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Novembeer 12, 2010 

Elizabeth M. Murphy, SSecretary 
Securitiess and Exchangge Commissioon 
100 F Streeet, NE 
Washington, DC 205499‐1090 

Dear Ms. Murphy and Commissioneers: 

Re: Doodd‐Frank WWall Street Refform and Connsumer Proteection Act (“DDodd‐Frank AAct,” or “DFA””)
 
Tittle IX Subtitlee C — Improvvements to thhe Regulationn of Credit Raating Agenciees (“CRAs”)
 

Thank youu for providinng a forum forr our comme nts on the SEEC initiatives uunder the Doddd‐Frank Act . 

PF2 Securrities is a Neww York‐based consulting coompany, whicch was forme d in early 20008 as an 
independ ent alternativve for evaluatting and mea suring the rissks inherent inn corporate aand trust‐
preferred collateralize d debt obligaation securitiees (corporate and TruPS CDDOs). With e ach of our 
founding members havving spent so me part of hiis prior professsional caree r within a CRAA, we are 
particularrly sensitive too the importaance of ratinggs accuracy annd the deep rreliance on raatings throughhout 
our existinng financial sttructure. 

Given ourr credit ratingg background and our stru ctured financce expertise, wwe will limit oour commentts to 
Sections 9931 through 9939 of the DFFA, and conceentrate on impprovements wwe believe w ould serve too 
buffer ou r economy aggainst risks thhat may otherrwise arise froom the structtured financee market. 

We recog nize the chal lenges you faace in adoptinng the requireed rules withi n the one yeaar time framee 
from DFA enactment. In this light, wwe hope thatt our submisssion assists yoou in meetingg your goals a nd 
we encouurage you to ccontact us freeely should yoou value furthher communiccation. 

Sincerely, 

Guillaumee Fillebeen annd Gene Philliips 
Directors 

© Copyright 2010 PF2 Securitiees Evaluations, Incc. All rights reserv ed. www.pf2se.coom 
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Submissiion Overvieww 

Part 1 — Detailed Commments 
(1) Seection 932.(q ).(2) – Transpparency of Ra tings Performmance 
(2) Seection 932.(s)) – Transpareency of Credit Rating Meth odologies an d Informationn Reviewed 
(3) Seection 933.(bb).(2).(B) – Excceptions to Sttate of Mind iin Private Acttions 

Part 2 — TThe Case for Minimizing EExternal Distrractions to CRRA Ratings O bjectivity 

© Copyright 2010 PF2 Securitiees Evaluations, Incc. All rights reserv ed. www.pf2se.coom 



f

 
 

   

 
 
  

 
 

 
 

 
   

 

   
 

 

 

 
 

 
 

 
   
 
 

 
 

                  
      
   
 

      
 

    
     
   
   

      

   

   

 

   

    
 

   
   
   

   
     

    
 
 

 
 
     
 

   

 
  

 
   

 
       
     

                       
 

     
     

   
     
     

     
    

     
     
   

   

 

   
   

   
       
   
     
 

     
     
     

     
   

 

   

 
   
     
 

     
 

                   
       

 
   

   
     
       
     
   

     
       

      

   

   
     

 
 
    

 
 

   
   

     

   
   
   

   

 
     
   
   

 
   

     
     
     

   
     

   
       
       

   
   

 

 
     

   
     

   
   

   

 
   

 

   
   
 

 
 

   

   
   

   
       

   
 

 
   

     
     

     
       

 

   
     

     
   
   

       

   
 

   

     
   
 

   

   
     
   

     
 

       
    

 
     

   
       
   

     
     

 

    

     
 

   
   

   
   

   

   
     
 

 

 
   
   

       
       

   
     

   

       
   
     

       
       

 
     

   
          

 
   

     
 
   
     

   

     

    
     
 

 

   
   
   

   
     

       
     

   

   
   

     

   
     

              
   
    
   

 
 

   

 
 

 

   
 

 
 

   
   
 

                PF2 S ecurities Evaluatioons, Inc. 
448 Wall Street, Suiite 1100 

New York, NYY 10005 
T 212 9 18 4943 F 212 9118 4407 

www.pf22se.com 

Detailed Comments 

Section 9332.(q).(2) – TTransparency of Ratings Peerformance 

Section C:: For withdraawn ratings, aan additional rating attribuute should be added to inddicate whetheer the 
security wwas paid‐in‐fuull (“PIF”), suffered a loss ( “SL”), or is awwaiting a loss assessment ((“ALA”).1 

