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The Securities Industry and Financial Markets Association (“SIFMA™)’
welcomes the opportunity to comment on the advanced notice of proposcd
rulemaking (the “ANPR”) issucd jointly on August 25, 2010 by the Office of the
Comptroller of the Currency (the “OCC™), the Board of Governors of the Federal
Reserve Systern (the “Federal Resarve”), the Federal Deposit Insurance Corporation
{the “FDIC™), and the Office of Thrift Supervision (the “OTS,” and, together with
the QCC, the Federal Reserve and the FDIC, the “agencies™) to implement the
mandate in Section 939A of the Dodd-Frank Wall Street Reform and Consumer
Protection Act (the “Dodd-Frank Aet™). Section 939A requires the agencies to

review references to, and requirements regarding,

credit ratings in any agency

regulation that requires the use of an assessment of creditworthiness of 8 security or

' SIFMA brings together the shared inferests o

{ hundreds of securities firms, banks and seact

managers, SIFMA’s mission is to support a strong financial industy, investor oppornnity, capital
formation, job creation and economic growth, while building trust and confidence in the financial
markets. SIFMA, with offices in New York and Washingron, D.C.. {5 the U.S, regional member of the
Global Financial Murkets Ayvoriadon. For more informanion, vigit wrwwesifms.org.
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money market instrument, 16 remove references to or requirement of reliance on such
Credit ratings in such regulations and to substitute standards of creditworthiness
detenmined by cach agency as appropriate for its regulations.” The ANER requcsts
comment on altornatives to the use of eredit ratings in the agoncics’ risk-bascd vapital
tulos, market risk rules and advanced approaches rules (collectively, the “risk-based
capital standards”), including in the Basel Committee on Banking Supervision's
recently proposed changes to the Basel Capital Accord, which could affect the
agencies’ risk.based capital standards.

We support the efforts of Congress, the U.S. Securities and Exchange
Commission (the “SEC”™) and international regulators to improve the accountability
of rating agencies and increase transparency and compctition within the market, We
support parallel efforts by Congress, banking agencies, the Financial Stability Board
and the Basel Committes to reduce the risk of undue reliance on extermnal credit
ratings, particularly for complex securitization exposures. However, we are
concerned that the agencies’ proposals in the ANPR could g0 too far and effectively
prohibit the use of external credit ratings as one element of creditworthiness for
purpeses of the risk-based capital standards. We respectfully submit that nothing in
the statutory language or the legislative history of Section 9394 requires this resuir,
and we encourage the agencies 1o urge Congress o amend the statute to clarify that
credit ratings can be used as an element of creditworthiness, as described in more
detzil below.

L Executive Summary

In implementing Section 939A of the Dodd-Frank Act, we believe that the
agencies should read the statute—consistent with its plain meaning—to require
removal of references to credit ratings, but permit the replacement standards to
employ crodit ratings as an clement of creditworthiness to the extent their use has

? Specifically, Section 939A of the Dodd-Frank Act requires sach Federal agency (o review:

(1) anyregulation issued by such agency that requires the use of an assessment of the credit-
worthiness of 8 security or money market instrument; and
{2) eny references o or requirements in such regulations regarding credit ratings.

In addition, vach Federa] agency

shall modify any such regulations identified by the review conducted under subsection (a) to
Temove any reference {0 or requiromont of relignce on credit ratings and to gubatirate in auch
regulations such standard of credit-worthi §5 a8 each respective agency shall determine as
eppropriate for such regulations, In mueking auch doterminarion, sush apancics shall sesk to
establizsh, to the axtant fensible, uniform standards of eredit-worthinesy for use by each such
agency, taking {nro acoount the entities regulaced by cach such agency and the purposes for
which such entities would rely on such standards of crediv-worthiness.

