° When firms drop coverage of a company without first downgrading it to the equivalent of
asell, they should be required to publish arelease indicating why they are dropping
coverage. Thiswas apart of the settlement agreement between the New York State
Attorney General and Merrill Lynch; many firms—including Merrill —will drop coverage
of acompany rather than issuing asell rating. Thisisacommon practice; the firms of
three of the four analysts who tegtified at the Committee’ s February 27 hearing did this
with Enron. The problem with this practice is that unlike a downgrade, which comes
along with an explanation, it does not provide a sufficient indication to investors of the
problems with the company that brought about the andys’ s change of heart. In the case
of Enron, most investors were aware of the troubles with the company at the time the
firms dropped coverage: the earliest was J.P. Morgan Chase' s drop on November 29,
2001, the day after the Dynegy merger fell through, when rampant news reports were
predicting the company’ simminent bankruptcy. But where investors have purchased
stock in companiesthat are not in the center of the media spotlight based on analyst
recommendations to buy, they should be aerted by those very same analysts that there are
problems sufficient to lead their firms to abandon coverage.

Il. ENRON AND THE CREDIT RATING AGENCIES

Like the analysts, another outside watchdog failed the public with respect to Enron: the
credit rating agencies. These companies do what their name implies. rate the creditworthiness of
entities, such as public companies, and the debt they issue, so that those wishing to extend credit
— by buying bonds, for example — can better understand the risk that they may not see a return on
that investment. Ratings have taken on great significance in the market, with investors trusting
that a good credit rating reflects the results of a careful, unbiased and accurate assessment by the
credit rating agencies of the rated company. But as with so many other market players, Enron
caused this legendary reliability to be called into question. It was not until just four days before
Enron declared bankruptcy that the three major credit rating agencies lowered their ratings of the
company to below the mark of a safe investment, the investment grade rating. And as with other
market participants, like securities analysts, auditors, and corporate directors, the example of
Enron shows that rating agency reform is needed if the actual performance of these organizations
isto live up to public expectations.

This section of the report will provide a brief description of credit ratings, their use and
history, and will describe how the credit rating agencies made their assessments of Enron, and
where they failed. Finally, it will outline the current regulatory environment in which credit
rating agencies operate, and make recommendations for how improvements can be achieved to
restore market confidence in the operation of thesefirms.
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A. History and Uses of Credit Ratings

John Moody, the founder of what is now Moody' s Investors Service (“Moody’s’), is
generally credited with devising credit ratings for public debt issues at the beginning of the
twentieth century. At that time, the United States had the largest corporate bond market in the
world, comprised mostly of railroad bond issues. Investors, however, had few sources beyond
bankers and the financid press for information about the quality of those bonds. Moody’s credit
ratings, first published in 1909, met that need. It was followed by Poor’sin 1916, Standard in
1922, and Fitchin 1924. (Standard and Poor’s merged in 1941 to become Standard & Poor’s
(“S&P").)** Moody’s— now the largest of the three — offers ratings on over $30 trillion of debt
and 4300 corporations.®*

Credit ratings, which are expressed in aletter grade, provide an assessment of
creditworthiness, or the likelihood that debt will be repaid.®** Generally, companies will receive
along-term “issuer” rating, which is intended to measure the entity’ s ability to meet its“ senior”
financial obligations. obligations that have not been “subordinated” to other obligations by law
or by agreement.®*®* Each of the letter grades may be modified with a plus or a minus, indicating
relative standing within the categories. S&P and Fitch use the same ratings system.*” Their first
four categories, AAA, AA, A, and BBB, are considered “investment grade,” or of good or better
credit quality, AAA+ representing the highest credit quality, BBB- representing the lowest

%3 See Richard Cantor & Frank Packer, “The Credit Rating Industry,” Federal Reserve
Bank of New York Quarterly Review, Summer/Fall 1994 at 2. Although other credit rating
agencies have existed and still exist in the United States, many, such as Duff & Phelps and
Thomson BankWatch, have each merged into one of the main three: Moody’s, S& P, and Fitch.
See Lawrence J. White, “Bond Raters Troika,” U.S. Banker, May 2002.

%4 See “Introduction to Moody's,” http://www.moodys.com.

%5 See Rating the Raters: Enron and the Credit Rating Agencies, Hearing Before the
Senate Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 82
(“Standard & Poor’ s Understanding Credit Ratings,” January 2002, attached to the Statement of
Ronald Barone); “Fitch Ratings Definitions: Issuer Financial Strength Ratings,”
http://www.fitchratings.com.

%6 The issuer ratings described here are just one type of rating offered by the credit rating
agencies; they also offer short-term ratings (which are most often used to determine issuers
creditworthiness relating to commercia paper), ratings for individual debt offerings, or even
ratings of countries' creditworthiness. This report focuses on Enron’ s long-term issuer ratings,
so for simplicity, the other ratings systems are not described here.

%7 See generally “ Standard & Poor’s Understanding Credit Ratings,” and “Fitch Ratings
Definitions,” note 355 above.
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investment grade credit quality. BBB generally indicates that economic conditions may weaken
the capacity of the issuer to meet its obligations, but overall, the issuer has adequate ability to
meet its commitments in atimely manner. Lower ratings— BB, B, CCC, CC, C, and D —indicate
that a company is of “speculativegrade.” The BB and B ratings indicate that company is able
currently to meet its financid commitments, but has significant vulnerability to adverse
conditions; lower ratings indicate a current vulnerability and significant likelihood of some
default. Bonds given a*“ speculdive’ rating are sometimes referred to as “junk” bonds.

Moody’ s uses a dlight variation on the S& P/Fitch approach: investment gradeis reflected
by Aaa, Aa, A, or Baa, with Aaa being the most creditworthy, and Baa being the lowest
investment grade rating.*® Moody’s “speculative” or “junk” ratings are Ba, B, Caa, Ca, and C.
Moody’ s does not use pluses or minuses as modifiers; instead it uses numbers: 1 being
equivaent to aplus, 2 as consstent with no modifier, and 3 being the same asaminus. In
addition to issuing letter-grade ratings, if the agency is about to lower or raise arating, S& P may
put out a*“ CreditWatch” with a negative (likely to downgrade) or positive (likely to increase)
outlook.®® Fitch has asimilar “ratings watch,” and Moody’ s puts companies “on review” for a
upgrade or downgrade.>®

When John Moody first initiated the credit rating system, credit ratings simply provided
guidance for investors.*' According to the credit rating agencies, this remains the primary driver
of ratings: as S& P explains on its website, its “recognition as a rating agency ultimately depends
on investors willingnessto accept itsjudgment.” If history isaguide, credit rating agencies
generally get it right: bonds rated AAA have aless than one percent default rate over ten years or
more,**? and S& P has found that there is almost an 88 percent likelihood that companies with
ratings of A or above will still have that rating one year later.** On the other hand, bonds rated

%8 See “ Ratings Definitions: Issuer Ratings,” http://www.moodys.com.
%9 “Standard & Poor’s Understanding Credit Ratings,” note 355 above, at 2-3.
%0 “Fitch Ratings Definitions: Issuer Financial Strength Ratings,” note 355 above.

%! See David C. Gates, “ Rating Agencies and the SEC Adeep at the Switch? Complying
With the Basel Capital Accord,” Risk Management Association Journal, October 1, 2001, at 3.

%2 Rating the Raters: Enron and the Credit Rating Agencies, Hearing Before the Senate
Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 63-64;
“Moody’ s Rating System in Brief,” provided under cover of letter from John J. Goggins, Esq.,
Senior Vice President and General Counsel, Moody’s Corporation, to Cynthia Lesser, Counsel,
Senate Governmental Affairs Committee, dated March 6, 2002.

%3 |_eo Brand and Reza Bahar, “ Corporate Defaults: Will Things Get Worse Before They
(continued...)
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BB (bdow investment grade) have an approximately 20 percent default rate over fifteen years,
while bonds with a B rating have a 35 percent rate of default and bonds with a CCC rating have a
55 percent default rate over that same period.**

Nevertheless, since the days of John Moody, the uses of credit ratings have evolved.
Ratings are currently used more as benchmarks for market participants than as a source of
information for investors. Approximately 95 percent of corporate bonds are held by institutional
investors,®*® which have their own in-house analysts to assess the value of the bondsin which
they invest.**® To the extent that sophisticated private parties use credit ratings for their own
purposes, they tend to use them in agreements, such as merger or loan agreements, as conditions
or triggers for certain rights or obligations.*’ A contract might, for example, specify that if a
company’ s rating from S& P or Fitch falls below a specified grade, payments may be accelerated
or additional obligations (such asincreased interest rates or escrows) may be imposed on the
company.*®

%3(,..continued)
Get Better,” S&P CreditWeek, January 31, 2001, at 15, 27.

%4 Rating the Raters: Enron and the Credit Rating Agencies, Hearing Before the Senate
Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 64.

%3 See The Status of “Corporate Trades |,” Hearing Before the Subcommittee on
Securities, Senate Banking, Housing and Urban Affairs Committee, 106" Cong., S. Hrg. 106-537
(May 26, 1999) at 22 (Statement of Nelson D. Civello, Chairman, Bond Market Association).

6 Even though the state statutes and regulations limiting the investments allowed to be
held by state pension funds to bonds with a certain level of investment grade rating are intended
as sufficient protection from too many defaulting bonds, state pension funds are looking for
additiond “ credit-rating tools” beyond the ratings of the three credit agencies to assess the risk
associated with potential investmentsin the wake of WorldCom and Enron. See, e.g., “ State
Pension Funds Hit But Not Crippled By Enron, WorldCom,” Associated Press, June 29, 2002.

%7 Rating the Raters: Enron and the Credit Rating Agencies, Hearing Before the Senate
Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 142
(Statement of Jonathan Macey, Professor, Cornell University Law School).

