
March 7.2007 

Rv E-Mail: rule-cornments@scc.gov 

Nancy M. Morris 
Sccrctary 
Sccuritics and Exchangc Commission 
100F Strcct, NE 
Washington, DC 20549- I090 
Ref: File Number S7-04-07 

Re: Applicability of Proposcd RLItrr 178-6 to Financial Guaranty Insurcrs 

Dear Ms. Morris: 

On behal fofthe Association of  Financial Guaranty Insurcrs (''AFGI*'), I am writing to 
comrncnt 1111 Proposed RUICI 7g-6 implcmcnting tllc provisions of thc Credit Rating Rgcncy 
Rcfonn Act of 2006 (tlze "Act"'). Specifically, I respcclfully submit on behalf of AFGI that thc 
Sccuritics and Exchsu~gcCommission (the "Commission") ( 1 )  extend thc applicability of 
paragraph (rt)(4) nf Rulc 17g-h to financial hw r~ run  reinsurers), (2) explicit 1yty insurers ( i~~cluding 
include "sharfow" ratings in paragraph (a$(4) of Rulc 17g--6and (3) modify the provisions 
Intcndcd to acltlrcss t11c proctico oSnotching so that thcy do not prevent a rating c>rgatlizntion 
from assessing the creditworthiness ofunrated assets and secusilies under1ying a stnrctured 
product (mnsnctio~z. 

AFG1 is thc trade association rcprescnting n-lonolinc financial guaranty insurcrs and 
rcinsurcrs of asset-backed securitics and municipal bonds. ' Fillancia1 guaranty insurancc scrves 
thc intercsts o fpublic invcsturs in asset-backcd and municipal bond transactions by irrevocably 
and uncot~ditionallyguamntccing paylncnts on nssct-bnckcrl sccuritics and municipal boncis in 
excllange for premiums. For more information about AFGI members, please visit AFGI's 
wcbsitc, \v~vw.a!ki.orq. 

Thu valuc of thc financial guaranty insurance product is generally a function ofthe credit 
rating npplicd to thc nblignlions insured. As such. iinilncial guaranty insurcrs arc highly 

' Current MCZI rnernhcr con~pnnicsare ACA Fillnncinl Guaranty Corporatfnn. Atnbac Assurance Corporalion, 
Assured Gunrnnty C'orp., BlucPoint Re Limited. CIFG Assurance North America, Inc.. Financtnl Guaranty 
lnsusnncc C'omp:~ny.1:inarlclal Security Asxurnncc Inc.. MRfA Lfisurnr~ceCorporation, Rndinn Assct Assura~rccJnc., 
RAM lteinsurancc. Cor~lpanyLtd. and XI, C'apltal Assurance Inc. 
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dcpcndcnt on the nvailahility and irltegrity of crcdit ratings. Most financial guaranty insurers 
n~nintaina financial strength rating of "Triple-A"' or "Doublc-A'" (witli onc inswrcr heing ratcd 
"Si11gIo-A" by design) from inultiple nationally recognized statistical rating organizations. Thcsc 
rating agencies periodically revicw the financial guaranty insurer's business and financial 
condition, ru~dapply tllcir own cnpilal adcquacy ~nodelsit1 asscssing thc financial strcn$h of thc  
financial guaranty insurer. 

Rating agency capital adcquacy rnodcls ernploycd by certain NRSRO's typically require 
that every transaction insured by a financial pa ran ty  insurer he rated, or have a "shadow" rating. 
by tlrc rating agctlcy that i s  :~sscss i~~gthe insurer's financial strength. The shndow rating reilccts 
the NRSRO's assessment of the creditworthiness of the transaction withnut giving effect to the 
insur.:~nco. If'nn insurcd tmnsaction rlocs not carry such a rating or shndow rating, hut wns rntcd 
by another NRSRO, the rating agency will generally "notcll" down the rating nssiplcd by the 
othcr NRSRO in asscssing thc financial Lqiaranty insurer's capital adoclt~acy.This practicc i s  
similar to h e  NRSRO's practices with respect to asset-backed and rnortgngc-backed pools 
nrirlrcssed in paragraph (aI(4) of Proposed Rule t 7g-(3. 

AFGI respectfuIly submits that the considerations expressed by the Commission in 
proposing Rulc 17g-h as it  rclntcs to rtssct-hnckcd and rnortgagc-hackcd pools arc applicnfilc to 
tho tinancia1 guaranty insurance industry. If a sating agency requires that cach transaction in a 
linancial guaranty insurer's book of'bi~sirlcssbc rnlcd (or shndow ratcd) by thc rating agcncy in 
nsscssing the insurer's financial strcngth, or else bc "notchccl" dowtlwards, there i s  sipiflcant 
prcssurc on t11cfinancial guaranty insurer lo obtain. from cach rnting agency that assesses its 
tinancial strcngth, a rating o r  slzadow rating for cvery transaction it insurcs. AFGI bclicvcs that 
t11c 2131an~estruck by the Commission in paragraph (a)(4) of Proposed Rule 17g-6 would be 
appmprintc to apply tn an NRSRO's asscssmcnt of thc capitol arlcquncy of n i ina~~cialglnranty 
insurer.' 

