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(1)

THE ROLE OF CREDIT RATING AGENCIES 
IN THE STRUCTURED FINANCE MARKET 

Thursday, September 27, 2007

U.S. HOUSE OF REPRESENTATIVES, 
SUBCOMMITTEE ON CAPITAL MARKETS, 

INSURANCE, AND GOVERNMENT 
SPONSORED ENTERPRISES, 

COMMITTEE ON FINANCIAL SERVICES, 
Washington, D.C. 

The subcommittee met, pursuant to notice, at 2:07 p.m., in room 
2128, Rayburn House Office Building, Hon. Paul E. Kanjorski 
[chairman of the subcommittee] presiding. 

Present: Representatives Kanjorski, Ackerman, Sherman, Baca, 
Lynch, Marshall; Pryce, Castle, and Manzullo. 

Chairman KANJORSKI. The subcommittee will come to order. This 
hearing of the Subcommittee on Capital Markets, Insurance, and 
Government Sponsored Enterprises will take up the question of 
oversight of the mortgage credit market by the reporting agencies. 
First, I will give my opening statement, and then we will go down 
the line to all Members who wish to make an opening statement. 

We meet this afternoon to examine a complex but familiar 
issue—the performance and oversight of credit rating agencies. To-
day’s hearing also furthers our investigations into the recent credit 
crunch that occurred in our capital markets and focuses on the role 
of credit rating agencies in engineering and grading structured fi-
nance products. 

A strong, robust, free market for trading debt securities relies on 
the independent assessments of financial strength provided by 
credit raters, entities like Moody’s, Fitch, and Standard & Poor’s. 
When a company or a debt instrument blows up in our capital mar-
ket, critics will often raise concerns about the failures of rating 
agencies to warn investors, as was the case after WorldCom’s bank-
ruptcy, Enron’s insolvency, New York City’s debt crisis, Wash-
ington Public Power Supply System’s default, and Orange County’s 
collapse. In recent weeks, many marketplace observers have again 
criticized the accuracy of credit rating agencies in anticipating 
problems with debt instruments like mortgage-backed securities 
and collateralized debt obligations, or CDOs. 

As part of the Sarbanes-Oxley Act, Congress required the Securi-
ties and Exchange Commission to study the performance of rating 
agencies. Congress then used this report to inform its debates 
about how best to register and oversee the work of nationally rec-
ognized statistical rating organizations. Ultimately we approved 
the final version of the Credit Rating Agency Reform Act on the 
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House Floor exactly 1 year ago today, and it became law a short 
while later. 

Throughout these debates, my fellow House Democrats and I in-
sisted that the new legislation contain quality controls, which the 
final version did. The new law, therefore, permits the Commission 
to hold the rating agencies accountable for producing credible and 
reliable ratings and following their internal policies. It also allows 
the Commission to prohibit or mitigate conflicts of interest. It fur-
ther provides the Commission with the power to examine the finan-
cial wherewithal and management structures of approved credit 
raters. 

Additionally, we have seen tremendous growth in our structured 
finance markets in recent years. For example, the global sale of 
CDOs tripled between 2004 and 2006 to stand at $503 billion. 
These CDOs, a financial instrument first engineered by Drexel 
Burnham Lambert, have also grown increasingly complex. Because 
history has a way of repeating itself, I am not surprised that the 
ghosts created by Drexel are with us today. 

To help investors cut through the complexity of CDOs, the major 
rating agencies have expanded their services to evaluate these 
products in terms of their likelihood for defaults. Their investment-
grade stamp of approval helped to provide credibility for the CDOs 
that had the toxic waste of liars’ loans and problematic subprime 
products buried deep within the deal. In return, the rating agencies 
also made great sums of money from issuers. 

To me, it appears that none of the parties that put together or 
purchased these faulty home loans, packaged them into mortgage-
backed securities, and then divided these securities into tranches 
and repackaged them into CDOs, CDOs squared, and CDOs cubed, 
had any skin in the game. In the end it was a final investor left 
with this hot potato of prime debt and significant losses. In my 
view the rating agencies helped to create this Lake Woebegone-like 
environment in which all of the ratings were strong, the junk 
bonds good-looking, and the subprime mortgages above average. In 
reality, however, we now know that they were not. 

That said, the conundrum facing the rating agencies is much like 
the conundrum facing Fannie Mae and Freddie Mac. Even though 
the securities issued by the two government-sponsored enterprises 
explicitly indicate that they are not backed by the full faith and 
credit of the United States, many investors believe otherwise. Simi-
larly, even though rating agencies only calculate the likelihood of 
default, many investors believe that these grades measure the fi-
nancial strength of the underlying instrument. 

Past cases of criticism about the failure of the rating agencies to 
detect faults generally focused on a single issuance or issuer. In 
this most recent case, however, these financial failures seem to 
have been much more pervasive; they occurred across a class of fi-
nancial product. As a result, I am very concerned about systemic 
failures within the rating agencies themselves and the potential for 
a systemic failure within our global capital markets. I hope to ex-
plore these issues today. 

As we proceed on these matters, I also want to assure everyone 
that I have not yet reached any conclusions. That said, we may ul-
timately decide that we need to revisit last year’s law and improve 
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upon the quality controls adopted within it. Some of the policy op-
tions that we could consider include requiring more disclosure for 
rating agencies like those required of auditors, instituting rotations 
in raters like auditors, altering the methods by which raters re-
ceive compensation, mandating simultaneous disclosure of non-
public information to all Commission-registered raters, improving 
the transparency of underlying debt products, and forcing a delay 
in allowing complex products like CDOs to come to market so as 
to allow a deal to season in its performance. 

In closing, I look forward to a lively debate today. We have an 
excellent panel of witnesses with experience in credit ratings, valu-
ation, hedge funds and the securitization process. They also have 
a variety of views, and we will likely learn much from them. 

Ms. Pryce. 
Ms. PRYCE. Thank you, Mr. Chairman. Thank you for holding 

this hearing today. This is another important piece in a series of 
hearings to help us better understand the mortgage crisis our coun-
try is facing. 

The shockwaves have been felt everywhere across the country 
and throughout the world, but no State has been as impacted as 
my own home State of Ohio. Ohio’s foreclosure rates have increased 
138 percent since August of 2006, and the number of foreclosure 
filings has nearly quadrupled since 1995. There seems to be no end 
to this crisis. An estimated $14 billion in adjustable-rate mortgages 
are expected to reset in Ohio over the next 5 years, putting more 
homeowners at risk of foreclosure. 

Last week we looked at ways to help homeowners facing the 
prospect of foreclosures. Today we are here looking at one of the 
primary actors within the structured finance market. Rating agen-
cies and their credit risk assessments have become a cornerstone 
of our housing market, in particular as the amount of subprime 
mortgages in the market shot up from $35 billion in 1994 to $625 
billion in 2005. Mortgages sold into the secondary market are com-
bined, carved up, evaluated by the rating firms, and resold to Wall 
Street as asset-backed securities. This process has provided much 
liquidity into the housing market and helped drive the housing 
boom and the growth of the subprime market. 

As we look at all aspects of this crisis, we should be asking tough 
questions about the rating agencies’ role. They are uniquely posi-
tioned as monitors of the risk associated with different mortgage 
products. Their insight into how these risks have changed and how 
methodologies and ratings have changed to meet them will be in-
valuable to us; their open questions about the timing of lowering 
rating scores, whether original ratings appropriately reflected the 
credit risks presented by residential mortgage-backed securities, 
and whether the rating agencies adequately monitor previously 
issued ratings for structured finance products. 

Since June, 2,400 tranches of RMBS have been downgraded. This 
does not fit the model of recent history. Until 2006, upgrades out-
numbered downgrades, but we have seen a quick turnaround of 
this pattern. There is no doubt that the subprime mortgage boom 
of 2004, 2005, and even early 2006 was unlike anything we have 
ever seen before. We can learn much from rating agencies’ suc-
cesses and failures engaging that risk. 
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I want to thank our witnesses for testifying today and I look for-
ward to your testimony. Thank you. 

Chairman KANJORSKI. Mr. Ackerman. 
Mr. ACKERMAN. Thank you, Mr. Chairman. 
Much of the blame for the current economic mess can sure be 

placed on the shoulders of the subprime mortgage business. Too 
many brokers sold these complex and inherently risky financial 
products to people who had no business being approved for a black-
and-white TV loan, let alone a six-figure mortgage. A handful of 
these institutions even went so far as to offer mortgages with 
promises of, ‘‘no background checks,’’ and ‘‘no income verification,’’ 
and advertised in low-income areas saying that no one could be 
turned down for a loan. 

In my view, such business practices, very clearly designed to bait 
the hook with the American dream to entrap economically strapped 
and often less financially savvy customers into mortgages that they 
could not afford were not just irresponsible, but they were rep-
rehensible, if not criminal. 

But there is more blame to be apportioned. Loan originators took 
these junk mortgages, packaged them into securitizations, and then 
marketed the collateralized debt obligations, or CDOs, on the sec-
ondary mortgage market after absent transparency. We now know 
that credit rating agencies by their own admission assigned overly 
favorable ratings to many of these products. The why of it is very 
simple. Some of these firms were double-dipping. First they prof-
ited by helping the originators put these shady securities together, 
and then they collected fees for deliberately misrating these risky 
products at a higher value than they were worth. This is what the 
Arthur Andersens of the world did for the Enrons and the 
WorldComs. The credit raters helped put the Spam in the can, 
made it sizzle, and then they sold it as steak. As I noted at a hear-
ing earlier this month, that is not the free market at work; that 
is fraud. And fraud is a crime, not a correction. 

Now, nobody here today will argue that the ratings assigned by 
Moody’s or S&P’s are the sole factors that investors used when de-
ciding whether or not to purchase a securitization. In fact, many 
sophisticated investors voiced their concerns about CDOs products 
when the subprime lending spree hit its peak about 2 years ago. 
But nobody can deny that credit ratings played a major role in 
many investors’ decisions, and my concern here is not that Wall 
Street players lost money because good-faith credit ratings turned 
out to be bad estimates of risk; the outrage here is that the credit 
rating agencies colluded with loan originators and then consciously 
assigned overly favorable ratings and deliberately manipulated the 
market for their own greedy profit. 

Collusion and misrepresentation are not elements of a genuinely 
free market. It is the job of the Federal Government to protect the 
integrity of our markets. And as I said earlier this month, the com-
mittee, this committee, and this Congress, will not be passive spec-
ulators as banks, nonbank banks, and credit rating agencies use 
their control of information to fool investors into believing that a 
pig is a cow and a rotten egg is a roasted chicken. 

I am pleased that we have some witnesses from the credit rating 
agencies with us this afternoon, and I am hoping that their testi-
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mony will merit a Triple A rating. In light of the industry’s recent 
performance, something closer to a C, might be more likely ex-
pected. I would caution them that their forthrightness today about 
where their industry went wrong and what steps they are taking 
to ensure that unduly favorable ratings are not given to shaky fi-
nancial products in the future may determine their future earnings 
or losses. 

Thank you, Mr. Chairman. 
Chairman KANJORSKI. Thank you, Mr. Ackerman. 
The gentleman from Delaware, Mr. Castle. 
Mr. CASTLE. Mr. Chairman, I have no opening statement, but I 

congratulate you and the committee on a good list of witnesses and 
I look forward to the testimony. 

I yield back. 
Chairman KANJORSKI. Thank you, Mr. Castle. 
Mr. Sherman. 
Mr. SHERMAN. Thank you, Mr. Chairman. You are to be com-

mended for your Lake Woebegone reference, a reference to an idyl-
lic Minnesota town where the women are strong, the men are good-
looking, all the children are above average, and all the mortgage 
pools are investment grade. 

When we look at this crisis, we should expect borrowers to bor-
row. Many are optimistic about what will happen to real estate 
prices in their area, and they are optimistic as Americans are and 
should be about their own job prospects. Some were sold bad prod-
ucts or misled. But even with perfect information, borrowers are 
going to buy homes that they only have an 80 percent chance of 
really being able to afford. And, in fact, when we look at today’s 
subprime loans, even under bad conditions roughly 85 percent of 
the homebuyers are going to be able to keep their homes, and most 
of them couldn’t have bought those homes without some sort of a 
subprime loan. So we can’t blame borrowers for wanting an extra 
bedroom or wanting to be homeowners instead of renters, especially 
at a time when they saw all of these real estate values going up 
and all their friends becoming considerably more wealthy as a re-
sult of real estate value increases. 

We shouldn’t be surprised that intermediaries want to inter-
mediate. After all, they package the loans and sell them without 
recourse. And as long as they don’t get stuck with inventory on the 
shelf, they do quite well under any market circumstances. So we 
shouldn’t be surprised that investors will invest. After all, they are 
buying in a debt, basically a debt instrument. They are getting 100, 
150 basis points above the same rate that is available for equiva-
lent terms of government paper, and the rating agencies are say-
ing, ‘‘Hey, it is an A instrument.’’ 

So we have to look at the rating agencies and see why they 
missed. Borrowers were going to borrow, investors were going to in-
vest, but the rating agencies don’t have to give a high rate to every 
pool of mortgage debt. And I am told that rating agencies tended 
to look at the performance of prior pools. Well, a rising tide lifts 
all boats, so all boats must be aircraft or at least levitating hover-
craft if the tide is rising. 

It is pretty difficult, or often you don’t default on a loan in a ris-
ing real estate market even if you lose your job, because all of a 

VerDate 0ct 09 2002 16:44 Jan 08, 2008 Jkt 039541 PO 00000 Frm 00011 Fmt 6633 Sfmt 6633 K:\DOCS\39541.TXT HFIN PsN: TERRIE



6

sudden, if you have lived there for a few years, you have a lot of 
equity, and somebody will buy the house from you before you lose 
it in foreclosure. Heck, there are 17 mortgage brokers ready to loan 
you more because you have so much equity in spite of the fact that 
you lost your home. 

So you have to look not at—I mean, the first question is why so 
much rating was done looking at the past, looking at prior perform-
ance; and then, in particular, why you folks allowed and gave high 
grades to such low underwriting standards. Because it is only the 
underwriting standards that can protect investors if there is a de-
cline in nationwide employment, which, thank God, there really 
hasn’t been to a large degree, or a decline in real estate values. 

We don’t need rating agencies to tell us what to do in great 
times. We need rating agencies to tell us what instruments are in-
vestment grade if real estate values level off or even decline. What 
we have seen is you have given, or some of you have given, high 
ratings to stated income loans even when your own people called 
them ‘‘liars’ loans.’’ And you have given high ratings to pools that 
include what I call—I don’t know if a term has emerged in this 
area—teaser rate qualification. You go to the borrower and you 
say, hey, your interest rate is only 4 percent for the first 3 years, 
and then you go to the investors and say, that is a qualified bor-
rower because for the first 3 years, they can afford to make the 
payments. 

We need better—whether that requires a restructuring of the in-
dustry, or whether that just requires a change in your behavior, I 
don’t know, but I hate to think that teaser rate qualification and 
liars’ loans are going to find their way into pools that you folks give 
investment-grade ratings to, and I look forward to hearing—I am 
going to have to leave for part of this testimony, but I look forward 
to hearing much of what you have to say. 

Chairman KANJORSKI. The gentleman from Illinois, Mr. Man-
zullo. 

Mr. MANZULLO. I am looking forward to the testimony. 
Chairman KANJORSKI. Okay. The gentleman from Georgia, Mr. 

Marshall. 
Mr. MARSHALL. Thank you, Mr. Chairman. I would like to asso-

ciate myself with your opening statement; I found myself in com-
plete agreement. 

I am open-minded on this subject, though quite concerned. It is 
pretty obvious if you look at the system, the only two real weak 
points are the initial transaction that created the debt—and we 
may need a much more robust Truth in Lending Act if nothing 
else—and then the rating agencies. Those are the two really weak 
points. 

The rating agencies have failed us many times in the past. It 
seems to me that this committee must have looked at this problem 
before today many times. And you mention that legislation was 
passed last year designed to deal with it. 

I hope I don’t have to feel like I should have associated myself 
with Mr. Ackerman’s very entertaining opening statement, because 
where the substance is concerned, it is pretty damning. And if he 
is correct, some people need to go to jail. 
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Chairman KANJORSKI. Without objection, all Members’ opening 
statements will be made a part of the record. 

And without objection, the statements of the witnesses will be 
made part of the record, and will be recognized, after I introduce 
them, for 5-minute summaries of their testimony. 

The panel will consist of: Mr. H. Sean Mathis, Miller Mathis & 
Co., LLC; Mr. J. Kyle Bass, managing partner, Hayman Capital 
Partners, L.P.; Mr. Mark H. Adelson, Adelson & Jacob Consulting, 
LLC; Mr. Michael B. Kanef, group managing director, Asset Fi-
nance Group, Moody’s Investors Service; Ms. Vickie A. Tillman, ex-
ecutive vice president, Standard & Poor’s; and Dr. Joseph R. 
Mason, LeBow College of Business, Drexel University. 

