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RATING THE RATING AGENCIES: THE STATE
OF TRANSPARENCY AND COMPETITION

Wednesday, April 2, 2003

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CAPITAL MARKETS, INSURANCE,
AND GOVERNMENT SPONSORED ENTERPRISES
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to call, at 10:02 a.m., in Room
2128, Rayburn House Office Building, Hon. Richard Baker [chair-
man of the subcommittee] presiding.

Present: Representatives Ose, Shays, Oxley (ex-officio), Ney,
Ryun, Capito, Hart, Tiberi, Brown-Waite, Feeney, Kanjorski,
Hooley, Sherman, Inslee, Capuano, Hinojosa, Lucas, Clay, McCar-
thy, Baca, Matheson, Miller, Emanuel and Scott.

Chairman BAKER. [Presiding.] I would like to call this meeting
of the Subcommittee on Capital Markets to order this morning.

We are here today to celebrate the birthday of my ranking mem-
ber, Mr. Paul Kanjorski.

[Laughter.]

And secondarily, to take up another small matter relating to the
performance of our rating agencies, the regulation and oversight of
those agencies by the SEC.

The hearing today actually represents the next logical step in the
committee’s work and in examining all sectors in the performance
of our capital markets.

Most recently the committee received comment concerning mu-
tual fund performance and are awaiting the response from the SEC
on matters of particular interest before our next hearing. But
today, it is the issue of the nationally recognized statistical rating
organization known as the NRSROs. And there are only at this mo-
ment four such organizations currently recognized in that capacity.

It is my hope that we can examine in some detail the manner
by which these organizations are designated, the adequacy of our
current regulatory oversight methodologies and the basis for which
such organization is either to be given approval or the methodology
for revocation of such authority.

It is also important, I think, to understand how the system
works. As committee members will recall, in our examination of the
analyst investment banking world, many were surprised to learn of
the relationships and the revenues generated between the various
parties in transactions relating to analytical opinions. It appears
that the NRSROs do receive a significant amount of revenue from
the parties they are assigned for public purposes to rate.

o))
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Then there is the real issue of bottom line performance. NRSROs
do have access to more information than any other market partici-
pant other than the officials or the corporation which they are ex-
amining. Shouldn’t we expect as a result their performance to ex-
ceed that of any other analyst or observer of corporate conduct?

These are all questions of great significance and concern. It has
been sometime since the Congress has reviewed the NRSRO sys-
tem in any detail. And it is my expectation that today’s hearing
will provide us with a broad scope of information, very helpful in
understanding whether any further actions may be warranted or
not.

And I certainly welcome all of those who have agreed to partici-
pate here this morning.

Mr. Birthday Boy?

[Laughter.]

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

Mr. Chairman, for nearly a century, rating agencies like Moody’s,
Standard & Poor’s and Fitch have published their views about the
creditworthiness of issuers of debt securities. The importance of
these opinions has grown significantly in recent decades as a result
of increases in the number of issues and issuers, the globalization
of our financial markets, and the introduction of complex financial
products like asset-backed securities and credit derivatives.

I believe that strong regulation helps to protect the interests of
American investors, but regulation in itself may fail to accomplish
this goal, and the private market may not necessarily be respon-
sible for the burdens. So somewhere in there, we have to ascertain
whether there is a responsibility of the SEC and the Congress to
reexamine the need for regulatory activity on behalf of or regarding
the credit-rating agencies.

Accordingly, I am pleased we have worked diligently over the
last year to augment the resources available to the Securities and
Exchange Commission and enacted sweeping reforms of auditing
and accounting practices, restored accountability to investment
backing and analyst research, and improved the conduct of busi-
ness executives and corporate boards.

Although rating agencies received some scrutiny after the recent
spate of corporate scandals, we have not yet mandated any sub-
stantive change in their practices.

At hearings before our committee last year, however, one witness
noted that rating agencies played a significant role in Enron’s fail-
ure. Additionally, a recent Senate investigative report found that
the monitoring and review of Enron’s finances, quote, fell far below
the careful efforts one would have expected from organizations
whose ratings hold so much importance, unquote.

I wholeheartedly agree. Outside of Arthur Andersen, the rating
agencies probably had the greatest access to comprehensive non-
public information about Enron’s complicated financial arrange-
ments, and they exhibited a disappointing lack of diligence in their
coverage of the company.

Furthermore, the rating agencies have missed a number of other
large-scale financial debacles over the last several decades. They
failed to sound appropriate alarms before New York City’s debt cri-
sis in 1975 and the Washington Public Power Supply System’s de-
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fault in 1983. They have also floundered before when First Execu-
tive Life collapsed in early 1990s and during Orange County’s
bankruptcy of 1994. The failure of rating agencies to lower the rat-
ings in these cases ultimately resulted in the loss of billions of dol-
lars of American investors who little understood the true credit
risks.

As a result of the concerns about the role that the rating agen-
cies played in recent downfalls of Enron, WorldCom and other com-
panies, we called upon the Securities and Exchange Commission to
study these issues and report back to us. In reviewing this report,
it has become clear to me that while our capital markets and the
rating agencies have evolved considerably in recent decades, the
1Co?rlmission’s oversight and regulations in this area have changed
ittle.

Moreover, it disturbs me that the Commission has studied these
issues for more than a decade without reaching any firm conclu-
sion. In 1992, for example, then SEC Commissioner Richard Rob-
erts first noted that rating agencies, despite their importance and
influence, remained the only participants in the securities markets
without any real regulation.

In 1994, the Commission also solicited public comment on the ap-
propriate role of ratings in our federal securities laws and the need
to establish formal procedures for recognizing and monitoring the
activities of the nationally recognized statistical rating organiza-
tions.

This release led in 1997 to a rule proposal that the Commission
never finalized. In releasing its latest rating agency report to the
Congress, the Commission stated that it would issue within 60
days a concept paper asking questions about rating agency regula-
tion. Sixty days have now passed.

It is therefore my expectation that the SEC will publish its con-
cept release as quickly as possible and that it will move with due
diligence to finally resolve this issue and publish regulations re-
garding agencies.

As we proceed today, it is also my hope that we will carefully ex-
amine the many issues raised in the recent SEC report on rating
agencies. We must discern how the Commission should oversee rat-
ing agencies in a systematic way. We should also explore the con-
flicts of interest that rating agencies encounter like their reliance
on payment by issuers, and their provision of consulting services to
issuers. Last year, accountants came under fire for similar prob-
lems. We should additionally discuss the competitiveness of the
credit rating industry. In particular, many critics have raised con-
cerns about the ability of participants to enter the market.