Pub. L. No. 111-203, § 9394, 124 Bta, 1376, 1887 (2010).
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been properly assessed and/or evaluated by the specific banking organization. As
described below, this reading is consistent with the legislative history and would
advance the policy goals of the statute,

We propose that the agencies design replacement standards with the following
considerations in mind:

» Replacement standards should be tailored to fit the appropriate risk-based
capital standards, Consequently, to the extent that the banking agencies
arc scoking to develop replacement standards for references to credit
ratings in the Basel I risk-based capital adequacy guidelines (e.g.,12
C.F.R. Part 225, Appendix A), the standards should be consistent with
the use of exposure category risk weights under those guidelines. By the
same token, to the extent the banking agencies are seeking to develop
replacement standards for references to credit ratings in the Basel II risk-
based capital adequacy guidelines (e.g.,12 C.F.R. Part 225, Appendix (),
the standards should be consistent with the use of exposure-specific risk
weights under the internal-ratings-based and advanced measurement
approaches.

* Credit ratings should be & permissible input in any replacement standard.
Credit ratings are useful tools in evaluating the creditworthiness of an
igsuer, and abandoning credit ratings entirely would impose undue cost
on banking organizations.

v The replacement standards should implement a sliding scale that would
determine the degree to which a banking organization could rely on
credit ratings, additional information or other approaches to measuring
creditworthiness, based on a range of factors related to the exposure.

Replacement standards which satisfy the foregoing requirements further each
of the guiding principles set forth in the ANPR. In addirion, such standards also
allow the U.8. to implement the proposed reforms to the Basel Capital Accord
(“Basel I} consistently with other nations.

11 Legislative Background

As noted above, while the agencies are required under Section 939A(b) of the
Dodd-Frank Act to modify their relevant regulations by “removing any reference to
or requirement of reliance on credit ratings” and to substituto such “standard of
eredit-worthiness as each respective agency shall determine as appropriate for such
regulations,” we respectfully submit that nothing in Section 930A proseribes the use
of credit ratings altogether in any substitute standard of creditworthiness. Section
93%A(Db) of the Dedd-Frank Act leaves the appropriateness of each standard of
creditworthiness to the discretion of the respective Federal agency, which must seek
to establish, to the extent feasible, uniform standards of creditworthiness and take into

3
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account the entities regulated and the purposes for which such entities would rely on
such siandards. Allowing for credit ratings as an element, bur not the sole element, in
a new standard of areditworthiness, is consistent with the plain meaning of Section
939A(b).

The legislative history does not show any intent to ban eredit rating references
completely.” Rather, it supparts a reading which allows the use of credit rating
references in new credit worthiness standards, so long as the new standards foster a
competitive market with alternatives to credit ratings. Section 939A of the Dodd-
Frank Act can be traced back 1o the financial regulatory reform bill passed by the
House of Representatives on December 11, 2009.° The House bill used almost
identical wording to Section 939A of the Dodd-Frank Act, cxcept that it mandated
review and modifications only for regulations of an enumerated list of Federal
agencies, subjecting the use of credit ratings by other agencies to review by the U.5.
Govemnment Accountability Office instead.,

The bill reported out of the Senare Banking Commirtee on April 30, 2010 also
included language regarding the removal of references 1o credit ratings., Section
939(d) of the Senate Banking Committee bill would have removed any reference to
credit ratings or any requircment relating to credit ratings and required agencics to
amend regulations fo require the use of a standard of creditworthiness that is “not
related” to credit ratings, and that the relevant agency determined was appropriate.”
The Senate Banking Committee bill would have included a limited exception if there
were no reasonable alternative standard that could replace a credit rating.®

The relevant language in Section 93 9(d) of the Senate Banking Committee bill
was dropped before the full bil] was passcd by the Scnate on May 20, 2010. This
change in the statutory language is relevant to gleaning the logislative intont behind
the final scction. Unlike Bection 939(d) of the Senate Banking Committee bill,
Section 939A(b) of the Dodd-Frank Act leaves the new standards of creditworthiness
in the discretion of the respective Federal agency and does not mandate that the new
standards be unrelated to credit ratings. The Dodd-Frank Act, unlike the Senate

} We note thet neither the statute nor the legislative history provides a definition of “oredit
rating.”

¥ See Wall Street Reform and Consumer Protestion Act FELR. 4173, 111" Cong. § 6010 (as
passed by the House of Reprosentatives Dee, 1 1, 2009). A similar section was conteined in a bill
praviously introduced by Representative Spencer Bachus (R-AL). See Consumer Protection and
Regulatory Enhsncement Act, LR, 3310, 111% Cong. §§ 602-603 (as introduced Faly 23, 2009,

* See 8. 3217, 111% Cong. § 939(d)(2) (2 reported by 8. Comm. on Bauking, Housing, and
Urban. Affa., April 30, 2010).