First, we will hear from Mr. Mathis. 
Mr. ACKERMAN. Mr. Chairman, I would just like to exert the pre-

rogative of a homeboy here. We are fortunate to have among our 
expert witnesses today a gentleman with over 25 years of advisory 
and principal-side investing experience. Sean Mathis is the senior 
managing partner at Miller Mathis, an independent investment 
bank headquartered in my City of New York. He holds an MBA 
from the Wharton Graduate School of Business, has previously 
served as the president or chairman of any number of companies 
within the financial services industry, and has a proven track 
record of success within the financial markets. 

I had the opportunity to meet with Mr. Mathis a month or so ago 
regarding the role of credit rating agencies in the subprime crisis, 
and I was very impressed with his insight. I am sure that the 
members of our subcommittee will be equally impressed listening 
to his testimony along with the others. 

Thank you, Mr. Chairman. 

STATEMENT OF H. SEAN MATHIS, MILLER MATHIS & CO., LLC 

Mr. MATHIS. Mr. Chairman and members of the subcommittee, 
good afternoon. I would like to thank you for inviting me to testify 
here today in the matter of the role of credit rating industries in 
the structured finance market. I do so with regard to my experi-
ence and that of my colleague Julia Whitehead in connection with 
many companies and public entities we have worked with over the 
years whose pension arms have an intense interest in the topic be-
fore the subcommittee. 

In the wake of the subprime meltdown, we are facing perhaps 
the most serious crisis of confidence in our domestic and inter-
national financial market since the Great Depression. I submit, 
however, that the fallout would have never assumed these propor-
tions if it were not for the extension of ratings issued by our na-
tionally recognized statistical rating organizations to structured fi-
nance securities. 

In some ways it is easy to blame the rating agencies whose will-
ingness to attach investment-grade labels to untested, unproven, 
and, in many cases, deeply flawed structures allowed the incidence 
of these instruments to grow to enormous proportions, infiltrating 
the portfolios of even the most risk-averse investors. I believe, how-
ever, that the true culprit of the system that allowed NRSRO rat-
ings to become critical and an embedded part of the protections 
built into our capital markets, financial institutions, and pension 
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funds without sufficient or appropriate thought given to accom-
panying supervision or accountability. In an age of financial engi-
neering where complex, opaque, and off-exchange products have 
outpaced the ability of regulators to understand or control them, it 
is the failure to properly supervise the rating agencies that has 
brought the financial markets to their knees. 

For Congress, to focus on finding a villain is only part of the ef-
fort. If there is a legal or inappropriate behavior, these people can 
be dealt with in the legal process. In part, I really believe Congress’ 
focus should be on fixing the regulatory structure whose malfunc-
tion impeded the ability of our markets to function. 

In that vein I draw your attention to the following four points. 
First of all, there is nothing small or self-limiting about the current 
situation. Subprime is not the source of all evil, it is merely the 
first eruption of a disease which has been growing in structured fi-
nance for some time. Make no mistake, the pain that will be suf-
fered from collapses across the financial structured finance land-
scape will not merely be borne by well-heeled hedge fund managers 
or greedy, intemperate citizens looking to make a fast trade in a 
frothy housing market. The pain will be felt by regular people 
whose pension funds have been impaired by investments in gold-
plated, highly rated securities whose performance will turn out to 
be far worse than the promise implied by these ratings. 

Second, the significant flaws in the NRSRO rating system which 
precipitated this crisis are less ones of conception than they are of 
execution. In fact, the motive for the creation of NRSROs to give 
regulators charged with ensuring the capital adequacy of financial 
institutions a way to piggyback on the rating agency’s designation 
of highly liquid and stable securities was never made explicit in the 
rating agency regulatory construct. As a consequence, moves by 
rating agencies to extend investment-grade ratings to securities 
that are liquid and unpredictable is significantly at odds with the 
original intent, and it was only a question of when, not if, they 
would migrate to these securities. Moreover, the lack of account-
ability placed on rating agencies freed them from the normal 
checks on behavior and judgment that such accountability tends to 
confer. 

Third, as a result of the damage done via the rating system, it 
is critical that Congress view the reestablishment of the NRSRO 
system as its most important objective. As the legislative arm of 
our government, Congress must use its power to repair the body 
of law that has brought us to this point. 

Fourth, to fix the inadequacies of the current NRSRO system, 
Congress must address its two most fundamental problems. First, 
it must seek to draw a line between securities eligible for NRSRO 
investment-grade designation and those that are still too new and 
complex to be modeled appropriately. The line will not be a perfect 
one, but it must be drawn in a way not to hamper innovation, 
while preventing the application of investment-grade labels on se-
curities whose structures and assets are too unseasoned or volatile 
to be reasonably evaluated. 

Second, it must imbue the system with accountability. The func-
tioning of a free market relies on individuals and corporate entities 
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being responsible for what they do. Congress must see to it that 
this principle is built into the rating system. 

Let me expand. Imprudently granted ratings have been a key 
contributor to the excesses in the extension of credit not just in 
housing, but also, as we are finding, in commercial real estate; cor-
porate loans; and complicated, sometime near fantastical synthetic 
bets on credit. The unwinding of all these will cause significant 
trauma in many sectors. 

Additionally, since our system of ensuring the capital adequacy 
of our financial institutions is heavily ratings-driven, flaws in the 
award of ratings impact the very bedrock of our financial markets. 
Those flaws, however, do not invalidate the purpose for which the 
rating system was initially intended to serve. 

When the SEC created the rating agency regime in 1975, it 
sought to use the rating agency metrics to categorize the relative 
risk of broker-dealer securities for the purpose of ensuring capital 
adequacy. The NRSRO designation was certainly not intended to 
convey any power to the agencies. It was merely the result of the 
SEC’s recognition ‘‘that securities that were rated investment-grade 
by credit rating agencies of national repute typically were more liq-
uid and less volatile in price than securities that were not so highly 
rated.’’ While the SEC clearly equated the term ‘‘investment-grade’’ 
with liquidity, that fact was never memorialized in legislation, 
process, or definition. 

Notwithstanding that lack of provision, regulators all over the 
world jumped on the SEC bandwagon by referencing NRSRO rat-
ings in a multitude of capital requirements and investment man-
dates at every level of the domestic and international economy. 

Regardless of the SEC intent or lack thereof, the NRSRO des-
ignation gave a few fortunate rating agencies enormous authority, 
establishing them as the de facto gatekeepers of the investment-
grade universe. Moreover, without any sort of regulatory or legal 
definition of investment-grade, the rating agencies were free to 
apply that grade at will. Since, for reasons that may have seemed 
important at the time, the SEC enacted various provisions which 
protected the rating agencies from securities liability, and since the 
rating agencies themselves successfully appropriated the freedom 
of speech shield for their ratings, they confidently extended their 
ratings umbrella in a remarkably unfettered fashion. And with 
enormous compensation they received from issuers, the rating 
agencies were handsomely rewarded for these ratings. 

The ultimate result is what we see today, that the investment-
grade ratings framework has been stretched beyond its initial con-
ception to cover uses in instruments which were exactly the oppo-
site of what was intended, causing it to backfire on the capital 
structures and investors it was designed to protect. There have 
been warnings before this, previous blowups, most notably Enron 
and WorldCom. 

These fixes, however, remained elusive. The generously named 
Credit Rating Agency Reform Act of 2006, if anything, institu-
tionalizes much of the current rating agency activity, leaving those 
firms generally free to do what they are paid to do, issue ratings. 

This time the blow-up is not confined to one company or security, 
but an entire asset class of structured finance. What we first saw 
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in subprime issuances, dubious assets, faulty structures are now 
appearing in other vehicles whose rapid-fire issuance depended on 
a successful Triple A rating of a large part of their capital structure 
including SIBs and other asset-backed commercial paper vehicles, 
CDOs, CLOs, and many structures which are not based on money 
assets, but are based mainly on synthetic bets. 

The damage from the collapse of these hastily conceived instru-
ments will take years to play out. In recognition of the wreckage 
wrought by not acting sooner, Congress must act to repair this 
framework. There is no question that modifications of the current 
rating structure must be thoroughly and carefully evaluated with 
appropriate input from vested and unvested interests to avoid un-
intended consequences. But if the desire is to restore functions to 
our markets and credibilities to our institutions, Congress must ad-
dress the following: 

Regulatory oversight and supervision of the rating agencies must 
be had. Despite the fact that rating agencies are broadly and deep-
ly felt throughout our economy, supervisory authority, which is 
largely vested in the SEC, remains de minimis. 

Applicability of NRSRO ratings. The accelerant fuel fueling the 
growth of this generation of subprime and subprime-linked securi-
ties was the willingness of the rating agencies to stamp them in-
vestment-grade so they could be injected into the portfolio of yield 
star fiduciaries. Congress should review the use of NRSRO ratings 
for securities or structures which lack liquidity, transparency, and 
seasoning, as well as the process and authority under which new 
asset classes are brought into the investment-grade world. 

Compensation-driven conflicts of interest. The rating agencies 
have been paid enormous sums of money by their structured fi-
nance clients, which has caused outsiders to question the impar-
tiality and objectivity of the ratings. 

Accountability. Unlike other professionals—accountants, lawyers 
and the like—rating agencies have heretofore escaped any liability 
when their ratings opinions proved wrong. Requiring the rating 
agencies to bear responsibility for their ratings and performance, 
perhaps in the manner of other professionals who function as ex-
perts, must be examined. 

Finally, if Congress wishes to remedy these defects that contrib-
uted to the near meltdown of our financial markets, it must com-
prehend just how deeply NRSRO influence is entrenched in meas-
ures intended to protect capital and financial institutions and fidu-
ciaries, both domestic and internationally, including Basel II, 
whose provisions to regulate international bank capital adequacy 
are being implemented as we speak. We believe past failures to rec-
ognize the pervasiveness of NRSRO activity contributed to a re-
duced search sense of urgency on Congress’ part. Now is the time 
for Congress to take a more deliberate stand. We urge Congress to 
act. 

[The prepared statement of Mr. Mathis can be found on page 132 
of the appendix.] 

Chairman KANJORSKI. Mr. Bass. 
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STATEMENT OF J. KYLE BASS, MANAGING PARTNER, HAYMAN 
CAPITAL PARTNERS, L.P. 

Mr. BASS. Thank you. Chairman Kanjorski and Ranking Member 
Pryce, this is an incredibly complex issue that is very difficult to 
distill into a 5-minute remark, so I will refer you to my written tes-
timony for a more detailed explanation of my position. 

I am here today as an investor and participant in the residential 
mortgage-backed securities market, the RMBS market. In total I 
manage or advise over $4 billion of investments in the RMBS mar-
ketplace. I am here today because I am worried about the recent 
behavior of the ratings agencies and their work that has been irre-
sponsible and flawed. 

The two things I would like to talk about are: one, the instru-
ment that should never have been invented, the Mezzanine CDO; 
and two, the operating duplicity of the ratings agencies. 

Mezzanine CDOs are arcane structured finance products that 
were designed specifically to make dangerous, lowly rated tranches 
of subprime debt deceptively attractive to investors. This was 
achieved through some alchemy and some negligence in adapting 
unrealistic correlation assumptions on behalf of the ratings agen-
cies. They convinced investors that 80 percent of a collection of 
toxic subprime tranches were the ratings equivalent of U.S. Gov-
ernment bonds. This entire process completely ignored the fact that 
these assets had a near perfect correlation of homogenous collateral 
as home prices declined nationwide. 

Within this new vehicle the tranches were rebundled, marked up, 
and upwardly rerated. Now, in Mezzanine CDOs, anything less 
than Triple A is likely to be completely wiped out, and the Triple 
As will be severely impaired on average. This structure has made 
a mockery of the Triple A ratings, which contributed to the loss of 
faith in the ratings agencies that has frozen financial markets 
worldwide. 

There is a gross inconsistency of modeling assumptions, and it 
still exists today. While the provisioning of Triple A ratings to Mez-
zanine tranches of subprime debt is the most egregious example of 
the flaws in the current ratings process, the clearest and easiest 
error to correct is the ratings agencies’ refusal to acknowledge his-
torical mistakes in the application of model assumptions. 

In 2007, the ratings agencies changed many of their inputs into 
their structured securities ratings for mortgage-backed securities. 
Those changes were sweeping changes in many of the model inputs 
of their black box. And while they made those changes prospec-
tively and tried to solve the problem going forward, where they 
stand today and where their duplicity lies is those model assump-
tions that changed in 2007 have not been input into their models 
for 2006, and 2005, and 2004. And they haven’t put those assump-
tions in and subsequently rerated those prior transactions. They 
take the stance of the prior transaction and say, well, we will wait 
and see how they perform, and we will downgrade them as they 
happen. Well, until the ratings agencies plug their model assump-
tions in from 2007 to the prior ratings, no one will have faith in 
the ratings agencies. 

With great power comes great responsibility. All participants in 
the fixed-income market recognize the enormous power the ratings 
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agencies wield over pricing with their ability to bestow universally 
recognized ratings. This power has turned the ratings agencies into 
de facto for-profit regulatory bodies. This role is both explicit in the 
reliance on the benchmark of what constitutes investment-grade 
debt and implicit in the power to dictate the life or death of a 
monoline financial guarantor with a simple ratings action. 

I will tell you why and how regulators completely missed the epic 
size and depth of this problem in the credit markets today. An im-
portant concept to appreciate is that each securitization is essen-
tially an off-balance-sheet bank. Like a regular bank, there is a 
sliver of equity and 10 to 20 times leverage in a securitization or 
CDO, and 20 to 40 times leverage in the CDO Squared and Be-
spoke instruments. The booming securitization market has in re-
ality been an extraordinary growth of off-balance-sheet banks. 
However, the securitization market has no Federal and State bank-
ing regulators to monitor its behavior. The only bodies that provide 
oversight or implicit regulation are the ratings agencies, the bodies 
that are inherently biased towards their paymasters, the 
securitization firms. Without sufficient oversight, this highly 
levered, unregulated off-balance-sheet securitization market and its 
problems will continue to have severe ramifications on global finan-
cial markets. 

My belief is that the following two policy principles are an impor-
tant step in addressing the issues I have raised above. First, we 
need additional disclosure by the ratings agencies to their regu-
lator, the SEC, to ensure the consistency of economic assumptions 
for models across all securitizations and vintages, as well as a re-
quirement to rerate securities based on any new model assump-
tions. 

Second, I think we should sponsor and facilitate the creation of 
a buy-side credit rating consortium funded by a limited fee on each 
fixed-income transaction in the fixed-income market, similar to an 
SEC fee on equities transactions. Ultimately something must be 
done to resolve the problem of a market that is forced to rely upon 
the ratings agencies that are only paid to rate securities, and they 
are not paid to downgrade them. 

Thank you. 
[The prepared statement of Mr. Bass can be found on page 69 of 

the appendix.] 
Chairman KANJORSKI. Mr. Adelson. 

STATEMENT OF MARK H. ADELSON, ADELSON & JACOB 
CONSULTING, LLC 

Mr. ADELSON. Thank you Mr. Chairman. 
Mr. Chairman, I have been in the structured finance business for 

my whole career, 22 years, first as a lawyer on mortgage-backed se-
curities, and then I worked at Moody’s for almost 10 years. For the 
last 6 years, I was at Nomura Securities, heading up structured fi-
nance securitization research. And now I have a little consulting 
company with my ex-boss, my partner, and we consult on 
securitization and real estate. 

Thank you for inviting me here to give some testimony. Obvi-
ously, I can’t cover everything that I addressed in my written testi-
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mony in 5 minutes, and so I recommend that you take a look at 
my written statement. 

There are two points I want to particularly emphasize, though, 
and a couple of little things that have come up from your remarks 
and the remarks of the witnesses who already spoke. The first is 
the transparency of the ratings, of the rating methodologies. In my 
view, it is entirely clear that the rating methodologies are fully 
transparent. The evidence of the transparency of rating methodolo-
gies is in the voluminous reports that come from the agencies; the 
fact that they make the actual quantitative models available; the 
fact that analysts, hundreds of analysts, leave the rating agencies 
each year to take jobs with issuers, underwriters, etc.; and most 
important of all, the spirited debate about the pros and cons, the 
strengths and weaknesses of the methodologies that takes place in 
the open from individuals like me writing research reports. I have 
cited many of those reports in my written testimony, as you will 
see. 

So they are not black boxes, but they are also not totally simple. 
They are actually quite technical, and you have to have the right 
kind of technical background to grasp it. I mean, if my watch was 
broken, I couldn’t fix it to save my life. But if I went to watch re-
pair school, eventually I would learn how to fix a self-winding me-
chanical watch, and then I could do it. So it is a technical area. It 
is not going to be graspable by everyone. But to folks in the busi-
ness, it is perfectly graspable. 

The second thing that I want to emphasize is the issue of con-
flicts of interest. One kind of conflict of interest that gets talked 
about with respect to rating agencies is the exact same kind that 
any publishing company, a regular old magazine, would have. 
Motor Trend takes advertising money from car manufacturers and 
then writes about those cars. Does that mean that all the reviews 
in Motor Trend are worthless or tainted? Of course not. They do—
like publishers have done since the beginning, they have a reason-
able separation to preserve editorial independence. Rating agencies 
also do that. 