Furthermore, I think that we should evaluate the ability of in-
vestors to understand credit ratings. In studying the recommenda-
tions of investment analysts two years ago, we heard stories about
“pbuy” meaning “hold” and “hold” meaning “sell.” With respect to
credit ratings, investors may well understand that triple A is an
excellent credit risk with little probability of default and that triple
B+ means an acceptable credit risk with some chance of default.
But they may not know that B-, a passing grade on their child’s
report card, signifies junk bond status. Average American investors
need help in deciphering this convoluted code.
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In closing, Mr. Chairman, I expect the Commission to take
prompt and prudent action on rating-agency regulatory issues. I
also look forward to working with you on these matters as we move
forward deliberatively.

Chairman BAKER. I thank the gentleman.

[The prepared statement of Hon. Paul E. Kanjorski can be found
on page 69 in the appendix.]

Chairman BAKER. Chairman Oxley?

Mr. OXLEY. Thank you, Mr. Chairman.

And I want to thank you and commend you and thank you for
holding this important hearing to study the role and function of
credit rating agencies in the securities markets.

Over the past two years, this committee has lead the way on in-
vestor protection beginning with an examination of Wall Street an-
alysts and continuing with a review of accountants, corporate offi-
cers and boards, investment banks, mutual funds and corporate
governance practices generally.

Our inquiries resulted in the Sarbanes-Oxley Act and other regu-
latory reforms and now we turn to credit rating agencies.

Sarbanes-Oxley required the SEC to submit to the committee re-
port on rating agencies and that report was issued in January. I
am pleased that the SEC’s top market regulator is here this morn-
ing to discuss its content.

Ms. Nazareth, welcome to the committee. We are glad to have
you back with your valued experience at the SEC.

I know that members of this committee have questions about the
Commission’s oversight for this industry. Some commentators have
called for greater transparency in the rating process and have
raised questions about potential conflicts of interest that arise be-
cause agencies collect fees from and sell other services to the com-
panies that they rate.

We have seen to many instance where greater transparency has
led to better functioning markets and more informed investors.

The similarities between the potential conflicts of interest pre-
sented in this area and those that were addressed in the area of
accounting firms in Sarbanes-Oxley are impossible to ignore. I look
forward to our panel’s views on the need for more disclosure and
clarity in the rating process. Beyond the potential conflicts and the
lack of transparency, some of questioned the real liability of the
ratings themselves, particularly in light of the rating agencies fail-
ure to warn investors about the impending bankruptcies at Enron,
WorldCom, Global Crossing and other major companies.

There are also concerns regarding the openness of the industry
and whether anti-competitive barriers to entry exist for ratings
firms seeking recognition by the SEC. We are all familiar with the
accounting scandals which turned the big five into the final four
and resulting concerns that have been raised.

Somehow the fact that until very recently, there were only three
SEC-recognized credit ratings agencies does not seem to garner the
same level of scrutiny. The Commission has recognized only one
new firm in well over a decade.

I am concerned that the Commission may have allowed an oli-
gopoly to exist. And I hope and expect to hear from the SEC on



5

how they plan to clarify and improve the application for firms striv-
ing to qualify as recognized rating agencies.

Thank you, Chairman Baker, for holding this hearing. Focusing
attention on the role of rating agencies and examining the current
levels of disclosure, competition, accuracy and regulatory oversight
in the industry will surely benefit investors and the market.

And I yield back.

[The prepared statement of Hon. Michael G. Oxley can be found
on page 64 in the appendix.]

Chairman BAKER. Thank you, Mr. Chairman.

Mr. Miller? No opening statement?

Mr. Emanuel?

Mr. EMANUEL. Thank you very much.

Obviously a number of questions, Mr. Chairman, that we need to
hear have already been raised. So rather than repeat them, I think
like every member of this body and of this committee and sub-
committee, we have state funds, teachers’ funds, police funds, all
who lost money in WorldCom and Enron.

And although the Sarbanes-Oxley bill correctly started to realign
the walls that exist in the accounting industry, the investment
banking, commercial banking, the credit agencies to date have been
immune from that oversight. And we need to obviously take a look
at what those agencies do, whether there is a conflict of interest
that exists, whether there is in fact more of the debt market they
should cover rather than limit it.

So I submit my full remarks to the committee. And then look for-
ward to the testimony and the question and answer period.

Thank you.

[The prepared statement of Hon. Rahm Emanuel can be found on
page 66 in the appendix.]

Chairman BAKER. Mr. Shays?

Mr. SHAYS. Thank you, Mr. Chairman.

I thank you for conducting this hearing. And just to say to you
that when we had the hearing on Enron there was not one profes-
sion that looked good. The managers did not manage. The directors
did not direct. The employees did not speak out, not withstanding
Ms. Watkins who spoke out internally. The lawyers were on a
gravy train. The accountants did not do their job of auditing. But
what to me was most alarming was how the rating agencies just
broke down.

And it seemed very clear to me that they broke down in measure
because they also were part of the renumeration this incredible
amount of opportunity to make money at the public’s, I think, un-
fortunate expense.

So delighted we are having this hearing, and I hope that we hear
some very convincing information from the regulators as to how we
are dealing with this issue.

Chairman BAKER. Thank you, sir.

Other Members wanting opening statements?

Mr. Scott?

Mr. Scort. Thank you very much, Mr. Chairman. I too want to
thank you Chairman Baker and Ranking Member Kanjorski for
holding this important hearing today regarding the Securities and
Exchange Commission’s oversight of the credit rating agencies. I
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certainly want to thank the distinguished panel of witnesses today
for your testimony.

This is indeed a very, very important hearing. As we know last
year the Senate Governmental Affairs Committee held a hearing
on Enron’s scandal and questioned why Enron’s credit rating was
high until just before the company filed for bankruptcy.

Due to the development of complex financial products and the
globalization of the financial markets, credit ratings have been
given increased importance. The credit ratings effect the security
markets in many ways. But the SEC has not performed any signifi-
cant oversight over rating agencies.

And perhaps this lack of oversight has led to what the Senate
Governmental Affairs Committee in their hearing, to be incred-
ulous that they had that good credit risk until just before the bank-
ruptcy.

I think there are several areas we certainly need to focus on—
information flow, potential conflicts of interest, alleged anti-com-
petitive or unfair practices, reducing potential regulatory barriers
to entry and ongoing oversight.

And there are some questions that I certainly would want to get
some answers to. For example, I would like to know whether there
is general agreement about whether greater regulatory oversight of
credit agencies is indeed warranted.

The Senate Governmental Affairs Committee staff report rec-
ommended that the SEC monitor credit agency compliance with
performance and training standards. I mean, is it time for that
change?

Again, a very important hearing. I look forward to hearing from
the panel and the recommendations for the SEC review of the cred-
it agencies.

Thank you Mr. Chairman.

Chairman BAKER. Thank you, Mr. Scott.

Mr. Tiberi? No opening statement?

Mr. Ryun? Mr. Ryun has excused himself.

Mr. Matheson?

Mr. Sherman?

Mr. SHERMAN. As we explore the financial world, we find a world
where the referees are paid by one of the teams. We find this
among auditors and around credit creating agencies or bond rating
agencies.