%8 For example, Enronin one instance used S& P ratings in a debt covenant, otherwise
known as aratingstrigger. The trigger was included in an agreement intended to provide
additional credit backing to an affiliated limited partnership. When Enron’s S& P rating fell to a
BBB- on November 9 (thetriggering event in the covenant), the partnership was entitled to
accelerate payment of a $690 million note from Enron to November 27, 2001. Enron Corp. Form
10-Q for Quarter Ended September 30, 2001 (filed November 19, 2001) at 70. Enron also had

(continued...)
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Government agencies have found additional uses for credit ratings. In the 1930's, the
Federal Reserve began using credit ratings on bonds to assess the safety of the portfolio
investments of member banks3* In 1931, the Comptroller of the Currency adopted credit ratings
as measures of quality for the national banks' bond accounts, first allowing non-investment grade
bonds as long as banks discounted their value, taking into account their riskiness, then later
prohibiting national banks from investing in non-investment grade bonds altogether.3° State
laws and regulations soon adopted similar standards for state banks, pension funds, and insurance
companies, and additional federal regulation followed.*"*

In 1975, the SEC, by rule, significantly enhanced the importance of credit ratings. In
1970, Penn Central Railroad defaulted on its bonds, leading to unexpected and significant |osses
for investment firms. The bonds, like many othersin the market at the time, had not been rated
by any of the credit rating agencies. Due to a general concern about corporate creditworthiness at
the time, the SEC adopted new net capital requirements, or asset requirements, for broker-
dedlers, firms that trade securities in the market, either for themselves (dealers) or on behalf of
others (brokers).>? These requirements assure investors that their broker-dealers have sufficient
assets to back up the funds that investors entrust them with. Informally called the “haircut” rule,
Rule 15¢3-1 requires broker-deders to take alarger discount on bel ow-investment grade bonds —
a“haircut” —when calculating their assets for the purposes of the net capital requirements than
for investment grade corporate bonds. This rule specified that the ratings come from a
“nationally recognized statistical ratings organization,” or NRSRO.*”® The term was not defined,
but it caught on.

38(,..continued)
ratings triggers in agreements backing two rdated trusts, the Marlin and the Osprey trusts. Those
covenants required Enron to repay $2.4 billion for Osprey and $915 million for Marlin if Enron’s
stock price fell below a certain level and its credit rating by any of the three rating agencies fdl
below investment grade (below BBB- or Baa3). Enron Corp. Form 10-Q for Quarter Ended
September 30, 2001 (filed November 19, 2001) at 69.

%9 Frank Partnoy, “The Siskel and Ebert of Financial Markets: Two Thumbs Down For
the Credit Rating Agencies,” 77 Wash. U. L. Q. 619 (1999), at 687.

%0 Id. at 688.
31 Id. at 688-89.

372 See Adoption of Amendments to Rule 15¢3-1 and Adoption of Alternative Net Capital
Requirements for Certain Brokers and Dealers, Rel ease No. 11497 (June 26, 1975) 40 Fed. Reg.
29795 (July 16, 1975). See also Gates, note 361 above, at 4-5 (describing Penn Central collapse
and aftermath); Andrew Fight, The Ratings Game, Wiley & Sons Ltd (2001), at 6 (same).

%73 Rating the Raters: Enron and the Credit Rating Agencies, Hearing Before the Senate
Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 132
(Statement of the Honorable Isaac Hunt, SEC Commissioney).
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The Federal Reserve and the SEC are not alone in giving legal significance to the ratings
of NRSROs. Currently, at least eight federal statutes and 47 federal regulations, along with over
100 state laws and regulations, reference NRSRO raings asa benchmark. Onthe federal levd,
they are rdated primarily to banks and commodities or securitiesregulation, but afew relate to
education (qualifications for schools to participatein afinancial assistance program under Title
IV of the Higher Education Act),*™ to transportation (highway projects must be rated investment
grade by an NRSRO to obtain funding under program),*”®> and tel ecommunications (requirements
for approval of loan guarantees from the federal government).®”® On the state level, most of the
state statutes and regulations referring to NRSRO ratings — which number over one hundred —
relate to permissible invesments by insurance companies and state funds, banking and state
securities laws and regulations. Because so many regulations affecting institutional investors
incorporate NRSRO ratings, issuers must seek out ratings from one of the NRSROs — Moody’s,
S& P or Fitch —in order to ensure tha they have full access to the capital markets with respect to
their debt instruments.

B. Efforts to Regulate Credit Rating Agencies

Although the NRSRO designation has never been formally defined in statute or
regulaion, the SEC, as the agency that coined the term, has taken on thetask of granting requests
from rating firms for NRSRO status.*” Upon request, the staff of the Division of Market
Regulation provide a “no-action” |etter to the firm granting the status.3”® Since the inception of
the designation, the SEC has granted NRSRO status to seven companies, including the three that
remain today; the other four merged with Fitch.>"

¥4 20 U.S.C. § 1087-2.
¥ 23U.S.C. 88 181, 182.
6 47 U.S.C. § 1103.

37" Rating the Raters: Enron and the Credit Rating Agencies, Hearing Before the Senate
Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 133
(Statement of the Honorable Isaac Hunt, SEC Commissioney).

378 See Capital Requirements for Brokers or Dealers Under the Securities Exchange Act of
1934, Release No. 39457, 62 Fed. Reg. 68018 (December 17, 1994) at 68019 (describing the
current process for determining whether an entity is an NRSRO).

37 Rating the Raters. Enron and the Credit Rating Agencies, Hearing Before the Senate
Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 133-34
(Statement of the Honorable Isaac Hunt, SEC Commissioner). Then SEC Commissioner 1saac
Hunt recently indicated that the SEC may be planning to grant the designation to additional credit

(continued...)
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Though it has not received that much attention, the informal designation process and the
small oligopoly it has created have been somewhat controversial. Throughout the 1990’s,
Congressman John Dingell wrote a number of letters to the SEC calling for increased
competition in the industry and a setting of national standardsfor NRSROs.** The Justice
Department initiated and subsequently dosed an investigation of the credit rating agenciesin
1996 to determine if they were engaging in anti-competitive practices.®" In addition, in the mid-
1990's, aschool didrict in Colorado sued Moody’ s after it issued unsolicited, and according to
the school district, inappropriately low ratings of a bond issue after the school district had chosen
to retain adifferent credit rating company. Following Moody’ s rating, the school district alleged
that it had to reprice the bonds at a cost of over $750,000.* The school district lost the stit.

Recognizing that concerns existed and that the public was increasingly relying on
NRSROs, the SEC in 1994 asked for public comment on the SEC’ srole in the use of the
NRSRO designation.®®* The Commission received 25 comment |etters in response, encouraging
it to adopt aformalized process for giving the designaion. Asaresult, the SEC proposed arule
in 1997, seeking to define the term “NRSRQO” and provide for a process both for granting the
status and removing it, including an appellate process before an Administrative Law Judge.®**
The proposed rule set forth the criteria the staff had been relying on: namely, whether the
applicant’ s ratings were nationaly recognized, and whether the applicant was independent,
sufficiently staffed, had systematic procedures designed to produce credible and accurate ratings,

379(...continued)
rating agencies; he was quoted as saying that “we may have more than three by the end of the
year.” Alyne Van Duhn, “Big Three Learn Lessons From Enron: Ratings Agencies,” Financial
Times (London), May 27, 2002. Thereare afew agencies that have been trying to achieve the
designation for some time. John Labate and Jenny Wiggins, “Ratings Agencies Live in Hope of
Gaining That Elusive Rise in Status,” Financial Times (London), May 21, 2002.

%0 Rating the Raters: Enron and the Credit Rating Agencies, Hearing Before the Senate
Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 135
(Statement of the Honorable Isaac Hunt, SEC Commissioner).

%1 The antitrust investigation was closed in 1999. Kenneth Gilpin, “ Justice Dept. Inquiry
on Moody’s Is Over, With No Charges Filed,” The New York Times, March 13, 1999.

%82 Jefferson County Sch. Dist. v. Moody’s Investors Service, 988 F. Supp. 1341 (D. Colo.
1997), aff’d, 175 F.3d 848 (10" Cir. 1999).

%3 Nationally Recognized Statistical Ratings Organizations, Release No. 34616, 59 Fed.
Reg. 46314 (September 7, 1994).

%4 See Capital Requirements for Brokers or Dealers Under the Securities Exchange Act of
1934, Release No. 39457, 62 Fed. Reg. 68018 (December 30, 1997).
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and had internal procedures to protect against the misuse of inside information. The rule would
have required NRSROs to register as investment advisers under the Investment Advisers Act of
1940, and would have required NRSROs to inform the SEC of any significant organizational
changes. The rule would have officially given the SEC power to withdraw the NRSRO
designation if acredit rating agency failed to maintain the required criteria. The 16 commenters
on the proposed rule criticized it. Although the rule would have done no more than to codify the
status quo — for example, the NRSROs have all voluntarily registered asinvestment advisers,
although they maintain they are not required to — the credit rating agencies nonethel ess opposed
the rule because they oppose any formal regulation of their business.*® The Justice Department
criticized the rule for perpetuating the current anti-competitive environment of credit rating
agencies.®” The proposed rule was never finalized.

Even though NRSROs are not subject to any formal process for designation, monitoring
or removal, they do receive special treatment in securities regulation. First, they are given special
access to companies. SEC Regulation F-D prohibits issuers from making selective disclosure of
materid information in order to ensure that all investors have accessto significant corporate
news at the same time.**® The rule was prompted by concern that some favored analysts and
market participants received information first, while the rest of the market had to wait to find ouit.
Credit rating agencies, however, are expressly exempted from Regulation F-D.** The andysts
from Moody’s, S& P or Fitch can have private conversations with company management that no
other analyst can have, and the credit rating analysts can seefinancial information that no other
analyst could see without the company disclosing it publicly. Moreover, NRSROs are officially

35 The Investment Advisers Act prohibits fraud, imposes fiduciary duties on advisers
with respect to their advice, requires advisers to maintain certain books and records, and allows
the SEC to examine advisers to determine compliance with the Act. See generally 15 U.S.C.
80b-1 ef seq.