The PIF mmeasure is impportant in perrforming due diligence on,, and adding ttransparencyy to, ratings 
performance: it allowss a user to ideentify situatioons in which, ffor example, unmonitoredd speculative‐‐
grade2 seccurities were fully paid do wn. Merely ddenoting a ra ting as havingg been withd rawn tends t o 
obfuscatee the proliferaation of this ssubstantial “TType II” ratingg error — the providing of too low a rat ing 
to an issu er that does not subsequeently default.33 

Section D : We suggestt for the follo wing three reeasons, amonng other, thatt the Commis sion make th e 
referenceed disclosuress available to the public th rough the Coommission’s wwebsite: 

(i)	 thhe Commissioon will be ablee to monitor the regularityy of alterationns being madde to CRA
 
disclosures;
 

(ii)	 thhe Commissioon will be ablee to supervisee the uniformmity of the datta being delivvered; and 
(iii) thhe users will bbe afforded t he material aadvantage of being able to access the d ata from a
 

ceentral, disinteerested, locattion (which addditionally enngenders marrket confiden ce).
 

Section 9332.(s) – Transsparency of CCredit Rating Methodologgies and Inforrmation Revieewed 

The new ddisclosure reqquirements p rovide materrial improvemments and addditionally advvance the goa l of 
CRA accouuntability. Thhe language aas it stands, h owever, leav es the CRAs oopen to provi ding only thee 
vaguest oof explanationns in tandem wwith their acttions, as oppoosed to ensurring the proviision of 
informativve and mean ingful justificaation. 

For exampple, disclosingg that “we doowngraded seecurity ABC d ue to a changge in the way we treat 
assumptioon XYZ in our model” provvides little bassis for externaal verificationn as to the va lidity of the 
assumptioon change.4 

1 At the Com mission’s determiination, it may be feasible for CRAs tto estimate lossess at a certain meassurement date, sayy 30 days after de fault, 
and to furtheer distinguish the aabovementioned ““SL” category into bands SL1 to SL5, for example. SL1 could represent aan estimated loss rranging 
from (0%‐20%%]; SL2 could repreesent an estimate d loss ranging fromm (20%‐40%]; etc.. 
2 The term sppeculative grade, ssynonymous with “junk” or “sub‐invvestment‐grade,” refers to those seccurities rated beloow the “investmennt‐
grade” threshhold of Baa3, BBB‐‐ and BBB‐ for Mooody’s, Fitch and S&&P, respectively. 
3 Absent discclosure of the Typee II error, CRAs aree mathematically iincentivized to dowwngrade all ratinggs to their lowest rrating category, suuch that 
if or when theey do default, theyy would have beenn lowly rated at thhe time of default,, resulting in a stroong accuracy ratio performance readding for 
the ratings aggency. (Accuracy rratios reflect Typee I errors, alone — the ability for ratiings to adequatelyy separate those s ecurities that do ddefault 
from those thhat do not.) 
4 We have al so, for example, s een that an instituution’s purchase oof a foreign compa ny proved a creditt positive due to t he (geographical) 
diversificationn benefits afforde d while the same rating agency founnd in a separate siituation that a commpany’s sale of a fforeign arm was 

© Copyright 2010 PF2 Securitiees Evaluations, Incc. All rights reserv ed. www.pf2se.coom 
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To protecct against pooorly justified oor unverifiablee disclosures being made as to the assuumptions appplied 
and the d ata relied upoon, the Commmission oughtt to additionaally require: 

(i)	 disclosure of the data ittself; 
(ii)	 disclosure as to whetheer the data w as provided bby an interestted or conflictted party; an d 
(iii)	 disclosure as to alterna tive assumpttions that werre disregarde d in favor of tthe chosen 

assumptioons. 

Part (i) so lves the probblem of the CRRAs simply reeferring to whhat they’re seeeing in the mmarketplace ass 
sufficient justification, as an alternaative to beingg able to prov ide concrete proof. Furth er, it improvees an 
investors’’ ability to pe rform due dil igence and faacilitates inveestors’ capacitty to reproduuce the ratingg. If 
investors are able to veerify the accuuracy of CRA rratings, CRAs will be increaasingly pressuured to mainttain 
accurate, up‐to‐date raatings. This wwill encouragee ratings accuuracy. 

