


Lombard Street 
 
 
 

© 2009. Copying, reprinting, or distributing this article is forbidden by anyone other than the publisher or author. 36 

 

Examining Reform Proposals for the Credit 

Rating Industry 

Raymond W. McDaniel† 

 

 

The recent market crisis exposed numerous vulnerabilities in the infrastructure of the global financial 

system that had severe and reverberating consequences.1  Important lessons for credit rating agencies 

and other market participants have emerged from the rapid and dramatic market changes.   

During the past 18 months, Moody’s has reached out to market participants and policymakers globally for 

feedback regarding the utility of our ratings and ratings system.  We have used that feedback, lessons 

learned from the recent market crisis, and our own deliberations to adopt a wide range of measures to 

enhance the quality, independence, and transparency of our credit ratings and the rating process.2  These 

enhancements build on Moody’s existing practices and processes through which we continually seek to 

ensure the integrity and credibility of our ratings. 

We believe, however, that beyond our own internal efforts, thoughtful action by legislators, regulators 

and other market participants can play a critical role in reinforcing high quality ratings and improving 

market transparency without intruding on the independence of rating opinion content.   

Numerous reform proposals are now the subject of vigorous public debate.  We believe that some – such 

as increasing transparency in the ratings process or reducing the use of credit ratings in regulation – likely 

will have a positive impact.  We are concerned, however, that other proposed measures do not address 

the more fundamental vulnerabilities in the credit market and ultimately could, if implemented, end up 

reducing transparency and the availability of diverse, independent opinions in the market.   

Fragmentation of financial regulation is also increasingly a threat to achieving globally agreed upon goals 

for reform in the credit rating industry.3  Inconsistencies and contradictions in regulation are beginning to 
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1
  Some of these weaknesses include exceptional leverage and business models that relied on secondary markets for liquidity 

of complex instruments in periods of stress; the interaction of asset valuation and capital; insufficient risk management 
practices; interlinked market participants; and limited transparency. 

2
  See our update to Strengthening Analytical Quality and Transparency, which we began publishing in August 2008 and 

continue to update.  It is available on moodys.com. 

3
  See, e.g., G-20 Declaration, April 2009, available at www.g20.org, and the International Organization of Securities 

Commissions (IOSCO) Code of Conduct Fundamentals for Credit Rating Agencies, revised May 2008, available at 
www.iosco.org. 
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discussions regarding fees with issuers.  Mandatory public disclosure of fees received from each rated 

entity could undermine our efforts to prevent analysts’ judgment from being influenced by knowledge of 

how much revenue particular issuers contribute to Moody’s aggregate revenues.  Mandatory disclosure 

of rating fees also could inadvertently raise antitrust issues.   

2. Regulatory Oversight 

Moody’s generally supports provisions in the U.S. House of Representatives’ recently published 

Discussion Draft, “Accountability and Transparency in Rating Agencies Act” (Discussion Draft), to enhance 

the oversight of all Nationally Recognized Statistical Rating Organizations (NRSROs), including the 

proposal to establish an office within the Securities and Exchange Commission (SEC) to oversee the credit 

rating industry.  Such a dedicated office, staffed by individuals with expertise in the credit rating industry, 

would increase the focus of regulatory oversight and ensure that the interests of all market participants 

are well protected.  Moody’s also supports legislative language that would clarify the SEC’s ability to apply 

fines or sanctions to NRSROs that fail to meet regulatory requirements, as this would help to 

promote accountability for credit rating agencies.  Finally, we welcome requirements for all NRSROs to 

establish governance procedures that appropriately manage conflicts of interest.  Moody’s already has 

such procedures in place, but enacting such a requirement would help restore confidence in our industry 

by ensuring that all NRSROs have appropriate governance mechanisms.    

3. Credit Ratings in Regulation 

Moody’s has long been concerned about the regulatory use of ratings,4 and the rapid and dramatic 

market changes over the last two years have only reinforced our belief that it can produce adverse 

consequences.  Specifically, we believe that the use of ratings as a regulatory tool for oversight of 

regulated entities can adversely affect the behavior of market participants, encourage both over-reliance 

on ratings and rating shopping, and reduce incentives for rating agencies to compete based on the quality 

of ratings.  We therefore strongly support efforts to remove references to credit ratings in regulation.  We 

recognize, however, that in light of current market conditions, eliminating or reducing ratings-based 

criteria should be pursued judiciously as financial markets continue to show signs of weakness.  

4. Governance 

Moody’s supports the concept of oversight by an independent board of directors.  Eight of the nine 

directors on the Moody’s Corporation Board are independent directors, as defined by the New York Stock 

Exchange (NYSE).  We also support having the board provide oversight with respect to procedures and 

policies.  From a governance point of view, we believe it can be healthy for boards to have such input and 

                                                           
4
  See, e.g., Moody’s Investors Service Comment Letter to the SEC re References to Ratings of Nationally Recognized Statistical 

Rating Organizations, File S17-11-09 (September 8, 2009), available on moodys.com, and the Moody’s publications 
referred to in it.  
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that our board members have the appropriate skill set to succeed at this type of oversight.  We also 

believe that a separate committee of independent directors within the board may be the best way to 

accomplish this goal.  Audit Committees may serve as a good model for forming a committee charged 

with the oversight of rating policies and procedures. 

However, it could undermine ratings quality to require the Board, as some have proposed, to provide 

oversight with respect to the content of methodologies – a role that is currently filled at Moody’s 

Investors Service by our independent Credit Policy Group.  Implementing a proposal like this would 

replace the judgment of a large body of full-time experts in credit analysis with, at best, a small body of 

part-time experts in credit analysis and, therefore, we question how it would strengthen the quality of 

ratings.   

5. Liability  

Liability for credit ratings has been the subject of much discussion in recent months, seemingly based on 

the misguided belief that credit rating agencies are somehow “immune” from lawsuits. This, of course, is 

not the case. 

No less than any other market participants, credit rating agencies have potential liability, for example, if 

they knowingly make false statements, engage in fraudulent conduct, or issue opinions that they do not 

genuinely hold.  Moody’s and other credit rating agencies are in fact being sued at this moment in 

numerous cases in federal and state courts around the United States.  So, under the existing law, there is 

already substantial accountability. Courts agree, however, that, given the specter of unlimited liability, 

and the public interest in having independent rating opinions, credit rating agencies should not be subject 

to potential liability simply because some disagree with an assigned rating, or because of honest errors of 

judgment.   

Measures that would create new standards of liability could have a significant negative impact on 

markets.  It is a rating agency’s task to make unbiased and often unpopular observations, and it is in the 

nature of the business that our opinions about the future (which are not statements of fact) often are not 

welcomed – either by the issuers, the underwriters, or the current holders of the issuer’s securities.  At 

any time, therefore, some market participants are likely to be unhappy with, and eager to contest, what 

they perceive as the “rightness” of a particular rating.   

Any change in the legal regime that exposes rating agencies to greater liability is likely to result in a 

significant increase in threatened and actual litigation, much of it driven by mere disagreement with 

rating opinions.  Indeed, litigation pursued against rating agencies historically has come from issuers 

seeking to use the courts to coerce agencies into issuing higher ratings or refraining from taking negative 

rating actions. This could lead credit rating agencies to avoid publishing controversial opinions and 

instead to issue ratings that tend to conform to market sentiment.  This would clearly be an unintended 

and undesirable consequence of any reform recommendations as it would quash diversity of opinions 