%6 See, e.g., Comments of Moody’s Investors Service in the Matter of File No. S7-33-97,
Release No. 39457, Capital Requirements for Brokers or Deal ers Under the Securities Exchange
Act of 1934, dated March 2, 1998.

%7 Comments of the United States Department of Justice in the Matter of File No. S7-33-
97, Proposed Amendments to Rule 15¢3-1 Under the Securities Exchange Act of 1934, dated
March 6, 1998.

%8 17 C.F.R. § 243.100.

%9 17 C.F.R. 8 243.100(b)(2)(iii). Moody’s and S& P supported this exemption. See
Comments of Standard & Poor’sin the Matter of File No. S7-31-99, Release Nos. 33-7787, 34-
42259, 1C-24209, Regarding Selective Disclosure and Insider Trading, April 17, 2000;
Comments of Moody’s Investors Service in the Matter of File No. S7-31-99, Release Nos. 33-
7787, 34-42259, 1C-24209, Regarding Proposed Rule: Sel ective Disclosure and Insider Trading,
April 27, 2000.
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shielded from liability for all but fraud under the securities laws. SEC Rule 436, promulgated
under the Securities Act, expressly shields NRSROs from liability under Section 11 of the
Securities Act in connection with an offering of securities.*® This means that NRSROs are not
held even to a negligence standard of care for their work 3

The NRSRO designation has had a significant beneficial effect on the profitability of
credit rating agencies. Until the late 1960’ s, the rating agencies made their money by publishing
their ratings and selling them to investors.*** This ceased to be profitable due to the increasing
use of improved information sharing technology — basically the photocopying machine — by users
of the ratings®*® Starting around 1970, the rating agencies began to charge issuers of debt
instruments for ratings.®** That is the system that exists today. With a credit rating effectively
required by law for so many purposes, issuersin most instances seek the ratings out of necessity.
Credit rating agencies generally charge companies per transaction — for a simple transaction,
typically 2 or 3 basis points (.02 or .03 percent of the total amount of the deal), or somewha
more for a complex one.** If an issuer is extremely active in the markets, agencies also accept
an annual fee.**® Some critics suggest that this arrangement causes aconflict of interest,®’

30 17 C.F.R. §230.436(g)(2). Interestingly, the SEC makes clear in the adopting release
for thisrule that this rule only gpplies to NRSROs; to the extent that companies wish to disclose
the ratings of non-NRSROs in their filings, those credit rating agencies are required to file
consents as attachments to the registration statements (rendering them subject to liability under
section 11 of the Securities Act of 1933). See 47 Fed. Reg. 11380, 11392 n.55 (March 16, 1982).

%1 NRSROs argue that they would not be subject to liability under a negligence standard
in any event because their ratings constitute opinions protected by the Firsds Amendment. This
has been accepted by at least one court. See, e.g., County of Orange v. McGraw Hill, 245 B.R.
151 (C.D. Cal. 1999) (where county alleged S& P had negligently issued defective ratings of
municipa bonds, court held that in order to prove S& P liablefor botched ratings, county had to
show actual malice, the standard for protected speech).

%2 Bethany McL ean, “ The Geeks Who Rule the World,” Fortune, December 24, 2001.

393 Lawrence J. White, “The Credit Rating Industry: An Organizational Anaysis,”
February 2001 (Working Draft) at 13, available at
http://papers.ssrn.com/sol 3/papers.cfm?abstract_id=267083.

39 Bethany McL ean, “ The Geeks Who Rule the World,” Fortune, December 24, 2001.
%5 Partnoy, note 369 above, a 653.

3% Committee staff interviews With Moody’s (March 8, 2002), S& P (March 6, 2002), and
Fitch (March 5, 2002), described at note 404 be ow.

%7 The SEC solicited comments on this practice in its 1997 proposed rule. See also Fight,
(continued...)
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although it is unclear how great an impact any such conflict has, given that issuers have no
choice but to obtain arating from one of the limited number of firms offering the service. In
other words, the credit rating agencies probably do not fed pressure to please issuers to get their
business®*®

This enviable market position appears to provide strong profitability: rating agencies can
benefit from active capital markets without having to risk any of their own capital. Though S&P
isadivision of McGraw-Hill (and therefore its individual profitability is not publicly available),
and Fitch isasubsidiary of a private corporation, Moody’ s was recently spun off asits own
publicly-held company by Dun & Bradstreet and publicly reportsits earnings. Moody’s—which
isan S& P 500 company and has a market capitalization of approximately $7.7 billion** — had
record resultsin 2001. Itsrevenue was $797 million, an increase of a full 32% from 2000. Its
operating income was $399 million, 38% higher than 2000. Its profits were $212 million in
2001, 34% more than 2000.*° Ratings generate approximately 85% of Moody’s revenues.**

Although they do not consult with one another on ratings, the rating agencies generally
appear to approach the business of rating issuers in avery smilar way.*” They will assign each

97(,..continued)
note 372 above, at 227 (noting “the obvious potential conflict of interest just from the fact that
the rating company is taking ratings fees from the companies it rates’); Dave Lindorff, “ Judging
the Judges: Are the Top Rating Agencies Too Slow to Downgrade?’ Investment Dealers Digest,
August 13, 2001 (taking fees from issuersis “‘abuilt-in conflict,’” says credit rating agency Egan-
Jones’ managing director Bruce Jones, previously a senior analyst at Moody’s. ‘[Moody's]
charges issuers for their ratings, and yet their public posture is to turn double cartwheelsto insist
that their constituency isthe investor.’”)

8 The credit rating agencies, in rare cases, also provide ratings even when they do not get
paid. Although Moody’sinformed Committee staff in an interview that it only does this now for
high-yidd junk bonds in the United States, S& P and Fitch told Committee staff in interviews that
they provide unsolicited ratings as they see fit.

%9 Calculated based on closing price of $49.69 on September 10, 2002.

400 “Moody’ s Corporation Reports Record Results for Fourth Quarter and Full Year
2001,” Moody’ s Corporation Press Release, February 4, 2002; see also Moody’ s Corporation
Annual Report on Form 10-K for year ended December 31, 2001 (filed March 22, 2002), at Item
7, pp.15-16.

“I Moody’ s Corporation Annual Report on Form 10-K for year ended December 31,
2001, at Item 7, p. 16.

“92 The following description of the credit raters: methodology was derived from
telephoni c Committee staff interviews with officials from Moody’ s (March 8, 2002), S& P
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company to one primary anayst (that analyst will cover anumber of companies, perhaps between
10 and 30), who typicaly works with ajunior analyst. Analystswork in groups divided by
industry sector; the analysts covering the compani es within that sector are overseen by a
Managing Director in charge of that sector. When a company has been rated before and is being
monitored by the rating agencies, analysts will review the company’s periodic SEC filings and
other public information relevant to the company, including press reports or industry information.
The analysts will periodicdly meet and speak to the company’ s management and visit the
company’ s facilities. Thefocus of the rating agencies’ analysisis the company’s ability to
generate cash in comparison to the company’ s liabilities; the extent to which the former eadly
covers the latter will be a significant determinant of therating. In analyzing a company’s
prospects for paying its obligations, in addition to reviewing the company’s own historical
performance and industry trends, the credit raters will generally request additiona, non-public
information. Although the credit raters stress that they rely primarily on public information, they
will also ask to review the company’ s projections of future cash flows and will generally seek a
breakdown of cash flows by company segment, to see how each of its businesses have done and
how the company believes they will do in the future. According to Moody's, that “segmentation
information” isfundamentd to assessng a company’s creditworthiness. The credit raters will
also generally ask for full disclosure of dl significant liabilities of the company, including those
“off-balance sheet.”**

To determine araing, analysts will convene a credit committee. The committee will
consist of anywhere from 4 to 12 people, including the analysts working on the company, their
Managing Director, and other analysts, management, or staff with useful expertise. The analyst
will make a recommendation, and the committee will vote. The deliberations of a credit
committee, and the identities of the participants, are kept confidential. The rating is usudly
made public through a pressrelease. Companies are generally notified of their ratings in advance
of the publication if thereisachange or if it isanew rating to allow the issuer to respond if it
believes that the rating does not accurately reflect its creditworthiness — S& P refers to this
process as an “appeal.” Such an “appeal,” if the company requestsit, is conducted within a day
or two of the ratings announcement. S& P hasindicated that it israre that it will change arating.
With a company that has been rated and is being monitored, a committee will be convened
periodically, perhaps once a year or once every eighteen months, to reaffirm or change the rating.
Prior to aratings change, a company may be put on a“watch” or “review.” An analyst may
initiate a“watch” or “review” without a meeting of the credit committee.

402(,..continued)
(March 6, 11, 13, 2002), and Fitch (March 5, 2002), described at note 404 below.

03 Committee staff interviews with Fitch (March 5, 2002), Moody' s (March 8, 2002) and
S& P (March 11, 2002, March 13, 2002), described a note 404 below.
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C. Chronology of Enron’s Ratings

Given the significant and market-wide impact of credit ratings, one would expect the
rating agencies to perform a careful and searching inquiry into companies they rate. They have
access enjoyed by no other corporate watchers — companies can and do share non-public material
information with them without disclosing it to the public at large — and with their ability to
downgrade a company’ s credit ratings, the rating agencies can essentially restrict a company’'s
accessto the capital markets. Indeed, one must question whether so many state and federd laws,
aswell as private contracts, would vest such authority in the ratings of these agenciesif anyone
suspected that the credit raters were not using their power and access to obtain the best
information possible.

Unfortunately, a least in Enron’s case, the credit rating agencies did not perform as
expected. Based on a number of interviews conducted by Committee staff with officids from
Moody’s, S& P, and Fitch,”** Committee staff has concluded the agencies did not perform a
thorough analysis of Enron’s public filings; did not pay gppropriate attention to allegations of
financial fraud; and repeatedly took company officials at their word, without asking probing,
specific questions — despite indications that the company had misled the rating agencies in the
past.