Another aspect of conflict of interest, though, that is a little dif-
ferent is that rating agencies—or different for the rating agencies—
is that the rating agencies can come under pressure to loosen their 
standards for a whole sector. And this can happen from a behavior 
by the issuers called rating shopping, where the issuers, an issuer 
let us say, shows a deal to multiple rating agencies and then picks 
one or two that have the easiest standards to rate the deal. Then 
the other rating agencies that had tougher standards become invis-
ible, and, once more, they don’t make any money, because the way 
you make money rating a deal is you rate the deal and charge the 
issuer. So it puts pressure on the rating agencies to loosen their 
standards, and we call this competitive laxity. 

Years ago the way rating agencies combated the pressure of com-
petitive laxity—I want to emphasize, there is no conclusive evi-
dence that the competitive laxity was actually practiced by the 
major rating agencies. It is a potential, it is clearly a potential. 
Rating shopping is undisputable; it happens, and it has been hap-
pening for more than 15 years. But the way the rating agencies 
used to combat it was by doing unsolicited ratings. They would call 
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each other out. If one put a triple-A on a security that another 
thought should be single-A, they published a report that said, we 
think that is a single-A security, and then the market would see 
it and deal with it. 

In the 1990’s, that practice was abandoned because it was bad 
relations with issuers. One of two rating agencies said they 
wouldn’t do it, and then the others had to stop. 

I would say if you want to really address that issue and clean 
it up, you want to encourage or require unsolicited ratings even 
though that is something that you have viewed as a bad thing be-
fore. 

I see I am out of time, so I will stop there, but if you ask me 
questions, I will have something to say about some of your remarks 
and the remarks of the other witnesses. 

Thank you. 
Chairman KANJORSKI. Thank you, Mr. Adelson. 
[The prepared statement of Mr. Adelson can be found on page 56 

of the appendix.] 
Chairman KANJORSKI. Mr. Kanef. 

STATEMENT OF MICHAEL B. KANEF, GROUP MANAGING DI-
RECTOR, ASSET FINANCE GROUP, MOODY’S INVESTORS 
SERVICE 

Mr. KANEF. Thank you. Good afternoon, Chairman Kanjorski, 
Ranking Member Pryce, and members of the subcommittee. I am 
pleased to be here on behalf of my colleagues at Moody’s Investors 
Service to speak about the role rating agencies play in the financial 
markets and to discuss some of the steps that we believe rating 
agencies and other market participants can take to enhance the ef-
fectiveness and usefulness of credit ratings. 

Moody’s plays an important but narrow role in the investment 
information industry. We offer reasoned, independent, forward-
looking opinions about relative credit risk. Our ratings don’t ad-
dress market price or many of the other factors beyond credit risk 
that are part of the investment decision-making process, and they 
are not recommendations to buy or sell securities. 

Let me briefly address the subprime mortgage market, which has 
been part of the broader residential mortgage market for many 
years. While subprime mortgages originated between 2002 and 
2005 have generally continued to perform at or above expectations, 
the performance of mortgages originated in 2006 has been influ-
enced by what we believe are an unprecedented confluence of three 
factors: First, increasingly aggressive mortgage underwriting 
standards in 2006. Numerous resources also indicate that there 
have been instances of misrepresentation made by mortgage bro-
kers, appraisers, and others; second, the weakest home price envi-
ronment on a national level since 1969; and third, a rapid reversal 
in mortgage lending standards which first accommodated and then 
quickly stranded overstretched borrowers needing to refinance. 

Moody’s response to these increased risks can be categorized into 
three broad sets of action. First, beginning in 2003, Moody’s began 
warning the market about the risk from deterioration in origina-
tion standards and inflated housing prices, and we published fre-
quently and pointedly on these issues from 2003 onward. 
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Second, we tightened our ratings criteria, steadily increasing our 
loss expectations for subprime loans and the credit protection we 
look for in bonds they backed by about 30 percent between 2003 
and 2006. While Moody’s anticipated the trend of weakening condi-
tions in the subprime market, neither we nor most other market 
participants anticipated the magnitude and speed of the deteriora-
tion in mortgage quality by certain originators or the rapid transi-
tion to restrictive lending. 

Third, we took prompt and deliberative action on specific securi-
ties as soon as the data warranted it. We undertook the first rating 
actions in November 2006 and took further actions in December 
2006 and April and July 2007, and will continue to take action as 
appropriate. In addition, we are undertaking substantial initiatives 
to further enhance the quality of our analysis and the credibility 
of our ratings. These include enhancing our analytical methodolo-
gies, continuing to invest in our analytical capabilities, supporting 
market education about what ratings actually measure in order to 
discourage improper reliance upon them, and developing new tools 
to measure potential volatility in securities prices, which could re-
lieve stress on the existing rating system by potentially curtailing 
the misuse of credit ratings for other purposes. We also continue 
to maintain strong policies and procedures to manage any potential 
conflicts of interest in our business. 

Among other safeguards, at Moody’s, ratings are determined by 
committees not individual analysts. Analyst compensation is re-
lated to analyst and overall company performance and is not tied 
to fees from the issuers and analyst rates. Our methodologies as 
well as our performance data are publicly available on our Web 
site, and a separate surveillance team reviews the performance of 
each mortgage-backed transaction that we rate. 

Finally, beyond the internal measures we undertake at Moody’s, 
we also believe that there are reforms involving the broader mar-
ket that would enhance the subprime lending and securitization 
process. These include licensing of mortgage brokers, tightening 
due diligence standards to make sure all loans comply with law, 
and strengthening and enforcing representations and warranties. 

We are eager to work with Congress and other market partici-
pants on these and other measures that could further bolster the 
quality and usefulness of our ratings and enhance the transparency 
and effectiveness of the global credit markets. Thank you. I will be 
happy to answer any questions you have. 

Chairman KANJORSKI. Thank you very much, Mr. Kanef. 
[The prepared statement of Mr. Kanef can be found on page 78 

of the appendix.] 
Chairman KANJORSKI. Ms. Tillman. 

STATEMENT OF VICKIE A. TILLMAN, EXECUTIVE VICE 
PRESIDENT, STANDARD & POOR’S 

Ms. TILLMAN. Mr. Chairman and members of the subcommittee, 
good afternoon. I appreciate this opportunity to address S&P’s role 
in the financial markets, to discuss our record of offering opinions 
about creditworthiness, and to assure you of our ongoing efforts to 
improve. 
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Before I do so, however, I would like to offer a brief comment on 
the testimony of SEC Chairman Cox at yesterday’s hearing before 
the Senate Banking Committee. The Chairman testified that pur-
suant to recently adopted regulations under the 2006 Rating Agen-
cy Act, the SEC is examining various allegations that have been 
leveled at the rating agencies. Chairman Cox further shared his 
view that the 2006 act struck a sound balance between regulatory 
oversight and analytical independence. S&P agrees with the Chair-
man and will continue to work with the SEC on the examinations. 

Let me turn to S&P’s excellent record of evaluating the credit 
quality of RMBS transactions. As a chart on page 6 of my prepared 
testimony demonstrates, we have been rating RMBS transactions 
for 30 years, and over that period of time, the percentage of de-
faults of transactions rated by us as Triple A is 4/100ths of 1 per-
cent. Even our lowest investment-grade rating, Triple B, has a his-
torical default rate of only slightly over 1 percent. 

That said, we at S&P have learned some hard lessons from the 
recent difficulties in the subprime mortgage area. More than ever 
we recognize it is up to us to take steps so that our ratings are not 
only analytically sound, but that the market and the public fully 
understand what credit ratings are and what they are not. Our 
reputation is our business, and when it comes into question, we lis-
ten, we learn, and we improve. 

Credit ratings speak to one topic and only one topic: the likeli-
hood that rated securities will default. When we rate securities, we 
are not saying that they are guaranteed to repay, but, in fact, the 
opposite; that some of them will likely default. Recognizing what 
a rating constitutes is critical given that the recent market turmoil 
has not been the result of widespread defaults on rated securities, 
but rather the tightening of liquidity and a significant fall in mar-
ket prices. These are issues our ratings are not meant to and do 
not address. 

Ratings do change, in our view, if a transaction can and doesn’t 
evolve as facts develop often in ways that are difficult to foresee. 
This has been the case with a number of the recent RMBS trans-
actions involving subprime. In these transactions a number of the 
behavioral patterns emerging are unprecedented and directly at 
odds with historical data. 

At S&P we have been expressing in publications our growing 
concerns about the performance of these loans and the potential 
impact on rated securities for over the last 2 years. We have also 
taken action, including downgrading RMBS transactions more 
quickly than ever before. Moreover, we continue to work to enhance 
our analytics and processes by tightening our criteria, increasing 
the frequencies of our surveillance and modifying our analytical 
models. 

We take affirmative steps to guard against conflicts of interest 
that may rise out of the fact that we, like most every other major 
rating agency, use an issuer pay model. This issue was thoroughly 
debated in Congress during the consideration of the 2006 act. Inde-
pendent commentators, including the head of the SEC’s Division of 
Market Reg, agreed that the potential conflicts of interest can be 
managed. At S&P analysts are neither compensated based on the 
number of deals they rate, nor are they involved in negotiating 
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fees. These controls and others are set forth in our code of conduct. 
Every employee receives training in this code and must attest to 
its compliance. 

Equally important, Standard & Poor’s has not and will not issue 
higher ratings so as to garner more business. From 1994 through 
2006, upgrades of U.S. RMBS ratings outpaced downgrades by ap-
proximately seven to one. This pattern surely would not exist if 
S&P issued inflated ratings to please issuers. 

Mr. Chairman, the issuer pays models help bring greater trans-
parency to the market as it allows all investors to have realtime 
access to our ratings. Unlike under a subscription model, the issuer 
pay model allows for broad market scrutiny of our ratings every 
day. 

Others have questioned how pools of subprime loans can support 
investment-grade securities. The reason is the presence of credit 
enhancement, such as excess collateral in these transactions. We 
do not simply take a pool of subprime loans and rate the issued se-
curities Triple A. Instead, drawing on our expertise and experience, 
we carefully analyze the appropriate amount of credit enhancement 
or cushion needed to support a particular rating. Without this 
cushion of additional collateral protection, we simply could not and 
would not issue what some consider high ratings on securities 
backed by a pool of subprime loans. 

Let me end by reiterating our commitment to do all that we can 
to make our analytics the best in the world. Let me also assure you 
again of our desire to continue to work with the subcommittee as 
it explores developments affecting the subprime market. 

Thank you, and I would be more than happy to answer any ques-
tions that you may have. 

Chairman KANJORSKI. Thank you, Ms. Tillman. 
[The prepared statement of Ms. Tillman can be found on page 

147 of the appendix.] 
Chairman KANJORSKI. Dr. Mason. 

STATEMENT OF DR. JOSEPH R. MASON, LeBOW COLLEGE OF 
BUSINESS, DREXEL UNIVERSITY 

Mr. MASON. Mr. Chairman, Ranking Member Pryce, and mem-
bers of the committee, thank you for the opportunity to be here 
today. 

By way of introduction, I am an associate professor of finance at 
Drexel University. I am a senior fellow at the Wharton School. Be-
fore joining Drexel University, I worked at the Office of the Comp-
troller of the Currency, studying structured finance. Since I moved 
to academics, I have advised bank and securities market regu-
lators, as well as many industry groups and the press, on recent 
difficulties with structured finance. And I am also an expert in the 
economic dynamics of financial panics and crises of which the most 
recent market difficulties are a shining example. 

My own academic research has shown that the leading contrib-
utor to financial crises historically, this one included, is informa-
tion transparency. Market participants recently discovered that 
they do not know all that they thought they did. Investors are, 
therefore, rationally applying discounts to all banks and invest-
ment funds indiscriminately until they find out who is holding the 
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risk. Hence, investors need more information about the value and 
the holdings of structured products. 

Note that funds rate cuts, increased agency mortgage limits, 
FHA programs or even, as in the U.K., blanket deposit insurance 
coverage will solve that information problem. The solution lies in 
changes to the manner in which information about structured fi-
nance investments is gathered and disseminated. Today’s hearing 
on the role of NRSROs is, therefore, a good start in gathering infor-
mation that can be used to make meaningful changes that will re-
duce information problems. 

NRSROs like to say that investors are free to avoid their prod-
ucts if ratings are not useful. Not so. Issuers must have ratings 
even if investors do not find them very accurate. When the govern-
ment stipulates that BBB or better-rated instruments are accept-
able for public pension fund investments, the government confers 
on NRSROs the unique power to act as regulators, not mere opin-
ion providers. Thus, the NRSROs are the gatekeepers to the major-
ity of the investment world. 

The problem is that a letter rating can mask an extremely wide 
range of risk. For instance, a Moody’s Baa rating can indicate a 5-
year, 24 percent default rate for CDOs or a 0.097 percent default 
rate for municipal bonds, a 250-times magnitude of economic dif-
ference. Hence, the BB rating cutoff for ERISA eligibility is no 
longer meaningful. Using ratings for the Basel II framework of 
banking supervision will only worsen the problem. 

While the general statistical methods for NRSRO ratings criteria 
are disclosed, the NRSRO ratings criteria are not disclosed to a 
level of replicability. The reason is that the NRSROs do not release 
the economic assumptions they include in the models. When pres-
sured, the NRSROs have divulged assumptions that differ signifi-
cantly from reasonable forecasts issued by the NRSRO’s own eco-
nomic research affiliates. NRSROs have not strived to keep their 
models up to date, refusing to incorporate data on subprime mort-
gage products into their models until recently, while at the same 
time warning investors about the risks since 2003 and selling those 
investors tools to evaluate the difference. 

Even when models are improved, NRSROs apply changes only 
prospectively, not retrospectively to the deals that they have admit-
tedly misrated. Furthermore, while NRSRO ratings criteria are 
somewhat transparent, the NRSROs do not issue criteria for re-
rating securities and do not have systematic methods for doing so, 
presumably because they are not paid to do so. Rerating, however, 
is crucial in structured finance. 

In their reluctance to adequately monitor structured finance, the 
NRSROs have also been complicit in allowing servicers to use ag-
gressive modification and reaging practices to manipulate 
cashflows on behalf of structured finance noteholders. Since rough-
ly half of modifications result in consumer redefaults, it appears 
that many loan modifications may be for the sole purpose of ex-
tracting money from consumers who still cannot afford even lower 
loan payments. 

While the NRSROs do not play a formal role in the development 
of new products in structured finance, the integrity of the financial 
engineering plays a crucial role in establishing the credit risk of 
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the investment securities. In structured finance, therefore, ratings 
serve as a seal of approval issued after NRSROs inspect the safety 
and soundness of the financial engineering. In that financial engi-
neering, collateral types that are very heterogeneous and/or do not 
have a long history of demonstrated performance cannot be ex-
pected to allow as fine a slicing and dicing of risk as collateral 
types that are very homogenous and have a long history in credit 
markets. The NRSROs, however, overlooked the crucial and well-
known characteristics of collateral risk and heterogeneity and sup-
ported the rapidly growing sector by rating complex and lucrative 
security structures for subprime mortgages as if the collateral were 
typical prime conforming mortgages. 

Going forward, enforcement of SEC Regulation AB and FAS140 
will alleviate significant problems in structured finance, but the 
NRSROs themselves need to be monitored if they are to continue 
to fulfill a regulatory role for pension funds and see that expanded 
to banks under Basel II. But how? The solution is fairly simple. 

Basel II already proposes that bank regulators monitor bank in-
ternal credit models, but it allows banks that do not build their 
own models to use NRSRO ratings. I merely propose that if 
NRSRO models are to be used in the same manner as bank inter-
nal models they be subjected to the same supervision. The 
NRSRO’s regulatory responsibility, however, cannot be maintained, 
much less expanded, without accountability. 

[The prepared statement of Dr. Mason can be found on page 112 
of the appendix.] 

Chairman KANJORSKI. Thank you very much, Doctor. 
Way back in the early dealings with the computer rates, I re-

member people arguing that anything could be done with com-
puters, and then some very smart person came up and made the 
simple statement, ‘‘Garbage in, Garbage out.’’ It seems to me you 
put a finger on why we have jurisdiction in this matter. 

You know, as far as I am concerned, I am not worried about 
wealthy people losing money. They know what they are doing. That 
is their game. As a matter of fact, I will be happy to go to the ca-
sino with them. My problem is that we are dealing here with pen-
sion funds and other important funds, which you have just indi-
cated in some instance because of these rating circumstances the 
risk of these CDOs are 250 times worse than other rated bonds or 
securities, so that they miss the mark on what the rating is sup-
posed to do in the protection of these various areas of money. Is 
that correct? 

Mr. MASON. I would say that they purposefully miss the mark in 
order to satisfy the investment manager and, in some cases, those 
who were looking for the fat yields that come from structured prod-
ucts. 

