if S&P is brought into
a transaction, Moody’s is soon to follow, so they both get paid for
the issuance of bonds. That is a key difference. Everyone refers to
this as an oligopoly. It is not an oligopoly if you just look at 90 per-
cent of the revenues. It is a partner monopoly.

Number two, severe conflicts of interest. Issuers’ payment for
ratings create conflicts of interest that are similar to those experi-
enced by the equity research analysts.

Number three, freedom of speech defense. There is no downside
to bad rating calls by the two dominant firms. Basically there is
no place else for the issuers to go.

Manifestations of the flawed structure are:

Failure to warn investors about credit problems such as Enron,
the California utilities, WorldCom, Global Crossing, AT&T Canada,
and Parmalat. Enron was rated investment grade by the NRSRO’s
4 days before bankruptcy. The California utilities were rated A
minus 2 weeks before defaulting. And WorldCom was rated invest-
ment grade 3 months before filing for bankruptcy. Parmalat was
rated investment grade 45 days before filing for bankruptcy.

Chairman SHELBY. What was Parmalat rated before bankruptcy?

Mr. EGAN. I think it was rated BBB minus, and I can confirm
that later.

Chairman SHELBY. Who issued that rating?

Mr. EGAN. S&P. Moody’s was not involved in it.

Losses from the Enron and WorldCom failures alone were in ex-
cess of $100 billion—some people have estimated it at $200 bil-
lion—thousands of jobs, and the evaporation of pensions for thou-
sands. It is likely that some of these failures could have been
avoided had the problems been identified and addressed sooner.
This is basically the “nail in time saves nine” concept. Enron was
left with only Dynergy as an acquirer by the time the alarm was
sounded.

Another problem in the industry is under-rating credits. Firms
such as Nextel, American Tower, and Tyssenkrupp were assigned
credit ratings which were too low, thereby significantly increasing
their cost of capital and restricting growth.

Another problem with the industry is insider trading. CitiGroup
and probably other institutions were given advance information
about the Enron downgrade. Additionally, S&P and Moody’s re-
quest advance information about transactions and other major
events which creates opportunities for insider trading. S&P analyst
Rick Marano and his associates traded on confidential information
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relating to the acquisition of ReliaStar and American General, two
insurance companies.

Another problem is investor fraud. The NRSRO firms pulled
their ratings on an Allied Signal entity so Allied could repurchase
the debt more cheaply. This is outrageous.

Another problem is issuers coercion, forcing issuers to pay rating
fees. There is a Washington Post article elaborating on Hanover
Re’s experience.

Two other problems are punishment ratings—we have that in
the municipal area—and expansion of the monopoly. S&P and
Moody’s are getting into corporate debt ratings, governance ratings,
and also consulting.

You will hear today that the rating agencies were misled by
Enron and the others. They have defenses for why they did not
take action.

The first defense is basically “they did not tell us” that is, it was
an issuer misdeed.

The second one is the Jack Grubman defense, that they have lit-
tle incentive for not taking action since they are a relatively little
portion of the overall revenue base.

The next one is the Arthur Andersen defense: Our reputation is
key. We do not buy that.

The next defense is the committee approach. We refer to that as
the Lemming defense.

There are a few others, too.

What we recommend in this industry is to recognize some rating
firms that have succeeded in providing timely, accurate ratings.

Number two, wean the rating firms from issuer compensation. It
is fine that S&P and Moody’s get paid for their analysis, but the
SEC should not give them their seal of approval if they have a con-
flict of interest.

Also, adopt the Code of Standard Practices for Participants in the
Credit Rating Process issued by the ACT, AFP, and AFTE—you
will hear that later today on this.

Also, prohibit rating firms from obtaining insider information.

The last thing is sever the ties between rating firm personnel
and issuers and dealers. Moody’s Chairman was sitting on—this is
outrageous—WorldCom’s board basically 6 months before the bank-
ruptcy.

I have some additional comments, and you can refer to the writ-
ten material. Thank you for your time.

Chairman SHELBY. Mr. Green.

STATEMENT OF MICAH S. GREEN
PRESIDENT, BOND MARKET ASSOCIATION

Mr. GREEN. Thank you, Chairman Shelby and Members of the
Committee, for the opportunity to testify today on credit rating
agencies.