As of late March 2000, the three agencies gave Enron the same rating: Moody’ s gave it

10 Staff interviewed officials from each of the agencies in preparation for the March 20
Committee hearing. On March 5, 2002, Committee staff interviewed Fitch General Counsel
Charles Brown, Glenn Grabel ski, Fitch Managing Director, and Ralph Pellecchia, the senior
analyst on the Enron credit for Fitch. On March 6, Committee staff interviewed S&P officids,
including Leo O’ Nelll, President of S& P, Executive Vice President Vickie Tillman, and Counsel
for Regulatory Affairs Rita Bolger. On March 8, Committee staff interviewed Moody' s officials,
including Moody’ s President Ray McDaniel, Pamela Stumpp, Chief Credit Officer, and John
Diaz and Stephen Moore. Moore was the primary analyst on the Enron credit for Moody’s, but
hiswork was closely overseen by Diaz, Managing Director for the Power and Energy Group.
Diaz had been the Moody’s analyst following Enron prior to Moore, and thus he maintained
watch on the company after he was promoted to Managing Director. On March 11, Committee
staff conducted a second interview with S& P officids, including Ronald Barone, Managing
Director for the Utilities, Energy & Project Finance Group. On March 13, Committee staff
conducted a third interview with S& P officials, including Todd Shipman, an S& P andyst.
Shipman was the primary analyst on Enron for S&P, but his work was also closely overseen by
Barone, as Barone had also followed Enron when he was an analyst.

%> Paul Chivers, “Empowering Enron,” Euromoney Institutional Investor, June 1, 2000.
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aBaal, and S& P** and Fitch™’ both rated Enron as BBB+, indicating an upper level within the
category of good credit quality.*® Retaining thisinvestment grade rating, and even improving it,
was vital to Enron becauseits ability to operate and grow its trading busness as well as to access
the capital markets for its liquidity needs were absolutely dependent upon the stability that the
rating provided. In fact, the company consistently lobbied for a higher rating.”® Nevertheless,
given the volatility inherent in an industry that was in the process of deregulation, and given that
Enron was a company that took a number of risks, the rating agencies did not consider a higher
rating appropriate.**°

In early October 2001, Enron’ s assistant treasurer, Tim DeSpain, cdled Moody’ s and
S& P to tell them that Enron would soon announce: (1) a $1 billion writedown on after-tax
income due to bad investments, and (2) a $1.2 billion reduction in shareholder’ s equity, which
DeSpain described only as an accounting adjustment. Moody’ s analysts were surprised because
they had been assured by Enron just weeks before, after CEO Skilling’s resignation on August
14, 2001, that a writedown was not imminent. Both Moody’s and S& P were concerned about the
effect of the large writedown on Enron’s financial strength, but neither gppeared significantly
concerned about the equity reduction.** Based on information provided to Committee staff, it

06 “Standard & Poor’s Affirms Enron Ratings Re Cogen Technologies Acquisition,” PR
Newswire, November 3, 1998.

“7 “Fitch IBCA Affirms Enron Corp. at BBB+,” Business Wire, November 8, 1999.

08 See “ Standard & Poor’s Understanding Credit Ratings,” note 355 above; “Fitch
Ratings Definitions,” note 355 above; “ Ratings Definitions: Issuer Ratings,”
http://www.moodys.com, note 358 above.

9 See, e.g., Rating the Raters: Enron and the Credit Rating Agencies, Hearing Before the
Senate Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 65-
66, 122.

410 As S& P's Barone pointed out in his written testimony, the rating agencies, in
consideration of these factors, added back “ debt-like burdens” into the numbers it used to
calculae Enron’srating. Barone stated that “ over the years Standard & Poor’s ‘ put back’ onto
Enron’s balance sheet off-balance sheet amounts of between $2 billion and $4 billion in debt-like
obligations for purposes of our ratings andysis.” Rating the Raters: Enron and the Credit Rating
Agencies, Hearing Before the Senate Governmenta Affairs Committee, 107" Cong., S. Hrg.
107-471 (March 20, 2002) at 66-67.

“1 Committee staff interviews with Moody’ s (March 8, 2002) and S& P (March 11, 2002,
March 13, 2002), described at note 404 above. In his testimony at the March 20 hearing,
Moody’ s Diaz said that Moody' s was “ questioning and scratching our heads about the type of
(continued...)
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does not appear that they made any effort to obtain a cogent explanation for why the reduction
was taking place or how such a significant accounting error could have occurred.

On or about October 12, Ken Lay, who had resumed his position as Enron CEO following
Jeffrey Skilling’ s resignation in August, called both S& P and Moody’ s after hearing that the
credit raters were considering adowngrade. Lay tried to reassure the agencies that Enron would
shore up its balance sheet, selling off assets as necessary to create additional reserves to cover
obligations.*? Neither Moody’s nor S& P questioned L ay about the enormous equity adjustment.

On October 16, Enron made the earnings announcement about which it had advised
Moody’s and S& P nearly two weeks earlier. On October 17, the Wall Street Journal broke the
story about partnerships run by Enron CFO Andrew Fastow being used to hide Enron losses and
debt.*** On October 22, Enron revealed that the SEC was investigating the allegationsin the
report. Two days later, on October 24, Fastow resigned. Although al the analysts said that they
asked Enron officials about the allegations in the Journal story, they never received — or appear
really to have pressed for — a clear explanation from Enron officials, who, according the analysts,
simply denied knowledge of the details.** In fact, the credit analysts were not focused on
Enron’ s questionabl e transactions or accounting, despite the possible serious wrongdoing these
practices indicated. Despite their stated god of assessing long-term corporate strength, the raters
focused amost exclusively on the cash position of the company, a short-term consideration. It
was only when Enron informed the credit rating firms that it was going to draw down on and
exhaust its lines of credit —indicating it wasin acash crisis and that it was having difficulty

“1(_,.continued)
accounting that they were using for that charge and how did that $1.2 billion of equity actually
come about.” However, he said that Moody’ s was “hot satisfied with [Enron’s] explanations” for
the actions. Nevertheless he testified that Moody’ s “ discussions [with Enron] during that time
were concentrated on understanding the liquidity position of the company and how that was
impacting the trading business.” Rating the Raters: Enron and the Credit Rating Agencies,
Hearing Before the Senate Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471
(March 20, 2002) at 13.

12 Committee staff interviews with Moody’ s (March 8, 2002) and S& P (March 11, 2002,
March 13, 2002), described at note 404 above.

13 John Emshwiller and Rebecca Smith, “ Enron Jolt: Investments, Assets Generae Big
Loss; Part of Charge Tied to 2 Partnerships Interests Wall Street,” Wall Street Journal, October
17, 2001.

414 Committee staff interviews with Moody’ s (March 8, 2002) and S& P (March 11, 2002,
March 13, 2002), described at note 404 above.
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placing its commercial paper — that the raters acted.*

On October 25, S& P changed Enron’s ratings outlook to negative (though it kept Enron at
BBB+).*® Fitch, having digested the news from the earnings announcement and concerned about
the drawdown on credit, also placed Enron on watch for a downgrade.**” On October 29,

Moody’ s downgraded Enron one notch to Baa2 (still investment grade) and kept it on review for
another downgrade.**® According to its press release, Moody’' s main concern was Enron’s
shrinking access to liquidity and the reduction in equity: neither the SEC investigation nor the
underlying allegations about possible financial fraud were mentioned.**® That same day, S&P's
primary Enron analyst, Todd Shipman, appeared on CNN Financial News Network. Even
though S& P had placed Enron on CreditWatch negative, Shipman said, “ Enron's ability to retain
something like the rating they're at today” — meaning an investment graderating — “is excellent
in the long term.”*® When asked about the off-bal ance sheet partnerships, Shipman remarked
that S& P was “ confident that there's not any long term implications to that situation and that’s
something that’sreally in the past.”*** As he appears to have gotten no information from Enron
about the allegations of questionable transactions and accounting, it is unclear what basis
Shipman had for those remarks.*?

415 Committee staff interviews with Fitch (March 5, 2002), Moody' s (March 8, 2002) and
S&P (March 11, 2002, March 13, 2002), described a note 404 above.

416 “ Ratings on Enron Corp. Affirmed; Outlook to Negative,” S& P Press Release, October
25, 2001.

“I7 Rating the Raters: Enron and the Credit Rating Agencies, Hearing Before the Senate
Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 11
(Testimony of Ralph Pellecchia).

418 “Moody’ s Downgrades Enron Corp. Long-Term Debt Ratings (Senior Unsecured to
Baa?) and Keeps Them Under Review For Downgrade,” Moody’ s Press Release, October 29,
2001.

419 Id.

20 Interview of Todd Shipman, S& P, by Deborah Marchini (CNNFN Street Sweep,
October 29, 2001), available on Lexis/Nexis, Transcript #102915cbh.106.

421 T d

42 Barone testified at the March 20 hearing that Enron officials had told him that “they
would be surprised if they found anything further,” but conceded that he had told Committee
staff that Enron officials had said that “they didn’t know what else was out there.” Rating the
Raters: Enron and the Credit Rating Agencies, Hearing Before the Senate Governmental Affairs

(continued...)
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Despite Shipman’s public comments of confidence in Enron, on November 1, S& P
downgraded Enron to BBB (two notches above junk), and placed it on negative CreditWatch,
althoughin its press release, S& P indicated its belief that Enron was sufficiently liquid to get
through “the current period of uncertainty.”*?® On November 2, the very next day, in a public
conference call set up by S& P to answer questions about Enron,*?* Shipman, this time along with
Ronald Barone, his supervisor and S& P Managing Director, again commented on S&P's
“confidence” that there would be no more revel ations about off-balance sheet partnerships at
Enron. Barone said, “We have agreat deal of confidence there are no more surprisesto come.”
Shipman added, “We're confident we capture or are privy to the obligations that Enron has.”
Baronefinished, “I think it’s gonna take a little bit more time before everybody can get fully
comfortable that there’ s not something else lurking out there. But at this point, we feel very
confident that that's unlikely.”**

On November 5, Fitch issued a two-notch downgrade on Enron to BBB- (just one leved
above junk).”® In its release regarding the downgrade, Fitch mentioned the SEC investigation as
“an additional uncertainty,” and cited as a concern “an erosion in investor confidence” but
expressed the belief that “Enron should be able to manage through this challenging environment,
ultimately recognizing the values of the company’s core businesses,” which Fitch said have
“generated strong, predictable performance.” Ftch expressed this confidence in Enron’s * strong
performance” despite the reports about its questionabl e transactions, which may have been used
to make the company’ s performance seem better than it was.