Part (ii) ennables an inv estor to inde pendently ga uge the adeqquacy of the ddata being rellied upon. 
Together with part (i), part (ii) allowws an externa l user to deteermine whethher the data tthat supportss each 
rating ass umption mayy alternativelyy have suppoorted other asssumptions, t oo. 

Part (iii) ddiscourages raatings inflatioon: it mitigatees the possibillity that CRAss will choose tto apply the 
assumptioon that resultts in the mostt favorable raatings outcomme. Such disc losure, in tan dem with thee 
specificat ions of Sectioon 932.(s).(3),, may have beeen powerful enough to h ave subverte d the CPDO 
failures. HHad these reqquirements bbeen in place, the rating aggencies that uultimately proovided the fauulty 
AAA ratin gs may have been requireed to proffer tthe following ominous proonouncementt: 

“UUnder assumpttion X, which wwe deem to bee reasonable foor the followingg reasons, we reach a AAA raating 
foor this security ; however, if wwe were to appply assumption Y, which is no t unreasonablee, the resultingg 
raating would ha ve been BBB.” 5 

Section 9333.(b).(2).(B) – Exceptionss to State of MMind in Privaate Actions 

CRAs oug ht additionallly to be held responsible f or “knowingl y or recklessl y” failing to aadequately annd 
consistenttly apply thei r then‐currennt public methhodology. Thhe applicationn of asset‐leveel, sector‐widde 
and econoomic assump tions ought t o be identica lly applied beetween and a mong differeent security tyypes. 

considered a credit benefit as i t allowed the commpany to focus in ggreater depth on itts local operationss. These disclosurres, or reasons, runn 
counter to onne another but aloone each may seemm plausible. As su ch, verifiable discllosures would proove to be preferab le alternatives. 
5 http://ratinngsreform.wordpreess.com/2010/02//10/economies‐off‐ratings‐scales‐part‐2/ 
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The Casee for Minimi zing Externaal Distractio ns to CRA RRatings Objecctivity 

The Finanncial Standardds Board (“FSBB”) commentted recently t hat “[the] ‘haard wiring’ of CRA ratings iin 
standardss and regulati ons … is a cauuse of the ‘cliiff effects’ of the sort expeerienced durinng the recentt 
crisis, throough which CCRA rating dowwngrades cann amplify pro cyclicality andd cause systeemic disruptioons.” 6 

The DFA, too, notes thhe “systemic i mportance” oof credit ratinng agencies (SSection 931.( 1)). 

Whether or not the FS B’s “Principlees for Reducinng Reliance o n CRA Ratingss” are implemmented — an d our 
opinion o n the matter is beyond thee scope of th is submissionn — we will coontinue to re main utterly 
dependennt on ratings aaccuracy, fro m a systemic risk perspecttive, for at leaast the near tterm.7 

We share the Commisssion’s interesst in improvin g the quality of credit rati ngs. To this eend, we urge the 
Commission to concenntrate its enerrgies on ensu ring the CRAss focus on thee very seriouss business of 
providing accurate cre dit ratings. Inn advancing tthis goal, we rrecommend tthe Commissiion consider 
carefully rremoving thoose barriers thhat act as imppediments to transparent, accurate rat ings. 

Specifical ly, CRAs havee become incrreasingly commmercial enteerprises. Indeeed Section 9331.(3) of the DFA 
recognizees that “the acctivities of creedit rating ag encies are fu ndamentally commercial iin nature.” 
Copious ccongressional testimony haas been offerred to suppor t the hypotheesis that ratinngs quality waas 
affected bby the quest ffor market shhare. This deccline in ratinggs standards wwas not limiteed to market 
pressuress in the arena of structuredd finance.8 Nor were theirr parent comppanies’ short‐‐term profit 
generatioon interests limmited to the sscope of provviding ratings . Therein liess the root cauuse of the 
problem. 

