
 
 
 

1 
 

CREDIT RATING AGENCIES: THEIR ROLE IN THE 
FINANCIAL CRISIS AND THE REGULATORY PRICE THAT 

THEY MUST NOW PAY 

Paul C. Roberts, Esq. 

December 1, 2009 

 

I. INTRODUCTION 

Nationally Recognized Statistical Rating Organizations (“NRSROs”), commonly referred 
to as rating agencies, have been among the most vilified during this ongoing financial crisis.  The 
extreme reliance on ratings by market participants and the part that such ratings played in the 
collapse, has resulted in a resounding clarion call for tougher regulation of NRSROs (some have 
even called for the elimination of references to credit ratings altogether).  The United States 
Securities and Exchange Commission (the “SEC”) and the House Financial Services Committee 
have been very active over the past several months in proposing tougher and more 
comprehensive regulatory oversight of NRSROs. 

 
This paper will discuss: (i) NRSROs and their role in the credit crisis; (ii) early regulation 

of NRSROs and the Credit Rating Agency Reform Act of 2006; and (iii) recent regulatory 
initiatives aimed at NRSROs.    

  
II. THE RATING AGENCIES AND THE CREDIT CRISIS 

 
There are three major NRSROs in the United States: Standard & Poor’s Ratings Services, 

Inc. (“S&P”), Moody’s Investor Service, Inc. (“Moody’s) and Fitch, Inc. (“Fitch”).  The ratings 
that these agencies assign to any type of financial instrument is, at least in theory, an assessment 
as to the likelihood of the obligor defaulting.1  The higher the rating (e.g. “AAA” ), the less 
likely that a default will occur.2  The lower the rating (e.g. “CCC”), the more likely that a default 
will occur. It is not surprising that the proposed regulatory reforms call for increased competition 
in the NRSRO market as S&P, Moody’s and Fitch account for 96% of outstanding structured 
finance ratings and 98% of all outstanding ratings issued by SEC-recognized agencies.3 

 
The credit crisis that began in the summer of 2007 and continues as of the date of this 

paper is extremely complex and widespread.  Many commentators on the crisis have pointed to 
the stratospheric default rates in the subprime mortgage market as the catalyst for the economic 
meltdown.4  These massive defaults caused a domino effect in the securitization market in 
particular and in the financial markets generally.  The problem stemmed from the fact that many 
of the now infamous collateralized debt obligation (“CDO”) transactions were backed by 
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residential mortgage-backed securities (“RMBS”) which in turn were backed by subprime 
mortgages.  This complex, interconnectedness was not realized by most investors in CDO and 
RMBS transactions and as a result, they were unaware of the riskiness of their investments.5  The 
financial markets, in turn, could not price these securities and this, coupled with financial 
uncertainty, resulted in a complete contraction of the markets.6 

 
Federal and state regulators, “watchdog” groups, market participants, news media and 

even people on “Main Street,” just to name a few, have pointed fingers of blame at those on Wall 
Street who participated in structuring and selling CDO securities and RMBS, as well as those on 
the local level, such as fraudulent mortgage loan originators.  Among those on Wall Street who 
have taken considerable criticism are the NRSROs who provided credit ratings for the 
securities.7  There has been a general consensus among observers and commentators that the 
failure of NRSROs to properly rate structured finance securities is due to: (i) conflicts of interest, 
(ii) lack of independent verification of information and (ii) faulty and inaccurate quantitative 
models.8   

 
The three major rating agencies—S&P, Moody’s and Fitch—all have business models 

that are based on an “issuer pays” concept.  That is, the agencies are paid for their ratings by the 
issuers of the securities and this accounts for approximately 90-95% of their annual revenues.9   
It is clearly evident that this business model has a glaring conflict of interest issue and this has 
been a central target of NRSRO critics.  This conflict was laid brutally bare in the Congressional 
testimony of a former executive at Moody’s: 
 

[A] large part of the blame can be placed on the inherent conflicts of interest found in the 
issuer-pay business model and on rating shopping by issuers of structured securities.  A 
drive to maintain or expand market share made the rating agencies willing participants in 
this shopping spree…Originators of structured securities typically chose the agency with 
the lowest standards, engendering a race to the bottom in terms of rating quality.10 
 

The statistical data strongly backs up the statements made by the former Moody’s executive, as 
evidenced by the massive downgrades of structured finance securities over the past two years.  It 
is not difficult to conclude that the NRSROs may have allowed their ratings to be compromised 
(low quality of ratings) due to this conflict of interest.11 
 
