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Rating Agency Regulation
After The Dodd-Frank Act:
A Mid-Course Review

The Dodd-Frank Act contains numerous provi-
sions designed to increase oversight and account-
ability of the credit rating industry. Ongoing efforts
to implement the provisions of the Dodd-Frank Act
are affecting rating agencies and the production
and use of credit ratings.

By David B.H. Martin and
Matthew C. Franker

In the wake of the 2007-2008 financial crisis,
credit rating agencies came under intense scru-
tiny as policymakers and commentators sought
to reduce investors’ reliance on credit ratings
and remedy perceived regulatory deficiencies.
The provisions of the Dodd-Frank Wall Street
Reform and Consumer Protection Act (Dodd-
Frank Act) relating to credit rating agencies were
heavily influenced by this critique. They have sub-
stantially altered the regulatory landscape con-
fronting credit rating agencies, in particular those
registered with the U.S. Securities and Exchange
Commission (SEC) as nationally recognized sta-
tistical rating organizations (NRSROs).! This
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article discusses the ongoing implementation of
the Dodd-Frank Act’s credit rating provisions
and the expected impact that the most significant
of these changes will have the use of credit rat-
ings. These changes already are affecting the man-
ner in which NRSROs function in capital market
transactions and will be of considerable signifi-
cance to market participants and their counsel
as implementation of the modified regulatory
regime proceeds.

Background

Congressional focus on the regulation of
credit rating agencies intensified after rating
agencies failed to forecast defaults by compa-
nies such as Enron and WorldCom. In response,
Section 702 of the Sarbanes-Oxley Act of 2002
directed the SEC to conduct a study of the role
and function of credit rating agencies in the
operation of the securities market.2 In 2003, the
SEC published this study as well as a concept
release seeking input on the function and over-
sight of rating agencies.? Although those efforts
had little initial impact, Congress subsequently
passed the Credit Rating Agency Reform Act
of 2006 (Credit Rating Agency Reform Act),
which, for the first time, granted the SEC statu-
tory authority to regulate credit rating agen-
cies.# In adopting the Credit Rating Agency
Reform Act Congress found that credit rating
agencies were of national importance and that
SEC oversight of the industry was required to
protect investors.



The Credit Rating Agency Reform Act con-
tains a mandatory registration regime for credit
rating agencies seeking designation as NRSROs.
Accordingly, registration under Section 15E of
the Securities Exchange Act of 1934 (Exchange
Act) replaced credit rating agencies’ prior practice
of obtaining NRSRO status through a no-action
letter process. As the SEC and rating agencies
were acting to implement this regime, NRSROs
were responding to increased default rates for
subprime residential mortgage-backed securi-
ties and collateralized debt obligations through
widespread downgrades in their ratings for those
instruments.> As a result of this process and the
ensuing collapse of the market for these securi-
ties, policymakers and other observers began to
call for more stringent oversight and regulation
of NRSROs. In adopting the credit rating agency
provisions of the Dodd-Frank Act, Congress
noted the systemic importance of credit ratings
to debt markets, concluding that rating agencies’
status as “gatekeepers” justified a degree of over-
sight and accountability similar to more heavily
regulated securities analysts and auditors.®

Rescission of Rule 436(g) and Changes
to Issuer Disclosure Practices

The Dodd-Frank Act’s most contentious pro-
vision with respect to NRSROs was the immedi-
ate rescission of Rule 436(g) under the Securities
Act of 1933 (Securities Act). This rule, which had
been subject to considerable debate in the years
preceding the Dodd-Frank Act, exempted securi-
ties ratings issued by NRSROs from being deemed
part of a registration statement prepared or certi-
fied by a person within the meaning of Sections 7
and 11 of the Securities Act.” As a result of this
provision, an issuer disclosing an NRSRO’s credit
rating in a registration statement or prospectus
was not required to obtain written consent from
that NRSRO, and the NRSRO was not subject to
potential liability for the rating under Section 11
of the Securities Act.® In rescinding Rule 436(g),
which dated to 1982, Congress elected to apply
the same standard of liability to NRSROs as

experts other “gatekeepers” required to file con-
sents under Rule 436, such as accountants, engi-
neers and appraisers.’