Informatiional Asymm etries in the Structured Fiinance Arenaa 

The Europpean Commisssion appreciaates the signi ficant role plaayed by CRA opinions in h elping to 
“overcomme the inform ational asym metry betwe en those issu ing debt instrruments and those investiing in 
these insttruments.”9 TThe presence of informatioon asymmetrries, like the aabsence of reggulation, ena bles 
poorly inccentivized parrties (often seellers of risk) to take advanntage of com paratively lesss sophisticat ed 
market paarticipants (offten buyers oof risk, or inveestors). 

6 http://wwww.financialstabilityyboard.org/publicaations/r_101027.ppdf 
7 In fact, the FSB agrees that “[[in some] cases, it may take a numbber of years for maarket participants tto develop enhancced risk managemment 
capability so as to enable reducced reliance on creedit rating agenciees.” Ibid. 
8 In their Sepptember 2010 drafft of “How did incrreased competitio n affect credit rat ings?” Becker (Harrvard Business Schhool) and Milbour n 
(Washington University in St Loouis) explain that wwithin the contextt of corporate deb t ratings, their “in terpretation of [thheir research] finddings is 
not that the rrating agencies weere intentionally d eceiving markets, but instead comppromised ratings q uality at the marggin as competition 
increased.” hhttp://www.hbs.eddu/research/pdf/009‐051.pdf 
9 “Public Connsultation on Cred it Rating Agenciess,” November 20100 
http://ec.eur opa.eu/internal_mmarket/consultatioons/docs/2010/cr a/cpaper_en.pdf 
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The harm ful effects of informationaal asymmetriees are at leastt two‐fold: firrst, they creatte the opporttunity 
for active adverse sele ction of colla teral portfoli os; second, thhey lead to laarge price disccrepancies 
between ffundamental or “intrinsic”” value and trraded levels, iin a time of c risis. 

Active advverse selectioon: The lack oof disclosure i nherent in st ructured finaance securitie s, in tandem with 
the varyinng degrees of complexity, eenabled the ccreation of veehicles that p ermitted selleers to obfusc ate 
the true qquality of secuurities being aadded to undderlying portfoolios. This infformational ddisconnect 
allowed (oor encouragee) sophisticateed and technoologically savvvy institutionns in the knoww to take 
advantagee of less sophhisticated, rattings‐reliant ““accredited” i nvestors.10 

Price disc repancies: Prrice discountss appear to bee most readilyy apparent “ffor those secuurities where the 
payoff strreams are parrticularly commplex,” and in deed are “ammplified as wee move down the securitiz ation 
chain to mmore opaque securities whhere there is ggreater scopee for informattion to be asyymmetric.”11 

Chhanging Nature of Ratings Provvided by Large C redit Rating Ageency 
(Compoosition by asset class, Jan. 1988 to Dec. 2009) 

Figure ( 
having g 
informa 
and con 
concern 
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In the struuctured finannce market whhich, as showwn, has grownn to constitutee a significantt portion of a ll 
debt issuaance, CRA rattings help to bbridge the ab ovementioneed informatioonal gap. Thus, until or un less a 

10 http://exp ectedloss.blogspoot.com/2010/06/inn‐due‐diligence‐wee‐trust.html 
11 “Could Asyymmetric Informattion Alone Have C aused the Collaps e of Private‐Label Securitization?” I nternational Finannce Discussion Pappers 
Number 10100 of the Board of GGovernors of the FFederal Reserve Syystem, October 20010 
http://www.ffederalreserve.govv/pubs/ifdp/2010//1010/ifdp1010.p df 
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ready alteernative exist s to CRAs in tthis space, wee strongly urgge the Commiission to conccentrate its 
energies oon promotingg transparenccy in this spacce, and removving any barriiers to CRAs pproviding 
objective opinions. 

CRAs’ Alteernative Ren t‐Seeking Armms 

DFA Secti on 931.(3) re cognizes thatt CRAs perforrm “evaluativee and analyti cal services oon behalf of 
clients” annd it recognizzes the potenntially harmfu l effect of theese for‐profit businesses aas it seeks, in 
Section 9332, the “sepa ration of rati ngs from salees and marketting.” 

We urge tthe Commissiion to investiggate the conssequences of permitting thhese supplemmentary servicces. 
We conteend that thesee supplementtary services aare broader, deeper and mmore problemmatic than 
generally considered aand that they serve as a ta ngible distracction and matterial impedimment to both 
ratings quuality and ratiings transpareency. 