 The NRSROs have also been criticized for their lack of independent verification of 
information received from third parties where such information was used to issue ratings for 
structured finance securities.  It is normal practice for the NRSROs to rely exclusively on issuers 
and underwriters with respect to the provision of information regarding the underlying assets of 
structured finance securities.12  This type of reliance on “interested” third parties is dangerous as 
the information source is not independent and thus the information provided could be biased.13  
The NRSROs assert that they do not have an obligation to independently verify information 
received from issuers and underwriters as they are only providing “opinions” as to the credit 
quality of the securities.14     
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 Lastly, the total reliance by the NRSROs on faulty and inaccurate quantitative models has 
been a major focal point.  The unprecedented growth of CDOs and RMBS led the NRSROs to 
develop very complex quantitative models that were used to “analyze, evaluate and determine 
the quality of the underlying assets’ cash flows and thus the securities’ risk.”15  The fundamental 
problem is that extreme reliance on “flawed” models results in skewed, unreliable ratings.16  One 
of the main flaws in these models was their reliance on historical housing data of mortgage 
default and foreclosure frequency rates.17  Other flaws in the models were the assumptions that 
home prices would increase in value and the failure to “factor in the risk associated with the 
mortgage originators and their questionable practices on the overall risk of the underlying 
mortgage pool.”18      
 

III. EARLY REGULATION AND THE CREDIT RATING AGENCY REFORM ACT 
 

The term “NRSRO” first came into use in 1975 when the SEC introduced the concept as 
part of the amendments to the broker-dealer net capital rule under the Securities Exchange Act of 
1934.19  The net capital rule sets forth the minimum capital requirements for broker-dealers and 
provides for a determination of asset valuation by broker-dealers in computing regulatory net 
capital.20  With the introduction of NRSROs, a system was instituted to distinguish between 
different types of debt securities, in terms of risk, and thus more accurately value assets (e.g. the 
more risky the asset, the lower the rating and the higher the discount—resulting in less 
attribution to capital).  This was a very significant point in the history and development of credit 
ratings as this resulted in an increased reliance by regulators on ratings.21 

 
 Interestingly, the creation of NRSROs by the SEC, did not result in any type of 
substantive regulation.  The SEC did not even adopt a definition of NRSRO.22  In fact, the only 
regulation of the credit rating agency market was the NRSRO designation process which was 
controlled by the SEC.23  This process consisted of an application to the SEC by a credit rating 
agency and if the application was approved, a “no-action letter” would be given and the ratings 
given by such agency would be accepted as those of an NRSRO.24  The criteria for NRSRO 
designation was unclear and the rationale supporting the SEC’s decision-making process lacked 
transparency.25  Additionally, the timeframe for a decision was often very lengthy.26 
      
 The early 2000s witnessed the implosion of several large, prominent, well-rated 
companies.  Some of the more notable, recognizable names included Enron and WorldCom.  The 
demise of these companies caused Congress to focus on the role of the largely unregulated 
NRSROs and this resulted in the passage on September 29, 2006 of the Credit Rating Agency 
Reform Act (the “CRARA”).27  In June 2007, the operative provisions of the CRARA became 
effective when the SEC adopted implementing rules with respect to the registration and oversight 
of credit rating agencies that apply for, and are granted, NRSRO status.28  The primary, 
overarching purposes of the CRARA were to: (i) increase accountability of NRSROs29, (ii) 
tighten oversight of the NRSROs to prevent such massive company failures in the future30 and 
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“improve ratings qualities for the protection of investors and in the public interest by fostering 
accountability, transparency and competition in the credit rating industry.”31 
 
 The passage of the CRARA was a critical step in creating an initial regulatory framework 
for NRSROs.  As discussed above, the prior “no-action letter” process for determining NRSRO 
status was vague and lacked specificity.  Additionally, many of the issues in the credit rating 
agency market could not be addressed by the SEC as the agency had been limited by a lack of 
statutory authority.32  Not only did the CRARA define more clearly the SEC’s authority over  
NRSROs, but it also established a clear, standardized process for achieving NRSRO 
designation.33  Furthermore, the CRARA was also designed to minimize the barriers to entry into 
the market and create more competition among credit rating agencies in what was a very  
concentrated industry.  Prior to the enactment of the CRARA, a major roadblock for new 
competitors who wanted to enter the industry was the requirement that the rating agency be 
nationally recognized in order to be granted NRSRO status.34  Ironically, the argument for 
increased competition was that the performance among the credit rating agencies would improve 
and that the ratings would be more accurate and credible.35 
 