In the wake of the Dodd-Frank Act’s rescis-
sion of Rule 436(g), the largest NRSROs
announced that they would decline issuer
requests to provide consents to references to
their ratings in Securities Act registration state-
ments or prospectuses.!9 Without such consents,
issuers would be unable to refer to credit rat-
ings in registration statements or prospectuses
while remaining in compliance with Section 7
of the Securities Act and Rule 436 thereunder.
Although corporate issuers were able to adjust
to this development by omitting disclosure of
credit ratings, asset-backed issuers were con-
fronted with SEC rules requiring that credit
ratings be disclosed in offering documents for
asset-backed securities.!! The dependence of
this requirement on the continued existence of
Rule 436(g) exploded into view when the market
for asset-backed securities ground to a halt due
to NRSROs’ refusal to provide consents. Only
the SEC staff’s suspension of the rules requir-
ing disclosure of credit ratings for asset-backed
securities led to a resumption of the market for
asset-backed securities.!2

The SEC staff published
interpretive guidance to
clarify circumstances
that would not trigger a
consent requirement.

To assist issuers in avoiding the obligation
to provide NRSRO consents, the SEC staff
published interpretive guidance to clarify cir-
cumstances that would not trigger a consent
requirement, which include credit ratings that
have been disclosed previously, ratings disclosed
in free writing prospectuses or term sheets, and
ratings contained in broader disclosures, such as
in a liquidity discussion within Management’s
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Discussion and Analysis of Financial Condition
and Results of Operations or disclosure of a con-
tractual provision referencing a credit rating. Due
to this guidance and the staff’s no-action position
for asset-backed securities offerings, the principal
result of rescission of Rule 436(g) has been the
avoidance of credit rating disclosure in registered
offerings. As a result, issuers, including all issu-
ers of asset-backed securities, are providing less
credit rating disclosure than before the adoption
of the Dodd-Frank Act.!3 Despite this effect,
NRSROs’ credit ratings remain widely available
to investors, most notably through disclosure on
NRSROs’ websites and in offering term sheets,
which typically are filed with the SEC as free writ-
ing prospectuses.

To avoid triggering an NRSRO consent
requirement, counsel for issuers and underwriters
should ensure that references to ratings in periodic
reports are not incorporated by reference into a
registration statement or prospectus unless they
clearly satisfy the limited exceptions set forth in
the SEC staff’s published guidance. These refer-
ences are most likely to appear in periodic reports
or an underwriting agreement that is incorpo-
rated by reference into a registration statement
or prospectus.!4 By adhering to these procedures,
the effect of congressional repeal of Rule 436(g)
should be negligible for most offerings.

Removal of References to Credit
Ratings from Federal Regulations

The regulatory use of credit ratings, which
dates to Depression-era banking regulations, accel-
erated rapidly following the SEC’s 1975 amend-
ment to its broker-dealer net capital rule, Exchange
Act Rule 15¢3-1, which defined the term NRSRO
for the purpose of prescribing capital charges to
broker-dealers for different types of debt securi-
ties.!> NRSRO credit ratings subsequently were
incorporated into other SEC rulemakings, federal
and state legislation, banking regulation and pri-
vate contracts. Over time, regulatory dependence
on credit ratings came to be cited as a principal

cause of undue reliance on such ratings among
investors, regulators and other market participants,
particularly with respect to ratings of structured
finance products.10

The SEC first publicly examined the regula-
tory use of NRSROs in a 1994 Concept Release
and reconsidered the use of credit ratings in reg-
ulation after the passage of the Sarbanes-Oxley
Act, but did not take action in either instance.!” In
the midst of the 2007-2008 financial crisis, how-
ever, policymakers began to consider structural
changes in oversight and regulation of financial
markets, including the potential removal of credit
ratings from regulation.!8 In the midst of the cri-
sis, the SEC proposed a series of rulemakings that
would have removed references to NRSROs and
credit ratings from its rules and forms, soliciting
comment on the question of whether such usage
“*placed an official seal of approval’ on ratings that
could adversely affect the quality of due diligence
and investment analysis.”’!® In response to these
proposals, the SEC took limited action to remove
some references to credit ratings from its regula-
tions, but this effort was relatively discrete.20

The SEC reconsidered
the use of credit ratings
in regulation after the
passage of the Sarbanes-
Oxley Act.