My name is Micah Green. I am President of the Bond Market As-
sociation. As you know, the Association represents securities firms
and banks that underwrite, distribute, and trade debt securities in
the United States and internationally—a global market that is esti-
mated at about $44 trillion today. Our efforts include outreach to
retail investors as well, among other things through our family of
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websites. Last week, in fact, we launched a new version of our
Investinginbonds.com website which offers a wide range of investor
education information, and for the first time ever real-time bond
price information—which, frankly, this Committee deserves a great
deal of credit for—that is free to any user on the site. And an im-
portant element included in that investor education material is the
credit rating attached to the bond.

The past 15 years have seen dramatic growth in the number of
issuers and the range and complexity of fixed-income securities.
The importance of credit ratings to investors and other securities
market participants has increased proportionally. Rating agencies
are critical to the efficient functioning of the fixed-income markets.

What credit rating agencies do is offer an opinion, known in the
market as a rating, the credit risk of a bond. The credit rating
process employs both quantitative and subjective judgment. Factors
such as a security’s yield, maturity, call features, and covenants
specific to a bond can be objectively determined from the issuer’s
mandated disclosure. Independent analysis of an issuer’s credit
quality, however, involves individual judgments of professional
credit analysts. It is a valuable complement to an investor’s own
credit analysis precisely because it is independent.

As Chairman Shelby correctly pointed out earlier, credit ratings
also guide the market’s pricing decisions. Bonds with lower ratings
are viewed as riskier than higher-rated bonds by investors who de-
mand a yield premium as compensation. Conversely, higher-rated
bonds will offer a relatively lower yield as a reflection of their
stronger credit standing.

In order for credit ratings to have credibility as a pricing guide,
rating agencies must be viewed by the market as independent. Re-
cently, regulators in the United States and in Europe have stepped
up their focus on rating agencies and question the need to make
changes in the current approach to regulatory oversight. In 2003,
the SEC issued a concept release intended to draw a response on
several rating agency-related issues.

Last year, the International Organization of Securities regu-
lators, commonly known as IOSCO, drafted a comprehensive Code
of Conduct for rating agencies. Currently, the European Commis-
sion has requested public comment on whether to develop rating
agency regulation.

The Association’s response to these initiatives in both the United
States and in Europe is fundamentally the same. We have attached
our comment letters on the subject as part of our written testi-
mony.* While those are detailed in the written testimony, I will
briefly summarize those positions.

We believe that the criteria adopted by regulators for approving
designated rating agencies should be flexible enough to allow in-
creased competition, while ensuring that designated rating agen-
cies have the expertise to produce accurate ratings. In the United
States, we favor eliminating the current requirement that a rating
agency be widely recognized rather than accepted in a defined sec-
tor of the market, either by product or by geographic specialization.

*Held in Committee files.
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We believe credit rating agencies should have policies and proce-
dures to ensure the independence of the credit rating process. In
fact, the IOSCO Code of Ethics details a number of different meas-
ures that can be taken by the rating agencies to deal with many
of those inherent conflicts. Again, it is about managing those con-
flicts. A good example of how this can be done can be seen by the
Bond Market Association’s own comprehensive guiding principles
on research in the fixed-income marketplace. In the aftermath of
the settlement in the equity marketplace, our members believed
that they needed to come up with a very tough, very comprehensive
way of managing those conflicts, and our guiding principles pro-
vided that.

We believe that credit rating agencies should publish their rating
methodologies for various types of securities so that both issuers
and users will understand the agencies’ requirements and stand-
ards, and so that different rating analysts in the same agency will
produce consistent ratings.

We do not believe that regulation of the credit rating process is
necessary or desirable, since Government regulation would tend to
result in less diversity of opinion and would be less responsive to
the changing marketplace and new product developments.

We believe issuers should be given an opportunity to correct fac-
tual misstatements in rating agency reports, but not to appeal rat-
ing designations outside the rating agency. This should not be a
lobbied rating agency. It should not be a subjective influence from
the outside. It should be an objective independent rating.

We believe rating agencies should publish information on the his-
torical accuracy of their rating assessments.

In conclusion, as the capital markets develop and mature glob-
ally, the need for a measured approach by regulators toward the
conduct of rating agencies grows in importance. The Association
does support those actions by regulators that we believe will help
enhance competition among rating agencies. We do not support
steps that would limit the independence of rating agencies to deter-
mine their opinions of the creditworthiness of issuers. This would
make the fixed-income markets less efficient, ultimately harming
investors, issuers, dealers, and regulators.