Moreoverr, our experieence has showwn us that in tthe best of caases, though purportedly sseparate, 
“Ratings” and “Analyti cs” departmeents often ap ply the same models, and “Ratings” an d “Evaluationns” 
divisions ooften rely on the same asssumptions. TTo the extent investors deppend on ratin g agencies foor 
analytics oor evaluationns (or both) inn addition to tthe ratings thhemselves, th ose investorss are exposedd to 
an amplif ied impact w hen models oor economic aassumptions change. 

In the wo rst of cases CCRAs might bee encouragedd to be particuularly opaquee about their rating 
assumptioons and methhodologies as a consideredd means to geenerate incre ased rent in ttheir other 
divisions. Indeed, for ccertain classees of securitiees in which th e existing rat ers' methodoologies are 
particularrly lacking in ttransparency — such as is the case for sstructured finnance securit ies — we havve 
noticed ann additional rreliance by in vestors, incluuding governmment entities,, on their evaaluations and 
analytics. 

Rating ageencies do nott sell only ratiings: they sel l data, analyt ics, advisory services, pric es and 
evaluationns, research aand more. 

Certain CRRAs are particcularly adept at selling anaalytical tools aand consultinng services in the space of 
structuredd finance: theey realize tha t there are limmited alternaatives availablle, especially given the privvate 
nature of the market aand the subseequent difficuulty gaining siggnificant coveerage of the iissuances thaat 
came to mmarket. As suuch, the data and analytic vvendor commmunity is largeely oligopolis tic in nature, with 
limited suupply lending itself to high costs. In ad dition to the luster of highh cost data annd analytics, ssome 
CRAs are alive to the s ignificant advvantage it affoords to a marrket participa nt if she is abble to anticipaate 
future ratting actions. 122 The rating aagencies ofteen market thiss advantage wwhen advertissing that the 

12 Estimatingg the frequency or magnitude of ratiing actions is impoortant for several mmarket participantts. The advantagees include: (a) the 
calculation off margin and regullatory capital rese rve requirements to satisfy credit riisk‐based guidelin es; (b) the pricing of certain securiti es and 
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model theey’re selling iss the the samme model usedd by the ratinng analyst wh o monitors thhe security’s 
rating. In this way andd other ways, “Evaluations” and “Analyttics” departmments are ablee to charge a 
premium for their servvices; in otherr ways, their EEvaluations aand Analytics departmentss are able to ooffer 
a premiumm product. 

The comppetitive advanntage their ra tings servicess afford for thhe sale of the ir evaluationss and analyticcs, 
however, unfortunatelly creates a mmaterial distraaction to the quality of theeir original rattings service. As 
such, wheere rating anaalysts may hisstorically havee opted to pr ovide compli mentary trannsparency — iin the 
form of daata, research and analyticss — in conjunnction with thheir ratings oppinions, the ggains sought i n 
their newwer divisions eencourage bu siness managgers to ratherr sell those coomplementar y tools. The ddata 
and analyytics are oftenn priced in succh a way as too prove proh ibitively expeensive for smaaller market 
players annd for regulattors, who are thereby limitted in supervvising their co nstituents.13 The resultingg 
comprommised transparrency, again, favors the larrger and mor e sophisticateed institutionns as it allows for 
increased exploitation of market assymmetries. 

Thus, abseent a pressurre to sell exte rnal productss, we envisionn CRAs becomming more traansparent14 inn 
their assuumptions and their origins,, a situation wwhich will alloow investors tto be better eequipped in 
performinng their internnal due diligeence.15 

Given thee systemic impportance of r atings, we beelieve that thee best solutioon is to ensuree a ratings 
environment suffers mminimal commmercial distracction. While we cannot acccurately gaugge the net immpact 
of parent companies’ ssupplementa ry divisions o n the quality of credit rati ngs, we arguee strongly thaat 
they posee a material d isservice. Ce rtainly they ooffer no advanntages. We i mplore the C ommission too 
immediattely require thhat CRAs disa ssociate, to t he extent po ssible, from ttheir alternatiive divisions. 
Ideally, CRRAs ought to act as stand‐alone compa nies, where tthe quality of their ratings can stand 
unaffected by negativee pressures o f shareholderrs, parent insttitutions or suupplementar y rent‐seekinng 
businessees that serve tto jeopardize or otherwisee compromisee ratings stan dards. Ratheer than leavinng 
our econoomy in a statee that is vulneerable to the snowballing eeffects of selff‐perpetuatinng economic 
forces,16 wwe ought to focus our ene rgies on insti tuting an ind ependent bufffer against thhe realizationn of 
imperfectt ratings. 

