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�G�H�Q�L�D�E�L�O�L�W�\���S�U�R�W�H�F�W�L�R�Q���W�R���L�Q�V�W�L�W�X�W�L�R�Q�D�O���L�Q�Y�H�V�W�R�U�V�����D�Q�G���D�O�O�R�Z��
�W�K�H�P�����D�V���Z�H�O�O���D�V���U�D�W�L�Q�J���D�J�H�Q�F�L�H�V�����W�R���H�Q�M�R�\���V�X�E�V�W�D�Q�W�L�D�O���I�H�H��
�L�Q�F�R�P�H���E�\���R�Y�H�U�L�Q�Y�H�V�W�L�Q�J���W�K�H�L�U���F�O�L�H�Q�W�V�¶���I�X�Q�G�V���L�Q���U�L�V�N�\���D�V�V�H�W�V��
that they pretend are not so risky.

Once one recognizes that the core constituency for 
�O�R�Z���T�X�D�O�L�W�\���D�Q�G���L�Q�À�D�W�H�G���U�D�W�L�Q�J�V���L�V���W�K�H���E�X�\���V�L�G�H���L�Q���W�K�H��
�V�H�F�X�U�L�W�L�]�H�G���G�H�E�W���P�D�U�N�H�W�����W�K�D�W���F�D�U�U�L�H�V���L�P�S�R�U�W�D�Q�W���L�P�S�O�L�F�D�W�L�R�Q�V��
for reform. Proposals that would require buy-side investors 
�W�R���S�D�\���I�R�U���U�D�W�L�Q�J�V�����U�D�W�K�H�U���W�K�D�Q���W�K�H���F�X�U�U�H�Q�W���S�U�D�F�W�L�F�H���R�I��
�K�D�Y�L�Q�J���V�H�F�X�U�L�W�L�]�D�W�L�R�Q���V�S�R�Q�V�R�U�V���S�D�\���I�R�U���U�D�W�L�Q�J�V�����O�L�N�H�O�\���Z�R�X�O�G��
�K�D�Y�H���Q�R���H�I�I�H�F�W���L�Q���L�P�S�U�R�Y�L�Q�J���U�D�W�L�Q�J�V�����E�X�\���V�L�G�H���L�Q�Y�H�V�W�R�U�V�¶��
�L�Q�F�H�Q�W�L�Y�H�V���D�U�H���W�K�H���V�R�X�U�F�H���R�I���W�K�H���S�U�R�E�O�H�P�����D�Q�G���V�R���J�L�Y�L�Q�J��
them more control over ratings will not change the status 
�T�X�R�����)�X�U�W�K�H�U�P�R�U�H�����H�I�I�R�U�W�V���W�R���U�H�J�X�O�D�W�H���U�D�W�L�Q�J���D�J�H�Q�F�L�H�V��
�F�R�U�S�R�U�D�W�H���J�R�Y�H�U�Q�D�Q�F�H�����D���S�R�S�X�O�D�U���L�G�H�D���L�Q���(�X�U�R�S�H�����D�U�H��
similarly misguided. Rating agencies are already very 
�U�H�V�S�R�Q�V�L�Y�H���W�R���W�K�H�L�U���F�X�V�W�R�P�H�U�V���R�Q���W�K�H���E�X�\���V�L�G�H�����W�K�H���S�U�R�E�O�H�P��
�L�V���Q�R�W���W�K�D�W���U�D�W�L�Q�J���D�J�H�Q�F�L�H�V���D�U�H���L�Q�H�I�I�H�F�W�L�Y�H���R�U�J�D�Q�L�]�D�W�L�R�Q�V����
but rather that their incentives are skewed by the agency 
problems of buy-side institutional investors.   