Again, thank you for the opportunity to testify. I look forward to
answering any questions that you have.

Chairman SHELBY. Mr. Harada.

STATEMENT OF YASUHIRO HARADA
EXECUTIVE VICE PRESIDENT,
RATING AND INVESTMENT INFORMATION, INC.

Mr. HARADA. Thank you, Chairman Shelby, Ranking Member
Sarbanes, and Members of the Senate Banking Committee, for your
kind invitation to present testimony at today’s hearing. My name
is Yasuhiro Harada. I am the Executive Vice President of Rating
and Investment Information, Inc., a Japanese rating company.

We are very pleased to offer our thoughts on this topic as well
as some more specific information about the challenges faced by
our company as we have sought to clear the hurdles necessary to
become a new competitor in the U.S. market. Even though our
company is the most recognized credit rating agency in Japan and
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the broader Asian markets, obtaining designation in the United
States as a national recognized statistical rating organization has
been an exercise in delay and disappointment.

R&I is a respected independent source of financial information
for the overwhelming majority of United States broker-dealers and
financial institutions that conduct operations in Japan. Market
participants particularly appreciate that R&I calculates and pub-
lishes a default ratio based on a 27-year record which indicates the
probability that an issuer that has been given a publicly released
rating will fall into default within that given period of time. Our
company’s ratings are regularly announced and published by the
leading financial electronic and print media in Japan, and in the
United States as well.

In order to compete effectively in the U.S. market, a designation
by the SEC as a NRSRO is a critical factor. From a procedural
standpoint, the problem is that the NRSRO application process has
little regulatory structure and no established timetables for agency
decisionmaking. The substantive problem for us is the entry barrier
presented by the SEC requirement that a new NRSRO be “nation-
ally recognized” by the predominant users of such ratings in the
United States before it can gain such a designation to enter the
U.S. market. As Chairman Shelby indicated, this is a circular test.
It was precisely this circular standard which the Antitrust Division
of the U.S. Department of Justice singled out in 1998 as likely to
preclude new competitors in this credit rating market. Moreover,
concern about the lack of new competitors in this market led the
Justice Department to recommend to the SEC in 1998 that NRSRO
designation be specifically awarded to some foreign rating agencies.

For over a decade, our company, R&I, and its predecessors have
engaged in an effort to receive NRSRO designation. In 2002, R&I
submitted an amended request for NRSRO designation that was
limited in scope in that R&I sshould be recognized as an NRSRO
solely with respect to yen-denominated securities. Such recognition
on a limited basis is considered appropriate if a rating agency can
demonstrate that it possesses unique expertise in rating particular
securities, or securities of a particular currency denomination.

R&I is well-qualified to contribute to the flow of information and
expert analysis so valuable to U.S. investors and issuers. Therefore,
the lack of progress on our company’s application harms both R&I
and investors. If allowed to enter the market, U.S. investors, espe-
cially institution investors such as life insurance companies, would
benefit from having an additional source of proven credit analyses
and U.S. issuers benefit from having more providers of rating serv-
ices in the Samurai bond market.

Without the NRSRO designation, we operate at a competitive
disadvantage every day under the current regulatory scheme. Until
such time as a new regulatory scheme is implemented with respect
to credit rating agencies, we respectfully suggest the SEC should
be focusing on approving qualified NRSRO’s. We encourage the
Committee to advise the SEC not to neglect pending NRSRO appli-
cations nor require such applicants to await further rulemaking
prior to approval.

Thank you for the opportunity to present these views.

Chairman SHELBY. Mr. Joynt.
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STATEMENT OF STEPHEN W. JOYNT
PRESIDENT AND CHIEF EXECUTIVE OFFICER, FITCH RATINGS

Mr. JOYNT. Thank you, Mr. Chairman and Members of the Com-
mittee. I am pleased to be here this morning. I would like to share
some brief comments on competition, regulatory recognition and
oversight, and conflicts of interest.