In the meantime, on or around November 5, Moody’s and S& P were informed by Enron
about the upcoming announcement of amerger with Dynegy.*?” Fitch was also notified of the

22(,..continued)
Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 14.

23 “Enron Corp.’s Rating Lowered, Placed on CreditWatch Negative,” S& P Press
Release, November 1, 2001.

“24 This conference call was open to the public; anyone who wanted to listen in or ask
questions could cal into a number provided by S& P.

2 Transcript of S& P Teleconference re: Enron, dated November 2, 2001, provided to the
Committee under cover of letter from Floyd Abrams, Esg. to Cynthia Gooen Lesser, Counsel,
Senate Governmental Affairs Committee, dated March 19, 2002.

%6 “Fitch Downgrades Enron to ‘ BBB-'; Maintains Rtg Watch Negaive,” Business Wire,
November 5, 2001.

427 |1t was in connection with the discussions about the merger that Moody’ s received
(continued...)
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merger plansin advance. All the credit raters said that they retained Enron’s credit rating at
above investment grade through November 28 solely because of the proposed merger.*® On
November 9, Fitch essentially improved Enron’s credit outlook by putting it on an “evolving”
ratings watch, rather than a negative one, due to the good prospects from the merger. Inits
November 9 release, Moody’s downgraded Enron to Baa3 (one notch above junk) dueto
shrinking investor confidence, but indicated that it would view “a substantial near term injection
of equity capital as a stabilizing event,” an implicit reference to the merger.**® S& P also
downgraded Enron to BBB- (one notch above junk), with a negative watch on November 9, with

421(,..continued)
telephone calls about Enron’ s credit rating, mostly from Enron’ s bankers. According to a
description of these calls provided to Committee staff by Moody’ s attorneys on March 19, 2002,
after receiving a copy of the merger term sheet on November 8, Moody’ s was concerned that the
merger terms too easily allowed Citigroup and J.P. Morgan Chase, the banks financing the
merger, and Dynegy, Enron’s prospective acquirer, to drop the deal. Moody’stold Enron that it
was seriously considering downgrading Enron below investment grade asaresult of this
uncertainty. After that, the CEO of Moody’s, John Rutherfurd, received a number of telephone
cals. Former Treasury Secretary Robert Rubin, Chairman of Citigroup’s Executive Committee,
and Michael Carpenter, CEO of Citigroup Salomon Smith Barney, conference called Rutherfurd,
who wasin his car on his cellphone at thetime. Before the call got started, Rubin apparently was
dropped from the call; he and Rutherfurd did not speak again on the matter. Carpenter told
Rutherfurd that he was concerned about the possible Enron downgrade; Rutherfurd replied that
he did not get involved with ratings matters, and told Carpenter hewould have Debra Perry, a
senior managing director and executive officer of Moody’s, call him. Rutherfurd called Perry,
who called Carpenter, and set up a meeting with her and James Lee, another Citigroup official,
and William Harrison, CEO of J.P. Morgan Chase. (Harrison left a message for Rutherfurd also,
but they never spoke) In Perry’'s meeting with Harrison and Lee, Lee mentioned that William
McDonough of the Federal Reserve might call, but neither he, nor any other government official
ever did. (Richard Grasso, CEO of the New Y ork Stock Exchange, left a message for Rutherfurd
that day, but by the time Rutherfurd called him back, the issue had been resolved and they never
discussed Enron.) Ultimately, Lee and Harrison agreed to change the terms of the merger to
accommodate Moody’ s concerns, Dynegy agreed to similar changes. Neither S& P nor Fitch
received such calls, according to their testimony at the Committee’ s March 20 hearing. Rating
the Raters: Enron and the Credit Rating Agencies, Hearing Before the Senate Governmental
Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 28.

28 Committee staff interviews with Fitch (March 5, 2002), Moody's (March 8, 2002) and
S& P (March 11, 2002, March 13, 2002), described a note 404 above.

29 “Moody’ s Downgrades Enron Corp. Long-Term Debt Ratings And K eeps Them Under
Review For Downgrade,” Moody’ s Press Release, November 9, 2001.

113



itsinvestment grade rating at this point due entirely to the merger.**° Despite the fact that Enron
had just one day before, on November 8, announced a restatement for the past four-and-a-haf
years, with acharge to earnings of approxi mately $500 million — about 20 percent of earnings
during that period — none of the credit rating agencies showed concern about the possibility of
financial fraud and the damage that such illegalities could cause Enron and its merger partner.**

On November 19, Enron filed its Form 10-Q, which reported its third quarter results. For
thefirst time, to the surprise of all the credit rating agencies, Enron disclosed that the November
9 S& P downgrade to BBB- had triggered a demand obligation for $690 million.*** Although the
credit rating agencies were aware of other such agreements backing other special purpose entities
associated with Enron, they did not know about thisone. According to what the credit analysts
told Committee staff in interviews, the analysts had never specifically asked Enron if other
triggers dependent on credit ratings existed.*** Enron officialstold S& P that current Enron
management had not even known about the $690 million obligation; it was a surprise to them
when the trustee for the affected entity had exercised the trigger.*** S& P not only failed to ask if
there were other “surprises’ regarding credit triggers or other obligations, but the S& P analysts

40 “Dynegy Ratings Placed on Watch Negative; Enron Rating Lowered to BBB-,” S&P
Press Release, November 9, 2001.

31 To the extent that the credit rating agencies expressed concerns in this regard, they
were limited to concerns about counterparty and investor confidence as aresult of the allegations
—ashort-term concern — not about the inherent, long-term damage that serious fraud could inflict
on acorporation. See, e.g., Rating the Raters: Enron and the Credit Rating Agencies, Hearing
Before the Senate Governmenta Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20,
2002) at 11, 13.

32 Enron Corp. Form 10-Q for Quarter Ended September 30, 2001, filed November 19,
2001, at 10, 33. Newsreports have indicated that the $690 million obligation was associated
with an entity called Whitewing. See, e.g., Peter Behr, “Enron Raised Funds in Private Offering;
Shareholdersin Dark, Documents Show,” Washington Post, January 22, 2002. Whitewing was
an Enron-affiliated entity that the credit rating agencies were well aware of; they had rated debt
offerings that were associated with Whitewing. Indeed, the other obligations Enron had with
ratings triggers that the rating agencies knew about were related to Whitewing. The credit rating
agencies told Committee staff that their understanding was that the $690 million obligation was
associated with a partnership called Rawhide that the credit raters were unaware of prior to the
10-Qfiling.

33 Committee staff interviews with Fitch (March 5, 2002), Moody' s (March 8, 2002) and
S&P (March 11, 2002, March 13, 2002), described a note 404 above.

434 Committee staff interviews with S& P (March 11, 2002, March 13, 2002), described at
note 404 above.
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appear to have dso been unconcerned about the fact that Enron management itself appeared to
lack knowledge about a major company commitment.”* On November 20, the day after this
disclosure, S& P reaffirmed its investment grade rating with anegative watch. S& P said that it
believed Enron could deal with the $690 million obligation (without mentioning the fact that
Enron had failed to disclose a significant financid obligation and that S& P believed the
obligation was a surprise even to management at Enron).**

Over the next few days, however, the credit rating agencies heard about a renegotiated
deal for the proposed merger, and the likelihood of the merger seemed more and more remote.
Finally, on November 28, after hearing that the terms had been revised to give Dynegy additional
ways to terminate the transaction, and without additional cash from the banks involved, the rating
agencies decided to give up on Enron.*” On November 28, all three agencies downgraded Enron
to below investment grade: Moody' s downgraded Enron to B2 (5 notches below the previous
rating),”*® S& P downgraded Enron to B- (6 notches below previous rating),”® and Fitch lowered
Enron to CC (more than 8 notches below previous rating).*® Currently, Fitch and S&P rate
Enron asaD and Moody’ s rates Enron as a Ca.

D. Problems With the Agencies’ Analyses and Actions

While the credit rating agencies did not completely ignore problems at Enron when those
problems became very apparent, their monitoring and review of the company’s finances fell far
below the careful efforts one would have expected from organizations whose ratings hold so
much importance. Instead, based on what the credit rating andysts told Committee staff in
interviews and the analysts' testimony at the Committee’ s hearing on March 20, 2002, entitled
“Rating the Raters: Enron and the Credit Rating Agencies,” it appears that the credit raters took

435 T d

% “Enron Corp.’s Ratings Still Watch Negative,” S& P Press Release, November 20,
2001.

437 Committee staff interviews with Fitch (March 5, 2002), Moody’s (March 8, 2002) and
S& P (March 11, 2002, March 13, 2002), described a note 404 above.

4% “Moody’ s Downgrades Enron Corp.’s Long-Term Debt Ratings (Senior Unsecured to
B2); Commercia Paper Confirmed at Not Prime; Ratings Remain Under Review For A
Downgrade,” Moody’ s Press Release, November 28, 2001.

439 “Enron Rating Cut to ‘B-'; Doubt Cast on Dynegy Merger,” S& P Press Release,
November 28, 2001.