Passage of the Dodd-Frank Act precipi-
tated a comprehensive approach to the removal
of ratings from SEC regulations. In response to
the perceived over-reliance on credit ratings, the
Dodd-Frank Act: (1) deleted assorted statutory
references to credit ratings and NRSROs; (2)
ordered federal agencies to review their regula-
tions within one year and to substitute alternative
standards of creditworthiness for all references
to credit ratings; and (3) required each agency to
prepare a report describing resulting modifica-
tions to its regulations.2!
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In contrast to the SEC’s embrace of this
directive, which is supported by the largest
NRSROs,22 banking regulators have noted prob-
lems developing suitable alternative standards of
creditworthiness for regulatory capital purposes
and only recently released proposals to imple-
ment this mandate.23 The contrasting difficulties
faced by the SEC and other financial regulators
underscore this tension between concern over
investor overreliance on credit ratings and the
utility of credit ratings to prudential financial
regulation.

The SEC began implementing the Dodd-
Frank Act requirement in July 2011 by revising
eligibility standards for the use of Forms S-3
and F-3 to remove eligibility for certain issuers
of investment grade non-convertible securities
(other than common equity) and substituting eli-
gibility criteria focused primarily on the amount
and frequency of registered debt issuance.24
In response to concerns from certain issuers of
public debt, primarily public utilities and certain
insurance companies, the final rules provide short
form eligibility for wholly owned subsidiaries of
well-known seasoned issuers, as well as a grandfa-
ther provision permitting previously eligible issu-
ers to remain eligible until 2014. The inclusion
of these criteria effectively addressed concerns
that the initial proposal would strip a large num-
ber of issuers with a broad market following of
eligibility to use Forms S-3 and F-3. In addition
to modifying criteria for short-form registration
eligibility, this rulemaking also removed NRSRO
credit ratings as permissible disclosure in com-
munications deemed not to involve a prospectus
or free writing prospectus pursuant to Rule 134
under the Securities Act.

Revised eligibility criteria for Forms S-3 and
F-3 are likely to have a negligible effect on capital
markets transactions. The SEC’s July rulemaking
may permit some new frequent, non-investment
grade issuers to conduct offerings on Forms S-3
or F-3, or, once the grandfather period expires,
could preclude certain infrequent, investment

grade issuers from doing so, but these circum-
stances will arise only at the margins. Issuers
contemplating offerings of non-convertible secu-
rities, other than common equity, pursuant to
General Instruction 1.B.2 of Form S-3 and Form
F-3 should determine the applicability of these
modified criteria. If an issuer is relying on the
grandfather provision, it must disclose that it has
a reasonable belief that it would have been eli-
gible under the prior rules, as well as the basis for
such belief. In addition, although including an
NRSRO’s credit rating in a communication will
not automatically result in the document being
deemed a prospectus, the loss of the safe harbor
provided by Rule 134 and the ability to publish
a credit rating in a free writing prospectus will
likely result in the omission of credit ratings from
materials published in reliance on Rule 134.

Revised eligibility criteria
for Forms S-3 and F-3 are
likely to have a negligible
effect on capital markets
transactions.

In addition to this rulemaking, the SEC has
responded to the Dodd-Frank Act’s mandate to
strip its regulations of all references to credit rat-
ings by proposing to remove references to ratings
from certain rules under the Investment Com-
pany Act of 1940. The most significant proposal
would substitute the determination of a money
market fund’s board of directors with respect to
creditworthiness for a standard predicated on an
NRSRO’s credit rating.2’> The SEC also has pro-
posed removing references to ratings from rules
promulgated under the Exchange Act, including
the net capital rule.26

Provisions to Increase Transparency and
Reduce Conflicts in the Rating Process

In May 2011, the SEC proposed rules to
implement provisions of the Dodd-Frank Act
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affecting credit ratings (NRSRO Proposal).2” If
adopted, these rules would expand significantly
the SEC’s oversight of NRSRO policies and pro-
cedures relating to the production of credit rat-
ings by imposing a series of procedures designed
to increase transparency and strengthen the integ-
rity of credit ratings. If adopted as proposed,
these regulations will result in increased disclo-
sure regarding the procedures and methodology
used to determine a credit rating and will quite
possibly increase the time and expense associated
with obtaining a credit rating.