After an ownership change and capital injection in 1989, Fitch
worked continuously to build its reputation for a credit research,
modeling, and analysis in the corporate finance, public finance, and
securitization markets in the United States. By 1997, we were well-
respected and prominently recognized for our contributions, espe-
cially in the rapidly expanding mortgage- and asset-backed mar-
kets. Subsequently, in 1997 and also in 2000, we merged with the
fourth, fifth, and sixth largest NRSRO’s to create the product
breadth and geographic coverage demanded by today’s global inves-
tors. At Fitch, we firmly believe in the power of competition. Fitch’s
emergence as a global full-service rating agency capable of com-
peting with Moody’s and Standard & Poor’s across all products and
market segments has created meaningful competition in the rat-
ings market. Fitch’s expanding business profile has enhanced inno-
vation, forced transparency in the rating process, improved service
to investors, and created price competition.

Regarding regulation, Fitch has been actively participating in a
dialogue with many United States and international organizations,
such as the SEC, the United Kingdom’s FSA, the Committee of Eu-
ropean Securities Regulators, and the aforementioned IOSCO com-
mittee, about the role and function of the rating agencies in the
global capital markets. In September 2002, IOSCO, with the impor-
tant involvement of the SEC, published its Statement of Principles,
and in 2004 also published its Code of Conduct Fundamentals for
Credit Rating Agencies.

Fitch supports the four high-level principles outlined by I0SCO
and presented in the code. These four principles include trans-
parency, symmetry of information to all market participants, inde-
pendence, and freedom from conflict of interest. We believe that
our present operating policies and practices exemplify the prin-
ciples of the IOSCO code, and we expect to embody them clearly
in a Fitch Code of Conduct.

Regarding the U.S. recognition structure, we believe there is
value in the NRSRO system that assures recognized organizations
possess the competence to develop accurate and reliable ratings.
Many investment practices and guidelines interwoven in the fabric
of the capital markets reference this system. However, this recogni-
tion is only the beginning as one’s market reputation and useful-
ness to investors must be built over time. In fact, after 15 years
of effort, only this year has Fitch Ratings been recognized by sev-
eral global bond indexes.

Given the importance of credit ratings in the financial markets,
Fitch concurs that there is a strong need for credit rating agencies
to maintain high standards, and we do. Fitch culture emphasizes
the importance of integrity and independence as critical founda-
tions of our most important asset—our reputation. Fitch goes to
great efforts to assure that our receipt of fees from issuers does not
affect or impair the objectivity of our ratings. Our analyst com-
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pensation philosophy reflects quality of effort and individual accom-
plishment in research and ratings. Individual company fees, rev-
enue production, and individual department profitability do not fac-
tor into analyst compensation, and analysts may not own securities
in companies they rate.

We are aware of the potential for conflict that is inherent in our
business model, and we do our utmost to maintain our objectivity
and preserve our reputation in world markets. For each of these
themes, we are, of course, open to all ideas that help us improve
the quality of our product and the business practices and profile of
our company.

Thank you.

Chairman SHELBY. Mr. Kaitz.

STATEMENT OF JAMES A. KAITZ
PRESIDENT AND CHIEF EXECUTIVE OFFICER,
ASSOCIATION FOR FINANCIAL PROFESSIONALS

Mr. KAITZ. Good morning. I am Jim Kaitz, President and CEO
of the Association for Financial Professionals. AFP represents more
than 14,000 finance and treasury professionals representing more
than 5,000 organizations. Our members are responsible for issuing
short- and long-term debt and managing corporate cash and pen-
sion assets for their organizations.

AFP believes that the credit rating agencies and investor con-
fidence in the ratings they issue are vital to the efficient operation
of global capital markets. Yet as evidenced by AFP’s research, con-
fidence in rating agencies and their ratings has diminished over
the past few years.

Why is reforming the credit rating system so important? Along
with the SEC and other regulators that have incorporated the
NRSRO designation into their rules, institutional and individual
investors have long relied on credit ratings when purchasing indi-
vidual corporate and municipal bonds. Further, nearly every mu-
tual fund manager that individuals and institutional investors
have entrusted with over $8 trillion relies to some degree on the
ratings of nationally recognized agencies. Rating actions on cor-
porate debt also have an indirect but sizeable impact on the stock
prices of rated companies.

Debt issuers rely on the credit rating agencies to issue ratings
that accurately reflect the company’s creditworthiness. These rat-
ings determine the conditions under which a company can raise
capital to maintain and grow their business.