 In terms of the new application process set forth in the CRARA, an NRSRO applicant 
must provide performance measurement statistics, procedures and methodologies for deriving its 
credit ratings, conflicts of interest and policies for managing such conflicts of interest.36  The 
applicant must also have been in business for three consecutive years and provide written 
certifications from at least ten “qualified institutional investors” representing that they have used 
the applicant’s credit ratings for the preceding three years.37  With respect to conflicts of interest, 
the CRARA gives the SEC the power to prohibit an NRSRO from issuing ratings for a client 
who provides more than 10% of its net revenue or an NRSRO downgrading or threatening to 
downgrade a current security if it does not receive the issuer’s business on another transaction.38   
 
 Although the CRARA provided regulation to a previously unregulated industry, it was 
blatantly lacking in a number of areas.  Under the CRARA, the SEC is granted the authority to 
ensure that when an NRSRO rates securities, it utilizes only those procedures and criteria that are 
disclosed either in its application or in other documentation mandated by the SEC.39  However, 
the CRARA severely limited the SEC’s oversight ability by specifically restricting the agency 
from regulating “the substance of credit ratings or the procedures and methodologies by which 
any NRSRO determines credit ratings.”40  This appears to be somewhat counterproductive and 
contradictory as one of the goals of the CRARA was to address challenges to the independence 
and reliability of credit ratings.41  The provisions of the CRARA provided some teeth to the 
SEC’s regulatory power, but the effectiveness is negated since the SEC is unable to opine with 
respect to the substance of the ratings or the substance of the procedures and methodologies.  As 
a result, the SEC cannot determine as to whether or not a rating is truly unbiased and 
independent.42  Furthermore, the CRARA insulates the NRSRO’s from any potential litigation by 
not providing for any private right of action.43  Not surprisingly, the rating agencies supported 
the CRARA because of these limitations.44  This certainly calls into question the effectiveness of 
the CRARA in terms of creating a regulatory regime of accountability for the NRSROs.    
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IV. LEGISLATIVE AND REGULATORY INITIATIVES 

 
 The crisis in the financial markets spurred Congress and the SEC to reexamine the 
CRARA in an effort to determine where the legislation fell short and come up with solutions to 
these apparent regulatory failures.  On June 16, 2008, the SEC, in the first of three related 
actions, proposed a series of amendments to the existing NRSRO rules.45  These proposed 
amendments were “designed to address concerns about the integrity of [the NRSROs’] credit 
rating procedures and methodologies in the light of the role they played in determining credit 
ratings for securities collateralized by or linked to subprime residential mortgages.”46  The 
second action taken by the SEC also occurred on June 16, 2008.  This action set forth a proposal 
for a new rule that would require NRSROs to “distinguish their ratings for structured finance 
products from other classes of credit ratings by publishing a report with the rating or using a 
different rating symbol.”47  The third SEC action was a proposal to amend certain rules under the 
Securities Exchange Act of 1934, Securities Act of 1933 and Investment Company Act of 1940 
that would end the use of NRSRO credit ratings in the rules.48  The proposed rule amendments 
under this third action were “designed to address concerns that the reference to NRSRO ratings 
in Commission rules and forms may have contributed to an undue reliance on NRSRO ratings by 
market participants.”49  The proposals of these three SEC actions were to serve the following 
purposes: “(i) enhance the disclosure and comparability of credit ratings performance statistics; 
(ii) increase the disclosure of information about structured finance products; (iii) require more 
information about the procedures and methodologies used to determine credit ratings for 
structured finance products; (iv) strengthen internal control processes through reporting 
requirements; address conflicts of interest arising from the process of rating structured finance 
products; and reduce undue reliance in the Commission’s rules on NRSRO ratings, thereby 
promoting increased investor due diligence.”50 
 