The NRSRO Proposal would require the fol-
lowing:

» disclosures to provide users of credit ratings
with information regarding NRSROs’ rating
methodologies, accuracy of previously issued
ratings, compensation, and rating symbols;

e publication of due diligence reports of third-
party diligence providers in offerings of asset-
backed securities; and

* procedural steps for NRSROs designed to
limit conflicts of interest and promote ratings
quality.

The NRSRO Proposal is largely shaped by
the statutory language of the Dodd-Frank Act,
which was derived from criticisms of NRSROs
that emerged during the subprime mortgage
crisis. Although these criticisms focused on the
structured finance market, the Dodd-Frank Act
and the NRSRO Proposal address NRSRO con-
duct and procedures generally. As a result, imple-
mentation of the NRSRO Proposal will affect the
production and publication of all credit ratings.

New NRSRO Disclosure Requirements
to Promote Ratings Transparency

The NRSRO Proposal contains a number of
measures designed to assist users of credit rat-
ings in better understanding a rating, as well as
the considerations and processes used to deter-
mine such rating. The NRSRO Proposal would

implement an Dodd-Frank Act provision man-
dating publication of qualitative and quantitative
information regarding a credit rating by requir-
ing NRSROs to prepare and publish a report to
accompany any “rating action.”28 This report
would include the rating, methodology, and
assumptions used in determining the rating and
the limitations and uncertainties regarding the
rating.?? In addition, the individual responsible
for the rating action will be required to attest to
his or her responsibility for the independence of
the rating process. NRSROs will be required to
“publicly disclose” this information by making it
“readily available to any users of credit ratings,”
which will likely involve NRSROs posting these
reports on their websites.30

Other aspects of the NRSRO Proposal will
require expanded disclosure of past ratings per-
formance, historical credit ratings, and disclosure
of NRSROs’ changes to their procedures and
methodologies. This last item will include manda-
tory disclosure of any “significant errors” identi-
fied with respect to a procedure or methodology.
The NRSRO Proposal will also require NRSROs
to clearly define and consistently apply ratings
symbols and disclose whether a rating is paid for
by the “sell-side,” the “buy-side” or is unsolicited.

Increased transparency in the rating pro-
cess is designed to facilitate independent analy-
sis of credit risk using information reported by
NRSROs. However, the new reporting requirement
may result in increased delays and costs associ-
ated with the production and publication of credit
ratings. These changes also may result in a rating
process that is more regimented and less adapt-
able to market exigencies. In addition, NRSRO
reporting obligations imposed in the interest of
enhanced transparency may chill the exchange of
information between issuers and rating agencies.
How NRSROs and issuers grapple with imple-
mentation of the NRSRO Proposal, particularly
in its early stages, will bear watching to determine
whether these factors impair the utility of ratings
to investors and other market participants.

5
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Third-Party Due Diligence Reports
in Asset-Backed Securities Offerings

The Dodd-Frank Act requires the issuer or
underwriter of any asset-backed security to dis-
close the findings and conclusions of any third-
party due diligence report obtained in connection
with an offering of asset-backed securities.3! The
Dodd-Frank Act further requires the person pro-
viding the due diligence services to give a writ-
ten certification to any NRSRO that produces a
credit rating to which such services relate.32

The individual responsible
for the rating action will be
required to attest to his or
her responsibility for the
independence of the rating
process.

The NRSRO Proposal would require the
issuer or underwriter of any asset-backed security,
including exempted securities and securities issued
in unregistered offerings, to furnish the findings
and conclusions of any third-party due diligence
report electronically on new Form ABS-15G.33
This form would require the signature of either
the senior officer in charge of securitization of
the depositor or a duly authorized officer of the
underwriter and would be due at least five days
before the first sale in any asset-backed securities
offering.34 Alternatively, if the NRSRO represents
that it will make the required disclosure publicly
available in the report it will be required to issue
in connection with a rating action at least five
business days before the first sale, and the issuer
or underwriter determines that such represen-
tation can be reasonably relied upon, the issuer
or underwriter would not be required to furnish
Form ABS-15G. If the NRSRO does not fulfill
its representation, the issuer or underwriter then
would be required to furnish Form ABS-15G at
least two business days before the first sale in the
offering.