Chairman KANJORSKI. All right. So, I guess I am trying to get 
to the measuring of where do we have jurisdiction. What jurisdic-
tion should we utilize and for what purposes? We are not the cure 
of the world, and we are not to guarantee people profits or even 
that they do not get taken. I mean Nigeria is running a very strong 
economy and is getting people to send money to protect their rights 
and checks. 
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Mr. Adelson, I am not going to attack you, but I notice you are 
an attorney by profession. 

Mr. ADELSON. I am still admitted to the bar, but I have not prac-
ticed law— 

Chairman KANJORSKI. But you have never heard of that pleasur-
able thing about what sirens do to lawyers? 

Mr. ADELSON. No. 
Chairman KANJORSKI. Well, you have heard of the concept of 

‘‘ambulance chasers.’’ 
Mr. ADELSON. Yes. Oh, sirens. Yes. 
Chairman KANJORSKI. Sirens. What causes ambulance chasing? 

It is profit motive, isn’t it? 
Mr. ADELSON. Sure. 
Chairman KANJORSKI. So that would indicate that even people of 

supposedly a higher ethical calling respond to that ugly thing 
called ‘‘profit’’ and sometimes abuse their ethical standards in order 
to obtain a profit. Wouldn’t that be a logical conclusion from that 
humorous statement about ambulance chasers? 

Mr. ADELSON. I think the reason that we would say is that, you 
know, ambulance chasing is improper conduct and that it violates 
a lawyer’s code of ethics to engage in it. It is not the right thing 
to do. I mean— 

Chairman KANJORSKI. It is not the right thing to do because the 
object is money as opposed to performing your professional activity. 
Let me give you another example. Have you ever heard about 
orthopaedic surgery in hospitals? In September and February, the 
operation rate gets to be the highest, and there are correlation 
studies—I think Drexel did one of them—of when tuitions of 
orthopaedic specialists are due. Now, I am not saying all 
orthopaedic surgeons are driven by money, but there is an unusu-
ally high surgery performance at the particular times when monies 
are necessary for tuition. There could be other causes, I grant you. 

Mr. ADELSON. But you are not saying that you would expect ei-
ther lawyers or orthopaedic surgeons or anybody else to be working 
for free, right? 

Chairman KANJORSKI. No, they should not be working for free, 
but you used an example of Motor Trend Magazine. Honestly, 
would you buy an automobile from Consumer Reports if you knew 
that General Motors was paying them millions of dollars to write 
the recommendation? 

Mr. ADELSON. Well, actually, I like to read both Consumer Re-
ports and Motor Trend Magazine because I value getting different 
points of view. 

Chairman KANJORSKI. Are you familiar with the publications 
across America of the 100 Best Lawyers? They show you pictures 
of them, and they give you writeups of them. Whenever I am, you 
know, in a waiting room and waiting for something, these are in-
teresting things for me to read because I know a lot of these peo-
ple, and I have come to the conclusion that there is a tremendous 
correlation between how great these 100 lawyers in each of the 
States are and how much they pay for ads in the book that pub-
lishes the 100 Best Lawyers. It is just an unusual correlation. The 
best lawyers seem to be the best advertisers. I am not certain why 
or what the exact relationship is, but what I am getting to is how 
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can we miss profit motive here as a problem? I am beginning to 
believe we have to take profit out of some of these areas. 

It is not unusual that Moody’s and Standard & Poor’s showed al-
most 50 percent of their revenues coming out of this rating area, 
and if we had just been—if somebody had been perceptive enough 
to watch how their profits were growing in that area, they probably 
could have detected a little earlier that the ratings may not be re-
flecting the true picture. 

Ms. TILLMAN. Mr. Chairman, could I make a comment? 
Chairman KANJORSKI. Sure, Ms. Tillman. 
Ms. TILLMAN. Two comments—one in terms of Dr. Mason’s sta-

tistics. I cannot speak to where he came up with his statistics, but 
if you take the same statistics on an investment grade CDO—
okay?—at a Bbb level over a 5-year period, the average default rate 
is somewhere around 21⁄2 percent. If you look at a corporate bond—
okay?—rated by Standard & Poor’s in the same time period rated 
Bbb, then you have approximately 21⁄2 to 3 percent of a probability 
of default. 

So I think we have to be very careful in terms of using statistics 
and understand really, you know, the other element that I think 
that the act was getting at is to have diverse opinions, and because 
Moody’s or Fitch or someone else may have a different methodology 
than Standard & Poor’s, I would assume that is part of the com-
petitive environment that we are looking for. 

Chairman KANJORSKI. Ms. Tillman, what I am getting at is 
maybe we have to do several things, and of those several things, 
probably information and transparency are the most important. I 
am absolutely convinced that in this computer age we could have 
a system in which these structured financial deals, by the push of 
a button, could give you the reflection of performance to the mo-
ment. That would allow people who are advisers, people who are 
buyers in the field, and individual investors to find out what the 
relative position of their security is at any given moment. I think 
that is very important. The fact that somebody gets away without 
that, they are really selling a pig in a poke. 

Ms. TILLMAN. I agree wholeheartedly with you, Mr. Chairman. 
Chairman KANJORSKI. I think, from a prior discussion, I cannot 

understand why the rating agency has not come forward and rec-
ommended to the Congress or to the SEC that we do something 
about that. We cannot wait until the horse has escaped from the 
barn all the time and then come up here and try to do remedial 
legislation. Some of these things are anticipatory, and I think this 
is very clearly anticipatory. 

I wanted to make one other comment—and I know I am a little 
over my time. 

I had a great conversation with the CEO of one of the major ac-
counting firms in the United States that no longer exists, and that 
is as far as I am going to go to disclose who it was, and I remember 
sitting on the edge of my chair, asking, ‘‘How could this happen?’’ 
Now I am going to tell you why. 

I am a lawyer by profession, and I know a lot of the bad eggs 
in the legal profession, and I know some of the bad eggs in the 
medical profession, but I always had this incredibly high respect 
for the accounting profession. Why? Because I did not understand 
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their field too well, and I knew that all of us relied on them to be 
absolutely correct if we wanted to know what was happening in a 
business. Finally, in weakness, when we were talking about 
WorldCom, he looked at me and he said, ‘‘Congressman, you have 
to understand, I have an organization throughout the world that I 
need $12.5 billion a year in revenue to operate.’’ That was the jus-
tification of why this special allotment of making accounting prin-
ciples warp, to allow WorldCom to do this, and that was it. 

That is scary to me. It is scary to me that the rating agencies 
are all profit-driven from the companies that own them, up to the 
holding company, all the way down. I am sure you can say there 
is separation, and maybe I am getting gun shy, but even the New 
York Times? Now in years past, we used to have a great deal of 
respect for the standards and ethics of the New York Times. Didn’t 
they run an ad for $65,000 when it should have been billed at 
$170,000, and it was attacking personalities that were against 
their stated position in advertising? It is amazing how, if it is their 
political conviction or for profit or for whatever reason, that cor-
porations, companies, and other entities in America today, mostly 
profit-driven, are starting to make significant changes and are less-
ening their standards. 

If the rating agencies are the only thing between absolute fraud, 
do we have to make them nonprofit and take the profit motive out 
of it? I do not know, but we certainly have to have disclosure. I 
agree with Dr. Mason on that. That is easy to do, and I expect the 
agencies to come to the Congress with recommendations of how it 
can be done. We could very quickly put that in place, or get the 
regulators to put it into place, but we have to do something about 
this. 

You know, I want to close and let my good friends get their time 
in, but to those of you whom I have talked personally about, I have 
constantly mentioned what really scares me about our whole eco-
nomic system today—over the last decade or two, the very sophisti-
cated people in the field of finance have learned how to take their 
skin out of the game, and they have no risk. They only have the 
upside. They make a profit if they sell a mortgage. They do not lose 
anything if the mortgage fails. They make a profit if they sell the 
securitization. They do not lose any money if the securitization 
fails. All of the people who sell the securitization rates, they all 
make profits. They risk nothing if it fails. We have to find a way 
of putting skin back in the game, and if we do not, all we are doing 
is creating a market out there that pretty soon people just will not 
believe in. 

Now, I had a discussion with a European Parliament member 
yesterday, and he was telling me about the run on the bank in 
England and how the Bank of England stepped up with total insur-
ance, which is an interesting concept since I think I just read—or 
did I hear it in your testimony, Dr. Mason?—that 10 percent of the 
banks of America’s securities involve these types of securities that 
are in their vaults. That could be very serious if they collapsed. 
That would take down the entire banking system in the United 
States, as I understand it. They do not have the equity to with-
stand a 10 percent total failure, do they? 
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Mr. MASON. No. Neither does the FDIC have the funds to cover 
the outlays. 

Chairman KANJORSKI. So the last thing. For the last several 
weeks, I have had a terrible feeling that we are in a serious condi-
tion in this country. Is there anybody at the witness table who 
thinks this is not a serious problem, and it will pass? Or do you 
agree—you do not think it is a serious problem, Mr. Adelson? 

Mr. ADELSON. No, Mr. Chairman. With respect to the securities 
on the subprime side, the amount of securities are very small by 
dollars. One of the other members referred to the number of bonds. 
The dollar amount of the affected securities from subprime deals 
is actually very modest in relation to the total amount. 

Chairman KANJORSKI. You do not see cross-pollenization or pollu-
tion occurring? 

Mr. ADELSON. You are talking about where the problem is now. 
You can have a problem, which we have not gotten into at all, 
about the derivatives guys and the CDO sector’s using derivatives 
to create $130 billion of exposure when there was only $40 billion 
of actual triple-B paper created in the subprime area that has been 
put under pressure. Even CDOs, themselves, are just not that big 
a piece of the pie. 

I think you do have a problem. I will agree with you that you 
have a problem in how lenders made subprime loans, but you guys 
make the laws. You have computers, too. You see the little dancing 
robot telling people they can get a loan for no money down. It is 
not like anyone at this table was seeing anything that you were 
not, okay? If you want banks to have skin in the game when they 
make loans—right?—and if you want to temper or to restrain the 
ongoing process or evolutionary trend of financial 
disintermediation, you are the guys to stop it. You just make a law 
that says whenever you make a loan, you must retain 10 percent 
of it forever. 

Chairman KANJORSKI. Let me say this to you. I am one Member 
here. I have preached a little, but that does not exonerate me from 
responsibility. 

The Congress of the United States adopted a policy of maximum 
homeownership even when we knew financial literacy was lacking, 
and capacity performance was lacking, and managerial capacity 
was lacking. It made us all feel so good to say everybody has a per-
fect cure if they own a home. I think this may be the beginning 
of understanding that is not true. I hope it is. We are responsible 
for that. 

Yes. 
Mr. MATHIS. Mr. Chairman, could I respond to this not being a 

big issue? 
Chairman KANJORSKI. Yes? 
Mr. MATHIS. The main issue—and you brought up North Rock. 

North Rock was an institution that by most measures was not in 
financial trouble. This is an issue of trust. 

Chairman KANJORSKI. Right. 
Mr. MATHIS. These securities have been issued, not only CDOs 

and mortgage-backs but also CLOs that number in the trillions. 
They are across the marketplace. When the marketplace loses the 
trust in the rating system that it had come to trust and it believes 
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that ratings do not mean anything, you are going to have essen-
tially the run on the bank that you had in the U.K., and that is 
why this is a significant problem. There is a contagion that comes 
from a lack of faith in what is in a security and what it means. 
This is the thing that I say—this is one of the bigger crises to face 
the financial markets since the Depression because there were not 
tangibles. These were intangibles. People just lost their trust in 
those securities, and if it happens on a larger scale, God forbid. 

Chairman KANJORSKI. I agree with you, and I will get back to 
you. 

Ms. Pryce, you have all the time in the world. 
Ms. PRYCE. Thank you, Mr. Chairman. I will not take too much 

time. 
Mr. Chairman, you talked about skin in the game. I think some 

of the skin that the rating agencies have is their reputation. I 
mean your reputation is what the trust of the world markets has 
relied on. I think that you have lost some skin in this game, and 
I might be wrong, but let me ask a question. 

Mr. Bass and Dr. Mason both brought up the point that the 2007 
home prices assumptions have been changed prospectively but not 
retrospectively for products needing rerating, and that goes to the 
chairman’s point, that is because you are not being paid to rerate, 
but your reputation is at stake. 

Is there a reason you do not rerate? Don’t you want to regain 
some of these layers of skin that you have lost? So why are they 
not being rerated? Will you address that in some depth? 

Mr. KANEF. Congresswoman, could I answer that question, 
please? 

Ms. PRYCE. Sure. 
Mr. KANEF. The one thing I would like to say—and I would like 

to, actually, try to correct the record here—is that, contrary to 
some of the statements that have been made at Moody’s—and I can 
only speak for Moody’s—when we have gone through on the review 
of this subprime RMBS transactions that we have rated, the as-
sumptions that have been used for ongoing transactions, trans-
actions on a going-forward basis, are the assumptions that are used 
by our monitoring team to monitor the existing and the out-
standing subprime RMBS transactions. 

We held a teleconference in July when we had downgraded a 
substantial number of subprime RMBS transactions, a small per-
cent of the total outstanding but a substantial number of trans-
actions. During that teleconference, we did explain the method-
ology that we were using for the surveillance and for the rating 
downgrades of those transactions, and that process involved an ap-
plication of the forward-looking assumptions to the existing trans-
actions. 

Ms. TILLMAN. May I respond, as well? 
Ms. PRYCE. Yes. Then we will go back to Mr. Bass. 
Ms. TILLMAN. I wanted to sort of reiterate what Mr. Kanef has 

said. We have both a new issue group and a surveillance group 
that seem to have gotten lost in some of the criticism here at the 
table. What our surveillance group does, which is totally separate 
from the new issue deal, is we get information in on a monthly 
basis from servicers, and we review the performance of how these 
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deals are operating because on a primary deal the new deal, you 
are really rating against what your expectations are. On the sur-
veillance side, you are reviewing what is actually happening and 
what the behavior is of those loans in their portfolio. 

In addition, we change our models that we utilize both internally 
as well. That is totally accessible to anyone in the marketplace, and 
it has been for quite a period of time. We have changed the model 
multiple times as we have changed our assumptions. 

Ms. PRYCE. Well, would either one of you say that you are doing 
this retroactively or just prospectively? 

Mr. KANEF. Well, I think, again, there is a separate monitoring 
team, and the monitoring team needs to look at two aspects of the 
previously rated transactions. I mean they do that monthly. Data 
usually comes in on these transactions once a month, and so every 
month every transaction is reviewed by the separate monitoring 
team that we have. 

Ms. PRYCE. It is reviewed. Is it rerated? 
Mr. KANEF. When I say ‘‘reviewed,’’ what I mean is the perform-

ance of the loans underlying the securitization is reviewed, and it 
is compared to our original expectations and to the enhancement 
levels that are in place to protect the bonds, and to the extent that 
the analyst reviewing the transaction believes that the perform-
ance or the enhancement levels have changed in a material way, 
there is a committee, and each and every deal that requires it is 
rerated. Yes. 

Ms. PRYCE. Okay. Mr. Bass and Mr. Adelson and Mr. Mason, 
then, if you want to jump in. 

Mr. BASS. Let us be clear here. 
I have met with your—specifically yours, Mr. Kanef—surveil-

lance team numerous times. Your surveillance team drives in the 
rear view mirror. They look at the performance; they look for 
outliers, and they downgrade the outliers after the performance. 
My comments as to your operating duplicity are specifically aimed 
at your global assumptions on the front end of rating those 
securitizations. When those global assumptions change—let us say 
the two most important assumptions for this asset class, I would 
say, are home price appreciation assumptions and loss severity as-
sumptions. When you change those assumptions from an up 6 to 
8 home price for the next 3 years—flat to down—and you slightly 
raise your loss severity assumptions for 2007 deals, all of a sudden, 
the OC that you are requiring in these transactions balloons and 
makes them much less profitable, but more importantly, if you 
were to take those assumptions and drop them in your 2006 mod-
els, you would have to rerate the entire securitization that day. 
You guys are not rating them using your modeling expectations, 
you know, retrospectively. You are driving with the rear view mir-
ror retrospectively. 

Ms. PRYCE. Mr. Adelson. 
Mr. ADELSON. I think there is a little bit of confusion. Maybe it 

is the terminology here. 
When the rating agencies are called on to rate a new deal, it usu-

ally involves brand new mortgage loans that have no performance 
history on them. So the analysis goes, in very large measure, off 
of the measurable characteristics of the loans—the loan-to-value 

VerDate 0ct 09 2002 16:44 Jan 08, 2008 Jkt 039541 PO 00000 Frm 00031 Fmt 6633 Sfmt 6633 K:\DOCS\39541.TXT HFIN PsN: TERRIE



26

ratio, the borrowers’ FICO scores, the kind of loan product it is. On 
a deal that has been rated and has been closed and has been in 
the market for a while, that stuff becomes a lot less important. 
What is really important is seeing how those loans are doing 
month after month, right? It is much less meaningful, if you have 
a pool of loans that are a year old, to take your new rating model—
let us say you have upgraded it and changed it somehow—and put 
the pool of loans through it as if it had no history at all, because 
in fact you can do a lot better by looking at the actual performance 
of these loans, this honest to God pool right in front of you. 