What insulated bond rating agencies from the same pressures
that accountants faced was first an absence of competition. The
vast majority of bonds being rated by the two major agencies. So
even if you call them as you see them, they still have to hire you
for the next game.

But the absence of competition is not an enshrined value of
American free enterprise. And it probably is a good thing that we
are going to get some more competition in this area.

If the competition is to serve investors either by reducing the
fees charged to corporations or to provide better insight that is
good. My fear is that competition will be best expressed in the
sense of who will give you a better a grade.
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If you were to—if a rating agency were to cut its fees by half,
it would be nothing in terms of value to the corporation as if it
were increase its grade by the slightest denomination available.

I will look forward to learning in these hearings what we are
doing to providing a disclosure of all of the relationships between
the rating agencies and the issuer in terms of is there consulting
services being provided? What services and what cost? And what
are the fees being charged for the basic rating services?

The thing that would concern me the most as a bond buyer is
if I ever saw that a corporation was paying more than the standard
fee to the entity providing its grade.

One advantage we have in bonds is that most of the decisions are
being made by highly sophisticated bond purchasers and that the
individual investor plays a smaller role. But even there often it is
a fund that invests in bonds and then competes for the highest rate
of return saying, “All of our bonds are at least single A or double
A.

And so even bond managers should they fear that a rating agen-
cy’s results may not be strong, the pressure on them is to buy the
highest yield with the best grade whether they like that grade or
not.

So I look forward to seeing what we can do to prevent the in-
crease in competition from being a competition for who will provide
the best grade and to provide investors with the best way for them
to decide whether it is a grade they can trust.

Thank you.

Chairman BAKER. Thank you, Mr. Sherman.

If there are no members seeking recognition, then at this time
I would like to welcome our first panelist this morning, Ms. An-
nette Nazareth, who appears here in her capacity as the Director
of the Division of Market Regulation for the Securities and Ex-
change Commission.

Welcome, Ms. Nazareth. And I do not know if your mike is on.
Try that little button.

Ms. NAZARETH. Can you hear me now?

Chairman BAKER. Very well.

STATEMENT OF ANNETTE NAZARETH, DIRECTOR, DIVISION
OF MARKET REGULATION, SECURITIES AND EXCHANGE
COMMISSION

Ms. NAZARETH. Thank you, Chairman Baker, Ranking Member
Kanjorski and Members of the Subcommittee.

On behalf of the Securities and Exchange Commission, I appre-
ciate the opportunity to testify today before you regarding credit
rating agencies and their role and function in the operation of the
securities markets.

As you know, this past January, the Commission submitted to
Congress a detailed report on credit rating agencies in response to
the congressional directive contained in the Sarbanes-Oxley Act of
2002.

In my testimony this morning, I would like to highlight for you
some of the key points in the Commission’s report and give you a
sense of some of the areas we intend to explore in more depth.
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During the past 30 years, regulators, including the Commission,
have increasingly used credit ratings to help monitor the risk of in-
vestments held by regulated entities and to provide an appropriate
disclosure framework for securities of differing risks.

Since 1975, the Commission has relied on ratings by market-rec-
ognized credible rating agencies for distinguishing among grades of
i:reditworthiness in various regulations under the federal securities
aws.

These nationally recognized statistical rating organizations or
NRSROs, are recognized as such by Commission staff through a no-
action letter process.

Recently, the Commission has pursued several approaches, both
formal and informal to conduct a thorough and meaningful study
of the use of credit ratings in the federal securities laws, the proc-
ess of determining which credit ratings should be used for regu-
latory purposes, and the level of oversight to apply to recognized
rating agencies.

Commission efforts included informal discussions with credit rat-
ing agencies and market participants, formal examinations of each
of the NRSROs, and public hearings that offered a broad cross-sec-
tion of market participants the opportunity to communicate their
Kiews on credit rating agencies and their role in the capital mar-

ets.

These Commission initiatives coincided with the requirement of
the Sarbanes-Oxley Act that the Commission conduct a study of
credit rating agencies and submit a report of that study to Con-
gress.

Our report identified a number of important substantive issues
relating to credit rating agencies that the Commission would be ex-
ploring in more depth. And the Commission plans to issue a con-
cept release that would seek public comment on these matters in
the very near future.

Among other things, the concept release would ask a wide range
of questions regarding possible approaches the Commission could
develop to address various concerns regarding credit rating agen-
cies.

I will devote the remainder of my testimony to a synopsis of
some of these complex issues.

One important group of issues the Commission staff has been re-
viewing relates to the information flow surrounding the credit rat-
ing process.

First, we are exploring the current amount of disclosure that rat-
ing agencies provide regarding their ratings decisions. At the Com-
mission’s credit rating agency hearings representatives of the users
of securities ratings, particularly the buy side firms, stressed the
importance of transparency in the rating process.

In their view the marketplace needs to more fully understand the
reasoning behind the ratings decision and the types of information
relied upon by the rating agencies in their analysis.

Better information about ratings decisions they assert would re-
duce the uncertainty and accompanying market volatility that fre-
quently surrounds a ratings change.

Second, the Commission staff is reviewing the implications of di-
rect contacts between rating analysts and subscribers. Some have
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expressed concern regarding the special access subscribers have to
rating agency information and personnel. And questions have been
raised as to whether this direct access creates the potential for in-
appropriate selective disclosure of information.

Finally, the Commission staff is assessing the extent and quality
of disclosure by issuers. At the Commission’s credit rating agency
hearings several specific areas for improved issuer disclosure were
mentioned, including the need for additional detail regarding an
issuer’s short term credit facilities and, particularly in light of the
Enron experience, better disclosure of the existence and nature of
ratings triggers in contracts that are material to an issuer.

Another set of issues the Commission staff has been examining
is the potential conflicts of interest faced by credit rating agencies.

First, the Commission staff is reviewing potential conflicts of in-
terest that could arise when issuers pay for ratings. Arguably, the
dependence of rating agencies on revenues from the companies they
rate could induce them to rate issues more liberally and temper
their diligence in probing for negative information.

Rating agencies on the other hand assert that their processes,
procedures and market competition sufficiently address these con-
cerns.

Second, the Commission staff is assessing the potential for con-
flicts of interest to arise when rating agencies develop ancillary fee-
based businesses. The large credit rating agencies recently have
begun to develop ancillary businesses such as ratings assessment
services and risk management and consulting services to com-
pliment their core ratings business.

Concerns have been expressed, for example, that credit rating de-
cisions might be impacted by whether or not the issuer purchases
additional services offered by the credit rating agency.

The Commission staff also has been exploring the extent to
which allegations of anti-competitive or unfair practices by large
credit rating agencies have merit.

In the course of the Commission’s study, there were a few allega-
tions that the largest credit rating agencies have abused their dom-
inant position by engaging in certain aggressive competitive prac-
tices.