“Id. § 935(d)(3).
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Banking Committee bill, does nor limit the agencies” discretion in that regard.” The
change in the statutory language, and the omission of the limitation which appears in
the Scnate Banking Committec version of the provision, suggests that the legislative
intent was not to limit the use of crodit ratings under the now standards. The Scnate
bill formed the basis of the Conference base text and was subsequently amended by
House conferees to reflect the final statutory text.

In other words, the Senate specifically considered mandating a new
creditworthiness standard that could not have been “related o™ credit ratings, bur it
ulitmately decided not to do so. The House never proposed that new standards must
be unrelated to oredit ratings. As a rosult, it seems clear that Congress’ intent was not
to prohibit any now creditworthiness standard from making any uss of credit ratings
at all,

In discussing their offer to the Conference base text, House conferees
suggested that their amendment served to remedy past aver-reliance on ratings and to
foster a competitive market with alternatives to cregit ratings.? They opposed a
solution in which a rating agency was assigned to put its imprimatur on instruments, a
solution criticized as the “federal government’s Good Housckeeping seal of approval
for the rating agencies and their products.™

The prevention of over.reliance on external credit ratings, and the fostering of
competition by avoiding an implicit government seal of approval on the rating
agencies themselves, can be seen as the twin policy goals of Section 939A of the
Dodd-Frank Act. Both of these goals can be served if the agencies implement
Scction 939A by developing new creditworthiness standards for use in their
rogulations that permit or require, as appropriate, other slements to be used by

? Althiough Section 939A does not contain an exemption for ingtauces in which there is no
reasonable alternative o credit ratings, beosuse it gives the agencies greater latitude than §. 3217, there
was no need for such an exeeption,

* This statement was made by Congressman Ed Royee (R-CA), See House-Senate Conference
Committee Holds a Meeting on the Wail Street Reform and Consumer Frotection Act, 111" Cong. *6%
(June 15, 2010) (LexisNaxiz, CQ Transeriptions). Congrosseman Raoyce advacated that altarnative risk
indicators must replace “this government-created oligopoly,” and described a more competitive market
with aliernatives to the NRERO's ratings as the most effactive aiternative, /d. In response, Chairmas
Barney Frank (D-MA) stated “we mandate that the regulators remove any reliance on ratings and tell
thom 1o come up with the kind of alternative measures the geatlemen mentioncd, whether it’s spreads
or whatever,” Id.

? According 1o Congressman Spencer Bachus (R-AL), such an implied seal of approval
“contributed significantly (o the mispricing of risk and subscquent collapse of market confldengs
during the financial orisis® 4., at ¥68, Congressman Backus further described the House position g8
“ensuring that we do got coneur in the Senete positon of having the goversment essentially agsign a
rating agency to put their imprimanur on it and have once again an implied government seal of
approval.” Jd., ar *71.
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reliance on an external credit rating and/or to evaluate the rating, as applicable, we
believe any new creditworthiness standard permutting the use of credit ratings would
be consistent with the Congressional mandate underlying Section 939A. To reinforce
this interpretation, we encourage the agencies to urge Congress to amend the statute
to clarify that credit ratings are a permissible input in any creditworthiness standard
adopted by the agencies, as described in more detail below.

HOL.  Proposed New Creditworthiness Standards

a. Standards should be tailoved to Jit the appropriate risk-based capital
standards

SIFMA belioves that the creditworthiness standards thet replace sole reliance
on ratings in risk-based capital standards should be tailored to fit the appropriate risk-
based capital standards.

institution holding companies and insured depository institutions that are subyject to
the Basel I capital adequacy guidelines (and not the Base] II ¢apital adequacy
guidelines) to effectively adopt and invest in the more complex and sophisticated rigk
management systems that are required for the Rase] IT internal-ratings-based and
advanced measurement approaches.

At the same time, SIFMA believes it would be inappropriate for the
replacement standards to prevent or otherwise be inconsistent with the use of
exposure-specific risk weights under the Base] I} risk-based capital standerds, such as
those for bank holding companies contained in 12 C.F.R. Part 225, Appendix G.