The SEC is soliciting comment on a number
of aspects of these proposals, most significantly
including whether the proposed rules should
apply to unregistered offerings and offerings of
exempted securities under Section 3(a)(12) of the
Exchange Act.3> Application of the proposed
rule to these offerings does not seem to be clearly
required by the Dodd-Frank Act and is problem-
atic because it may result in the unintended nar-
rowing of private offering exemptions under the
Securities Act.3¢ If the SEC determines that these
requirements will apply to unregistered offer-
ings and offerings of exempted securities, coun-
sel for issuers and underwriters engaged in such
offerings will need to consider how filing Form
ABS-15G might affect compliance with registra-
tion exemptions.

Procedural Requirements to Limit
Conflicts of Interest and Promote
Ratings Quality

The Dodd-Frank Act requires the SEC to
adopt rules to prevent NRSRO sales and mar-
keting considerations from influencing the pro-
duction of credit ratings. The NRSRO Proposal
would implement this requirement by revising
Exchange Act Rule 17g-5 to prohibit NRSRO
employees who participate in the sale or market-
ing of a product or service from also participat-
ing in determining or monitoring a credit rating,
or from developing or approving procedures or
methodologies used to determine a rating.3’ In
addition, the Dodd-Frank Act mandates that
NRSROs establish policies and procedures to
determine whether prior rating decisions were
affected by a conflict of interest. The NRSRO
Proposal would implement this provision through
proposed Rule 17g-8(c), which would require
NRSROs to publicize the existence of a conflict of
interest and place an affected rating under review
if a conflict is discovered in the course of this
“look back” review. Together, these measures are
intended to reduce actual and apparent conflicts
of interest and therefore increase the reliability of
credit ratings. In furtherance of this objective, the
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look-back provisions should motivate issuers to
avoid conflicts of interest in the ratings process,
as a conflict may give rise to an untimely rating
review and resultant negative publicity.

The NRSRO Proposal also would require
NRSROs to establish, maintain, and enforce stan-
dards of training, experience, and competence for
credit rating analysts that are designed to result
in the production of accurate credit ratings.38
As proposed, these standards must include the
knowledge necessary to evaluate and analyze
information relevant to an assessment of cred-
itworthiness and technical expertise necessary
to understand any models and model inputs
used in an NRSRO’s quantitative analysis. The
NRSRO Proposal would require participation in
the determination of any credit rating of at least
one analyst with a minimum of three years of
credit analysis experience. In addition, NRSROs
will be required to periodically test their credit
rating analysts regarding knowledge of their pro-
cedures and methodologies. These requirements
are focused on NRSROs and will affect market
participants only indirectly, likely by imposing
increased costs and delays in the rating process,
but they also may improve market confidence in
the reliability of credit ratings.

Assigned Credit Ratings for Asset-Backed
Securities Offerings

The Dodd-Frank Act requires a number of
studies relating to rating agencies, most signifi-
cantly a study under Section 939F by the SEC
by July 21, 2012, regarding the potential assign-
ment of credit rating agencies to rate structured
finance products.?® This study must address: (1)
the credit rating process for structured finance
products and conflicts of interest associated
with the issuer-pay and subscriber-pay models
of NRSRO compensation; (2) the feasibility of
establishing a system in which a public or private
utility or a self-regulatory organization assigns
NRSROs to determine credit ratings for struc-
tured finance products;40 (3) the range of metrics

that could be used to determine the accuracy of
credit ratings for structured finance products; and
(4) alternative means for compensating NRSROs
that would create incentives for accurate credit
ratings for structured finance products.

Following completion of the study, the Dodd-
Frank Act requires the SEC to “by rule, as [it]
determines is necessary or appropriate in the pub-
lic interest for the protection of investors, estab-
lish a system for the assignment of [NRSROs] to
determine the initial credit ratings of structured
finance products . . . .74l While the Dodd-Frank
Act is less than clear regarding whether the SEC
is required to take action, in issuing any rule the
SEC must give “thorough consideration” to the
system described in an amendment proposed
by Senator Al Franken (D-Minn.) in an earlier
version of the Dodd-Frank Act that the Senate
approved on May 20, 2010 (Franken Amend-
ment), unless it determines that an alternative sys-
tem would better serve the public interest and the
protection of investors.42 If adopted, the Franken
Amendment would require the SEC to establish
a Credit Rating Agency Board, a self-regulatory
organization that would be responsible for desig-
nating NRSROs as “qualified” and selecting such
entities to provide the initial credit rating for any
structured financial product.