Finally, while credit rating agencies have long played a signifi-
cant role in the operation of capital markets, the Administration’s
recent single-employer pension reform proposal would tie pension
funding and Pension Benefit Guaranty Corporation premiums to a
plan sponsor’s financial condition as determined by existing credit
ratings. In some cases, plan sponsors would be prohibited from in-
creasing benefits or making lump sum payments based on their
credit rating and funded status. Such a proposal would further cod-
ify the NRSRO designation and increase the already significant
market power of the rating agencies.

More than 10 years after it first began examining the role and
regulation of credit rating agencies and despite the increased reli-
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ance on credit ratings, the Securities and Exchange Commission
has not taken any meaningful action to address the concerns of
issuers and investors. These concerns include questions about the
credibility and reliability of credit ratings and conflicts of interest
and potential abusive practices in the ratings process. Chairman
Shelby and Members of the Committee, these issues are far too im-
portant for the SEC to remain silent while investors and regulators
worldwide wait for it to take action.

Now I would like to briefly outline some of our concerns.

When the SEC recognized the first Nationally Recognized Statis-
tical Rating Organization in 1975 without outlining the criteria by
which others could be recognized, it, in effect, created an artificial
barrier to entry to the credit ratings market. This barrier has led
to a concentration of market power with the recognized rating
agencies and a lack of competition and innovation in the credit
market. Only the SEC can remove the artificial barrier to competi-
tion it has created. Therefore, we strongly recommend that the
SEC maintain the NRSRO designation and clearly articulate the
process by which qualified credit rating agencies can attain the
NRSRO designation.

The SEC must also take an active role in the ongoing oversight
of the rating agencies to ensure that they continue to merit
NRSRO status.

The Commission further empowered the rating agencies when it
exempted them from Regulation Fair Disclosure. Through this ex-
emption, the rating agencies have access to nonpublic information
about the companies they rate. The Commission has done nothing
to ensure that those who are granted this powerful exemption do
not use the nonpublic information inappropriately. The SEC must
require that NRSRO’s have policies in place to protect this valuable
and privileged information. This must be part of the SEC’s ongoing
oversight of the rating agencies.

As highlighted in some recent media reports, rating agencies con-
tinue to promulgate unsolicited ratings which are issued without
the benefit of access to company management or nonpublic infor-
mation about the issuer. The resulting ratings are often not an ac-
curate reflection of an organization’s financial condition. Credit rat-
ings are critical to an organization’s ability to issue debt, and
issuers often feel compelled to participate in the rating process and
pay for the rating that was never solicited. The potential for abuse
of these unsolicited ratings by the rating agencies must be ad-
dressed by the SEC.

Finally, an NRSRO is also in a position to compel companies to
purchase ancillary services. These ancillary services include ratings
evaluations and corporate governance reviews. Further, the rev-
enue derived from these services has the potential to taint the ob-
jectivity of the ratings. You need look no further than the equity
research and audit professions to understand why these potential
gb%sive practices and conflicts of interest must be addressed by the

EC.

Chairman Shelby and Members of the Committee, we strongly
recommend that you hold the SEC accountable on the issues that
have been raised here today. With credit ratings being so impor-
tant to investors in this country, Congress should also not allow
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the SEC to cede oversight of the agencies to an organization out-
side the United States that has no binding authority, including
oversight authority, of the rating companies.

Finally, it has been 10 years since the SEC has considered regu-
lating credit rating agencies, and as reported in today’s Washington
Post, we find it incredible that they have now concluded they do
not have oversight authority over the rating agencies.

In conclusion, Mr. Chairman, AFP commends you and the Com-
mittee for pursuing this issue.

Chairman SHELBY. Mr. McDaniel.

STATEMENT OF RAYMOND W. McDANIEL, JR.
PRESIDENT, MOODY’S INVESTORS SERVICE

Mr. McDANIEL. Good morning, and thank you, Mr. Chairman,
Senator Sarbanes, and all the Members of the Committee for invit-
ing Moody’s to participate in today’s hearing.

Moody’s offers forward-looking credit rating opinions and credit
research about entities active in the debt capital markets globally.
As the oldest and one of the most established credit rating agen-
cies, we have more than 1,000 analysts in 18 countries worldwide.
Moody’s distributes our opinions broadly and free of charge to in-
vestors in the form of credit ratings. We also public credit research
about the debt obligations and issuers we rate. We sell this re-
search to about 3,000 institutional investors.