»

Depository institution holding companies and insured depository institutions that are

For institutions subjeot to the Basel II oapital adequacy guidelines, risk weight
categories, even if expanded in number, would be g rudimentary tool to replace cradit
ratings, and would discourage more analytical, sophisticated differentiation of risk,
hecanse the capital charge ramaing the same for scsets within the same category.
Compared to an #xposure-specific approach, an exposure category approach

6
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insufficiently recognizes thar simnilar instruments issued by similar categories of
issuers may nevertheless pese different types of tisk, because of, for example,
different terms within the same types of instruments, different financial conditions of
individual issuers, and diffcrent country risks (lcgal, political, cconomic), to name
Jjust a few variables,

An approach based solely on rigk weightings by exposure category would be
at odds with the Basel II capital adequacy guidelines, which recognize the merits of a
more differentiated, granular approach to measuring credit and other types of risk. To
rely on exposure category standards would not only be at variance with the direction
taken by other countries that have adopted Basel IT and will adopt Bascl Iil, but
would also penalize U.S, institutions that have already invested in the tools and
resources necessary to adopt the internal-ratings-based and advanced measurement
approaches.

b. Credit ratings should continue to be a permissible input

Credit ratings and other analytical data preparcd by third-party service
providers remain essential in the capital markets’ determination of the
creditworthiness of an issuer, and are and will continue to be very useful tools in
allowing a banking organization to determine the creditworthiness of an issuer in
measuring regulatory capital.

Among othor advantages, oredit ratings reprosent independent third-party
assessments that are transparent, casily comparable and casily available. In particular,
rating agencies and othor third-party service providers reduce information costs, and
promote liquid markets, using the advantage of economies of scale, particularly in
collecting and analyzing large amounts of data.

In addition, as a result of the implementation of other provisions of the Dodd-
Frank Acr, rating agencies will be subject to greater regulation, including disclosure
requirements that will improve the availability and transparency of their data. For
example, Section 932 of the Dodd-Frank Act requires each nationally recognized
statistical rating organizations (“NRSROs") to publicly disclose the assumptions
underlying the credit rating procedures and methodologies and the data relied upon to
determine the credit rating, as well as “information that can be used by investors and
other ugers of credit ratings to better understand credit ratings in each class.” In
addition, on October 4, 2010, the SEC jssued proposed new regulations governing
asset-backed securities pursuant to Section 943 of the Dadd-Frank Act, including
amendments that would, among other things, significantly broaden the scope of
disclosures required for privately placed asser-backed securities. The new regulations
would potentially be in addition 10 amendments ro Regulation AB and private
placement safe harbors proposed by the SEC on April 7, 2010,
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SIFMA believes that abandoning credit ratings and requiring banking
organizations to produce their own replacement for external ratings could be
prohibitively expensive. For banking organizations with large trading books, the
costs of building the nccossary infrastructure to apply internal-ratings-bascd standards
to all assets would be extremely time-consuming and expensive. Small banking
organizations may not have the resources to develop internal systems applicable to
the full breadth of rated assets they currently hold and, as a result, may exit certain
asset clagses entirely. The added expense to both large and small banking
organizations may dampen their interest in markets affected by the ANPR. This
reduction in demand would reduce liquidity for a variety of instruments, and
consequently wounld also reduce the extent to which these instruments could be used
to diversify and hedge risk. Lastly, a full prohibition on the use of credit ratings
would negatively affect the transparency of the capital adequacy guidelines,
heightening the costs of supervisory roview.

Credit rating agencies need not be NRSROs, but the diligence thresholds for
banking organizations relying on non-NRSRDs would be higher to take into account
the fact that these entities do not comply with the SEC’s regulation for NRSROs.
Permitting the use of credit rating agencies other than NRSROs would advance the
policy goal of Section 939A of increasing competition in the rating agency market.