The elimination of the use of ratings for regulatory 
purposes would remove some of the incentive for ratings 
�L�Q�À�D�W�L�R�Q�����E�X�W���E�\���L�W�V�H�O�I�����W�K�L�V���Z�R�X�O�G���Q�R�W���V�R�O�Y�H���W�K�H���S�U�R�E�O�H�P���R�I��
�L�Q�À�D�W�H�G���D�Q�G���O�R�Z���T�X�D�O�L�W�\���U�D�W�L�Q�J�V�����V�L�Q�F�H���W�K�H���E�X�\���V�L�G�H���D�J�H�Q�F�\��
�S�U�R�E�O�H�P���Z�R�X�O�G���F�R�Q�W�L�Q�X�H���W�R���J�H�Q�H�U�D�W�H���D���G�H�P�D�Q�G���I�R�U���L�Q�À�D�W�H�G����
�O�R�Z���T�X�D�O�L�W�\���U�D�W�L�Q�J�V���L�Q���W�K�H���V�H�F�X�U�L�W�L�]�D�W�L�R�Q���P�D�U�N�H�W�V�����Z�K�H�U�H��
�L�Q�F�H�Q�W�L�Y�H���F�R�Q�À�L�F�W�H�G���L�Q�V�W�L�W�X�W�L�R�Q�D�O���L�Q�Y�H�V�W�R�U�V���G�R�P�L�Q�D�W�H��

Any solution to the problem of the debased ratings process 
for securitized debts must address the incentive problem 
�R�I���U�D�W�L�Q�J�V���D�J�H�Q�F�L�H�V���G�L�U�H�F�W�O�\�����Z�K�L�F�K���P�H�D�Q�V���W�K�D�W���L�W���P�X�V�W��
�P�D�N�H���L�W���S�U�R�¿�W�D�E�O�H���I�R�U���U�D�W�L�Q�J���D�J�H�Q�F�L�H�V���W�R���L�V�V�X�H���K�L�J�K���T�X�D�O�L�W�\����
�Q�R�Q���L�Q�À�D�W�H�G���U�D�W�L�Q�J�V�����Q�R�W�Z�L�W�K�V�W�D�Q�G�L�Q�J���W�K�H���G�H�P�D�Q�G���I�R�U���O�R�Z��
�T�X�D�O�L�W�\�����L�Q�À�D�W�H�G���U�D�W�L�Q�J�V���E�\���L�Q�V�W�L�W�X�W�L�R�Q�D�O���L�Q�Y�H�V�W�R�U�V�����7�K�L�V���F�D�Q��
only be accomplished through the following two regulatory 
�L�Q�W�H�U�Y�H�Q�W�L�R�Q�V�������������R�E�M�H�F�W�L�¿�F�D�W�L�R�Q���R�I���W�K�H���P�H�D�Q�L�Q�J���R�I���U�D�W�L�Q�J�V����
�D�Q�G�����������O�L�Q�N�L�Q�J���W�K�H���I�H�H�V���H�D�U�Q�H�G���E�\���U�D�W�L�Q�J���D�J�H�Q�F�L�H�V���W�R��
�R�E�M�H�F�W�L�Y�H���P�H�D�V�X�U�H�V���R�I���W�K�H�L�U���S�H�U�I�R�U�P�D�Q�F�H�����4�X�L�W�H���V�L�P�S�O�\����
if ratings agencies fees are linked to the quality of their 

�R�E�M�H�F�W�L�¿�H�G���U�D�W�L�Q�J�V�����W�K�H�Q���U�D�W�L�Q�J�V���D�J�H�Q�F�L�H�V���Z�R�X�O�G���¿�Q�G���L�W��
�X�Q�S�U�R�¿�W�D�E�O�H���W�R���F�D�W�H�U���W�R���E�X�\���V�L�G�H���S�U�H�I�H�U�H�Q�F�H�V���I�R�U���L�Q�À�D�W�H�G����
low-quality ratings. How could this be done?