Our opinions are communicated to the market through a symbol
system originated almost 100 years ago. The system ranks relative
credit risk on a scale with 9 broad letter categories from Aaa to C.
Most of the letter categories are further refined with numbers, 1
through 3. Overall our ratings have consistently done a good job in
predicting the relative credit risk of debt securities and debt
issuers. Ratings are not pass/fail assessments of an entity’s future
performance or performance guarantees, investment recommenda-
tions, or statements of fact; rather, Moody’s ratings intend to pre-
dict the relative probability that debt obligations will be repaid on
a full and timely basis with the probability declining at each lower
level in the rating scale. The attributes of ratings as offered by
major rating agencies include their predictive content, public avail-
ability, and free distribution. The combination of these attributes
has encouraged use by diverse groups, including issuers, inter-
mediaries, parties to financial contracts, institutional investors,
and regulators.

For these users, ratings must meet demands for accuracy, sta-
bility, and timeliness. Accuracy is measured by the predictive con-
tent of the ratings, the ability of the rating system to properly rank
order the relative riskiness of credit from low to high. Moody’s pub-
lishes on our website a quarterly report card of the accuracy of our
ratings reaching back 20 years. Moody’s rating stability is an im-
portant attribute because ratings volatility has consequences for,
among other things, the composition of investment portfolios and
capital adequacy calculations. As a result, rating reversals, a rating
downgraded followed shortly by an upgrade, or vice versa, may add
unnecessary volatility and costs. It is, therefore, important for
Moody’s to manage its ratings so that ratings are changed only
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after judicious deliberation and in response to changes in funda-
mental creditworthiness, not transitory events.

In order to balance the market’s demand for accuracy and sta-
bility with its demand for timeliness, Moody’s uses additional pub-
lic signals called watchlists and outlooks through which we commu-
nicate our opinion on possible trends in future creditworthiness.
Rating outlooks and the watchlists permit rating agencies to signal
developing trends and preliminary views without disrupting mar-
kets. In an effort to learn from our mistakes and to keep pace with
complex credit markets, we continue to augment our analytical
process. Some of the initiatives we have instituted include forma-
tion of analytical specialist teams in areas such as accounting and
financial disclosure; mandatory professional development pro-
grams; introduction of new credit monitoring tools; the expansion
of our centralized credit policy function; and the appointment of
chief credit officers.

Most of Moody’s revenue comes from fees paid by debt issuers.
Issuers request and pay for ratings from us because of the broad
marketability of their bonds that ratings facilitate. Issuers pay
these fees rather than investors because we broadly distribute our
ratings to all investors simultaneously free of charge. The issuer-
payment business model has potential conflicts of interest, as does
a subscription-based business that some firms use as an alter-
native. The critical question is not which model is used, but wheth-
er potential conflicts of interest are prudently and effectively man-
aged and disclosed. In Moody’s case, we have a range of policies
and procedures in place to achieve this goal, including that rating
decisions must be taken by a committee and not by an individual
analyst; that analyst compensation must not related in any way to
the fees received from the issuers they evaluate; and that analysts
may not own securities in the issuers they rate.

Finally, Mr. Chairman, turning to the regulatory environment,
over the past 3 years much attention has been focused on the glob-
al financial services industry, including rating agencies. To the ex-
tent that here in the United States the NRSRO designation is seen
to limit competition, Moody’s supports its discontinuation. Moody’s
has consistently supported competition in the industry and elimi-
nating barriers to entry caused by, for example, vague or difficult
to achieve recognition standards. A healthy industry structure is
one in which the role of natural economic forces is conspicuous and
where competition is based on performance quality to promote the
objectives of market efficiency and investor protection.

The obligation to assure that the U.S. financial market remains
among the fairest and most transparent in the world is one that
all market participants should share. I look forward to answering
any questions the Committee may have. Thank you.

Chairman SHELBY. Thank you.

Ms. Corbet, Mr. Joynt, and Mr. McDaniel, I will pose this first
question to the three of you. About 2 years ago, this Committee
held a hearing on the Global Settlement and examined potential
conflicts of interest with research analysts. Essentially, analysts
were being paid to tout a banking client’s stock. Some contend that
a similar conflict of interest exists in the credit ratings industry.
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How do you respond to concerns that this conflict compromises the
independent and objective analysis of the rating agencies?