SIFMA believes thet the advantages of using credit ratings should continue to
be available to banking organizations in assessing and measuring credit and other
types of risk and to the agencies in supervising the banking organizations. We will
discuss in the next section how the new creditworthiness standards could incorporate
the use of external credit ratings and other third-party data as elements in measuring
and assessing credit risk.

c. Proposal for new creditworthiness standards

SIFMA believes that the agencies shouid replace the current references to
credit ratings in their regulations with new creditworthiness standards that would not
permit banking organizations merely to rely on credit ratings, but would, depending
on the exposure, range from (1) permiuing the use of (a) credit ratings and (b)
additional information, whether from external service praviders or developed
internally (in cach case, provided that the vrganization had made an assessment that
reliance on credit ratings and/or such additional information was appropriate, or had
evaluated such ratings or information, as applicable) to (2) permitting the use of other
epproaches, such as internal risk models or a simplified supervisory formule approach.
Banking organizations would also be required to develop and implement appropriate
policies and procedures to ensure their implementation of the applicshle
creditworthiness standards were consistent with safety and soundness standards.

In effect, the agencies’ new standards should implement g sliding scale that
would determine the degres to which e banking organization could rely on credit

g
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ratings, addltional information or other approaches to measuring creditworthiness,
based on such factors related 1o the exposure as:

. the complexity and structural foatures of the assct;
. the liguidity of the asset;
. the availability of market information about the asset:

. the availability of information relating to the pools of assets underlying
the exposure, if relevant; and

. the guitability of models and methodologies used by rating agencies or
other third-party service providers in measuring or providing
information about the creditworthiness of the asset.

At one end of the speotrum are assets for which credit ratings are reliable and
suitable. For these assets, banking organizations will be required to assess the degree
to which reliance on credit ratings and/or additional external or internal analyses was
appropriate for the specific exposure. A banking organization may determine that the
creditworthiness analysis consists of the external rating, supplemented with an
evaluation of the third party provider’s fitness in rating certain categories of
exposures. A banking organization would also be required to at least pericdically
evaluate the rating agency’s methodology to confirm that the methodology is
consistent with the organization's internal views of the credit exposure of the asset.

For assets for which the indicators suggest that credit ratings may not be relied
on to the same degree, banking organizations may be required to rely on additional
information or perform additional external analyses.

Specific additional inputs to supplement credit ratings could include:

® Generally — information availsble from the rating agencies, expected
loss estimates, market information related to credit rigk spreads,
market prices, market measures of liquidity or volatility, and publicly
available information on the issuer.

e For soverelgn exposures — country risk classificarions and
macroeconomic indicators such as debt ratios, growth rates, debt
maturity characteristics and income projections.

* For PSE exposures — PSE-specific credit indicators such as debt to
revenues, etc., plus an assessment of the inpute for sovereign
exposures for the relevant country of the PSE.
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For bank and corporate exposures — publicly available issuer-
specific information.

Foar collateral and guarantees — information based on the nature of
the collateral or the identity of the guarantor.

Generally, banking organizations should be allowed to obtaln additional
information from third-parcty service providers or vendors, including rating agencies,
provided the organizations have internally determined that the source is reliable for
the type of instrument and information sought. The standards of diligence should be
influenced by whether the third-party service provider is regulated as an NRSRO, aad
therefore itself subject to strict regulation and supervision.

At the other end of the spectrum, for complex, relatively illiquid instruments
such as certain securitization exposures, a number of different alternatives could be
adopted for new creditworthiness standards, including:

Reteived  F0-28=10

A combination of credit ratings and additional information, including
expected loss estimates, market information related to credit risk
spreads, market prices, market messures of liquidity or volatility, and
publicly avsilable information on the issuer, all of which would have
to be evaluated by the banking organization for appropriateness of
reliance,

The use of probability-of-default and loss given default estimates,
either developed by banking organizations internally or from third-
party providers whose estimates have been properly evaluated, to
arrive at expected loss measurces associated with specific risk
weightings.

The use of internal models which accurately reflect probability of
defanlt and loss given default. The standard could require, among
other things, consistency between the standards for a banking
organization’s internal credit assessments and its internal risk
management process, management information reporting systems and
capital adequacy assessment processes. [n addition, it could require
the banking organization to have an effective system of controls and
oversight that ensures compliance with operational requirements, and
requires the bank holding company to have an audit function to assess
at least annually whether the controls over the internal credit
assessment process are functioning as intended. Furthermore, it could
require the review and update of each internal credit assessment
whenever new material information is available, but no less frequently
than annually, and the ongoing assessment of the internal credit
assessment process.