“0 Rating the Raters. Enron and the Credit Rating Agencies, Hearing Before the Senate
Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 12.
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Enron at their word and failed to probe more deeply. Moreover, in general, the ratings andysts
appear to have taken too narrow afocus in determining what Enron’ s problems were: they
focused on short-term problems, like cash flow or counterparty confidence, rather than deep-
rooted problems, such as questionable transactions or suspect accounting. In short, based on the
credit rating agency analysts’ testimony at the March 20 hearing, and what they told Committee
staff in interviews, the Committee staff has concluded that the credit rating agencies’ approach to
Enron fell short of what the public had a right to expect, having placed its trust in these firms to
assess corporate creditworthiness for the purposes of federal and state standards. It is difficult
not to wonder whether lack of accountability —the agencies' practicd immunity to lawsuits and
non-existent regulatory oversight —is amajor problem.

Insufficient Review of Company Materials. \When asked if he thought the credit rating
agencies had done a good job, former SEC Chief Accountant Lynn Turner testified that his own
initial review of Enron’sfinancial statements “raised more questions than they answered,” and
that anyone doing asimilar review should have been given pause by their opacity.*** One of the
more glaring concerns Committee staff devel oped based on their interviews of the credit rating
agencies was that the analysts who worked on Enron appear to have been less than thorough in
their review of Enron’sfilings, even though they said that they rely primarily on public filings for
information in determining credit ratings. Enron’s disclosurein its 2000 Form 10- K filing about
related-party transactions — footnote 16 — where information about the company’ s questionable
deals with partnerships and special purpose entities run by Enron insiders should have been
disclosed, was very difficult to understand. When Committee staff asked the analystsif they
understood the disclosures in footnote 16, Moody’s and Fitch told staff they did not understand
precisdy what those disclosures referred to, but were only concerned about the impact these
transactions had on cash flow, which they believed had been disclosed elsewhere. The analysts
from Moody’ s and Ftch told Committee staff that they were not concerned about the details of
the transactions themselves, despite that the fact that those details might have indicated a
problem — that Enron was gaining significant income from deals with partnerships run by its own
CFO —and led them to wonder whether fraud was afoot. The S& P analysts told Committee staff
that they simply assumed that the opague disclosures regarding related-party transactionsin the
2000 Form 10-K referred to the off-balance sheet entities of which they were aware (because
S& P rated some of these in connection with debt offerings). According to their remarksto
Committee staff, the S& P analysts did nothing to confirm their understanding.

In fact, the S& P analysts could have checked their understanding of this disclosure, to
some extent, by reviewing Enron’s proxy statement, which is required to contain additional
information about related-party transactions. (Proxy statements also have other relevant
information not found in other filings, such as disclosures about certain insider sales.) The

“1 The Role of Financial Institutions in Enron’s Collapse, Hearing Before the Permanent
Subcommittee on Investigations, Senate Governmental Affairs Committee, 107" Cong., S. Hrg.
107-__ (July 23,2002) at __ (Printed Hearing Record Pending) (Testimony of Lynn Turner,
former Chief Accountant of the SEC).
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analysts from S&P said that they did not read Enron’s proxy statements.*”? In fact, they told
Committee gaff that they did not even know how the information they could find in a proxy
statement in this regard might differ from that found in the 10-K. If the S& P analysts had read
Enron’s 2001 proxy statement, they may have learned that their assumption about Enron’s 2001
Form 10-K disclosure was incorrect. The proxy contains a more explicit description of the
related-party transactions than is contained in the 10-K; for instance, the proxy statement
specifically states that the company had engaged in numerous transactions with an entity called
LJIM2 (not the Whitewing, Osprey and Marlin entities with which the S& P analysts said that they
were familiar) and indicates that Enron Chief Financial Officer Andrew Fastow was the general
partner of that entity.**

Short Term v. Long Term Focus. The agenciestold Committee staff that their ratings
reflect an analysis of long-term creditworthiness. In the case of Enron, however, the credit raters,
according to their remarks to Committee staff in interviews, failed to do simplethings one would
expect from someone conducting a long-term evaluation of a company’sfinancia health. For
example, based on the information gathered by Committee saff, it gopears that the credit analysts
did not look for fundamental problems at the company by scrutinizing the financial statements or
ng the aggressiveness of Enron’ s accounting methods. When asked by Committee staff
whether they considered as a qualitative factor in their anadysis whether the company was
engaging in aggressive accounting, the agencies indicated that they rely on the auditors’ work.
This was consistent with their testimony at the hearing.***  In the Committee staff interviews, the
credit rating analysts resisted staff’ s suggestion that a company’ s accounting methods should be
part of their analysis, because even when financial statements comply with Generally Accepted
Accounting Principles (GAAP), they nevertheless may not present all the information an investor
would want to know, or al the information a credit rater would want to know. Thisis troubling,
because the fact that a company may be using the flexibility of GAAP to hide problems should be
aconsideration, particularly if the credit raters take along-term view.

Moreover, despite their stated effort to take along-term approach to ratings, the credit
rating agencies appear to have focused primarily on short-term issues with Enron, like access to
cash in the near term, counterparty confidence, or whether the Dynegy merger would succeed,
even as there continued to be revelations about Enron’s questionable use of off-balance sheet
entities run by its CFO. For example, when Enron’s $690 million obligation was disclosed for

#2 Committee staff interviews with S& P (March 11, 2002, March 13, 2002), described at
note 404 above. It isworth noting tha proxy statements are incorporated by reference in Forms

10-K; athorough review of any 10-K would have to include areview of the proxy statement as
well.

“3 Enron Corp. Definitive Proxy Statement (Schedule 14A) (filed March 27, 2001) at 26.

4 Rating the Raters: Enron and the Credit Rating Agencies, Hearing Before the Senate
Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 29.
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the first time — to the surprise of everyone, including, S&P believed, company management —
S& P analysts told Committee staff that they did not ask if there were other potential triggers (nor
did any of the other credit rating agencies), nor did they appear to register much concern about
Enron management’ s expressed lack of knowledge. Indeed, although the credit analysts told
Committee staff that they asked Enron officials about the Wall Street Journal alegations, they
acknowledged that they did not press for a detailed answer when none was forthcoming, even
after an SEC investigation was announced. Both Moody' s and S& P stressed to Committee staff
that the revelationsin the Wall Street Journal were just allegations, and the analysts were not
inclined to render judgment until all the facts were in.** In interviews with Committee staff, the
credit analysts seemed unwilling to distinguish between rendering judgment and asking probing
guestions — and demanding answers.

Lack of Inquisitiveness. Leo O’ Neill, S& P's President, said in a staff interview that fixed
income analysts ask “green-eyeshade questions,” referring to the green eyeshades auditors were
noted for wearing in earlier times, and the tough, probing queries for which they were then
known.*® Credit rating andysts should take a similar approach — they, like fixed income
analysts, assess the ability of the company to repay debt (fixed income analysts focus on bonds,
as opposed to equity andysts, who focus on stocks). Based on their testimony at the March 20
hearing and their remarks to Committee staff in interviews, however, Committee staff concluded
that the credit rating agency analysts did not take this skeptical approach. Not only did they
apparently fail to scrutinize Enron’s public filings (indeed, they failed even to read al the major
filings), the credit analysts in general appear to have taken the company officials at their word,
simply assuming that they were telling the truth. As Ronald Barone of S&P testified at the
March 20 hearing, “we do rely on what senior management tellsus. It isin their best interest to
tell us and be forthright and not convey a different message, because if we convey a message to
the market that is different that wha the market perceives over the long term, then the credibility
of Standard & Poor’s and then ultimatdy the credibility of the company isat risk..... And soit
isin their best interest to tell usthe truth, and we rely on that.”**’ Senator Thompson caled this
reasoning “a chicken-and-egg deal,” pointing out that corporate executives might instead view it
in their best interests “to minimize bad news and stretch the truth.”

In addition, from what the credit analysts told Committee staff, they did not pursue what
even they admitted was fundamental information, despite the fact that the credit raters publicly

“>Committee staff interviews with Moody’s (March 8, 2002) and S& P (March 11, 2002,
March 13, 2002), described at note 404 above.

46 Committee staff interview with S& P (March 6, 2002), described at note 404 above.

“7 Rating the Raters. Enron and the Credit Rating Agencies, Hearing Before the Senate
Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 15.

8 Id.
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acknowledged that Enron was a complex company. InaMarch 2001 article about Enron’s
opaque financial statements, in response to the question of how Enron makes its money, S&P's
Todd Shipman, the andyst working under Ronald Barone, was quoted as saying, “If you figure it
out, let meknow,” and Fitch’s Ra ph Pellecchiajoked, “Do you have ayear?’*° The point of
this article was that Enron was generally understood by Wall Street to be a “black box,” difficult
to undersand and loath to answer too many questions about ambiguities. While Pellecchia
explained at the Committee’ s March 20 hearing that his response was merely a*“glib answer,” he
acknowledged that the “ spirit of the answer was Enron’ s a big company, a complex

company . ..."*° In other words, these anaysts well understood that getting a clear picture of
Enron’ s financia situation was not a simple matter. Y et, they apparently failed to use the
necessary rigor — the “ green-eyeshade’ approach — to ensure that their analysis of such a
company was sound.

Asearly as May 2001, the independent research firm Off Wall Street Consulting Group
called Enron abad bet. Off Wall Street’ s anadyss showed that Enron’ s trading operation — its
most profitable venture — was starting to turn weaker profits as the market it helped open up
became more liquid and prices less volatile.** Enron did not, in its public filings, indicate how
much money its trading business made as distinct from the rest of its “Wholesale Division,”
which contained other investments and businesses. Accordingly, there was no way to tell how its
trading business was really doing. When the credit rating agencies asked for this information —
information which Moody’s Chief Credit Officer Pamela Stumpp told Committee staff was
“fundamental” to a credit analysis®®? — Enron, according to the credit analysts, told them that it
did not have that kind of detail. Enron’s response appears to be either not credible or asign of a
company in trouble. A company must know how each of its businessesis performingin order to
monitor it. Nevertheless, even though the credit rating agencies were allowed to ask for and
receive this information under their exemption from SEC Regulation F-D (their special accessto
material information not shared with the rest of the market), and even though they knew that
Enron was very concerned about its credit rating, the credit rating agencies acknowledge that they
did not push for the information. According to what the credit andysts told Committee staff,
they simply accepted Enron’srefusal.