Some allege, for example, that rating agencies may have used
what critics term strong-arm tactics to induce payment for a rating
that an issuer did not request.

A fourth set of issues under review by the Commission staff is
whether the Commission’s historical approach to the NRSRO des-
ignation has created potential regulatory barriers to entry into the
credit rating business.

For many years, market participants have voiced concerns about
the concentration of credit rating agencies in the U.S. securities
markets and whether inordinate barriers to entry exist.

Most agree that significant natural barriers exist, particularly
given the long standing dominance of the credit rating business by
a few firms, essentially the NRSROs, as well as the fact that the
marketplace may not demand ratings from more than two or three
rating agencies.

There also has been substantial debate regarding the extent to
which any natural barriers to entry are augmented by the regu-
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latory use of the NRSRO concept and the process of Commission
recognition of NRSROs.

One obvious way to avoid potential regulatory barriers to entry
is to eliminate the regulatory use of the NRSRO concept. And the
Commission staff is exploring this possibility.

The Commission staff also is reviewing steps short of eliminating
the NRSRO concept that would reduce potential regulatory barriers
including possible clarifications of the current process and criteria
for regulatory recognition of rating agencies. Instituting timing
goals for the evaluation of applications for regulatory recognition,
and considering whether rating agencies that cover a limited sector
of the debt market or confine their activity to a limited geo-
graphical area could be recognized for regulatory purposes.

Finally, the Commission staff is assessing whether more direct
ongoing oversight of rating agencies is warranted and possible and
if so, the appropriate means of doing so.

This oversight could include, among other things, record keeping
requirements designed for the credit rating business and a program
of regular Commission inspections and examinations.

As part of this analysis, we are examining the scope of the Com-
mission’s present oversight as well as the potential impact on the
credit rating market of any action the Commission may take.

In addition, I should note that the rating agencies have asserted
that their ratings activities are at least to some extent protected
by the First Amendment.

Another aspect of possible ongoing Commission oversight is
whether rating agencies should and can be required to incorporate
general standards of diligence in performing their rating analysis
and develop standards for training and qualification of credit rating
analysts.

In the aftermath of the Enron situation and the recent corporate
failures, some have criticized the performance of the credit rating
agencies and questioned whether they are conducting sufficiently
thorough analysis of issuers, particularly given their special posi-
tion in the marketplace.

Concerns have also been raised regarding the training and quali-
fications of credit rating agency analysts. Whether and how such
standards might be incorporated into the Commission’s oversight of
credit rating agencies likely will be explored more deeply in the
forthcoming concept release.

As you can see, credit rating agencies raise a wide range of com-
plex regulatory and policy issues. I expect you will get a sense of
some of the diverse perspectives on these matters from the wit-
nesses who will be testifying later this morning.

The Commission has made substantial progress in its review of
credit rating agencies as I hope is evident from our recent report
to Congress. And I expect our analysis to be focused further based
on comments received in response to the planned concept release.

Thank you for the opportunity to testify.

[The prepared statement of Annette Nazareth can be found on
page 128 in the appendix.]

Chairman BAKER. Thank you very much. I do appreciate, Ms.
Nazareth, not only your work but the apparent openness having
read your written testimony, of the SEC to consider a number of
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alternative directions to take with regard to current market per-
formance.

Is there at the current time a written set of standards if one
complies with, would lead to a designation as an NRSRO that could
be printed in a form and handed to someone? And if you meet
these guidelines, you can be assured of approval?

Ms. NAZARETH. The process is not that formal at this time. I be-
lieve that in general the standards for national recognition are un-
derstood to the extent that the 1997 proposal basically talked about
codifying what was the staff’s approach to national recognition.

But certainly what the Commission has been talking about more
recently is taking those general standards and were it to decide to
continue to use the NRSRO designation to apply more objective cri-
teria and further list criteria to obtain the NRSRO designation.

Chairman BAKER. In response to the 1997 rule proposal, in
which the SEC had a considerable number of suggestions, the re-
sponse from the NRSRO group was that the SEC concerns were ad-
dressed by their existing policies, meaning the SEC’s, procedures
and competition.

Now if there are only four of them, and there were three at the
time, doesn’t it seem that the competitive argument was at best a
little disingenuous? How does one allege that a government grant-
ed authority to do a public function and you only have three of you
in the country, leads one to conclude that that is a competitive en-
vironment? But yet they were saying this strong competition is
what keeps us on our toes.

Ms. NAZARETH. I understand the position that you are taking.
You know, there is a question as to whether or not there really is
sort of a natural oligopoly in this business. And

Chairman BAKER. I think that is a great answer.

Ms. NAZARETH. Yes, I think our concern is we certainly do not
want to be in a position where we are adding to any impediments
to entry into the business through the regulatory process.

Chairman BAKER. Let me jump to the next level because my time
is going to expire here. And we do have members with a lot of in-
terest.

Let’s assume for the moment that I have been designated. What
is the normal regulatory oversight process that exists today from
your perspectives to my conduct? What is it that I could expect? Do
I have an SEC audit? Are there analysts coming through and look-
ing at how I perform my day-to-day? Do you have to present a busi-
ness plan? What is the formal relationship between this public reg-
ulatory authority and the SEC?

Ms. NAZARETH. The SEC’s oversight on an ongoing basis is very
limited. These entities are registered as investment advisers, but
the Adviser’s Act does not really specifically contemplate much of
this type of business.

So there is not sort of a regular examination process or

Chairman BAKER. Well, let’s assume for the moment that tomor-
row we read where one of the four is engaging in their inappro-
priate conduct, there is a capital adequacy question, whatever the
reason. But it is a national in scope issue.

Is there a process by which the designation can be withdrawn?
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Ms. NAZARETH. The designation has never been withdrawn, but
certainly it could be withdrawn. I mean, there is not a formal proc-
ess, but there is a process in general for no action letters that they
could be withdrawn.

Chairman BAKER. Well, you can hopefully understand that the
concern is that we do not have clinical standards by which someone
gets approved. There is not a formal set of standards for continual
oversight, and there is not a published methodology for with-
drawing the designation once granted.

Would it at least be advisable to consider having this process
subject to the Administration Procedures Act where that requires
certain printed notices to the public, public hearings where inter-
ested parties could come and make comment?

At least opening it up to that extent where market participants
at the very least and the general public on a large scope would
have an ability to express the views of the market to the SEC be-
cause one of the principles on which the SEC basis its judgment
is national recognition and market acceptance of whoever it is that
is to be designated.

It seems to be difficult to obtain without a formally structured
process to get that information. Is that something would or would
not be advisable?

Ms. NAZARETH. It is certainly something that is along the lines
of what a number of participants at the credit rating agency hear-
ings that we had, had raised as well. Greater transparency with re-
spect to the process as well as solicitation of more data from the
public at large about the national recognition. So that is certainly
something that the Commission could consider.