I think that is what the witnesses from the rating agencies are 
saying, that when you have a deal that is out there for a while you 
are doing it differently because you have more information. 

Ms. PRYCE. Mr. Mason, do you want to have the last word on 
this? My time has expired. 

Mr. MASON. I have trouble with ‘‘rerating’’ being entirely in the 
rear view mirror. If ‘‘rating’’ is prospective and ‘‘rerating’’ is in the 
rear view mirror, let us call it something else. ‘‘Review’’ is not the 
same function. The important thing to remember is in the context 
of structured finance, and partially relating to the chairman’s pre-
vious question, this is a structured finance problem, not a subprime 
problem; the structures have fallen apart. Whether it is subprime, 
leverage buyouts, or other new collateral types, the structures are 
falling apart because the structures have been stressed too much, 
like a bridge that was underengineered. 

There are certain cumulative dynamics to these pools. These are 
pools of mortgages. You take 5,000 mortgages and put them in a 
pool. Now, the pool will demonstrate some dynamics as it goes, but 
if a loan defaults and a loan goes into foreclosure and the property 
is sold and we book a 40-cents-on-the-dollar loss from that one, 
that money is not going to be recovered from somewhere. So we 
book a certain percentage loss in the pool, and that rises, certainly, 
early in the deal because we are not sure of what loans are going 
to do. They generally default in the first couple of years of life, and 
that is the way things go, and then they start tailing off and they 
start leveling out. The issue is where that tail-off and that leveling-
out goes, but the point is the cumulative loss never goes down. 
Those cumulative dynamics do not come back. It is not like a cor-
porate bond on—I do not know—some company, because I do not 
want to name a company inappropriately—but a corporate bond on 
some company that has an ongoing operation. Maybe they are get-
ting some losses—okay?—and those losses are tailing up, but then 
they rejigger their investment program, go into a new product area, 
start some new plants, raise some capital, and they earn some 
money that can offset those earnings, and the curve can go back 
down. This does not happen in structured finance. This is the pool. 
That is all there is. It is static, done. So to look in the rear view 
mirror in that environment is really misleading because in the con-
text of these mortgage-backed securities today and these other 
structured investments it is not going to get any better. We have 
what we have. 

Secondly, I think that part of the incentive conflict that has to 
do with this industry is that structured finance brought to the in-
dustry a great number of repeated transactions, and one of the first 
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things you learn in grad school in economics and in micro-game 
theory is that repeated games have very different outcomes than 
single, individual games. So, if one of the ratings agencies is think-
ing about downgrading an issuer’s deals, that has dramatic impli-
cations for that issuer going forward and also as to what choice of 
ratings agency that issuer uses going forward in their new deals 
next month and next quarter and ongoing. 

I had a very interesting discussion with a researcher at one of 
the ratings agencies. I have always been interested because these 
loans are supposed to be truly, indeed, sold under FAS140 (which 
I will not go into, but FAS140 has not been enforced and has been 
overlooked for years, but they are supposed to be sold); they are 
supposed to be separate from the bank that originated a loan. So 
what happens to the bank or to the originator when the deals are 
downgraded? I had been interested in researching the stock price 
effect on the financials, and the researcher laughed and said, ‘‘They 
die. They are done. It is the end of the road.’’ 

So is it surprising to see that the downgrades that we saw last 
summer were of New Century, American Home—the other origina-
tors had already died—that there was no reputational hit, that 
there was no problem with new business coming up the pipe be-
cause there was no new business from those originators? 

Ms. PRYCE. Well, it is all very fascinating, and I think we really 
have not even touched on how to change if we need to, and it may 
be the subject for a whole new hearing or for a whole new discus-
sion group. 

So thank you all. It certainly is not less than complicated, so I 
appreciate. 

Thank you, Mr. Chairman. 
Chairman KANJORSKI. Mr. Ackerman. 
Mr. ACKERMAN. I had a car once. It said on the rear view mirror 

that ‘‘Objects you see in the rear view mirror may be a lot closer 
than they look.’’ A couple of observations. 

Fascinatingly, I have not heard anybody uttering the words ‘‘the 
market can correct itself’’—it is just an observation—because the 
debate that we have is whether or not we should be trying to fix 
the market or whether we should keep our hands off the market 
because the market is going to take care of this situation. Nobody 
came charging up here saying that. Interesting. 

Somebody mentioned the word ‘‘faith.’’ It is very, very interesting 
how much trust we place in the hands of others upon whom we 
rely. Cookies. These are Girl Scout cookies as it turns out. There 
are people who are, as a principle of their faith, orthodox Jews, 
who have to keep laws that are the kosher laws, the Kosheret laws. 
They have to know that the foods they eat are kosher by the law 
that they have to adhere to. That means they have to know, as the 
consumer of edible products, how the process was done, what went 
into the process and that each of the ingredients meets the speci-
fications according to the standard, the ‘‘standard.’’ Girl Scout cook-
ies meet that standard. The average person not familiar with 
Kosheret laws does not know to look for a little thing somewhere 
in the small print. Within a little, tiny circle, there is a ‘‘u.’’ That 
is the clue that the people who manufacture it choose to put on to 
signal to those people who are interested in doing their due dili-
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gence that this meets the standard that they have to by law up-
hold, and they put a lot of faith into that. One of the reasons is 
they cannot see into this. It is not a black box, because nothing is 
a black box in any of the markets. They are fancy boxes with beau-
tiful pictures, and they are gussied up to make them appealing. 
This is not even translucent, let alone transparent, and the only 
thing that a person has to rely on, who needs to keep the law, is 
someone else’s word. 

I think—and you can comment on it—that faith that we have 
had in the markets, because we have been relying on the rating 
agencies to keep the deals kosher, is a faith that has been, in this 
case, misplaced. If I wanted to take these cookies apart and eat 
them one by one, I would know they are all still kosher. If some-
body repackaged this package by taking 50 percent of this package 
and combining it with 20 percent of another package—the ingredi-
ents of which might all be listed—and then down the road someone 
else repackaged that repackage and that kept going on, there 
would be no way for anybody to certify the processes by which the 
ingredients were assembled and whether or not the package that 
they were buying met the standards that they were required to 
keep. That is why you cannot rerate, because even you in a fourth 
generation of a package of securitized mortgages could not tell me 
what was in it. You could not even tell me, of the subprime people’s 
mortgages that were in it, how many of them might have lost their 
jobs, how many of them were mortgaged together with their hus-
bands as co-borrowers and the breadwinner died without insur-
ance. There is no way of knowing the viability of that package. 
Maybe I am missing something. 

How does a prudent consumer know? 
Ms. TILLMAN. Can I make a comment, sir? 
Mr. ACKERMAN. Please. 
Ms. TILLMAN. When we look at a mortgage-backed security, on 

average, there are about, probably, around 3,000 loans in each of 
the pooled packages. We evaluate over 70 characteristics of each of 
those loans, including— 

Mr. ACKERMAN. Each of the 3,000? 
Ms. TILLMAN. Each of the 3,000. 
There are 70 characteristics that range from what kind of loans 

they are, the FICO score of the borrower, the employment, and so 
forth and so forth. We run those. 

Mr. ACKERMAN. When you review the employment for 3,000 peo-
ple in the package— 

Ms. TILLMAN. Well— 
Mr. ACKERMAN. —how many people have lost their jobs? Do you 

reinvestigate that? 
Ms. TILLMAN. No, we do not reinvestigate it. 
Mr. ACKERMAN. It was not investigated to begin with, so how do 

you know that— 
Ms. TILLMAN. Well, can I finish, sir? 
Mr. ACKERMAN. Please. 
Ms. TILLMAN. Basically, it is the originators. It is their responsi-

bility, obviously, in terms of not only making the loans but in en-
suring that they meet the underwriting standards there. There is 
due diligence. There is a responsibility of both the underwriters 
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and of the investment bankers in terms of reviewing them, and 
they have to— 

Mr. ACKERMAN. And you— 
Ms. TILLMAN. Let me finish. 
Mr. ACKERMAN. I just want to understand what you just said. 

Please, do finish. 
You are relying on the original underwriter? 
Ms. TILLMAN. No. What I said is that what we look for is—it is 

the originators. It is the originators of the loans’ responsibility to 
ensure that the loans that are being lent to the borrower are meet-
ing their underwriting standards, at which point in time the in-
vestment banker, if they are working with an investment banker— 

Mr. ACKERMAN. Some of those are the underwriters who helped 
participate in the ‘‘no background check’’ thing? 

Ms. TILLMAN. Yes, they are the originators of the loan. 
Mr. ACKERMAN. And that is what you are relying on? 
Ms. TILLMAN. It primarily the non— 
Mr. ACKERMAN. It is a pretty high standard to rely on somebody 

else’s ‘‘no please lie to me’’ standard. 
Ms. TILLMAN. Well, I am just telling you— 
Mr. ACKERMAN. If somebody says to me ‘‘no background check,’’ 

man, you know, I am Rockefeller. 
Ms. TILLMAN. Well, to that point, sir, actually the Mortgage 

Bankers’ Association commissioned a study, and it did find out, in 
fact, sir, that, especially in the 2006 loan originations, there were 
substantially higher misrepresentations and fraudulent informa-
tion in those sets of loans, where you had a FICO score for an indi-
vidual borrower in the 2006 that acted more like an individual bor-
rower of a much lower FICO score in previous times. 

So I totally agree with you relative to the transparency, in terms 
of the types of loans that we are seeing, the enforcement of under-
writing standards, and due diligence, but, sir, we get this informa-
tion. We state very clearly that it is this information that we look 
at, and then we run it loan by loan through our models, again 
which are totally available to the public and to the investment 
banker’s rep, and warrant to the accuracy of that information. You 
know, we are not accountants. We depend on the accuracy of what 
is given to us. Our job is to really look at the probability of default, 
and we do a very extensive review of all of those loans. 

In essence, to your point about the kosher box and the ‘‘u,’’ our 
criteria and the models that we put out are so transparent that 
just about everybody in the marketplace knows exactly what it is 
that our models are saying and the types of things that we are 
looking for, and so it is not a great mystery to the marketplace how 
Standard & Poor’s views particular kinds of residential mortgage-
backed securities. 

Mr. ACKERMAN. Thank you. 
If I put different cookies in this box, the three chief rabbis in Je-

rusalem could not tell me they were still kosher. 
Ms. TILLMAN. I agree, but that is why we have a surveillance 

group that surveils those deals that have been rated so that we can 
look at the performance of the deals after the fact, not only at the 
time of the sale. 

Mr. ACKERMAN. Mr. Mathis. 
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Mr. MATHIS. One of the things, I believe, that one of the people 
from a rating agency said is that, when they looked to rerate, they 
did not look at those original FICOs because they did not mean as 
much anymore, and as to the whole process you have to ask your-
self—and I believe the chairman sort of alluded to that with the 
metaphor of the ambulance. Here you have investment bankers 
who are—you know, these are private offerings; these are not pub-
lic offerings, and they are warranting to them that these loans are 
going away; they are going to make a big fee in selling them; the 
originators they are talking about are never going to hold these 
loans; they are going away; they are never going to see them again. 
The only person who is going to see them again or who will be with 
them are the pension funds, and what they depended on was that 
mark that you were talking about, which in this case happens to 
be a AAA. 

I mean one of our suggestions is that maybe one of the ways to 
deal with this—and this was alluded to by the people from the rat-
ing agencies, that you do not know for a couple of years. Well, 
maybe one of the ways is that everybody who makes these loans 
has to live with them for 3 years, that you cannot issue some struc-
tured finance along these lines until they are seasoned for about 
3 years. So that means that everybody who made these loans, in-
cluding the originators and the investment bankers and all of that, 
would have to live with them for 3 years. Just think about common 
sense. Do you think you would have a different world if they had 
to live with these for 3 years? I think you would. I think it would 
be a different world. 

Chairman KANJORSKI. Thank you. 
Mr. Sherman is going to jump off this platform. 
Mr. SHERMAN. Thank you. 
I would point out that the little ‘‘u’’ issued by the rabbi who is 

paid—compensated—by the people who put the cookies in the box 
could claim a conflict of interest, but the rabbi has to answer to a 
higher power. Then again, so do you. In addition to Wall Street, 
you have to answer to the tort system, and while some have argued 
that God is dead, the rock is only in jail. 

So let us say: You guys get paid—what?—about one or two basis 
points? On average, what is the fee that you charge for rating 
them? How many basis points? 

Mr. MATHIS. I would like them to answer, but it is a little higher 
than— 

Mr. SHERMAN. Okay. How many basis points? Can you give me 
an answer quickly on average? 

Mr. KANEF. I can give you a rough dollar. Very, very roughly for 
all of RMBS—so it would include prime and subprime both—it is, 
roughly, $130,000 per rating, sir. 

Mr. SHERMAN. Per rating. You are rating how large a pool? 
Mr. KANEF. That would be for a pool of anywhere from several 

hundred million to several billion dollars. That would be the total 
fee for all of the bonds issued relating to that pool. 

Mr. SHERMAN. Okay. So, of the folks who are from rating agen-
cies, raise your hand if you are not currently getting sued as a re-
sult of what has happened with these mortgage pools over the last 
2 months. 
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For the record, no hands are going up. 
So we do have what economists call the ‘‘moral hazard.’’ That is 

you are subject to lawsuits by the investors who have lost money, 
and that is the best argument for our not changing the system in 
that there is a way to hold you folks accountable. 

I would like to focus—I believe Ms. Tillman was talking about 
how you have transparent standards. When you rate a pool of 
mortgages and over 5 percent of them are stated income mortgages, 
what does that do to the rating? 

Ms. TILLMAN. Well, basically, as we look at each characteristic—
and as stated incomes, we understand that those are more risky, 
and so, as to each of the pools, if they have a certain number of 
stated income, they would basically have to have more credit pro-
tection built in that deal than if you did not have it, so we go 
through each one of these 70 different characteristics and estimate 
not only the probability of default because of those characteristics 
but the estimated loss. 

Mr. SHERMAN. Now, your modeling, was that based on stable real 
estate prices or declining real estate prices? 

Ms. TILLMAN. Actually, declining real estate prices. 
Mr. SHERMAN. Declining real estate prices. 
So you did your model for the market that we face today. So why 

are investors losing money? 
Ms. TILLMAN. What I said was is we based it on declining prices, 

but what I will tell you is there has been an unprecedented hous-
ing decline since the late 1960’s, and we have already published— 

Mr. SHERMAN. Unprecedented in housing declines? 
Ms. TILLMAN. In prices. 
Mr. SHERMAN. Prices. A price decline. 
Ms. TILLMAN. Price declines, and we publicly stated that— 
Mr. SHERMAN. Well, since you faced an absolutely unprece-

dented, in-over-a-century increase, didn’t you model for the possi-
bility that you would have an unprecedented decrease? That which 
goes up, up, up real high goes down real, real low? 

Ms. TILLMAN. Well, sir, we used both external and internal eco-
nomic data that we have received like everybody else receives 
about the housing market, and if the housing market were going 
to be, you know, growing, whether it was going to be declining 8 
percent or 5 percent, we would stress it even more than that, so 
we were extremely conservative, but obviously the declines hap-
pened a lot faster. In fact, in 2006—and we are talking about the 
2006 loans—we started downgrading these loans only 6 months 
after these loans were originated. I mean that is an unprecedented 
quickness in downgrade. 

Mr. SHERMAN. You would think that you would have been—Mr. 
Mathis, I see you have something to say. 

Mr. MATHIS. Well, I think that is remarkable. Did things change 
so much in that 6 months? We have housing prices now that have 
been more under pressure in the more recent period, but until the 
end of 2006, housing prices were going up; they just started to 
move down. Unfortunately, I think the right word is they just 
started to go down. 

Ms. TILLMAN. Yes, but that is not the only thing we look at. We 
look at 69 other things, sir. 

VerDate 0ct 09 2002 16:44 Jan 08, 2008 Jkt 039541 PO 00000 Frm 00037 Fmt 6633 Sfmt 6633 K:\DOCS\39541.TXT HFIN PsN: TERRIE



32

Mr. MATHIS. Well—but you were saying it was unprecedented. 
You were saying it was unprecedented. 

Ms. TILLMAN. Well, it was. 
Mr. MATHIS. The ‘‘unprecedented’’ only just started when you 

were doing those ratings, and what was going on is you were put-
ting into your models, in your original models 6 months before, 
that housing prices would go up at the same rate they have been 
going. 

Ms. TILLMAN. No, sir. I said that they were going down. 
Mr. SHERMAN. If I can reclaim my time—and I know you folks 

could have the hearing without us up here. As a matter of fact, we 
are about to vote. You folks are welcome, with the chairman’s per-
mission, to continue without us. 