We will start with you, Ms. Corbet.

Ms. CorBET. Thank you, Mr. Chairman:

Chairman SHELBY. How do you defend that, in other words?

Ms. CoORBET. Sure. The conflicts of interest are indeed ones that
we must be vigilant in terms of managing, and similar to the provi-
sions in our Code of Policies and Procedures, which are similar to
those raised by Mr. McDaniel, we also would add that analysts are
not engaged in any commercial or business matters with respect to
ratings. In addition to strict procedures prohibiting trading and se-
curities ownership in the companies that they rate, we also pro-
hibit any board representation by analysts.

Chairman SHELBY. Mr. Joynt.

Mr. JOYNT. As I mentioned, I think the culture of our company
is probably the first line of defense, instructing all our employees
and our analysts and building over time on the importance of in-
tegrity and independence.

As was mentioned earlier, but I think it is a positive, the ratings
are done by a committee and not by individuals, so it is harder for
individuals to sway the rating by themselves, although I would con-
cede that a primary analyst and a secondary analyst that lead
those committees would have more knowledge and information and
I suppose could try to have undue influence, and also compensation
of analysts, which is probably the most direct issue. From the be-
ginning of our development we have focused all compensation away
from any kind of revenue production activity on the part of the an-
alyst. I think those are all important ingredients.

Chairman SHELBY. What about serving on boards that you rate?

Mr. JOYNT. None of our analysts or executives nor do I serve on
any boards.

Chairman SHELBY. Mr. McDaniel.

Mr. McDANIEL. In addition to the actions that were listed by Ms.
Corbet and Mr. Joynt, Moody’s has published a set of core prin-
ciples which guide our behavior. The core principles include the
independence of the analyst from the issuer, that there is not per-
mitted to be any link to the analyst compensation from either the
ratings or the fees received from the issuers that they are respon-
sible for reviewing.

Chairman SHELBY. What about perception? You say link, but
what about perception?

Mr. McDANIEL. We have publicly disclosed that the analyst com-
pensation is unrelated to the issuers that they rate. That is how
we try to manage the perception issue, sir.

In addition, commercial considerations with respect to issuers
are prohibited from being discussed or considered in rating commit-
tees. We have a codification of all of our methodologies which are
available publicly, and there is a requirement that those meth-
odologies be followed by the rating committees. We have a rating
compliance unit. We publish our quarterly ratings performance,
which is available in verifiable formats. And we avoid concentra-
tion of fees from issuers so that no one issuer is material to
Moody’s commercial interests.
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Chairman SHELBY. A second question to all three of you. Collec-
tively, Moody’s, S&P, and Fitch account for about 95 percent of the
market share in the ratings business. Some people contend that by
designating these firms as NRSRO’s, the SEC has granted them a
franchise that deters new competitors.

How does this market concentration that has developed—discuss
whether it is good thing for investors, and how would you propose
to increase competition, if you would? We will start with you, Mr.
McDaniel, and go back.

Mr. McDANIEL. As I mentioned——

Chairman SHELBY. Ninety-five percent is a lot of concentration.

Mr. McDANIEL. As I mentioned in my opening, Senator, this is
an important issue. We recognize that. I believe that there are nat-
ural economic forces that are important in guiding the structure of
this industry. However, the issue is very distractive if it is not
dealt with, and I believe that one of two solutions should be pur-
sued: Either the elimination of the national recognition designation
as currently used, or the opening of the industry to more nationally
recognized agencies.

Chairman SHELBY. Okay. Mr. Egan, do you have any comment
here?

Mr. EGAN. I do not think it is a natural monopoly or oligopoly.
I think it is far from it. The case of the equity research analysts,
you had some 20-odd analysts following AT&T as Jack Grubman,
who had the most bullish opinion, and the equity research firms
were fined $1.4 billion for their poor behavior.

I think that what has happened is that there are some natural
ways that the two major firms are able to maintain and extend
their monopoly. It is very interesting that the poor investment
banker that would try to recommend any other rating firm to rate
securities would find it very difficult to go in front of S&P and
Moody’s the next time they come around. As I said before, there is
no problem with these firms getting paid by the issuers