�7�K�H���R�E�M�H�F�W�L�¿�F�D�W�L�R�Q���R�I���U�D�W�L�Q�J�V���F�R�X�O�G���E�H���D�F�K�L�H�Y�H�G���E�\��
requiring that all agencies wishing to qualify as NRSROs 
submit ratings for regulatory purposes that link letter 
�J�U�D�G�H�V���W�R���V�S�H�F�L�¿�F���Q�X�P�H�U�L�F�D�O���H�V�W�L�P�D�W�H�V���R�I���W�K�H���S�U�R�E�D�E�L�O�L�W�\��
of default and the expected loss given default. The letter 
grades are already produced by models that estimate 
�S�U�R�E�D�E�L�O�L�W�L�H�V���R�I���G�H�I�D�X�O�W���D�Q�G���H�[�S�H�F�W�H�G���O�R�V�V�H�V���R�Q���G�H�I�D�X�O�W�V����
and rating agencies already maintain and report data 
�R�Q���W�K�H�V�H���P�H�D�V�X�U�H�V�����V�R���L�W���Z�R�X�O�G���E�H���Y�H�U�\���H�D�V�\���I�R�U���U�D�W�L�Q�J��
agencies to provide the numbers that relate to their letter 
�J�U�D�G�H�V�����2�Q�F�H���W�K�H�\���K�D�Y�H���G�R�Q�H���V�R�����W�K�H�Q���U�H�J�X�O�D�W�R�U�V���F�D�Q��
specify regulatory limits and capital requirements that 
are linked to estimated probabilities of default and losses 
�J�L�Y�H�Q���G�H�I�D�X�O�W�����Z�K�L�F�K���K�D�Y�H���F�R�Q�F�U�H�W�H���P�H�D�Q�L�Q�J�������U�D�W�K�H�U���W�K�D�Q��
�Y�D�J�X�H�O�\���G�H�¿�Q�H�G���O�H�W�W�H�U���J�U�D�G�H�V��

�2�Q�F�H���W�K�H���U�D�W�L�Q�J�V���D�U�H���R�E�M�H�F�W�L�¿�H�G���L�Q���W�K�L�V���Z�D�\�����U�D�W�L�Q�J���D�J�H�Q�F�L�H�V��
�F�R�X�O�G���E�H���K�H�O�G���D�F�F�R�X�Q�W�D�E�O�H���I�R�U���W�K�H�L�U���U�D�W�L�Q�J�V�����)�R�U���H�[�D�P�S�O�H�����L�I��
�D�Q���1�5�6�5�2�¶�V���U�D�W�L�Q�J�V���I�R�U���D���S�D�U�W�L�F�X�O�D�U���S�U�R�G�X�F�W�����V�D�\�����&�'�2�V����
�Z�H�U�H���I�R�X�Q�G���W�R���E�H���S�H�U�V�L�V�W�H�Q�W�O�\���L�Q�À�D�W�H�G���R�Y�H�U���D���V�X�I�¿�F�L�H�Q�W�O�\��
�O�R�Q�J���S�H�U�L�R�G���R�I���W�L�P�H�����Z�K�H�U�H���W�K�H���V�L�]�H���R�I���W�K�H���H�U�U�R�U���D�Q�G���W�K�H��
duration of the time period would be constructed to ensure 
�D���Y�H�U�\���K�L�J�K���O�H�Y�H�O���R�I���V�W�D�W�L�V�W�L�F�D�O���F�R�Q�¿�G�H�Q�F�H���W�K�D�W���W�K�H���H�U�U�R�U���Z�D�V��
�L�Q�W�H�Q�W�L�R�Q�D�O�������W�K�H�Q���W�K�D�W���1�5�6�5�2���Z�R�X�O�G���I�D�F�H���D���S�H�Q�D�O�W�\�����7�K�D�W��
�S�H�Q�D�O�W�\���F�R�X�O�G���W�D�N�H���W�K�H���I�R�U�P���R�I���D���³�F�O�D�Z�E�D�F�N�´���R�I���W�K�H���I�H�H�V���W�K�H��
�D�J�H�Q�F�\���K�D�V���D�O�U�H�D�G�\���H�D�U�Q�H�G���R�Q���W�K�D�W���S�U�R�G�X�F�W�����Z�K�L�F�K���Z�R�X�O�G��
be enforced by requiring that agencies keep some of their 
�I�H�H�V���R�Q���K�D�Q�G���D�V���D���³�E�R�Q�G�´���W�R���H�Q�V�X�U�H���W�K�D�W���W�K�H�\���F�D�Q���S�D�\��
�¿�Q�H�V���L�I���W�K�H�\���D�U�H���L�P�S�R�V�H�G�������$�O�W�H�U�Q�D�W�L�Y�H�O�\�����D���U�D�W�L�Q�J���D�J�H�Q�F�\��
found to have exaggerated its ratings could simply lose 
�L�W�V���1�5�6�5�2���V�W�D�W�X�V���I�R�U���D���E�U�L�H�I���S�H�U�L�R�G���R�I���W�L�P�H�����V�D�\�����V�H�Y�H�U�D�O��
�P�R�Q�W�K�V�������Z�K�L�F�K���Z�R�X�O�G���D�O�V�R���S�U�R�Y�L�G�H���S�R�Z�H�U�I�X�O���L�Q�F�H�Q�W�L�Y�H�V���Q�R�W��
�W�R���L�Q�À�D�W�H��13