In addition, in the cvcnt that an NRSRO hrts not rated a transaction insuscd by a tillancia1 
~ w x a n t yinsurer and tllercforc requires thnt a shadow rating he obtained for purposes of 
nsscssing the financial guaranty insurer's capital adequacy, AFGI assumcs that t l ~ uprovisions of 
paragraph (a)1(4) of Propclsed Rule 17g-6 are intendcd to apply to the shadow rating as well. 
I lowcvcr, i n s o h  as sl~ildowratings arc of significant irnportancc to tinnncial guaranty itlsurcrs, 
AFGl respectf~tlly rcqucsts that thc Commission either confirm in the adopting release for the 
fi~ialrulc thnt crcdit ratings includc shado~vratings, or, prcfcrably, cxplicitly refercncc shndow 
ratings in the final mlc. 

F i ~ ~ a l l y .AFGI is concerneil: that Rulc 1 7g-6, as propuscd. would not permit on NRSRO to 
adequately cvaluate the ef'fect of unrated assets in rating a strucmred product. AFGl notes that 

'In making this propi~sal.AFGI is nrh expressing nn nptnlon on whether the threshold of 85% cnntalncd in the 
propcacti n13c is tllc optim;ll Izvcl. Accordingly. rcfcrcnccs hcrcm to X5X or 1 5 %  arc ultcndcd to r ck r  to tile 
appropr~atc prrcc1ltagt.s based wl the Uotnmissian's ultimate dctcrrninatlan. 



Proposed Rule 1 7g-6 is intended to addross, somewhat diffcrcntly, tl~cpractice whereby a11 
NRSRO rcfi1sc.s to wtc a stn~cturcdproduct for which it has not rated all the underlying assets. 
zinrl whereby an NRSRO discounts thc rating ibr n structurcd product becrzusc it has not ratcd all 
the underlying assets. The second sentence of paragraph (a)(4) of Proposed Rule I7g-6 provides 
that an NRSRO cannot rcfusc to jnitintc a rating or withdraw an cxisting rating so long as i t  has 
ratcd at least 85% of thc underlyng assets or securities. This sentence, therefore. creates a 15% 
"baskc.t" fbr uudorlying assets that IFBVC not been rated by thc NRSRO, whcthcr hccausc such 
asscts arc unmtcd or rntcd by anothcr NRSRO. However, as noted in the proposing release, this 
provisi011 docs tiof apply to an NRSRQ isstling or threatening to issue a lowcr crcdit rating or 
lowcring or thrcalcning ro lower an existing crctlit rating. 111 other worcls. once on NRSRO i s  
required tn provide or maintain a rating under the second sentence of the proposed rule, the first 
scntoncc of tllc proposcd nrlc tlicn prnl~ihitsan NRSRO from taking into accounl thc asscts or 
securities that it has not ratcd to derive a lower rating. 

AFG 1 respectfully suggcsts that paragraph (a)(4) of Proposcd Rule 17g-6 be modified 
such thnt an NRSRO can lowcr or threaten to lower an existing credit rating of a structurccl 
prt~ducttransaction where thc undcrlying asscrs or sccuritics havc not hcen ratcd by any NRSRO. 
AFGI believes that it would he detrimental to the integrity of the credit ratings o f  stn~ctr~red 
prodt~cts[br NRSRO's t ~ o tto ba ahlc to apply thcir own mcthortologics. wliicZz may incltidc 
Iower crcdit ratings. whcre tlrere has been no assessment at all of the crcditwortlliness of assets 
or securities undcrlying n stn~ctured product. At thc samc timc, AFGI believes that thc 
C'ommission's goals would be fully supported by the modification thnt AFGI is proposing. First, 
it would not he coercive or abusive for an NRSRO rating a structured product to require some 
analysis uI'sll undcrlying asscts nr sccuritics, so long as it is not rcqiiiring that such NRSRO bc 
empl~yedto perform such analysis. Second, the inodified rule would address the practice of 
nr)tcliing bccnuse t l ~ cNRSRO rating thc stnrcturcd product transaction could not lowcr the crcdit 
rating provided, by anethcr NRSRO. However, the modified mle would continue to protect the 
intcpity oi'ihc ratings clf nn NRSRO by pennittinp i t  to rclitsc to rntc or withdraw its rating of a 
structurcd product transaction wlzere more than 15?4uf thc asscts have not bcen ratcd at all (or 
I~tlvcheen rated by s~uotl~erNRSRO). 