      On February 2, 2009, the SEC adopted a majority of the rule proposals from the first 
action (discussed above).51  According to the SEC release, the new requirements are “intended to 
increase the transparency of the NRSROs’ rating methodologies, strengthen the NRSROs’ 
disclosure of ratings performance, prohibit the NRSROs from engaging in certain practices that 
create conflicts of interest, and enhance the NRSROs’ recordkeeping and reporting obligations to 
assist the Commission in performing its regulatory and oversight functions.”52  Apparently, these 
proposed amendments were taken very seriously by market participants as the SEC, according to 
the release, received 61 comment letters.53  As a result, there were significant revisions to the 
proposed rules that are reflected in the amendments.  Furthermore, due to the volume of 
comments, the second and third actions were not finalized in this release and certain of the 
proposed rules from the first action were left open for additional public comment.  In summary, 
the rule amendments will require an NRSRO to: (i) provide enhanced disclosure of performance 
measurements statistics and the procedures and methodologies used in determining credit ratings 
for structured finance products and other debt securities;54 (ii) make, keep and preserve 
additional records with respect to credit ratings rationales, changes in credit ratings and external 
communications in connection with credit ratings; (iii) make publicly available in electronic 
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format a random sample of 10% of the ratings histories of credit ratings paid for by the obligor 
being rated or by the issuer, underwriter, or sponsor of the security being rated in each class of 
credit ratings; (iv) furnish the SEC with a new annual report on all credit rating actions in certain 
credit rating classes; and (v) refrain from issuing or maintaining a credit rating in certain conflict 
of interest situations.55   
 
 While all of these amendments are noteworthy and provide greater transparency and 
regulatory oversight, perhaps the most significant of the amendments are with respect to conflicts 
of interest.  The SEC amended paragraph (c) of Rule 17g-5 to prohibit an NRSRO from issuing 
or maintaining a credit rating where: (i) the NRSRO made recommendations about the corporate 
or legal structure, assets, liabilities, or activities of the entity being rated or the issuer of the 
security; and (ii) the fee paid for the rating was negotiated, discussed or arranged by a person 
within the NRSRO who is involved in the credit rating approval process or the credit rating 
methodology process.56 
 
 As mentioned above, the second and third SEC actions which contained additional rule 
proposals with respect to changes in the rating symbols for structured finance products and 
amendments to reduce SEC rule reliance on NRSRO ratings, were not finalized and are still open 
for public comment.  Additionally, as previously mentioned, certain of the rule proposals 
contained in the first action were not finalized and remain open for public comment.  One of 
these proposals includes a requirement that NRSROs make publicly available the information 
that was utilized to determine or monitor the rating of a structured security.57  This proposal 
would require: (i) the NRSRO to inform other NRSROs that it was rating the security; (ii) the 
issuer, sponsor or underwriter to represent that it was providing the same information to other 
NRSROs in order for them to determine a rating; and (iii) NRSROs to annually certify how they 
are using information they receive from other NRSROs in connection with structured finance 
products.58   
 
 Not to be outdone, the Treasury Department also chimed in on the issue of NRSRO 
regulation by releasing, on July 10, 2009, the proposed “Investor Protection Act of 2009.”59  In 
its press release, the Treasury Department stated: 
 

Continuing its push to establish new rules of the road and make the financial system more 
fair across the board, the Administration today delivered proposed legislation to Capitol 
Hill to increase transparency, tighten oversight, and reduced reliance on credit rating 
agencies.  The legislation would also work to reduce conflicts of interest at credit rating 
agencies while strengthening the Securities and Exchange Commission’s authority over 
and supervision of rating agencies.  In recent years, investors were overly reliant on credit 
rating agencies that often failed to accurately describe the risk of rated products.  This 
lack of transparency prevented investors from understanding the full nature of the risks 
they were taking.  The Administration’s legislation would tighten oversight of credit 
rating agencies, protect investors from inappropriate rating agency practices, and bring 
increased transparency to the credit rating process.60 
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The proposed legislation addresses the issues of (i) conflicts of interest; (ii) transparency and 
disclosure; (iii) SEC authority and supervision; (iv) reduction of reliance on NRSROs; and (v) 
SEC actions on NRSROs.61  The more significant rules contained in the proposed legislation 
include: (i) NRSROs would be restricted from providing consulting services to companies for 
which they provide ratings; (ii)  NRSROs would be required to disclose fees paid by issuers (as 
well as the total amount of fees paid by issuers for the prior two years); (iii) require an issuer to 
disclose all preliminary ratings from different NRSROs so that investors, as part of their due 
diligence, can determine as to whether any “ratings shopping” has occurred and whether there 
were any discrepancies with the final rating; (iv) require NRSROs to use unique symbols in 
order to identify structured products; (v) establishing a dedicated office within the SEC for 
NRSRO supervision; and (vi) mandatory registration for all credit rating agencies.62  Oddly, one 
of the most significant pieces of the proposed legislation was omitted from the press release—the 
requirement that NRSROs issue ratings that are derived using models that are approved by a 
board of NRSROs.63   
 