49 Bethany McLean, “Is Enron Overpriced?,” Fortune, March 5, 2001.

0 Rating the Raters. Enron and the Credit Rating Agencies, Hearing Before the Senate
Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 23.

1 Off Wall Street Consulting Group, Research Report Regarding Enron Corp., May 6,
2001 at 3.

452 Committee staff interview with Moody’s (March 8, 2002), described at note 404
above.
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In interviews with Committee staff, all the agencies acknowledged that they could
withdraw arating for failure to provide sufficient information. In the March 20 hearing, for
example, S& P’ s Barone said that “if we knew . . . then wha we know now, we would have
withdrawn Enron’ s rating for failure to disclose proper information.”*** Nevertheless, the
agencies told Committee staff in interviews that in response to Enron’s refusal to provide
important information — like information about the trading operation — they did not even raise the
possibility of withdrawing the rating, a suggestion which, if made, might have convinced Enron
to send the agencies the information requested.**

Similarly, and as noted above, based on what they told Committee staff, when S& P
analysts read the related-party transactions disclosure in Enron’s 2000 Form 10-K, they assumed,
without asking, tha the entire footnote referred to the Osprey and Marlin transactions. Itis
unclear whether the disclosure’ stext is entirdy consistent with this assumption, but the andyds
appear to have done nothing to verify their beliefs. Moreover, according to what the S& P
anaysts said to Committee staff in interviews, the Wall Street Journal article did not lead them
to question their assumptions. To the extent that any of the analysts asked about the allegations
in the Journal, they accepted the answer from the company that a special committee would
Investigate, without questioning whether the problems were so deep tha they might permanently
scar Enron’ s future. In short, as Glenn Reynolds, Chief Executive Officer of independent credit
research firm CreditSights, Inc., stated in his testimony before the Committee at the March 20
hearing, “Aswe look back at the performance of the rating agencies in the case of Enron, we are
hard pressed to recall a situation where the rating agencies held so much sway over a company
and had such commanding leverage to extract information, and yet were so ineffective at doing
SO." 455

At the Committee’ s March 20 hearing, the credit rating analysts — in particular Ronald
Barone of S& P — stressed over and over again that they were simply duped by Enron
management, and there was nothing they could do. When Chairman Lieberman asked the
analysts whether in retrospect, they felt they should have asked more gquestions of Enron, Barone
responded, “ Senator, we rely on the audited financial statements. ... Wearenot forensic
accountants, if that is the question, and we don’t have subpoena power. . . .”** Barone attached
to his written testimony what he referred to as the “kitchen sink” documents, which were

3 Rating the Raters. Enron and the Credit Rating Agencies, Hearing Before the Senate
Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 29.

454 Committee staff interviews with Fitch (March 5, 2002), Moody’s (March 8, 2002) and
S& P (March 11, 2002, March 13, 2002), described a note 404 above.

% Rating the Raters. Enron and the Credit Rating Agencies, Hearing Before the Senate
Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 157
(Statement of Glenn Reynolds, Chief Executive Officer, CreditSights, Inc.).

8 Id. at 29.
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presentations made by Enron to the credit raters, in October 1999 and in January 2000, to
convince the agencies to improve Enron’s credit rating.*” Barone pointed out in his testimony
that, in fact, Enron did not reveal al of its obligations in this presentation; one example he gave
was that Enron did not disclose that it had billions of dollars in derivative transactions that were,
in substance though not in form, loans.**®* Committee staff asked Barone and Shipman in
interviews prior to the hearing whether they had ever asked about Enron’ s portfolio of
derivatives, or whether, knowing that Enron was engaging in some rather complex transactions,
they had ever consulted with a derivatives expert at S& P to get a more specific sense of the
obligations Enron could be facing in connection with its derivative transactions. While they
could not remember if they ever consulted with such an expert, both Barone and Shipman
acknowledged that they had never specifically asked Enron to detail derivative transactions that
could have loan-like characteristics.”® Similarly, Barone stated in his testimony that S& P was
misled by Enron’s failure to provide information about the LIM partnerships.®® However, if he
or Shipman had reviewed Enron’s proxy statement, they would have discovered these entities,
and could have inquired about them. Barone summed up hisattitude about S& P’ s responsibility
with respect to Enron when he made the following statement in response to a question by Senator
Bunning at the March 20 hearing: “Senator, this was not a ratings problem. Thiswas afraud
problem.” 4!

Moody’ s took a more measured approach at the March 20 hearing. Diaz of Moody’s had
the following exchange in response to a question by Senator Thompson about the related-party
transaction disclosures in Enron’s 2000 10-K (which appeared in footnote 16 to the financial
statements in that filing):

" Rating the Raters. Enron and the Credit Rating Agencies, Hearing Before the Senate
Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 87-115.

%8 Rating the Raters: Enron and the Credit Rating Agencies, Hearing Before the Senate
Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 70. On July
23, 2002, PSI held a hearing on these transactions, with witnesses from the credit rating agencies
aswell asfrom Citigroup and J.P. Morgan, the banks that had facilitated the deals. The Role of
Financial Institutionsin Enron’s Collapse, Hearing Before the Permanent Subcommittee on
Investigations, Senate Governmental Affairs Committeg, 107" Cong., S. Hrg.107- __ (July 23,
2002) (Printed Hearing Record Pending).

459 Committee staff interviews with S& P (March 11, 2002, March 13, 2002), described at
note 404 above.

400 Rating the Raters. Enron and the Credit Rating Agencies, Hearing Before the Senate
Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 72.

1 Id. at 25.
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DIAZ: “Ithink in looking at footnote 16, clearly what needs to be donein those
situationsistry to get behind it and try to understand alot more of what’sthere. You
know, looking in hindsight at how that impacted the ultimate confidence in the company,
it's pretty dear that there were —and from my point of view, we certainly look at a
situation where we could have dug more into and tried to get behind that.”

SENATOR THOMPSON: “It would be far to say that if you ran across this same
situation agan, you would delveinto it deeper?”

DIAZ: “Yessir.”*?

In addition, in his written testimony, Diaz stated that “[g]oing forward, we are enhancing
the ratings process by putting increased focus in severa areas,” including “ corporate governance
and how aggressive or conservaive are accounting practices’ at the companies Moody’sis
rating.*®®

Lack of Accountability. The credit rating agencies are aware of how much their decisions
can affect the fortunes of the companies they rate (and therefore the fortunes of the companies
investors). Nevertheless, based on the testimony of the credit analysts at the March 20 hearing
and the remarks of the analystsin interviews with Committee staff, Committee staff concluded
that the credit analysts do not view themselves as accountable for their actions. For example, the
remarks of S& P analysts Ronald Barone and Todd Shipman in late October and early November
about their “confidence” that there would be no more surprises from Enron do not appear to be
based on anything more than assumption. In his testimony at the Committee’ s March 20 hearing,
Barone said that he gained the confidence from a conversation with Enron management, but
conceded after specific questioning that management had told him that they did not know
whether other entities or special purpose entities existed, and a special committee had just begun
an investigation.*® The credit rating agencies acknowledged in interviews with Committee staff
that othersin the market believe the agencies have access to more information about companies
than any other outsiders due to their market power (their ability to downgrade) and their
exemption from SEC Regulation F-D. Despite this public expectation about their superior level
of knowledge, S&P, for example, could not citeto Committee staff any policies to ensure that its
analysts conducted themsdves responsibly in media gopearances, or in making public statements
similar to those Shipman and Barone made on CNN and in the S& P conference call (which was
reported in the press®).

2 Id. at 16.
%3 Id. at 128.
1 Id. at 14.

Houston Chronicle, November
(continued...)

4% Tom Fowler, “S&P: ‘No More Surprises For Enron,
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When asked by Committee staff about accountability concerns, the rating agencies had
two responses. First, they said that their concern for their reputation keeps them on their toes:
as S& P s Barone stated in his testimony: “Standard & Poor’ s recognition as a rating agency
ultimately depends on the credibility of its opinions with investors, importantly, but also with
bankers, financial intermediaries, and securities traders.”*® The second response, which the
raters stated a number of timesin interviews with Committee staff, was that their ratings were
just opinions, protected by the Firs Amendment.*®” Fitch’'s general counsel referred to the letter
grades given by the credit rating agency as “the world’ s shortest editorial.”*® The credit rating
agencies seem to be trying to walk afine line between maintaining enormous market power
through both official and unofficial uses of their ratings, and insisting that their ratings are purely
their “opinion,” and therefore pure speech under aFirst Amendment analysis. Firs Amendment-
protected opinions about matters of public concern can giverise to liability only when, to the
extent they convey facts, they convey them with actud knowledge of or reckless disregard for
their accuracy.*® This standard poses such a high barrier that it virtually insul ates the speaker
from liability.

Indeed, courts have extended First Amendment protections to credit ratings, shielding the
agencies from liability.*”° Courts have even refused to require that credit rating agencies produce

%85(,..continued)
3, 2001.

%6 Rating the Raters. Enron and the Credit Rating Agencies, Hearing Before the Senate
Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 60.

47 S& P arranged a meeting for Committee staff with Floyd Abrams, its First Amendment
counsel, who also prepared a memorandum for staff laying out the basis for S& P’ s First
Amendment argument.

8 Committee staff interview with Fitch (March 5, 2002), described a note 404 above.

%9 Milkovich v. Lorain Journal Co., 497 U.S. 1, 20-21 (1990) (“where a statement of
‘opinion’ on amatter of public concern reasonably implies false and defamatory facts regarding
public figures or officias, [ plaintiff] must show that such statements were made with knowledge
of their false implications or with reckless disregard of their truth”).