10
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e A simplified version of the supervisory formula approach (“SFA™) that
is available 10 banking organizations applying Basel II's advanced
approach rules. This approach would employ the same inputs as SFA
(L.e., amount of the underlying exposures, tranche percentage, capital
that would be required to be held against the underlying exposures,
thickness of tranche, effective number of exposures, and exposure-
weighted average loss given default), but permit banking organizations
to rely on simplifying assumptions, particularly in calculating the
capital required against underlying exposures.

* An independent credit analysis performed for the banking organization,
or jointly for any number of interested banking organizations by
another credit analysis provider. This credit analysis would be paid for
by the bank(s), not the issuer. Such an approach could enhance
competition in the arca of credit ratings, and thus be consistent with
one of the policies underlying Section 235A.

The creditworthiness standard could include any one or all of the foregoing
based on an assessment by the banking organization and its supervisor that the
approach was appropriate.

A modified sliding scale approach would apply to the determination of
whether puarantees or collateral are eligible. The Basel Il advanced approach rules
employ credit ratings as a threshold to determine whether the guarantees or collateral
are gligible for purposes of a banking organization’s risk weighting calculation. In
calculating the threshold, banking organizations should be permitted to use external
credit ratings to a preater extent than they would if the relevant collateral were an
asset held directly, and should have the option to use intemal credit ratings. The
credit rating in this case serves only to determine collateral eligibility, not the
creditworthiness of the asset.

IV.  Furthering the Guiding Principles of the ANPR

SIFMA believes that creditworthiness standards established in the manner
described above would be fully consistent with and further the “guiding principles™
set forth by the ANPR, as follows:

. The standards—whether through additional exposure categories (Basel
1) or exposure-specific approaches (Basel [I)—appropriately
distinguish the credit risk associated with a particular exposure within
an asset class. Requiring banking organizations to apply an
appropriately evaluated, exposure-specific standard permits granularity
in risk assessments and aligns regulatory capital measures of risk with
actual risk management decisions,

i1
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The standards promote transparency in risk assessments and permit
appropriate supervisory review. The presence and evaluation of credit
ratings is crucial tv ensurc the quality, transparency and consistency of
capital standards, Credit ratings as an input advance transparcncy and
consistency of capital standards because these inputs are available to
all banking organizations and bank supervisors. Furthermore, the
revisions to the regulation of NRSROs in response to the financial
crisis enable their regulator to ensure that issued credit ratings adhere
to a transparent methodology and are more easily replicable and
reviewable.

The standards allow for timely and accurate rueasurement of changes
in creditworthiness, while not cansing undue volatility and pro-
cyclicality in credit lovels. Employing credit ratings, along with
additional inputs, in credit analyses furthers these objectives. Credit
rating agencies review credit ratings frequently to determine whether a
particular credit rating is appropriate for a given product, cogsidering
information disclosed in public reports, material changes relevant to
the issuer and market conditions. Credit rating agencies also
frequently review their rating models to ensure that the models are
functioning appropriately. The fact that credit ratings are based on
long-term views of creditworthiness ensures that market volatility does
not unduly affoct regulatory capital standards.

The standards minimize opportunities for regulatory capital arbitrage
by aligning measurements of risk-based capital measures with risk
management measures, thereby reducing the possibility that a banking
organization can invest in 2 risky asset without the requisite capital
charge.

The standards avoid undue costs on banking organizations by
permitting thom to smploy properly ovaluated oredit ratings in their
risk assessments. SIFMA believes that complete abandonment of
credit ratings would impose unjustified cost on banking organizations,
banking supervisors and market liquidity.

Consistency with International Capital Standards

SIFMA believes that the agencies should consider consistency with
international capital standerds as e goal of the new creditworthiness standsrds, and
permit the United States to implement the changes to risk-based capital rules required
by the revisions to Basel IT and Basel III. The Basel II market risk rules and proposed
Basel IIT are already tackling the issue of undue reliance on external credit ratings by
requiring banking organizations to supplement regulatory capital requirements based

io~28-10
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on externally rated securirizations with their own credit analysis and capital estimates
of the exposure.