 The SEC followed up its February 2009 release of final rules with an open meeting on 
September 17, 2009, to discuss ways in which to strengthen regulatory oversight of NRSROs.  
During the meeting, the SEC voted unanimously to implement final rules that would further 
strengthen the regulatory framework for NRSROs.64  The rules approved in the meeting include: 
(i) enable unsolicited ratings for structured finance products by ensuring access to information 
for all NRSROs;65 (ii) require annual compliance reports related to potential conflicts of interest; 
(iii) amend SEC rules and regulation to remove certain references to NRSROs’ credit ratings; 
(iv) require additional disclosure regarding whether “ratings shopping occurred; and (v) require 
NRSROs to publicly disclose, online, their history of ratings actions for any rating that the 
NRSRO initially made as of June 26, 2007.66   
 
 Congress finally threw its hat into the NRSRO regulation ring on October 28, 2009.  On 
that date, the House Financial Services Committee passed H.R. 3890, the Accountability and 
Transparency in Rating Agencies Act (the “ATRAA”), which was introduced by Congressman 
Paul E. Kanjorski (D-PA), Chairman of the House Financial Services Subcommittee on Capital 
Markets, Insurance, and Government Sponsored Enterprises.  In the House press release, 
Chairman Kanjorksi stated: 
 

The Accountability and Transparency in Rating Agencies Act aims to curb the 
inappropriate and irresponsible actions of credit rating agencies which greatly contributed 
to our current economic problems.  This legislation builds on the Administration’s 
proposal and takes strong steps to reduce conflicts of interest, stem market reliance on 
credit rating agencies, and impose a liability standard on the agencies.  As gatekeepers to 
our markets, credit rating agencies must be held to higher standards.  We need to 
incentivize them to do their jobs correctly and effectively, and there must be 
repercussions if they fall short.  This bill will take such steps.67  
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The bill, if passed, would require each NRSRO or its parent entity to have one-third of its board 
of directors who are independent directors and whose compensation is not tied to or based on the 
performance of the NRSRO.68  The independent directors would also be required to oversee (i) 
the policies and procedures for determining credit ratings; (ii) the policies and procedures with 
respect to conflicts of interest; and (iii) the internal control system with respect to the policies 
and procedures for determining credit ratings.69  The ATRAA would also require SEC 
rulemaking that would require: (i) the use of proper rating methodologies;70 (ii) provision of 
information to investors to help them better understand the ratings;71 (iii) notification to investors 
and issuers of the models used by the NRSRO and updates or changes in the model versions;72 
and (iv) each NRSRO to use credit rating symbols that distinguish credit ratings for structured 
products from credit ratings for other products.73  The most far reaching and drastic proposed 
change to the current NRSRO regulatory landscape that is contained in the ATRAA is the ability 
of individuals to bring private actions against the NRSROs.74  Currently, the NRSROs are 
effectively protected from lawsuits based on a statutory exemption from liability under Section 
11 of the Securities Act of 1933 and limitations on private rights of action in the CRARA.75  
Additionally, there are judicial decisions that have sided with the NRSROs’ claim that their 
ratings are merely “opinions” which are protected under the First Amendment.76 
                         

V. CONCLUSION 
 

It can be argued that the subprime mortgage crisis was the spark that ignited the fiery 
inferno that consumed the financial markets and caused the ongoing credit crisis.  The fact that 
subprime mortgages were so interconnected and interrelated with structured finance and 
derivatives products on Wall Street made the crisis exponentially worse.  There are many to 
blame as culprits in contributing to the contagion from which the financial markets are still 
suffering.  NRSROs have been placed high on the “guilty party list”. 

 
As a result, there has been a flurry of activity in Washington aimed at providing for 

stricter regulatory oversight of NRSROs.  The SEC has finalized rules and the House Committee 
on Financial Services has approved pending legislation directed squarely at NRSROs in an effort   
to ensure that NRSROs fully respect and understand their role as “gatekeepers” to the financial 
markets. 
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Bryant Burgher Jaffe & Roberts relationship attorney. 
 
 
This memorandum is intended only as a general discussion of these issues. It is not considered to be legal advice.  
We would be pleased to provide additional details or advice about specific situations. For additional information 
on this important topic, please feel free to call upon your Bryant Burgher Jaffe & Roberts relationship partner. 
 
No part of this publication may be reproduced, in whole or in part, in any form, without our prior written consent. 
 
© 2009 Bryant Burgher Jaffe & Roberts LLP.  All rights reserved. 
 
For further information on Bryant Burgher Jaffe & Roberts please visit  www.bbjrlaw.com +1 212‐967‐1800 