Chairman BAKER. And let me again, I do not want to end on a
negative note. I appreciate your appearance and recognize that this
is not a circumstance that has occurred in the last six months. This
is an environment, which frankly has existed the first designation.
And this is just the appropriate for a review of all aspects of mar-
ket conduct. And I certainly have more questions, but my time has
long expired.

Mr. Kanjorski?

Mr. KANJORSKI. Thank you, Mr. Chairman.

Ms. Nazareth, your testimony raises some questions about the
rating agencies. I am more interested in what is your personal
valuation or opinion of the rating agencies? Because you know,
there is no reason to go along to set standards and an awful lot
of paperwork and a lot of hoops and things to jump through just
to make us look like we are closing the door after the horse got out
of the barn.

The question really should go: In your opinion, do the agencies
open up the door to allow the horse to get out of the barn?

Ms. NAZARETH. Well, I do not know who much weight my per-
sonal opinion should have on this particularly since I am not famil-
iar with all of the factors, you know, surrounding this. But I can
say that, in general what makes this area so difficult and the rea-
son that we never seem to come to closure on how to address these
issues is that, fundamentally what is occurring here is financial
analysis.

Mr. KANJORSKI. Yes.
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Ms. NAZARETH. Which is why we certainly need to be sure it is
being done in a manner that has integrity and that is free to the
fullest extent of conflicts

Mr. KANJORSKI. Well, are there any questions concerning——

Ms. NAZARETH. —but you do not know whether or in general
it is an opinion.

Mr. KaNJORSKI. Well, you mean after all of this time of studying
it and the requests that we made under the Sarbanes-Oxley Act,
the Commission still has not made a judgment?

I think it is about time somebody steps up to resolve the prob-
lem, rather than spending a lot of time studying it. Look, we have
had some startling failures—Enron, WorldCom—and all of us are
trying to prove that we did not have anything to do with it. Cer-
tainly the Congress is not responsible for it.

And the Commission probably is saying, “Well, we are not re-
sponsible for it.” And the rating agencies I would assume are say-
ing, “Well, we are not responsible for it either.”

I do not think that we should concentrate necessarily on finding
fault. Those are days gone by. But, do you see any way that we are
going to improve analysis, limit conflicts of interest, or restore in-
tegrity if we do put into effect some regulatory control over these
rating agencies?

Ms. NAZARETH. Well, what the Commission is going to examine
in the concept release is whether or not additional regulatory over-
sight would be appropriate and whether, you know, it might help
in this area. I think

Mr. KaNJORSKI. I thought that was what the concept release that
we are waiting to receive would do.

Ms. NAZARETH. That is right, in the concept release. That is——

Mr. KANJORSKI. When is that going to happen? I mean, maybe
We1 should have postponed this hearing until we obtain the concept
release.

Ms. NAZARETH. Well, we suggested that. No, the concept release
will be coming out shortly. There are drafts circulating internally
now.

Mr. KANJORSKI. Can you give us a peek preview as to what you
are talking about?

Ms. NAZARETH. Well, I think where it currently stands, and
again I cannot say where the Commission will come out, but it
could potentially be very broad in its scope in raising as Chairman
Baker had mentioned, you know, all manner of issues

Mr. KANJORSKI. I understand all of that, and you know, I think
we do not get to that level unless we find that rating agencies have
either failed or scored very poorly.

I guess what I am simply asking you is as a teacher, grade them,
A, B,C,D,orF.

Ms. NAZARETH. You know, I think in general the credit rating
agencies have done remarkably well. I think the problem is that
you have some colossal failures, and we can—and it is interesting
what you have——

Mr. KaANJORSKI. Would you attribute any of these failures of
Enron, WorldCom or any of these other organizations to either the
conflict of interest that the agencies may or may not have been in,
or their failure of analysis, or their failure of due diligence?
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Do you see a problem? I mean, there was not any question when
we examined the accountants. There was a very definite link be-
tween the accountants who were getting involved in carrying out
the fraud. I mean that was very clear as far as testimony.

Are these people directly involved in any of this or is it a failure
of one out what 17,000 publicly traded corporations and they have
missed three or four of them. Is that all?

Ms. NAZARETH. You know, I am personally not aware of all of the
facts. I can tell you that the rating agencies certainly take the view
that they were defrauded in the same manner as the rest of the
investing public was.

Mr. KANJORSKI. Well, then, shouldn’t we

Ms. NAZARETH. On the other hand, they may have been privy to
more information than others were. So I really do not know.

Mr. KANJORSKI. Well, I am wondering, rather than concentrate
a lot of our time on process and particularly new regulations of an
existing business that is doing fairly well, I mean, until preparing
for this hearing, over the years, I have always had a great deal of
respect for the rating agencies. I have always thought that they
have done a pretty good job. The failures also are minute when you
really look at them over the scheme of how many papers they are
rating.

Should we have more transparency on the corporate side? Is it
that? There was some mention here on Enron—that they could not
pierce the veil of some of these off-shore things because they just
did not know about it. Should we be up here arguing for total dis-
closure of everything a corporation does and then put some rule
into effect that the agencies have to be an arm of the government
in some way directly or indirectly, to examine that?

Should the SEC be out there even examining that? I mean, it
sort of seems unfair for me to suggest that we are all up here try-
ing to burden this system all over again. Boy, as a Democrat I
should not be talking this way.

[Laughter.]

Democrats are supposed to be for more regulation, but you know,
I do not want to be a party to adding expense to the securities mar-
ket, driving the credit situations into a jeopardized position be-
cause of actions we take that are not really going to accomplish the
one thing I am interested in.

Maybe I should say it: How many unsophisticated investors are
the ones that are reading these ratings or is it a fact that the peo-
ple that read these ratings and understand these ratings are be-
cause they are expert in the field? And what we are trying to do
is prepare something that mom and pop can decide over a kitchen
table discussion, but when it in fact they do not decide on bond rat-
ings or other ratings made by these agencies?

Ms. NAZARETH. Well, the ratings are used primarily by the so-
phisticated financial users. And the reason that we consider it im-
portant is because it does have great influence on the financial
markets and people’s ability to raise funds and the like. It is impor-
tant to—

Mr. KANJORSKI. Let me come to a conclusion——

Ms. NAZARETH. ——the——
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Mr. KANJORSKI. ——I know my time is almost gone. Can you at-
tribute any of the financial failures that have occurred over the last
year in the American economy to a large extent, not a total extent,
but to a large extent or as to the extent of the accountant problem
that we have to the rating agencies?

Do see them as the

Ms. NAZARETH. I personally do not see that level of——

Mr. KANJORSKI. So we are at a much lower position and——

Ms. NAZARETH. I would assume so.

Mr. KANJORSKI. ——therefore our regulations or statutory au-
thority for regulations should be more constricted? Is that

Ms. NAZARETH. Again, what we have to analyze is what will ad-
ditional regulation bring to the process? The Commission is not
only going to have to decide if it engages in more regulation, but
what additional benefits would that regulation bring? And two, are
there limits to the Commission’s current authority? And would the
Commission need

Mr. KANJORSKI. Now

Ms. NAZARETH.
that?