I am just flabbergasted that you folks would allow any stated in-
come or teaser rate loans at all into something that you would rate 
as investment grade, and I know you have models, but those mod-
els have failed. 

Secondly, if you look at the value of houses as a percent of GDP 
and inflation adjusted for the last 100 years, etc., every single 
chart shows unprecedented increases over the last 5 years. I would 
like to see models. I do not know if Mr. Marshall has—I want to 
be quiet just in case you have something— 

Chairman KANJORSKI. Well, we will break now, Mr. Sherman. 
This is a great panel. Myself, I would just suggest that we come 

back. We have about a 40-minute vote on the Floor. 
Would that terribly inconvenience the panel if we kept you wait-

ing for 40 minutes before we get back or would you like to conclude 
it now? Mr. Marshall has not had a chance, and he has been a sol-
dier here all day, waiting. 

Mr. MARSHALL. Mr. Chairman. 
Chairman KANJORSKI. Yes. 
Mr. MARSHALL. It is me. 
Chairman KANJORSKI. Yes. 
Mr. MARSHALL. I have spent a lot of time preparing for this. The 

written testimony is something I have not had an opportunity to 
read. It is very thorough. It seems to me that we ought to ask them 
to stay. 

Chairman KANJORSKI. All right. 
Mr. MARSHALL. If there are not too many people here, let us go 

ahead and have more of a conversation amongst you so that we can 
better understand. If I had all of the knowledge that each of you 
has, I would be better able to question each one of you about your 
positions, and given a little bit of time here, I suspect that we can 
clear up, maybe, this dispute between Mr. Bass, Dr. Mason, and 
the two representatives of the industry. I think that is a pretty im-
portant dispute. 

Chairman KANJORSKI. Is there any objection to staying on and 
taking a break now? We will be back. We will even try and get you 
coffee if you would like. You all go and have a drink. 

With that in mind, we have about 2 minutes to get to the vote. 
The subcommittee will stand in recess until we reassemble after 
the last vote on the Floor in approximately 30 to 40 minutes. 

[Recess] 
Chairman KANJORSKI. The committee will come to order. 
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I will now hear from Mr. Marshall from Georgia. 
Mr. MARSHALL. Thank you, Mr. Chairman. Since it is just you 

and me, I would invite you to chime in, as you have questions to 
follow up on. 

I am hoping that I can get a little bit more conversation among 
the panelists. And if it winds up being feisty, that is fine with me. 

Mr. Bass, I think you started it off with your suggestion con-
cerning rerating and said something to the effect that the industry 
was not going to regain its credibility until it does that. And while 
you were saying that, Mr. Kanef sort of stood up, turned around 
and talked to somebody behind him. 

And as I understand it now, your contention, Mr. Kanef, I guess 
the industry’s contention, is that there is rerating. But then Mr. 
Bass would say that is only with regard to those issues that they 
actually check that have previously been rated, and that there is 
not a wholesale going back and rerating when the industry is 
aware of the fact that some of the fundamental assumptions that 
it made were either wrong at the time or are no longer valid. 

And I assume you are referring to, not the list of 70, the ones 
that would be particular to that particular issue, but, of those 70, 
the ones that are global and apply to all of these investments. And 
so, could you just go ahead, quickly tell us what are the global 
ones, assumptions concerning market conditions? 

Mr. BASS. Sure. My contention is when you look at the 70 inputs, 
in my opinion, it boils down to two. And we are just going to talk 
on a larger scale here. The home price appreciation assumption 
built into their models is the single most important input in the 
model, in my personal opinion. 

Mr. MARSHALL. Now, could I ask you this: In your view, that 
home price appreciation assumption is not one that varies from 
issue to issue or rating, group. 

Mr. BASS. Right. At any one point in time, whatever their opin-
ion of home prices is. In 2005— 

Mr. MARSHALL. You apply it across everything that they are rat-
ing. 

Mr. BASS. In 2006, let’s say it was significantly positive, meaning 
they set it for the rest of 2006, 2007, 2008, and 2009. They model 
in assumptions as to how much home prices will be going up. And 
then they factor that into their model to figure out how the models 
should be rated, how every class of security should be rated. 

Mr. MARSHALL. And what weight would you assume they put on 
that? 

Mr. BASS. In 2006, I think it was around 6 percent. 
Mr. MARSHALL. Six percent. 
Mr. BASS. They won’t tell you exactly— 
Mr. MARSHALL. No, no. I asked weight. Of all the factors they are 

taking into account, what weight would you say that— 
Mr. BASS. I would say it is more than half. 
Mr. MARSHALL. More than half of the weight in making the eval-

uation. 
Mr. BASS. And it is more complicated than that, because the way 

they get there is—and I will let them speak— 
Mr. MARSHALL. I just want to make sure that everybody under-

stands what you are saying they should be doing. 
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Mr. BASS. The point I am trying to make is whenever they rate 
a securitization, they have an HPA, home price appreciation as-
sumption, built in. 

On October 4, 2006, Moody’s chief economist, or Moody’s econ-
omy.com’s chief economist, Mark Zandi, did a detailed report on 
every metropolitan statistical area in the country on what he 
thought home prices were going to do, and it differed markedly 
from their expectations they were building into their models from 
securitization. It was significantly lower, and their models were 
saying significantly higher. They started implementing his rec-
ommendations on where he thought home prices were going some 
time in mid-2007, and, you know, they can speak to exactly when 
they implemented that. 

My point being that if your home price assumption goes from up-
6 to down-2, there is an exponential change that happens in the 
securitization. It is not a linear change. It is massively sensitive to 
that assumption. 

So, in 2007, when they started putting negative home price as-
sumptions into their models, they didn’t put the negative assump-
tion in the 2006 models and see where those securities should be 
rerated. What they are doing in 2006 is they have surveillance 
teams and their surveillance teams look for outliers on how bad 
things are performing. 

And, you know, Mr. Kanef and I talked afterwards; they did up 
some of the loss assumptions in the pool— 

Mr. MARSHALL. Could I ask—let me interrupt here. I think I get 
your point. I think everybody does at this point. 

It is just an observation that if one person in Moody’s, somebody 
who is probably pretty sharp, no doubt about it, thinks that things 
are going south doesn’t necessarily mean that the entire team does. 
It might take the team some time to get there. So that might de-
fend the fact that they didn’t simply adopt in October of last year 
that the— 

Mr. BASS. Yes. 
Mr. MARSHALL. Are there people out there who are hedging, who 

are going short, on the assumption that, if there is a rerating that 
is across the market, they are going to make a fortune? If you are 
successful in persuading Moody’s to do what you would like, is a 
whole bunch of money going to change hands, the derivatives that 
people are betting? 

Mr. BASS. We are in the marketplace. We own securities and we 
bet against securities. We do both in the mortgage marketplace. 

Mr. MARSHALL. Right. 
Mr. BASS. We were very lucky to have identified this problem in 

the beginning of 2006. We didn’t believe their ratings, and we met 
with them— 

Mr. MARSHALL. Let me ask you, if they rerated as you request, 
what happens to your portfolio? 

Mr. BASS. Well, clearly— 
Mr. MARSHALL. You would make a bunch of money? 
Mr. BASS. Absolutely. 
Mr. MARSHALL. Okay. Now, back to Moody’s. Why shouldn’t you 

do what they are requesting? I mean, if, in fact, you have in the 
rating, whatever you call it, a model that you use, factors such as 

VerDate 0ct 09 2002 16:44 Jan 08, 2008 Jkt 039541 PO 00000 Frm 00040 Fmt 6633 Sfmt 6633 K:\DOCS\39541.TXT HFIN PsN: TERRIE



35

price appreciation assumptions that apply across the board, and 
you just uniformly do them, why not just, as soon as you come up 
with a change, why not go ahead and plug that into your rating 
for all these different things? If you have a computer, it is all set 
up; it can’t be that much work to do. And then you quickly notify 
those who are holding those instruments that they have been 
rerated, that they are not—you know, from AAA they have gone to 
whatever they have gone to. I guess that is bad news for the people 
who are caught holding them. It at least warns those investors that 
they might get passed to that, in fact, these are no longer a AAA. 

In other words, you are doing a great service for the industry, in 
a sense, by rating these things as rapidly as possible, either going 
up, going down. And if you have the ability to do it across the 
board, just do it across the board. 

Mr. KANEF. Congressman, there are really two components to the 
surveillance process for an existing transaction. 

One process is looking at the performance of the pool to date. 
And the performance of the individual loans within the pool over 
a period of time, the seasoning of those loans, can be a very impor-
tant factor and a predictive factor of the performance of the pool 
as a whole. 

Then there is also the fact that you need to think about the 
change in the environment and how that might have changed your 
original assumptions. 

At Moody’s, we have done both things. And so we have, in fact, 
changed our original assumptions to reflect the fact that the deals 
we are rating on a going-forward basis are looking at new assump-
tions. So we have, in fact, looked back and changed our expecta-
tions based upon the new assumptions. But we also have consid-
ered the performance of the pool to date and the seasoning and pre-
dictability of that information in the ratings. 

Mr. MARSHALL. Mr. Bass? 
Mr. BASS. Yes? 
Mr. MARSHALL. Can you come back to that? 
Mr. BASS. The point I am trying to make is, when you change 

an assumption as important as any assumption that you apply on 
your deals going forward, it just makes sense to me and it makes 
sense to the rest of the marketplace to restore credibility in the rat-
ings. If you plug in the new assumptions into your 2006 models, 
the deals would look completely different than you originally rated 
them. We have had exponential changes in these numbers. 

Mr. MARSHALL. Well, back to Mr. Kanef, you are not interested 
in doing what he is suggesting because? 

Mr. KANEF. Sir, we have made significant rating changes. 
Mr. MARSHALL. But he is suggesting a much broader—I think I 

understand, though I am not that familiar with your industry, but 
he is suggesting that a much broader brush be used here. I mean, 
as you get this information, you hit the computer button that says 
‘‘all.’’ 

Mr. KANEF. That is correct, sir. And there are many people who 
place bets both positive and negative on the way in which these se-
curities move. It is our job to provide our best possible forward-
looking opinion as to the credit strength of each and every security 
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that we rate, by not only applying the past information we have, 
but also the updated information. And that includes— 

Mr. MARSHALL. I am sorry. If you are answering my question, I 
can’t really follow the answer. I think the question was, why don’t 
you do as he suggests? What is the objection to doing this? 

Mr. KANEF. The performance of the pool itself of each of the 
loans—so if a pool was originated in January of 2006, for example, 
the performance of that pool over the past 18, 20 months of time 
is an extremely important predictor of how that pool will continue 
to perform on a going-forward basis. 

Mr. MARSHALL. So you are saying that if you simply applied—
price appreciation assumptions have changed, and so consequently 
we are going to go back to the model that we used in January of 
2006 with regard to that particular pool, plug in the new price ap-
preciation assumption, see what the rating would be, and then no-
tify everybody that the new rating is B instead of AAA, that would 
not be the right thing to do, you say, because the 18 months of his-
tory is a better predictor of the likely future performance? And, in 
fact, it would be misleading not to take into account that 18 
months of history and various other things, is that what you are 
saying? 

Mr. KANEF. That is correct, sir. It is also an important predictor. 
Mr. MARSHALL. Mr. Bass? 
Mr. BASS. You can go back and look at how the securitization has 

performed to date. On the 25th day of every month, you see exactly 
what is happening in the securitization. You see what the cumu-
lative loss and delinquency numbers are. 

And all I am saying is we have had an exponential change in 
home price assumptions. And the ratings agency have a business 
disincentive to cut ratings. 

Mr. MARSHALL. What is the business disincentive to cut ratings 
now? 

Mr. BASS. It will upset the entire— 
Mr. MARSHALL. I mean, initially I could see that there would be 

a business disincentive to give bad ratings, because then that 
would dampen the entire sector and there wouldn’t be as many 
issuances and consequently not as many future ratings. 

And they say, and I accept them at face value, that is not what 
drives them. But then others would say that is kind of odd if that 
is not a significant factor in your decisionmaking. 

Mr. BASS. Right. When you look at what they have cut to date 
in just the RMBS marketplace, in general—and, again, you have to 
make general comments here, because every deal is a little bit dif-
ferent—but the deals that they have cut to date have been mostly 
below the investment grade line. They have cut the BB’s to B’s. 
The all-important investment grade line, when you start cutting 
the BBB- and BBB bonds—and this gets into what I said in my 
oral remarks to lead off today. 

I keep getting back to this mezzanine CDO. And I know I am di-
gressing from your question, but I think this is a really important 
point that I am not sure everybody understands what is going on 
here. A mezzanine CDO, when you have a securitization, you have 
a traditional securitization that we have been discussing all of 
today that has AAA all the way down to collateralization. The in-
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vestment grade piece just above the investment grade line is con-
sidered mezzanine. That is about 4 percent of the capital structure 
of these deals. 

These mezzanine CDOs collected all of those mezzanine 
tranches—so the riskiest tranches of subprime debt—they took all 
of those tranches, packaged them up, levered it 20 times, and 80 
percent of that structure is AAA. They can’t defend themselves that 
that was a great structure. That structure, in itself, is flawed, re-
gardless of your opinion of HBA. 

Chairman KANJORSKI. These buyers are pretty sophisticated, are 
they not? 

Mr. BASS. The buyers of those assets—the reason the mezzanine 
CDO business came about—and I have met with the heads of 
structured products marketing of some of the biggest securities 
firms in the world, so this comes from them. The reason that those 
mez CDOs ever came about was that no one in the United States, 
from 2003 on, the real money buyers in the United States wouldn’t 
buy those bonds. They were too risky for them. So Wall Street had 
to figure out a way to package up the risk opaquely. With the aid 
of the ratings agencies, were able to magically rerate 80 percent of 
those bonds AAA, and then they sold them to Asia and Central Eu-
rope. 

Chairman KANJORSKI. Okay. So we peddled that product to Asia 
and Central Europe. 

Mr. BASS. It was a way to get all the risk off the book. 
Chairman KANJORSKI. Even when they perfumed it, it did not 

sell. 
Mr. BASS. Correct. 
Mr. MARSHALL. How are they making money right now by not 

dropping the ratings? 
Mr. BASS. And this goes to— 
Mr. MARSHALL. It seems to me they are probably not doing a lot 

of ratings of these things because these things don’t sell right now. 
There is a future market for them— 

Mr. BASS. Now, all of a sudden, people realize what is in there. 
But to Mr. Mathis’s point earlier—and when you ask about the 

size of the problem, it is not the dollars that we are talking about 
here; it is the loss of faith in the ratings agencies, because AAA is 
not AAA anymore. They bestowed 80 percent of that particular 
securitizations ratings AAA. AAA, I mean, that implies it is a U.S. 
Government bond. Right? AAA is the lowest— 

Chairman KANJORSKI. Did they lose faith in the United States, 
or did they lose faith in the ratings agencies, the Asian and Euro-
pean buyers? 

Mr. BASS. Basically, what you are seeing with the ABCP markets 
freezing, the commercial paper markets, to Mr. Mathis’s point, the 
reason they are failing is, all of a sudden, people aren’t buying AAA 
because it is AAA anymore; they realize that it is not what it was 
cracked up to be. 

Mr. MARSHALL. It might not be. 
Mr. BASS. Right. So that is the crisis that the United States and 

the world is facing today. And the reason that is—it is not just be-
cause of subprime. Subprime was the spark that set it off. 
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Mr. MARSHALL. Do you suppose that the rating agencies here 
going back and rerating, in a sense, with the new assumptions, all 
of the issues that have been made so far, would enhance our credi-
bility? Wouldn’t it just be more extremely bad news? If you are 
worried about somehow globally sending bad news, wouldn’t we, in 
fact, be sending really bad news if they did that? 

Mr. BASS. Would we rather sit here and let the opacity continue 
and take the pain over time, or would you rather take the pain all 
at once and try to restore credibility? I will ask you the question. 
How would you handle it? 

Mr. MARSHALL. I get to ask the questions, by the way. That is 
the way it works. 

Mr. BASS. I’m sorry about that. 
Mr. MARSHALL. I have nowhere near your expertise. Part of me 

asking questions is to try to get some information here. You don’t 
need information from me. I am not going to tell you anything you 
don’t know. 

So it seems to me, though, that your central argument is that 
somehow we would restore credibility by doing this. And now what 
you are saying is that, well, you can either dribble out the loss of 
credibility or you can have it all right now, but it is going to be 
a loss of credibility either way. 

Mr. BASS. Correct. 
Chairman KANJORSKI. Well, has anybody estimated faced this 

issue right square? Has anybody figured out what the actual loss 
is out there? Is there some way you can total up what that loss 
would be? 

I get all these weird figures. And generally they are in the range 
of $150 billion to $200 billion. 

Mr. BASS. I think that loss figure is directly related to just 
subprime cumulative losses. When you get into the structured fi-
nance markets, the synthetic markets for CDOs, I haven’t found 
anyone to give me a hard number, but I will tell you— 

Mr. MARSHALL. Dr. Mason is going to offer some. That is what 
academics do. They sort of think about things like this. 