470 See, e.g., County of Orange v. McGraw Hill Cos., Inc., 245 B.R. 151, 156 n.4 (C.D.
Cal. 1999) (“Standard & Poor’s ratings are speech and, absent special circumstances, are
protected by the Fird Amendment. In reaching this ruling, the Court assumed any First
Amendment protected speech, as a matter of public concern, would receive the heightened
protection of the actual mdice standard”); Jefferson County Sch. Dist. v. Moody's Investors
Service, 175 F.3d 848 (10" Cir. 1999) (applying the Milkovich standard to a claim that the
(continued...)
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records in connection with their work, citing the “journdist’s’ privilege.*”* However, the fact
that the market seemsto value the agencies’ ratings mostly as acertification (investment grade
vS. non-investment grade) or as a benchmark (the ratings triggers in agreements) and not as
information,*”? and the fact that the law, in hundreds of statutes and regulations, also uses their
work that way, seems to indicate that their ratings are not the equivalent of editorialsin The New
York Times. The fact that the rating agencies have received First Amendment protection for their
work should not preclude greater accountability.

The rating agencies, however, have escaped regulation thusfar. In histestimony at the
March 20 hearing, then SEC Commissioner Isaac Hunt stated that all three of the current
NRSROs were registered with the SEC under the Investment Advisers Act of 1940,*” which
prohibits fraud, imposes fiduciary duties on advisers with respect to their advice, requires that
advisers maintain certain books and records, and dlows the SEC to examine all registered
advisers to assure compliance with the Act. Accordingto Commissioner Hunt’ s testimony, the
Act would therefore require that NRSROs have an adequate basis for their ratings.*”
Commissioner Hunt testified in addition that the SEC does examine NRSROs, as with other
investment advisers, approximately every five years. In the course of those examinations, the
SEC reviews the books, records, and the operation of the agencies. The legal application of the
Investment Advisers Act to the credit rating agencies, however, isin doubt. As part of the
designation, the agencies agreed to voluntarily register, but they insist that they are not covered
by the Act and that any information they provide the SEC is given strictly on avoluntary basis,
not pursuant to the requirements of the Act. The Act, in defining investment advisers, contains

479(,..continued)
Moody’ s rating of the school district’ s bonds was an injurious falsehood).

41 See, e.g., In re Pan Am Corp., 161 B.R. 577, 581-583 (S.D.N.Y. 1993) (quashing
subpoenato S& P for records of communications with Delta Air Lines based on qualified
journalist’ s privilege because “S& P functions as ajournalist when gathering information in
connection with its ratings process”).

42 See Rating the Raters: Enron and the Credit Rating Agencies, Hearing Before the
Senate Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 143
(Statement of Jonathan Macey, Professor, Cornell University Law School) (“ Academic studies
tend to show that information in credit ratings is of marginal value a best because the
information contained in the ratings had already been incorporated into share prices. One well-
known study showed that the ratings provided by rating agencies lagged the information
contained in securities prices by afull year.”).

48 15 U.S.C. 80b-1 ef seq.

47 Rating the Raters. Enron and the Credit Rating Agencies, Hearing Before the Senate
Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 136.
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an exception for publishers,*”> and the credit rating agencies would argue that they fit under that
exception.””®  To the extent that they are correct — and the case law on thispoint is very favorable
to them — none of the requirements of the Investment Advisers Act would apply to them.*”” In
any event, the SEC has never taken enforcement action against the rating agencies based on their
ratings, whether under the Investment Advisers Act or otherwise.

E. Conclusions and Recommendations

Although the credit rating agencies' ratings are generally right, when they are wrong, the
consequences can be serious. In the case of Enron, their poor performance, along with the
failures of al the other market watchdogs, has had a market-wide effect, leading investors to
wonder whether they can count on the information upon which they may have previously relied
in making their investment decisions. It may well be the case that most companies, particularly
those with balance sheets strong enough to have an investment grade rating, are providing the
investing public with afairly accurate picture of their financial state, with disclosures that are full
and fair enough to provide the credit rating agencies with the information they need to perform
their analysis. We have learned, however, that when company officias are not honest, and their
auditors are too entrenched or conflicted to call management out on problems, investors need
someoneto raise ared flag. Credit raters, with their special access, strong market power, and
lack of conflicts, arein the perfect position to do this.

The problem is that the credit rating agencies have no incentive to catch the few
wrongdoers, no matter how huge the consequences to the market. Duke Law School Professor
Steven Schwarcz argued in his testimony at the Committee’s March 20 hearing that reputational
concerns are sufficient incentive for the credit rating agencies to be diligent in their work, and he

4% 15 U.S.C. § 80b-2(a)(11)(D) (exempting any publisher of “any bona fide newspaper,
news magazine or business or financia publication of general and regular circulation” from
coverage of the Act).

*® They rey on Lowe v. Securities and Exchange Comm’n, 472 U.S. 181 (1985), which
held that the publisher exception, in concert with the legidative history of the Act, indicates that
meaning of “investment adviser” cannot include those who do not provide personalized advice
directly to clients. The Court held: *Aslong as the communications between petitioners and
their subscribers remain entirely impersonal and do not devel op into the kind of fiduciary,
person-to-person relationships that were discussed at length in the legislative history of the Act
and that are characteristic of investment adviser-client relationships, we believe the publications
are, at least presumptively, within the exclusion and thus not subject to registration under the
Act.” 472 U.S. at 210.

7 1t is the position of the ratings agencies that they have been providing information to
the SEC over the years voluntarily, not pursuant to an examination requirement.
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cited their strong track record as proof.*”® Assuming that most companies are honest, however,
credit rating agencies will be correct in most cases without having to go much beyond the face of
financial statements. Their limited liability and their entrenched position of power means that
they do not have to go to additional lengthsin order to expose the outlier corporations that are
not being truthful.

Under the current system, credit rating agencies arguably act in many respects like
government agencies. In the March 20 hearing, Chairman Lieberman likened the role of the
rating agencies to the Food and Drug Administration: the FDA does not “let a drug go out on the
market . . . until [it has] gone over al sorts of investigations to guarantee it is safe, and then
doctors prescribe the drug, people useit in reliance on that. To some extent, we have asked [the
credit rating agencies] to play . . . asimilar role with regard to corporations.”*” Aswith drug
companies and FDA approval, corporations wishing to issue debt need ratings in most instances.
But unlike FDA, which is accountable to Congress, the raters answer to no authority. In addition,
unlike a government agency, they profit from every transaction they rate, thereby reaping the
benefits of the capital markets without risking any capital.

Some have suggested replacing credit ratings required in regulation and statute with a
market indicator,”®® but no market indicators appear to be sufficiently reliable.”®* There have also
been suggestions that the credit rating agencies be subject to additional liability for their
actions.*® Other suggestions have been that government agencies — particularly the SEC —
exercise additional oversight over the credit rating agencies procedures and actions to ensure

48 Rating the Raters. Enron and the Credit Rating Agencies, Hearing Before the Senate
Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 170.

419 I1d. at 30.
“%0 Partnoy, note 369 above, a 705.

“81 Rating the Raters: Enron and the Credit Rating Agencies, Hearing Before the Senate
Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 144-45
(Statement of Jonathan Macey, Professor, Cornell University Law Schooal).

“82 Partnoy, note 369 above, a 710-11; see also Comments of the Investment Company
Institute in the Matter of File No. S7-33-97, Proposed Definition of Nationally Recognized
Statistical Ratings Organization, dated March 2, 1998 (“IClI NRSRO Comments’) (suggesting
that the Rule 436 exemption afforded NRSROs from liability under Section 11 of the Securities
Act of 1933 be removed). The problem with this suggestion, of course, isthat to the extent that
credit ratings are constitutionally protected by the First Amendment, thereis no way to impose
additional liability in the courts beyond the applicable actual malice standard short of a
constitutional amendment.
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diligence and thoroughness.** In fact, at the March 20 hearing, then SEC Commissioner Hunt
testified that the SEC planned to “ engage in a thorough examination, which may include
hearings, to ascertain facts, conditions, practices and other matters relating to the role of rating
agenciesin the U.S. securities markets. . .. Webelieveit is an appropriate time and in the public
interest to re-examine the role of rating agenciesin the U.S. securities markets.”*® In addition,
the Sarbanes-Oxley Act requires the SEC to conduct a study into the role and function of credit
rating agencies in the securities market, including a consideration of any impediments to their
accurate appraisal of the financial resources or risks of the issuers of securities that the agencies
rate.*®

The SEC has not finished this process, but Committee staff recommendsthat the SEC, in
consultation with other agencies that use the NRSRO designation in their regulaions —
particularly banking agencies — set conditions on the NRSRO designation through additional
regulation. Those conditions should include imposing a set of standards and considerations that
the rating agencies must use in deriving their ratings, such as accounting issues. In addition, the
SEC should dso require alevel of traning for analysts working for credit rating agencies,
including training as to the information contained in the periodic filings with the SEC and other
government agencies that oversee companies in the particular sector each analyst is assigned to
aswell astrainingin basic forensic accounting. The SEC should monitor the compliance with
these requirements, and in the event of afuture corporate meltdown such as Enron, the SEC
should investigate to ensure that the ratings were derived i n accordance with those standards. If
the public and the government isto rely on the ratings of these agencies, and give them legal
force, then it must ensure that they are the product of diligent and effective analysis. Meaningful
SEC oversight is the best way to ensure such an outcome.

83 See Rating the Raters: Enron and the Credit Rating Agencies, Hearing Before the
Senate Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 146
(Statement of Jonathan Macey, Professor, Cornell University Law School); ICI NRSRO
Comments, at note 482 above.

“8 Rating the Raters: Enron and the Credit Rating Agencies, Hearing Before the Senate
Governmental Affairs Committee, 107" Cong., S. Hrg. 107-471 (March 20, 2002) at 137.

“ Pub. L. No. 107-204 § 702.
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