Mr. KANJORSKI. In some of our opening statements, we referred
to this conflict of interest problem. It is potentially an alleged con-
flict of interest because we do not know whether there is one where
payments are coming from the issuers and/or paying to the rating
agencies that may cloud their judgment.

Have you ever seen anything like that happen? I mean, are we
dealing here with conflicts of interest that are rampant or even evi-
dent in some of these failures? Or is that just a misstatement of
fact and we should apologize to the rating companies.

Ms. NAZARETH. I think there are always potential conflicts of
interest——

Mr. KANJORSKI. Have you seen any? I know there is a potential
conflict of interest in every step we take in life.

Ms. NAZARETH. That is right.

Mr. KANJORSKI. But have we seen any conflict problem or do we
know of any or have any evidence that they have had any impact
on any of these failures?

Ms. NAZARETH. I am not aware of their being systemic conflict
problems.

Mr. KANJORSKI. Thank you.

Chairman BAKER. Mr. Oxley?

Mr. OxXLEY. Thank you.

Mr. Chairman, in the absence of marketplace competition, the
SEC really is the only agency that determines the qualifications of
a ratings agency in place of the normal checks and balances a mar-
ketplace has. And in the case of other oligopoly or monopolies regu-
lated by the SEC, there are regulations, public interest obligations
and the like that tend to provide some balance. But in the case of
the rates charged by the agencies, the SEC really has no authority
over those rates. Is that correct?

Ms. NAZARETH. That is right.

Mr. OXLEY. And what would prevent the—any of the agencies
from exercising monopoly power or pricing for their services?

additional authority from Congress to do
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Ms. NAZARETH. Well, there are a few of them obviously, and I
would think that market forces have, you know, prevented that
from happening because there is some limited competition there.
And I would also assume that were there inappropriate tactics
being exercised by these agencies, we would have heard about it.

But—

Mr. OXLEY. So you think there is some marketplace——

Ms. NAZARETH. I think there is some marketplace competition.
Usually the number of ratings required for an issue is one or two
ratings. And they do have some choice here.

Mr. OXLEY. I know that there are—at least I have been told that
there is one agency that is considering tripling its price even
though they apparently are adding no value, extra value.

If that were the case and they were indeed to triple their price,
what would be the—what would be the outcome? What would be
the view of the SEC in that situation?

Ms. NAZARETH. Normally we would not exercise authority over
the prices that these entities would charge. We do not do that with
the broker dealers either.

Mr. OXLEY. Well, and I am not here to advocate the government
regulation of pricing. Far be it for a conservative Republican to ad-
vocate that. But obviously our goal is to—our goal is to try to get
more competition, more entries into the market. And you have ob-
viously heard from Chairman Baker, Ranking Member Kanjorski
and myself, that that clearly is I think what we are aiming at.

And so to that extent we want to work with the SEC to encour-
age market entry. It may very well be potential growth industry
given the past history of ratings agencies and some of the problems
that developed with failure to recognize some of the major business
failures that we had over the last several months. And clearly that
is what we are aiming at.

We appreciate your constant efforts in that—and I know you
have been at the Commission for a number of years and have al-
ways had the best interests of the public at heart. And this is no
exception. And we are looking forward to your leadership, working
with us to provide a more competitive marketplace in this area.

And I thank you and I yield back.

Ms. NAZARETH. Thank you.

Chairman BAKER. Thank you, Mr. Chairman.

Mr. Miller, do you have a question?

Mr. MILLER. I do, a few. They are along the lines of Mr. Sher-
man’s opening statement. We have heard both concerns for con-
flicts of interest and a lack of competition. And I know that reli-
ability has to be one basis of competition for these agencies, at
least sequentially because no issuer is going to want any agent—
if every issuer is going to want a rating that is accepted in the
marketplace as reliable.

But what will be the basis of the competition? Is it going to be
price only to the issuer, what the agency would charge if there
were more agencies? And are we going to have to worry about the
more of what we saw with the accounting firms becoming willing
partners in Enron, WorldCom, et cetera?

Ms. NAzZARETH. What our focus has been all along is that the
marketplace ultimately would decide through their use of these rat-
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ing that the issuers of these ratings were credible and were issuing
the ratings in an appropriate way without conflict and side agree-
ments with the issuers.

So basically, we have used that process to try to recognize or
mimic how the marketplace viewed what these agencies were
doing.

Mr. MILLER. What we want these agencies to be is detached. We
want detachment from the agencies. That is—isn’t that right?

Ms. NAZARETH. Yes.

Mr. MILLER. Is it—if there is a proliferation of these agencies,
and I know that there are natural barriers to entry, there is not
going to be 400 agencies. But is—is there not going to be some
push for more favorable ratings as Mr. Sherman suggested in his
opening remarks? Is that not a concern?

Ms. NAZARETH. Well, certainly from our limited perspective—you
know, originally we started using this national recognition process
because we wanted to ensure that our regulated entities that were
using these ratings for regulatory purposes were not in fact doing
ﬁvhat you are suggesting, which is sort of buying a rating, you

now.

Because the ratings were used to determine things like capital
requirements for the broker dealers and the like. And you did not
want to have a situation where there was any issue that the credi-
bility of the rating was called into question.

And so there is a concern there if we are going to continue to use
this designation because we have become somewhat attached to it
for regulatory purposes, we really do have to ensure that all of the
appropriate procedures are in place so that you do not have what
you are suggesting which is a race to the bottom based on people
coming in and competing on basis other than the credibility of their
ratings.

Mr. MILLER. The suggestion is that having essentially three
firms is oligolistic.

Ms. NAZARETH. Yes.

Mr. MILLER. What would be the appropriate size of the market?

Ms. NAZARETH. I do not know what the perfect size of the market
would be but I do note that in Europe where they do not have this
designation process, they likewise have a somewhat limited num-
ber of major firms that are operating in the marketplace.

I think we had a staff person from the Financial Services Author-
ity in London testify at our hearing, who said that they generally
have I think south of 10. So I do not think we are talking about
a situation here where there are hundreds of new entrants trying
to come into this marketplace.

Mr. MILLER. Okay. Has Europe had any of the kind of problems
that we have had or that we fear or agencies missing it?

Ms. NAZARETH. Well, I think that they feel that they have had
a very comparable experience. And they are very much looking to
what we are doing in this area. There is a lot of interest in Europe
as there has been here to looking into further regulation of the
credit rating agencies. So they are very much looking to us for the
analysis that we undertake in this regard.

Mr. MiLLER. Okay. Thank you.

Chairman BAKER. I thank the gentleman.
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Mr. Shays?

Mr. SHAYS. I would like to ask you what your reaction was when
the whole debacle of Enron unfolded. I would like you to tell me
what you thought and why you thought what you thought.