Mr. MASON. I just want to—I am going to be straight. I can’t give 
a dead-on number, but I can give some perspective on these situa-
tions that we have faced, before because this is nothing new. 

We started the thrift crisis with about $10 billion of losses that 
the FSLIC could have absorbed. 

Chairman KANJORSKI. $10 billion to $15 billion. 
Mr. MASON. And we ran that up to about $100 billion. 
Chairman KANJORSKI. $150 billion. 
Mr. MASON. By allowing the losses to dribble out, as it were, is 

to forebear on the closures. 
Chairman KANJORSKI. Now, all we did was we contaminated 

good organizations with bad assets. And ultimately those assets 
failed and dragged down the good organizations, so that we had to 
have a bail-out. We call that supervisory goodwill or something. 

Mr. MASON. Which the lawsuits are still going on. 
Chairman KANJORSKI. See, our big problem, Doctor, is that there 

are only three or four of us left up here who remember that crisis. 
So we like to relive history so these youngsters down here can— 
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Mr. MARSHALL. I wish I was as young as he is; all of us were 
studying exactly this problem back then. 

Chairman KANJORSKI. Here is what I am worried about. I am 
going to jump in, and you jump into this thing, too. 

I am not one of these people who are saying we ought to uncap 
the ceiling for Fannie Mae and Freddie Mac so they can go in and 
buy these things up and do a quasi-rescue, like in 1989 in the S&L 
crisis, because that is really what it would be. And we would be 
taking two fairly decent organizations and encouraging them to 
create much greater equity risk out there that does not cover these 
bad obligations they would be buying in. And then the temptation 
politically is to do it, because if you can make 3 years and we do 
not have a recession or if the real estate bubble is not as bad as 
it could be, we will make it out, and nobody will know the dif-
ference. And we will have just made a tremendous recovery, and 
everybody will say how brilliant the Administration and the Con-
gress was, and particularly the regulators. 

On the other hand, if we get into a 20 or 30 percent depreciation 
in real estate in the hot markets of California, Florida, Texas, Vir-
ginia—which, to my way of thinking, it looks to me like it may be 
moving in that direction—and you tap on a recession over the next 
year to 18 months, then all hell is going to break loose, and we are 
going to go into a meltdown. But in order to fix that, it would seem 
to me, using the mathematics of the S&L, would cost several tril-
lion dollars, which we do not have. And I don’t know anybody in 
Asia who is going to dig in their pockets and give it to us. So cur-
rency, as weak as it is today, will look terribly strong when every-
body bails out of American currency. And, literally, we could col-
lapse the whole world system. 

I do not particularly like that scenario or that risk factor. And 
I think it is sufficiently high enough that we have to protect the 
Fannie Maes and Freddie Macs and others that would come to 
their rescue from themselves and from the politicians, which is 
probably the most important thing. And then, we just have to find 
another vehicle to address this issue and try and straighten it out 
without constructing an RTC, which would come later on if that is 
the only thing left as a last resort. But there are other things here. 
I mean, we can make a couple more tranches, can’t we? 

Mr. MASON. Oddly enough, that is something that was done in 
the U.K. recently. 

Chairman KANJORSKI. No, I think if we get some tranches that 
are paying 35 or 40 percent, like credit card interest, we will find 
somebody in the world who will buy them. 

Mr. SHERMAN. Mr. Chairman, if I can interject on your idea, I 
don’t think we should let Fannie and Freddie take unwarranted 
risks. I hope we can rely on OFHEO to make sure that doesn’t hap-
pen. 

Chairman KANJORSKI. No, they are on their way there now. The 
recommendations are to lift the portfolio restrictions. 

Mr. SHERMAN. I could think that portfolio restrictions could be 
lifted—I may differ a bit from you—if they are not overpaying or 
taking excessive risks. I think we originally set those portfolio lim-
its in part because other competitors in the market didn’t want to 
face too much competition. 
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If it is just banks screaming that they don’t like the competition, 
or the securities industry screaming they don’t want the competi-
tion, that is one thing. If, on the other hand, you are right and 
what Fannie and Freddie have planned is a risk to the solvency of 
those institutions— 

Chairman KANJORSKI. Well, unless they are going to do some 
new offerings for equity, it seems to me if they go into the market-
place to get more capital to buy these securities they are thinning 
out their equity support system. 

Mr. SHERMAN. If they sell more stock, then they will have more 
equity to— 

Chairman KANJORSKI. I do not hear that is their intention; now, 
of course, I am not sitting on their board. 

But I look at what everybody is talking about in town, and I do 
not want to attribute this to Fannie and Freddie. I think they are 
standing there saying, ‘‘Can we be helpful, and what can we do?’’ 
I think many of us in government, whether it is in the Congress 
or the Administration, do not want to face a bad situation now, and 
would rather cover it up. 

A government-sponsored enterprise is going to try and appeal to 
take care of us. They are a dangerous instrumentality, from that 
standpoint. There is a very close relationship between the govern-
ment, so we force them to live with us, in a way. They know that; 
they are very conscious of it. So they are going to try and create 
an S&L bail-out of some sort of the first order that we had, and 
I think it is going to be very dangerous. Now, I do not want to sug-
gest that is going to happen. I am just trying to send a message, 
‘‘Do not even think about it happening.’’ 

But along that line, I would like to get to some—Deborah Pryce 
mentioned it before she left. You know, we really should talk 
about—obviously, we have here a wealth of intelligence, of thought 
process. And I may have given the impression earlier on that I was 
going to use some old tacks and crosses on the rating agencies. I 
do not want to impart that to you. I will fight to my damnedest 
to hope we can get you all back to resuscitation so that you are be-
lieved. I would have a hard time believing—I mean, maybe I am 
harsh that way. Fool me once, shame on you. Fool me twice, boy, 
I am never coming to your house to eat again. It is just not worth 
taking the chance. 

And I think that is where the rating agencies, for whatever rea-
son that you did not go back, whatever reason that you say you 
wrote all these learned articles that nobody read, or all the whis-
tles that you blew that nobody listened to, now it is absolutely in-
cumbent upon the rating agencies to be part of the recommenders 
of what we do. 

And my recommendation, if nothing else, is that you should live 
up here and camp out with us and get the best academics in the 
world to help us out of this maze and to get it done and get it done 
quickly. Because I think, we are not going to know about the real 
estate for another 18 months or so. 

That is a question I wanted to ask you, on the real estate ques-
tion. When you do these 70 questions to set up these pools, one of 
the significant questions would be where this mortgage is issued, 
what state, what county? 

VerDate 0ct 09 2002 16:44 Jan 08, 2008 Jkt 039541 PO 00000 Frm 00046 Fmt 6633 Sfmt 6633 K:\DOCS\39541.TXT HFIN PsN: TERRIE



41

Ms. TILLMAN. Absolutely, yes. 
Chairman KANJORSKI. So how do you take into consideration, for 

instance, the California principle that you just hand your keys in 
and that forgives the mortgage obligation, as opposed to Pennsyl-
vania, that we not only have a mortgage on the property, we have 
a judgment note on all your assets? You know, a Pennsylvania 
mortgage is a lot more secure than a California mortgage. So how 
do you rate that? 

Mr. SHERMAN. Mr. Chairman, I resemble that remark. 
Ms. TILLMAN. Well, we certainly look for geographic dispersion, 

because, obviously, if a pool is concentrated into one specific area, 
it is probably going to be more risky. Because if something hap-
pens, obviously, in the California market, it is going to impact ev-
erything exponentially across the board. And we do take into con-
sideration the different loan characteristics and what the under-
writing practices and practices are in each of the States. 

But you still are getting a pool, and they are generally dispersed, 
and, again, dispersing the risk. And we look at them and then as-
sign an appropriate probability of default to each of the character-
istics and the expected loss on each of those. And when we look at 
it, depending on what kind of tranche it is, there is certain 
overcollateralization— 

Chairman KANJORSKI. I am going to stop you right there. I want 
you to give me your honest answer, not as an employee of Standard 
& Poor’s. I am not suggesting it was not an honest answer you 
were giving, but your gut answer. If you had an opportunity to do 
something different than you did, would you? And what would that 
be? 

Ms. TILLMAN. Well, I think that we would look for more quality 
information than potentially that we are getting right now. Be-
cause it has just proven not necessarily to be as reliable as it has 
in the past. And just really push for— 

Chairman KANJORSKI. Why would you suggest—when I take the 
string of 8 or 12 people who are involved in this transaction, even 
down to the last guy recommending to the pension fund that they 
buy this particular security, they are all making money on the deal 
and they have no skin in the game and they are out of the deal 
in a moment. Why wouldn’t you question the motives and the ac-
tivities and the judgments of every person in that line, and how 
could you do that? 

Ms. TILLMAN. Well, one of the things that we are doing, and it 
probably didn’t get out here, is that we do look at the originators 
and the servicers in the mortgage market. And what we have start-
ed to do is really look very heavily on what fraud protection-types 
of policies that these originators have in place. Because I think I 
said earlier the— 

Chairman KANJORSKI. Okay. Let us stop right there. I have been 
involved in this subprime problem for about 5 or 6 years now. It 
is a big, big huge problem. You practically never find a fraud situa-
tion unless you find a fraudulent appraiser. You have to have a bad 
appraiser to go along with the deal. Didn’t you all know that? 

Ms. TILLMAN. Well, we do take into consideration—we work into 
every deal that we do on RMBS a certain amount of fraud, because 
it is known in the mortgage field that it takes place. 
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Chairman KANJORSKI. Well, but I do not mean prosecutable 
fraud or prosecuted fraud. 

Ms. TILLMAN. Fraud in the sense that the information that we 
are getting may not be the type of information or characteristics 
that you would assume. And that is what I said. Like the FICO 
scores that we looked at, the high FICO scores in 2006 are actually 
behaving like very low FICO scores in 2004 and 2005. 

Chairman KANJORSKI. Yes, because they have been restructured 
and fixed. 

Ms. TILLMAN. Well, exactly. 
Chairman KANJORSKI. But you all watch television, you see who 

you can call to fix your FICO score. I mean, that does not take a 
penetrating mind, does it? 

Ms. TILLMAN. Well, it is one of the things we are currently really 
looking into now. But that occurrence just didn’t happen in the 
past. 

Mr. MASON. Mr. Chairman? 
Chairman KANJORSKI. Let us get Dr. Mason in there. 
Mr. MASON. I just want to say that I am sympathetic to what the 

ratings agencies’ representatives are saying at this point. That, at 
a certain point, yes, there are things that can be fixed in the rat-
ings end of the industry. But the problems that we face today had 
fraudulent borrowers, in some cases, fraudulent brokers, fraudu-
lent appraisers, fraudulent underwriters, all the way up through 
the chain. 

And from my days with the bank supervisors, if somebody is 
going to commit fraud, they are going to try to cover it up as much 
as possible. And, yes, it will eventually spill out, and it is really 
going to mess up your model if you have a statistical model that 
you are running. And that is part of what we have seen. 

For these data feeds that the agencies rely upon for the review 
in the monthly performance, those are coming from servicers. And 
the servicers are sometimes related to the same firm that origi-
nated the loan, sometimes not. They are a whole other source of 
the problem here. One of the incentives they often hold is a resid-
ual, a bottom first loss stake in the securitized pool. They want to 
maximize the value of that residual. 

And one way of doing that is keeping as many of the borrowers 
paying as possible. Because, in fact, if the borrowers don’t pay, the 
servicer has to act as if they are paying and pass the money on to 
the note holder. So there are dire implications for the servicer in 
the amount of default and every reason to try to keep loans out of 
default by hook or by crook. 

And one of the key elements that needs to be looked at here is 
the process of modification and what is called re-aging, the process 
by which you determine that a loan, after it has been defaulted for 
a while, is good again. Some servicing firms are very aggressive at 
re-aging. They will even lower your payment to get you to make 
one on-time payment so that we can call you good again and we 
can take you out of the default category and call you a good, on-
time loan. But the loan is not going to stay there; it is going to re-
default. But the servicer reports back to the ratings agency that 
this loan is good, this is performing, we received the payments on 
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time, everybody is happy. And then you see the deal go along beau-
tifully for a while and then drop off a cliff. 

And we have seen a lot of— 
Mr. MARSHALL. Mr. Chairman? 
Mr. MASON. —inappropriate behavior in the industry. 
Mr. MARSHALL. Mr. Chairman, may I? 
Chairman KANJORSKI. Yes. 
Mr. MARSHALL. Mr. Kanef—and I kind of did this to you, and I 

almost feel badly about it. Okay, so your reason for not going back 
and rerating in light of this new information is that it would be 
misleading, potentially, because of the fact that there has been a 
history, an 18-month history, a 2-year history, something like that, 
depending upon the issue obviously, and that is probably better 
evidence of what the lack of future performance is going to be than 
going back and trying to refigure out what we should have said 
back in 2006. 

And so, I guess that prompts a question. Do you randomly 
check—you know, you do do some revisiting of the expected per-
formance, with regard to certain issues. You sort of track them, 
and that is that rear-view mirror stuff that Mr. Bass was talking 
about, correct? 

Mr. KANEF. Yes. If— 
Mr. MARSHALL. Is that done randomly? 
Mr. KANEF. If I could be clear—because this is something that 

I perhaps didn’t answer as clearly as I should have—what we real-
ly have between Mr. Bass and myself is a difference of opinion of 
the way in which the ratings should be surveilled or reviewed. 

We review every single rating that we have on an RMBS trans-
action every month. So every single transaction, the past perform-
ance of that transaction is reviewed every month. And, in addition, 
we do also consider the changes that have been made to deals that 
need to be rated on a going-forward. 

But we don’t rely 100 percent on the new information, because 
the performance information of the pool is also an important com-
ponent of the way in which we continue to rate the outstanding 
transactions. 

Mr. MARSHALL. So you are saying you are looking at, you are 
thinking about the necessity to rerate across your entire portfolio 
every month? 

Mr. KANEF. On a monthly basis, when we get the new data on 
the performance of that transaction. We receive data once a month 
on each transaction. And, again, we do review it, each transaction, 
in our rating universe once a month when that data comes in. 

Mr. MARSHALL. It seems to me that for these mez deals that 
were batched, they are the ones, just offhand, just mathematically, 
they are the ones that are disasters as soon as the entire industry 
moves, because they, by definition, are that portion of the industry. 

Have you gone back and looked at all of them? Have you rerated 
all of them? 

Mr. KANEF. Yes. And we, in fact, have moved, changed the rat-
ings, the initial ratings, on a number of BAA tranches issued out 
of the subprime RMBS sector in 2006. And, in fact, on the CDO 
side is the mez CDOs that Mr. Bass has referred to. Those are also 
rerated on a monthly basis. 
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Mr. MARSHALL. Thank you. 
Mr. SHERMAN. Mr. Chairman? 
Chairman KANJORSKI. Yes? 
Mr. SHERMAN. I would like to get back to the issue of what the 

economic incentives are for those in the rating industry. 
I am an old CPA auditor, and we used to say we were the only 

umpires that were paid by one of the teams. Now I realize we 
weren’t alone; you folks are also paid umpires, paid by one of the 
teams. 

One thing that is obvious is, if you are in a league in which the 
pitchers pay the umpires, you don’t want to get a reputation as the 
guy with the narrowest strike zone. The economic incentive with 
regard to this deal is to make sure you have a good reputation as 
a pitcher’s umpire in order to get the next assignment. And so, you 
are in a situation where you need some reputation with investors. 
And, obviously, this recent problem has not helped any of your 
agencies with that. 

But up until the last few months, what you needed was at least 
an investment grade image with investors. And then with the 
issuers, if you were thought to be slightly more liberal but still 
credible with investors, you got the assignment. 

What do we need to do, or should we do anything, to change the 
economic incentives in the rating business? Should we require rota-
tion? Should we have the SEC do the assigning, so that the pitch-
ers don’t get to pick the umpire? Or is the present system, com-
bined with the reputational risk that you have experienced and the 
lawsuits risk that you have experienced, sufficient enough to make 
sure that the strike zone doesn’t get too wide? 

Mr. Mathis? 
Mr. MATHIS. On the issue of the strike zone and whatever, ac-

countability comes into that play. If you are doing something and 
you have to pay—you mentioned earlier, Congressman, that they 
could be sued. Well, this is America and anybody can be sued. The 
question is, can you win a judgment? And, as you know, the 1975 
Act basically exempted all of the NSROs. 

Mr. SHERMAN. ‘‘NSRO’’ standing for? 
Mr. MATHIS. I am sorry, NRSROs—exempted all of them basi-

cally from any underwriters liability. 
In addition, the agencies have been able to win decisions in court 

saying that their opinions are free speech, and therefore they are 
not liable for any of their opinions if they are, in fact, wrong. And 
then— 

Mr. SHERMAN. Wait a minute. I used to be a lawyer too. If I told 
the guy that the will was valid and it turns out, from his heirs’ 
standpoint, that it wasn’t, I could say it was free speech. I mean, 
isn’t there malpractice liability? 