On May 10, 2011, the SEC issued a solicita-
tion of public comment to assist in its study on
assigned credit ratings.4® The solicitation requests
that interested persons provide comments using
a framework developed by the U.S. Government
Accountability Office (GAO) for use in evaluat-
ing or crafting alternative compensation models
for NRSROs.# The GAO framework provides
useful guidance to commenters and the SEC for
the recommendation of possible alternatives to
the system contemplated by the Franken Amend-
ment. The comments the SEC receives in response
to its solicitation are likely to affect the contours
of the any proposed assignment system, as well
as to inform its view regarding its study regarding
NRSRO independence and the long-time viability
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of the subscriber-pays model for both asset-backed
and corporate issuers.

There is significant uncertainty about what is
likely to come from this study (or the others man-
dated by the Dodd-Frank Act) and from any SEC
action to establish a system for the mandatory
assignment of NRSROs to determine the initial
credit rating of structured finance products. The
statute is open-ended in terms of implementing
any findings from the SEC’s report and analysis
and, in all likelihood, the SEC lacks statutory
authority, to say nothing of budgetary resources,
sufficient to implement a mandatory rating
assignment system. Nonetheless, much about the
legislation is quite directive and will hang over
the SEC with considerable weight should ratings,
rating agencies or the debt markets become the
subject of further crisis-ridden skepticism and
scrutiny. While no immediate changes in market
practice are imminent in this area, it is an area
that participants in the asset-backed securities
market should monitor closely, as a mandatory
assignment system would fundamentally alter
the means through which NRSROs are selected
and ratings determined for structured finance
products.

Conclusion

Implementation of the credit rating agency
provisions of the Dodd-Frank Act is roughly at
its midpoint, as the SEC weighs comments on
the NRSRO Proposal and its study of assigned
credit ratings, and the cumulative effect of these
provisions remains to be seen. The rescission of
Rule 436(g) and the potential imposition of a
rating assignment system for structured financial
products stand out as measures that may funda-
mentally affect the manner in which credit ratings
are determined and used. The long process of
removing references to credit ratings, detailed dis-
closure in NRSRO reports accompanying credit
ratings and third-party due diligence reports for
offerings of asset backed securities also may have
a broad impact on the development and use of

credit ratings, but will generally be manageable
by one-time changes to compliance protocols
for most market participants. Finally, regula-
tions focused on NRSRO conduct, such as pro-
visions to limit conflicts of interest and require
analyst training, are likely to produce subtle
effects, such as marginal improvements in rat-
ings reliability and incremental increases in the
time and expense of obtaining a credit rating. As
implementation of the Dodd-Frank Act’s provi-
sions relating to credit ratings continues, market
participants should be mindful of these reforms
and be ready to adjust policies and procedures to
accommodate new rules.
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Murphy, Secretary, U.S. Securities and Exchange Commission 6-10 (Aug.
19, 2011), available at http://www.sec.gov/comments/s7-18-11/s71811-
56.pdf (also noting that the public filing requirement for Form ABS-15G
could cast doubt on the validity of unregistered offering exemptions and
safe harbors conditioned on the absence of a general solicitation).

37. Rule 17g-5, as presently in effect, specifies various relationships
that constitute conflicts of interest of NRSROs, as well as seven
prohibited conflicts of interest for NRSROs. See Exchange Act Rule
17g-5(b)-(c).

38. See Proposed Exchange Act Rule 17g-9 (implementing Section 936
of the Dodd-Frank Act).

39. The Dodd-Frank Act also requires SEC studies regarding stan-
dardization of credit rating terminology and NRSRO independence and
studies by the Government Accountability Office of alternative means
for compensating NRSROs and the establishment of a professional
organization for rating analysts employed by NRSROs. See Dodd Frank
Act §§ 939(h), 939C-939E.

40. See id. § 939F(b). This portion of the study must include: (1) an
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