Ms. NAZARETH. I cannot really speak for the agency in that re-
gard. So I am not sure it is appropriate or how helpful it would be
to just say what my own personal views are. I do not think in this
regard I am necessarily——

Mr. SHAYS. Well, you were in office at the time, correct?

Ms. NAZARETH. Yes.

Mr. SHAYS. Well, then describe

Ms. NAZARETH. Well, we

Mr. SHAYS. Describe to me what you felt as a Commissioner.

Ms. NAZARETH. And——

Mr. SHAYS. And what that, you know, made you think you might
need to do.

Ms. NAZARETH. I think——

Mr. SHAYS. I do not think it is a difficult question.

Ms. NAZARETH. We do not oversee the activities of these credit
rating agencies. There may be people in other areas of the Commis-
sion involved in Enron enforcement action who have be privy to
more detailed information.

But in the Division of Market Regulation, we are not privy to the
specific information that the credit rating agencies reviewed with
respect to the Enron situation.

I think—there is no question that looking at the situation, there
are two distinct possibilities. One is that, as I said earlier, the
fraud that was perpetrated on the public was likewise perpetrated
on the credit rating agencies, and that they were given answers
that were not truthful with respect to questions that they raised.

The other possibility is that because of their unique role there
may have been information that had they probed further might
have caused them to realize that things basically did not add up.

What would be my personal question is—on which side of the
line did it fall? But I personally am not aware of which was the
case.

Mr. SHAYS. The—you know, all of us when we had to examine
that, I do not think that—since I do not believe there was a profes-
sional that did their job or looked good, any one of us in any profes-
sion would—I would think have instinctively have said, “My gosh,
what role should or could we have played?”

And so we as legislators had to look at, you know, whether our
oversight was proper and whether we needed to take action.

I do not think it would be surprising for me to expect that your
agency ultimately while you do not regulate a rating agency, you
are the that has given them authenticity, correct?

Ms. NAZARETH. Certainly we have some involvement because of
this designation process.

Mr. SHAYS. So if you believe that maybe the rating agencies did
not do their job, do not you have the ability to—in other words, de-
designate them?

Ms. NAZARETH. Well, that is one issue. I do not think that we
have considered in this instance that they were subject to designa-
tion but I think that
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Mr. SHAYS. Why not, why not?

Ms. NAZARETH. Because in general, I think, as we said earlier,
ultimately—if we believed that there was a systemic issue, clearly
that is something that the Commission or the staff should consider.
I think if you look—there have been some, there is no question
about it, colossal failures.

And we have discussed many of them here today, WHOPPS, Or-
ange County, New York City, but you know the track record in
general. It is public—they publish it. It is quite admiral in terms
of the track record and in terms of predicting the repayments on
debt securities. And I think nobody is a guarantor in this area.
ThSis is an area of you know, financial analysis and opinion.

0

Mr. SHAYS. Do you believe that the rating agencies adequately
serve the public in continuing to rate Enron’s investment grade
four days before bankruptcy rating the California utilities A-2
weeks before it default, in rating WorldCom investment grades
three months before bankruptcy and rating Global Crossing invest-
ment grade four months before defaulting on loans?

Ms. NAZARETH. What was your question—did they serve the
pubic?

Mr. SHAYS. Yes.

Ms. NAZARETH. I do not think it was their finest hour.

Mr. SHAYS. Would you say that is an understatement?

Ms. NAZARETH. In this case, I said I am not sure the reasons for
their inability to detect the problems, but certainly the result was
extremely problematic. And we all know what the affects of that
were.

Mr. SHAYS. I would just say Mr. Chairman, that the challenge
I am having is that I think you wrote a very thorough statement
of all the things you are reviewing, but I do not feel any passion
in your voice. I do not feel any sense of responsibility in your posi-
tion. And it makes me tremendously concerned.

I thought I was giving you a softball that you could have knocked
out of the park. I thought I was basically giving you the oppor-
tunity to say, “I was horrified. It caused us to look at what we are
doing and how we might make a better contribution. It got us
thinking of recommendations we might make to the legislative
body on ways that we could protect the public interest to make
sure things were done better.”

I get the feeling that basically you all are pretty much asleep.
That is the feeling I get from the way you responded to me.

Chairman BAKER. Your question is, “Did you know that all of
those things?” That is your question. I was just framing it for you
as a question instead of a statement.

Mr. SHAYS. I would like you to do it. That is your question.

[Laughter.]

Chairman BAKER. Thank you, Mr. Shays.

If I may, Mr. Scott, you are next.

Mr. ScoTrT. Thank you very much. Ms. Nazareth let me ask you
this, could you explain to me why three credit rating agencies are
exempt from the SEC rules on corporate disclosure?

Ms. NAZARETH. I am glad you asked that question, because there
is some misunderstanding about how reg FD works. All credit rat-




20

ing agencies that publicly disseminate their views, whether or not
they are NRSROs—have an exemption from reg FD.

At the time that reg FD was promulgated I think the belief was
and continues to be that you want credit ratings to be as knowing
and be based on as much information as possible. And to the extent
that there is some information that issuers might feel free to share
with the rating agency, that could be factored into the rating and
therefore, have the rating be to some extent more accurate and
timely, that that was an appropriate exception, particularly since
the rating then is widely disseminated.

So it was within keeping of the spirit of reg FD whether or not
the full basis on which the rating was promulgated was known.
The fact of the matter is that there would be wide dissemination
of a rating that included this information. And that therefore you
would have a better more fulsome rating than you would have had
without it.

That was the logic.

Mr. ScoTT. But as you look at it, do not you think that this lack
of disclosure has a harmful effect on the decision making process?

Ms. NAZARETH. It’s not a lack of—it is a question of whether or
not something is not required to be disclosed at the time. If you re-
call, reg FD said if the issuer were determined to disclose some-
thing you had that was material that you had to widely dissemi-
nate to every one. It could not be selective discloser.

In this case again, if it is something that the issuer is not obli-
gated at that moment in time to publicly disseminate, but feels
that it would be important for the credit rating agency to know, reg
FD would not be an impediment to sharing that information.

It does not require that he share it. If he does share it, it is not
a violation of the regulation.

Mr. ScoTT. These credit rating agencies are sort of like an exclu-
sive club. I mean, they cannot get a foothold in the industry, in the
business without the SEC’s approval. Is that right?

Ms. NazAReTH. Well, I think credit rating agencies in general,
you know, there are many of them and they can—and many of
them are quite successful. I think the issue is the designation as
a nationally recognized statistical rating organization which is
more selective.

Mr. Scort. Can’t get that without the SEC approval?

Ms. NAZARETH. Yes.

Mr. ScotrT. Well, why have there not been any new rating agen-
cies designed in the last 10 years? Do you see that as a problem?

Ms. NAZARETH. I guess I have to put it in the context of how
many have applied as well.