13 On�H���S�U�R�S�R�V�D�O���U�H�F�H�Q�W�O�\���À�R�D�W�H�G���E�\���5�H�S�����3�D�X�O���.�D�Q�M�R�U�V�N�L���Z�R�X�O�G���W�U�\���W�R���K�R�O�G���U�D�W�L�Q�J�V���D�J�H�Q�F�L�H�V���D�F�F�R�X�Q�W�D�E�O�H���I�R�U���W�K�H�L�U���U�D�W�L�Q�J�V���W�K�U�R�X�J�K���O�H�J�D�O���D�F�W�L�R�Q�����7�K�L�V���S�U�R�S�R�V�D�O���L�V���P�L�V�J�X�L�G�H�G���I�R�U���V�H�Y�H�U�D�O���U�H�D�V�R�Q�V�����)�L�U�V�W�����L�Q���V�R�P�H��

�L�Q�V�W�D�Q�F�H�V���W�K�H���S�U�R�S�R�V�D�O���V�W�U�D�Q�J�H�O�\���Z�R�X�O�G���S�U�R�Y�L�G�H���I�R�U���³�M�R�L�Q�W���O�L�D�E�L�O�L�W�\�´���R�I���U�D�W�L�Q�J�V���D�J�H�Q�F�L�H�V�����P�H�D�Q�L�Q�J���W�K�D�W���H�D�F�K���F�R�X�O�G���E�H���K�H�O�G���O�L�D�E�O�H���I�R�U���D�F�W�L�R�Q�V���E�\���D�Q�R�W�K�H�U�����6�H�F�R�Q�G�����L�W���F�U�H�D�W�H�V���Q�R���R�E�M�H�F�W�L�Y�H���V�W�D�Q�G�D�U�G���I�R�U���1�5�6�5�2��

�S�H�U�I�R�U�P�D�Q�F�H���R�Q���Z�K�L�F�K���W�R���E�D�V�H���S�R�W�H�Q�W�L�D�O���O�H�J�D�O���O�L�D�E�L�O�L�W�\�����7�K�L�U�G�����E�H�F�D�X�V�H���L�W���U�H�O�L�H�V���R�Q���O�H�J�D�O���O�L�D�E�L�O�L�W�\�����L�W���Z�R�X�O�G���H�Q�W�D�L�O���D���Z�D�V�W�H�I�X�O���O�L�W�L�J�D�W�L�R�Q���S�U�R�F�H�V�V���W�K�D�W���Z�R�X�O�G���F�U�H�D�W�H���K�X�J�H���Q�H�Z���O�H�J�D�O���U�L�V�N�V���I�R�U���U�D�W�L�Q�J���D�J�H�Q�F�L�H�V�����U�D�W�K�H�U��

than the straightforward penalty function that I propose for all rating agencies that choose to provide ratings as NRSROs. 

�7�K�H���'�H�E�D�V�H�P�H�Q�W���R�I���5�D�W�L�Q�J�V�����:�K�D�W�¶�V���:�U�R�Q�J���D�Q�G���+�R�Z��
We Can Fix It