Mr. MATHIS. For the most part, the courts have held that the ac-
tions of the rating agencies are free speech and that, if they are 
later proved to be wrong, they don’t have the same kind of liability 
that you do as a lawyer, as a professional. 

Mr. SHERMAN. Why does the First Amendment apply to the 
speech of rating agencies but not the speech of lawyers and doctors 
or accountants, for that matter, who, by the way, do the exact same 
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thing? They rate the financial statements instead of rating the se-
curities. 

Mr. MATHIS. Well, here you have a basically government-spon-
sored program, through legislation, where the people have been es-
sentially exempted from accountability on a legal basis. And in ad-
dition— 

Chairman KANJORSKI. I was going to suggest to you, we have 
Dan’s father in the audience. Maybe we can get an expert opinion 
here. I could not resist saying that. 

Mr. MATHIS. Can I just say one more thing? Recently, one of the 
rating agencies, in a lawsuit, cited the 2006 Act as something that 
really exempted them from liability along these lines. 

Mr. SHERMAN. So their argument is somehow they are in a dif-
ferent position than the accountants? Although the accountants 
issue an opinion, an opinion on financial statements, the rating 
agencies issue an opinion on the creditworthiness of the security. 
What legal doctrine—and, boy, you guys have some great lawyers. 

Mr. Kanef? 
Mr. KANEF. If I could just state that there is one significant dif-

ference between the opinion that is provided by a rating—well, 
there may be many, but one that I would like to point out is the 
difference between the opinion of a rating agency and the opinion 
of an accountant or perhaps a lawyer. And that is the opinion pro-
vided by a rating agency is a subject of forward-looking opinion 
about the likelihood that a default will or will not occur at some 
point in the future. An accountant is reviewing a set of financial 
statements that are factually present and that reflect a situation 
that has already occurred. 

And so, one of the large differences is simply the fact that— 
Mr. SHERMAN. I would say, if you know more about accounting, 

you realize that you have to, for example, write off an asset that 
won’t be valuable in the future. When a company buys research re-
sults, you have to determine, are they going to be valuable in the 
future? And so, it is odd to say that accountants, in determining 
whether the financial statement is accurate now, don’t have to 
have a crystal ball about the future. 

I realize that accountants like to give the impression that they 
are in a science and not an art, but anybody who looks at the indi-
vidual decisions realizes the opposite. Likewise, lawyers give opin-
ions all the time; I used to write tax opinions, saying, if you get 
challenged by the IRS, you are going to win this thing and get your 
tax deductions. Thank God the statute of limitations has expired 
on those. 

I mean, it is hard for me to say that everyone else—medicine, 
law, accounting—is a science to which we can hold the practi-
tioners accountable to a standard of due care, but that rating agen-
cies are an art which is only in the eye of the beholder. 

Let me hear from the doctor. 
Mr. MASON. I just want to point out that I think Congress has 

acted on this part. And I am in line with the views espoused by 
the IMF in the recent Global Financial Stability Report, that we 
have a lot of regulations that have not been enforced by the SEC, 
by bank regulators, by accountants sometimes. One of them is the 
2006 Act, which, as I understand it, tried to bring the industry into 
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adherence with—and this is from my written testimony—the Inter-
national Organization of Securities Commissions, or IOSCO, code 
of conduct, which reads that, ‘‘The credit rating agency should 
adopt, implement and enforce written procedures to ensure that 
the opinions it disseminates are based on a thorough analysis of all 
information known to the CRA that is relevant to its analysis, ac-
cording to the credit rating agency’s published rating methodology.’’ 

And yet, we still have—and this is from—now, I will admit, my 
particular quote here predates— 

Mr. SHERMAN. Doctor, if I can interrupt you with perhaps a more 
narrowly drafted question. Is it your understanding that, even if a 
plaintiff could show negligence or even gross negligence, they might 
be unable to recover from a rating agency? 

Mr. MASON. Well, let me read the disclaimer that Moody’s uses, 
that Moody’s has no obligation to perform—it does not perform due 
diligence with respect to the accuracy of information it receives or 
obtains— 

Mr. SHERMAN. Well, Doctor, if I can interrupt you. We only hold 
a professional responsible for doing their own job well. If the X-ray 
is bad and the radiologist reads it correctly, you can’t sue him for 
malpractice. 

Mr. MASON. Right. But— 
Mr. SHERMAN. The question is not whether Moody’s is respon-

sible for the quality of work done by others. The question is, if they 
themselves perform their role in a negligent manner, are they sub-
ject to liability? 

Mr. MASON. But Moody’s does not undertake to determine that 
any information that they use is complete. 

Mr. SHERMAN. What was that again? 
Mr. MASON. They don’t even try to see if the information is com-

plete. They just— 
Mr. MARSHALL. Will the gentleman yield? 
Mr. SHERMAN. I yield to the gentleman. 
Mr. MARSHALL. Let me, instead of stating it abstractly, bring it 

back to what we are talking about here. And if this particular mez-
zanine tranche is the one that is the problem, I suppose the conten-
tion would be that the raters, in buying the pitch that this should 
be listed—that any segment of this should be listed AAA, were 
grossly negligent in not taking into account what would inevitably, 
anybody looking at this would conclude inevitably, happen if the 
economy turned south on housing, that this was what was going—
they were not AAA. Nobody in good faith could rate these things 
AAA. 

So, suppose that is the contention. Suppose reasonable people lis-
tened to it and conclude, ‘‘You are right; they were utterly incom-
petent in concluding that that 80 percent could be listed AAA. It 
doesn’t meet any standard of expertise in the industry.’’ Let us as-
sume that is the case. Are you saying that there is no recovery? 

Mr. MASON. That appears to be the treatment from the courts, 
that there is no recourse to the ratings agency. 

Mr. MARSHALL. Do you agree— 
Chairman KANJORSKI. Based on constitutional law, First Amend-

ment rights, or based on some failure to put a regulation in effect 
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or pass a statute? I mean, are they barred? Is there no way we can 
make them responsible? 

Mr. MASON. Now, I am an economist, not an attorney, but it is 
my understanding that it is based upon First Amendment rights, 
that this is merely an opinion. 

But my assertion stands that when we begin to base ERISA or 
pension fund legislation on a BBB cutoff, this is more than— 

Mr. SHERMAN. If I can just interject. All accountants ever do is 
express an opinion on financial statements. I am flabbergasted to 
hear that medical opinions, legal opinions, and accounting opinions 
are all subject to malpractice and rating agencies aren’t. 

Mr. MARSHALL. I doubt this happened in this case. I mean, it is 
entirely possible that they were pretty negligent in assessing this. 

But let us take it one step further, and let us assume that there 
was intentional fraud here. Let us assume, it is just hypothetical, 
that the rating agency, tempted by fees that were going to be 
earned as a result of being able to pass all these things, went 
ahead and said, it is a lot of give and take, back and forth, ‘‘Okay, 
we will rate this 80 percent of these things, we will rate them at 
AAA; we will do what you want to do.’’ And some jury concludes 
that that is just flat-out fraud. They knew at the time they were 
doing it that these weren’t AAA, and they did it just to get some 
money. Is there no recovery there? 

Mr. MASON. I have seen—I think if you could find printed evi-
dence that parties were colluding beyond tacit collusion, explicit 
collusion—of course, again, I am not an attorney—but it appears 
that there have been occasional cases where the First Amendment 
protection has been breached. The one that I know of, in particular, 
is where the agency was found to be actively guiding the structure 
of the securitization, recommending that, in particular, 80 percent 
be AAA and actually providing— 

Mr. MARSHALL. Some of the ratings given earlier, the derivatives, 
were just stunning, how bad they were. 

Mr. MASON. Well, another point of regulatory bite here that I 
think is very important to your original question about CDOs is 
that CDOs are often built with contractual triggers that are only 
enacted upon a ratings decision. So that if the ratings decisions on 
what I would call the primary structured finance instruments, the 
residential mortgage-backed securities are delayed, then the terms 
in the CDOs that would be enacted by those downgrades don’t get 
triggered, and we don’t get a revaluation of the CDO, nor do we 
get even a clean-up or an investor recourse action so the investors 
can get out of the non-performing CDO. 

So, to me, this presents another regulatory responsibility of the 
ratings agencies to act in a timely and complete manner and to 
continue to rerate regularly and completely. 

Now, I am going to say that, the way the industry is currently 
built, they are not paid to do that. And I think that is a short-
coming of the way the industry developed. 

Mr. MARSHALL. Before they get paid to do that, what does the 
industry have to say in response to the doctor’s observation, Dr. 
Mason’s observation about responsibility here, rerating responsi-
bility? Ms. Tillman? Mr. Kanef? 
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Mr. KANEF. I think, as a representative of Moody’s, I will tell you 
that Moody’s believes it has a responsibility to review the data that 
we receive every month. Calling it rerate or review is, I think, be-
side the point. What we do—and we have a separate team that is 
made up of analysts and chaired by a chief credit officer, and that 
team reviews the updated information we have that relates to each 
of the outstanding securitizations that we rate each month. And it 
is a responsibility that we take very seriously. 

Mr. MARSHALL. Suppose you just decided to take Mr. Bass’s ad-
vice, and you got very aggressive, and then you are reviewing this 
month, you had been thinking about it for a while, and you said, 
‘‘Okay, we are going to rerate, I am going to rerate just about ev-
erything here, and I am going to drop it all.’’ What effects on 
Moody’s— 

Mr. KANEF. I think that we have a responsibility to, based upon 
the approach that we are using, to make certain that we are pro-
viding our best possible opinion to the market. And I believe that 
we take that responsibility seriously. If the approach that we use 
in rating suggested that we needed to take significant additional 
downgrades beyond the downgrades that we have already taken 
during the past 18 months, we would do so. 

Mr. MARSHALL. But you do that reluctantly. 
Mr. KANEF. I would not do that reluctantly, sir. We would try to 

make certain that we had our best possible opinion on the future. 
Mr. MARSHALL. Okay, so I accept that is what drives you, for 

purposes of this question. I accept that is what drives you. What 
consequences? 

Ms. TILLMAN. Our reputation and what you have all been talking 
about here has been a big part of the consequence of what has been 
going on here. I mean, our reputation is everything. The market 
evaluates us every day. 

And I think that one of the things we have to recognize here, and 
you all have talked about it, you know, that somehow our reputa-
tion has been tarnished. And we have to be able to go out and ex-
plain what it is we do better to a broader audience to be involved 
with other industry associations. Because the bottom line is a cou-
ple of things: We only are talking about probability of default. We 
are not talking about whether this is a suitable investment. We are 
talking about a highly sophisticated institutional investor— 

Mr. MARSHALL. The problem with that observation is that, in 
fact, the probability of default goes way up if, indeed, the entire in-
dustry can’t get any money. It is the nature of how all of this is 
structured. So the suitability— 

Ms. TILLMAN. But that is not around— 
Mr. MARSHALL. Pardon me? The suitability of the investment is 

directly related to the stability of the industry. You can’t separate 
the two, in this instance. 

Ms. TILLMAN. We are not setting market values or market prices. 
The market does that. And there is a lot more that goes into— 

Mr. MARSHALL. But when the market price goes way down on 
these things, money drives up, refinancings don’t occur, defaults go 
up. So there is a direct relationship between performance of the in-
strument that you are judging and the market, in this instance. 
Am I mistaken about that? 
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Ms. TILLMAN. Well, I think what has happened in the markets, 
and I think one of the panel members said it, there is a fear factor 
in the markets right now. And, certainly, a more open, transparent 
marketplace is something that we absolutely agree with, because 
the fear is that people don’t necessarily know what exactly it is 
that they are holding. 

And what we do is do our best to explain what is in the port-
folios, what we are looking at. When circumstances change, we talk 
to investors, we talk to issuers. We talk about ideas that we have 
on an ongoing basis. We talk to the market. We have telecon-
ferences. We go on and on and on about what our views are. 

And we do change. Ratings aren’t static. It is supposed to be sta-
ble, but it can’t be static when you have changing circumstances 
occurring, which is why you have a surveillance process. And as 
you, in the surveillance process, see that behavior is changing, sir, 
we change our models, we review everything that may be impacted 
by that, and we go out and we do what we need to do. 

And that is all I can say. I don’t know how to seriously explain 
it any further than that. 

Mr. MARSHALL. I got you. Right. So, as you are looking, as you 
are reviewing, monthly, across the board, is there this feeling that, 
to the extent that have you to rerate, somehow you lose a little bit 
of credibility with regard to your original rating? 

Ms. TILLMAN. Actually, since our responsibility is to speak to the 
creditworthiness and probability of default, it absolutely is our re-
sponsibility that, if it is a weaker credit than we had first antici-
pated, that we will downgrade it. That is our responsibility. 

Mr. MARSHALL. Mr. Bass? 
Mr. BASS. I know I keep going back to this, but I think it is very 

important. When they talk about their credibility and the prob-
ability of default, the probability of default of a mezzanine CDO 
AAA piece is exponentially higher, you probably can’t even cal-
culate how much higher it is, in this structure than it is in a cor-
porate structure. 

And they haven’t even told us yet that they have blown it. The 
fact that they allowed that structure to be rated the way it was 
rated, it doesn’t matter what their surveillance teams are doing. 
The fact that they allowed a mezzanine CDO structure to be 
launched is where they blew it, and they lost their credibility. Be-
cause those AAAs, some of them will be fully impaired, and any-
thing below AAA will be wiped out. And that is the loss of credi-
bility from the beginning, not as we rerate things. That is the 
structural problem. 

Mr. MARSHALL. Mr. Adelson? 
Mr. ADELSON. Yes, I have to respond a second to what Mr. Bass 

is saying. 
You know, the issue of the mezzanine CDOs is a great illustra-

tion, and it is interesting that he is saying it now, you know, after 
the fact. You know, there were researchers, a number of us, myself 
included, but others in the research community, who basically took 
that view a long, long time ago, right? So it is not a surprise. 

But the rating agencies’ view—where I differ with Mr. Bass is 
the rating agencies’ view was not unreasonable. We had a different 
point of view. We differed from their point of view. Their point of 
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view was not unreasonable. Ours was not unreasonable. It is a 
complicated problem as to which reasonable people can differ in 
making assumptions and in tackling the analysis. 

Mr. MARSHALL. Mr. Adelson, I am getting the impression that no 
reasonable person could conclude that these particular issues— 

Mr. ADELSON. No. 
Mr. MARSHALL. Let me finish—that these particular issues would 

survive a substantial turndown in the housing market. 
Mr. ADELSON. What they had was actually historical evidence— 
Mr. MARSHALL. Well, that was— 
Mr. ADELSON. —about the correlated performance of BBBs, okay? 

Now, I would have said you look beyond the historical performance 
and you place more emphasis on what might happen, what you 
could imagine to happen—okay?—as opposed to relying more on 
the actual data, what you had observed. And you did have data for 
a pretty long time series about the performance of BBBs. The cor-
relation factors that the rating agencies came up with, as much as 
I disagreed with them—right?—were not coming out of thin air, all 
right? 

I have probably criticized the rating agency correlation— 
Mr. MARSHALL. Mr. Adelson— 
Mr. ADELSON. —more than anyone. 
Mr. MARSHALL. Mr. Adelson, can you rate something or should 

you rate something AAA if there is a 5 percent chance you will lose 
the entire investment? 

Mr. ADELSON. I think the question— 
Mr. MARSHALL. Just answer that question. Can you answer that 

question? 
Mr. ADELSON. I don’t think I can. I think the best answer I could 

give you would be it depends on what you mean with your ratings. 
Mr. MARSHALL. Well, you were at Moody’s for a long time. You 

said so yourself; you have given ratings before. So how would you 
rate that? If you thought there was a 5 percent chance that the en-
tire investment would be lost entirely, gone, and you say— 

Mr. ADELSON. Well, I would give that a very low rating. 
Mr. MARSHALL. Pardon me? 
Mr. ADELSON. There is a 5 percent chance that you are going to 

have a 100 percent loss, so a 5 percent expected loss is going to be 
a low rating. 

Mr. MARSHALL. It would not be investment grade? 
Mr. ADELSON. That would be below investment grade on the 

short-term horizon. 
Chairman KANJORSKI. I am sorry. Thank you. 
Mr. MARSHALL. You guys have been very patient—we appreciate 

it—and very informative. 
Chairman KANJORSKI. Panel, I want to thank you very much. I 

wish we could stay here for another hour and ask you questions. 
As a matter of fact, I hope that you will all be available if we want 
to have a future hearing. I think it would be helpful for the whole 
committee. And you can see how well-attended the committee hear-
ing was today, so we know that so many people will miss you in 
the future. 

But because we have about 3 minutes to vote, and because you 
have been so kind, we are going to wrap this up. 
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The Chair notes that some members may have additional ques-
tions for this panel which they may wish to submit in writing. 
Without objection, the hearing record will remain open for 30 days 
for members to submit written questions to these witnesses and to 
place their responses in the record. 

And, with that, this hearing is adjourned. Thank you. 
[Whereupon, at 5:55 p.m., the hearing was adjourned.] 
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