Without a broadly consistent global approech to creditworthiness standards
for securities, including securitizations, the agencies run the risk of encouraging
regulatory arbitrage and of accentuating systemie risk. The agencies would not be
gble to create regulations that fully incorporate the intemationally agreed standards.
In the absence of a commonly used “language” with reference to ratings both in the
U.S. standards and their non-U.S. counterparts, it would be extremely difficult if not
impossible to achieve an accurate implementation of Basel standards in the United
States.

At the very least, we urge the agencies to delay rulemaking until consensus
emerges among international banking supervisors which are currently reviewing the
role of credit ratings in capital adequacy standards. On October 20, 2010, the
Financial Stability Board presented principles that call on authorities to reduce
reliance on credit ratings, including in the area of prudential supervision of banking
organization.'® The principles call for the replacement of references 10 ratings with
suitable alternative standards of creditworthiness where possible, and for baoking
organization and other market participants to make their own credit assessments
instead of relying solely or mechanically on ratings. SIFMA believes that the
proposal presented in this letter would be consistent with these principles. A process
of addresging undue reliance on external credit ratings is under way in the European.
Union'! and other jurisdictions.!? There are considerations to require rating agencies
to cornply with the International Organization of Securities Commissions’ Code of
Conduct in order for their ratings to be used for Basel IT purposes. The rule changes,
including new credit analysis factors, developed by the United States should draw on
these efforts to improve the use of credit ratings,

1% Press Release, Fin. Stability Rd,, Financial Stability Board Meets in Seoul (Oet. 20, 2010),
available at bopy/fwww financizlsmbilityboard. org/prese/pr_101020.pdf,

"' See COMM. OF EUR. BANKING SUPERVISORS, CONSULTATION PAPER ON GUIDELINES TO
ARTICLE 1224 OF THE CAPITAL REQUIREMENTS DIRECTIVE (CP40) {July 1, 2010), availabls at
bty /werw.c-ebs.org/documents/Publications/Consultation-papers/2010/CPA0/CP40.agpx. The
Ewrepoan Commission has recognized the chalienges of instoad removing credit rating reforences
wutright. A, recent Europesn Cormission paper is cited by Reuters a5 follows: “A simple removal of
references Yo rauings in existing EU and nadonal legislation would not appear feasible without
establishing a valid alternative or providing for an intermediate solution.” Huw Jones, EU to Discuss
Curbs to Limit Rating Agency Role, REUTERS {8ept. 29, 2010),

** For an overview, see INT'L MONETARY FUND, GLOBAL FINANCIAL STABILITY REPORT:
SOVEREIGNS, FUNDING, AND SYSTEMIC LIQUIDITY oh. 3, at 0 (Oct. 2010), availabls at
ttp/Forwew it org/external/pubs/ it gl 201 002 /index. hm.
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V1. Timing

SIFMA encourages the agencies to implement Section 939A in coordination
with the implementation for Basel I and 11, for which national rulemaking is
scheduled to be in place by the end of 2011 (enhancements to Basel II) or the end of
2012 (Basel I11), with an appropriate phage-in period and/or grandfathering of
existing positions.

Assuming that the banking agencies agree with SIFMA’s proposed
interpretation of Section 939A, this time period should provide banks with a
sufficient transition period to develop eppropriate risk management and evaluation
technigques. However, if the banking agencies interpret Section 930A as prohibiting
banking organizations from using credit ratings at all in making creditworthiness
assessments, banking organizations will need a significantly longer time period to put
in place platforms capable of addressing the new creditworthiness standards.

Either approach would be consistent with the tivneline sct forth in Section
939A, which docs not set a deadline for the agencies’ revisions to the capital
adequ%cy rules, but merely requires a review of existing regulations by July 21,
20117

LR N

SIFMA. thanks you for the opportunity to comment on the agencies” ANPR,
If you have any questions, please do not hesitate to call me at 202-962-7400 or
SIFMA’s counsel, Luigi L. De Ghenghi, Davis Polk & Wardwell LLP, at 212-450-
4296,

Sincerely,

QI

Kenneth E. Bentsen, Jr.
Executive Vice President, Public Policy and Advocacy
Securities Industry and Financial Markets Association

"* Pub. L. No. 111-203, § 939A, 124 Stat. 1376, 1887 {2010),
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