facilities whicch are based off crredit rating pricingg grids; and (c) the analysis of certainn structured finan ce notes whose p erformance — nott to 
mention viabbility — can be subbject entirely to ratting changes madee to the underlyin g collateral securitties. 
13 According to Prof. Joseph M ason, “[the] reasoon that regulators did not have that information, quitee honestly, [was] eequal parts cost annd 
interest. Thee cost of market daata on new produccts [was] prohibitivve to performing rresearch on risks tto the financial sysstem. For instancee, while 
working with a regulatory agenncy in 2006‐7 to reesearch mezzaninee RMBS CDOs withh Intex, the astronoomical cost forcedd us to use only paart of 
the data packkage. Performanc e data on individuual mortgages [wa s] priced similarly..” http://www.rouubini.com/finance markets‐
monitor/2580017/tbtf_is_not_aabout_size_its_aboout_information 
14 http://rati ngsreform.wordprress.com/2010/055/14/rating‐agenciies‐transparent‐orr‐not/ 
15 Arturo Cifuuentes, Ph.D., recoommended the fo llowing before thee U.S. Senate vis‐à‐vis the eliminatioon of so‐called blacck‐box ratings: “… based 
on a commonn belief among scieentists and engineeers: never trust a ‘result’ that you ddon't know how too replicate. In oth er words, ‘don't juust tell 
me what the result is, tell me hhow you did it, andd I will check it myyself.’ In short, trusst but verify.” httpp://www.ft.com/c ms/s/0/384bb0bee‐4d4f‐
11dd‐b527‐0000077b07658.htmml 
16 http://exp ectedloss.blogspoot.com/2008/11/il liquidity‐self‐perpetuating.html 
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We urge tthe Commissiion to engagee the CRAs — at least in thhe short term — to help cr eate a transpparent 
ratings ennvironment wwhich is conduucive to indeppendent analyysis, and an innformed inveestment 
environment which va lues active duue diligence, thoughtful rissk managemeent and prudeent lending. With 
increased transparencyy into CRA daata, assumptioons and mod els, an informmed investor community mmight 
be able too gain confideence in the ussage of ratinggs as complemmentary, objeective opinionns. 

Establishmment of Officce of Credit RRatings 

As it relat es to the prioor sections of our submissiion, we humbbly recommennd that in esttablishing thee 
Office of CCredit Ratingss — as per Seection 932.(p)) — the Commmission focus es on candidaates who are 
familiar wwith the pros, cons and connflicts inherennt in the diffeerent ratings‐pay models, aand who posssess 
an intricatte understan ding of their vvarious modees of revenuee generation. Next, the staaffers ought 
preferablyy to come froom diverse finnancial analyssis backgroun ds and oughtt ideally to haave degrees oof 
experiencce working wiith the ratingss agencies annd their differring methodo logical approoaches. Last, but 
equally immportant, thee candidates sselected oughht to share th e opinion thaat, if well admministered, rattings 
can providde a material public good and they ougght to focus oon extracting aand maximizi ng the value that 
ratings prrovide. 
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Addenduum — Resouurces 

Credit Ratiing Agency Re search (availa ble at http://wwww.pf2se.com/Content.as px?Type=Reseearch) 

February 11, 2010: Econoomies of (Ratinggs) Scales Partt 1 
January 222, 2010: A Cen tralized Solutioon 
January 8, 2010: “Gaminng” the Ratingss System, or thhe Observer Efffect 
Septemberr 14, 2009: Sppecial Report: FFirst Steps Towward Real Ratin g Agency Refoorm 

Relevant RRegulatory Subbmissions 

August 31,, 2010: Responnse to FDIC, FRRB, OCC, OTS’s “Advanced Nootice of Proposeed Rules (ANPRR) on Alternati ves to 
Use of Exteernal Credit Raatings” 

Related Crredit Rating Poostings 

RatingsRefform: www.ratingsreform.wordpress.com 
Expect[ed]] Loss: http://eexpectedloss.bblogspot.com/ssearch/label/RRating%20Agenncy%20Reformm 
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