Again, we think there are some natural barriers to entry here.
There have not been that many applications. As you may know, at
one point we were up to seven and because of consolidation in the
industry, those seven who had been designated went down to three.

And I would say in the last ten years we probably had about four
or five additional rating agencies who had applied who did not re-
ceive the designation. We have currently three or four that are
pending.

So we are not talking about scores of people who have come in
who we have turned down. There has been a limited number, obvi-
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ously some of them have received the designation and I think we
took action in 1999, on Thompson Bank Watch, which had had a
limited designation. And so we expanded their NRSRO designation
to cover a wider variety or products in 1999. And then as you
know, recently we had Dominion approved. So we are now up to
four.

Mr. ScOTT. Are there artificial barriers?

Ms. NAZARETH. Well, that is what we want to be sure that we
are not creating. I think we are trying to ensure that there is some
discipline on this process because we use the designation for regu-
latory purposes. But I think the Commission is very interested in
ensuring that they are not creating artificial barriers that exacer-
bate any competitive issues.

Mr. ScorT. So there are barriers, but you would say they are
more natural market forces?

Ms. NAZARETH. Well, there certainly are a lot of natural market
barriers.

The question is, are there things that the Commission could do
to ensure that their regulatory process does not make it worse.

Chairman BAKER. Mr. Scott, your time is winding up. If you
could make this your last one, sir.

Mr. Scotrt. Well, I just would like to say that I think that there
is a challenge here for the SEC to move forthrightly to make for
better competitiveness as an—just—is there—is there general
agreement on whether greater regulatory oversight of these credit
agencies is warranted? Is it pretty much agreed?

Ms. NAZARETH. No. I think that the Commission has an open
mind about it and is seeking comment on that through the concept
release—which explains my lack of passion in my testimony. I
think that the Commission 1s truly open minded about what inputs
it gets back in the context of the concept release.

And I think we will also carefully look at the authority issues
and determine if additional regulation is warranted, in which case
we may also seek further authority from Congress.

Mr. Scort. Thank you Ms. Nazareth.

Chairman BAKER. Thank you Mr. Scott.

Mr. Capuano?

Mr. CAPUANO. Thank you, Mr. Chairman.

Ms. Nazareth, do not confuse me with Mr. Shays. I have no
softballs to throw at you.

Ms. NAZARETH. Oh, great.

Mr. CApuANO. I have to tell you that I came to this hearing today
because I wanted to make sure that I was on record as telling the
SEC that think you have done a minimal job at best in reaction
to this crisis that has been facing us now for almost two years. If
it was not for the state attorney general in New York, I think that
you would have done even less than you have done.

So I am not a happy camper. I do not that the investing con-
fidence has come back. I do think that today’s situation or today’s
hearing relative to rating agencies is just another part of it.

But it amazes me, absolutely amazes me that average people can
see the potential conflict in the private end in what the agencies
do. Every single one of them, just like auditors, are afraid that the
people they are rating are going to go to another rating agency if
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they rate them too harshly. How is that not seeable? How is that
not clearly understood?

And when you have that situation, I think there is no answer
other than relatively strict regulation or at least oversight from
somebody. And the only somebody is the SEC.

That is who the public looks to. They look to the SEC.

And for the SEC to sit back and say, “Well, we are not sure. We
have been thinking about this for—well, since 1994. We are going
to continue to think about it. We have a lot of questions.”

To me is, well, why bother. Why bother? Forget your concern or
anybody’s concerns for the general public’s faith in the system. The
credit rating agencies, just like the auditors, have a financial push
to not anger their clients.

Very simple. Having been involved with credit rating agencies in
the past, their desire to delve deeply into the numbers
underwhelmed me every time I ever dealt with them.

Cookie cutter stuff, did not fit into the cookie cutter, fine if it did,
fine. Very little—very few questions. And here is the rating.

And you know as well as I do that the average investor, that in-
cludes the small investor who might just wonder what their mutual
fund is doing, they may not read the credit report but they cer-
tainly will know that it is an A or double AA or a triple BBB or
whatever it is going to be. They know that.

And the individual companies themselves use those ratings as
advertising. You know that. “Oh, we got an A. We got a B.”

That is what it is all about. And to worry about or to take, I do
not know, I think I read somewhere since 1994, if you want to cer-
tify a group, do it and make it count. If you do not, then do not.”

These people are walking around and that does not mean that
everybody is doing a bad job. I do not mean to imply that. But the
ones who do not do their job, clearly there have been many, but the
ones who do not do their job are walking around with their CC cer-
tification which tells the investing public, “It is fine.”

How is it that you do not see a problem with that? How is that
there is still debate in the SEC to do something? How is that pos-
?ible?at this point in time after the crisis that we continue to suffer
rom?

Ms. NAZARETH. I do not think that there is any question that the
Commission considers it a very important issue. I think—you actu-
ally stated it quite clearly. I think where we are is that given that
we do give this NRSRO designation—we either have to be in or
out.

We either have to stop giving the designation and basically say
we have no oversight responsibility over these entities. And clearly
the statute does not specifically say that we are supposed to be
overseeing credit rating agencies, or if we are going to continue to
designate these entities, there has to be certainly more trans-
parency to the process. And it will raise further issues of what ad-
ditional oversight is necessary.

I think we are in a difficult position right now because once you
designate an entity, I think it does leave the impression that there
is more being done on any ongoing basis. And I think that is the
challenge that the Commission has and we are hoping that in the
next few months once they basically analyze more current feedback
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that they get from the soon-to-be-released concept release, that
they will make a determination.

Mr. CapuaNoO. The last time they asked for feedback and they
analyzed it, they basically decided to do nothing. Do I have any
faith whatsoever—should I have any faith that something will be
done, anything will be done?

Ms. NAZARETH. I would think so. I also think that the concept
release of the time was probably somewhat more limited than the
issues that we are looking at now.

So, I think there is much more focus on the issue how.

But suffice it to say, as others have said here, that it is a very
complicated issue. But

Mr. CApUANO. I understand that it is a complicated issue. Every-
thing is complicated in life. I understand that, but at the same
time for me, I do not care. The SEC gets paid and now hopefully
gets paid more than they used to——

Ms. NAZARETH. We thank you for that.

Mr. CapuANO. Well, happy to do that. I think it was worthwhile.
But it gets paid to deal with complicated issues.

Ms. NAZARETH. Uh, huh.

Mr. CaApuANO. My mother relies on your goodwill and your posi-
tive action to do your best within reason obviously, to make sure
that her investment is reasonably safe. We need some speed here.

I need some speed here.

Ms. NAZARETH. Right.

Chairman BAKER. Speaking of speed, Mr. Capuano, your time
has expired but——

Mr. CApuANO. Thank you.

Chairman BAKER. Thank you, Mr. Capuano.

I would like to suggest for members, because everybody has a
sincere interest in this, as opposed to going to a second round with
five minutes for everybody, that ever