Thc nct cffcct of tlte modifications proposed by AFGI would he that, when an NRSRO 
ratcs thc claims-paying ability or financial strength of a financial guaranty insuror, ( 1 )  thc 
NRSRO could not refuse to issue the rating, or withdraw its rating. as a rcsult of the insurer's 
outstanding obligations not having hecn shadow rated by that NRSRO, so long as that NRSRO 
has providcd a sliadow rating for at least 85% of the insurer" outstanding insured obligations, 
and (3)the NRSRO would he prol~ibited f?om notching the rating, if any, assigned by another 
NRSIIO of' the insurecl obligations, without giving cffect tu Ihc insurance, for thosc transactions 
that the NRSRO has not shadow rated. AFGI believcs that tlrese modifications would support 
tlic Commission's ga;lls in prnpasitig Rule 17g-b, and, at the snine timc, ctcnte grcatcr 
transparency of t l ~ e  credit rating process for both financial guaranty insurers and the large 
segi~~cntof itivcstnss who rely or1 their claims-paying and financial strcn~qh ratings. 



For the reasons described above, wc respccthlly request that the Co~nmission(1)  incl ucfc 
tinancia1 guaranty insurcss in paragap11 ja)(4) of Proposcd Rulc 17g-6, (2) explicitly include 
"shadow" ratings in paragrimph (a)(4') of Rulc 17g-6 and (3) modify the provisions intendcd to 
address the practice of notching so that they do not prevent a rating organization from assessing 
thc crcditwortliincss of unratcd asscts and sccuritics underlying a structiircd product transactio~z. 
For your convenicncc, thesc modifications to paragraph (a)(4$of Proposed Rule 17 g 6 are shown 
in altnd~mcntP hcrcto. If  you have any clucsxions or would like to discuss our comments furthcr, 
plcasc fcel free tcl contact me (tclcphonc:2 12-339-3432;c-mail: RStern([rlFSA.cnm). 

Rcspgtfull y subtnittcd. 

Bruce H, Stem. 

Cl~ainnati.AFG I Govcmmcnt A frnirs Cornmi ttcc 

General Counsel, Financial Security Assurance Inc. 




(4) Issuing or t111-catcningto issuc a lnwcr cscdi t rating, or lowering or tllrenfening to 

lowcr an cxistitlg crcdit rating, or refbsing to issue a credit rating or withdrawing a credit rating, 

with respcct to securities or money market instruments issued by an asset pool or as part of any 

asset-backed or mortgage-backed securities transaction, 01-wit11 rrqwct to the clainls-par,inq 

; ~ h i l i t v01- f inanc i :~ l  s t r c r ~ n t h  o f  a f l n a l ~ c i a l~ n a r a n hinqur'cr, unless a portion of thc asscts 

which colnprisc thc assct pool or t l ~ casset-backed or mortgaged-backed securities, or.a pt r r l io i i  

ol' the  o u t s t ; i ~ ~ d i ~ i ~t ~ l ~ l i z : ~ Iions invtrt*d f i~~ : i tw i :~ I  i~i%i!r~r,~ I I V  E~; I~ ;~ I I? I  also arc ratcd by 

thc rating organization. Tlic prohibitions on rcfiising to issue a crcdit rnling or withdrawing a 

crcdit rating shall not apply if t l ~ crating organization has rated Icss than 85% of the lntlrkct valuc 

of thc asscts undcrl ying tllc assct pool nr the asset-backed or mortgage-backcd securities, o r  af  

thc or1l~1: lndi t iqol~lig;~ti.nns In t l ~ c  oni n r i t ~ ~ + c d  i in :~nc ia l  2u;lr-ants insurvr .  The prohil~itic~ns 

i s s r ~ i r ~ ~o r  th ~ - c : ~ t c r i i n ~I r ,  issac ;I C~l\\crc~-rttil 01-Ionrl-inl:o r - t ltr-c:~lcnin~r-;tfiny, to In\\ cr- : ~ n  

c . \ i l ; t i~~ j lcrcdit r:12ir1:, : W C ~ C  t ~ r ~ < l e r l \ ' i t ~ gs l~ : l l l  t l r ~ l t  :ip1~1til'~IIC thv ;IFSC~ pool nr t l tc  awct-

I>:Iv!~L~<!~ j rITI~II '?~:~~c-I>:IuI~c<I411' i11x11 tatb(!o!>ii:;~t ions- i b ~ ~ p ~ i ~ ; ~ t > l < ~ ,W U ~ I I - ~ ~ ~ V \  II;I\'CI)VC[I 

r : ~ t c t lIIY : lnothcr ~ ' :~r i l~g I ~ S C ( ~  p:ir:~gt=:~phnr::~~li~:lt ion. . \ $  in t h i ~  (4). '"cr'cclit r'3fi11g" sl lal l  

itlcl~~rlr t 4 1 1 '  : i s  :tn c111it\' (rr wit11: ~ r i;~* ;~cl ; r ;n~cn thc crcclitu or111ir~cccI F P:In insured r~hliclckr. 

r-c.;pccl to soccif ic i~ i . r ;urcdscc l~r i t i csor nlnnc\ n l i ~ r l i c tins t r r~n~cntc ; .  i t hon t  ~ivizr cffcrt l o  

\rlch insur;tnc.c, 


