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THE FINANCIAL PAGE
I\ATINGS DOWNGI\ADE

Wsen Barack Obama went to Wall
Street last week to make the case

for meaningful financial regulation he
took well-deserved shot at some of the
villains of the financial crisis: greedy
bankers, reckless investors, and captive
regulators. But to that list he could have
added credit-rating agencies like Stan-
dard & Poor's and Moody's. By giving
dubious mortgage-backed ecurities top
ratings, and by dramatically underesti-
mating the risk of default and foreclosure,
the agencies played a key role in inflating
the hou ing bubble. If we're going to re-
form the system, fixing them should be
high on the list.
Unfortunately, that's not an easy ta k,

since over the years the government has
made the agencies an increasingly impor-
tant part of the financial system. Rating
agencies have been around for a century,
and their ratings have been used by regu-
lators since the thirties. But in the seven-
tie the .E.C. dubbed the three biggest
agencies-So &P., Moody's, and Fitch-
ationally Recognized Stati tical Rating

Organization , effectively making them
official arbiters of financial oundness.
The decision had a certain logic: it was
upposed to make it easier for inve tors to
know that the money in their pen ion or
money-market funds was going into afe
and secure inve trnents. But the new reg-
ulations also turned the agencies from
opinion-givers into indispensable gate-
keepers. If you want to sell a corporate
bond, or package a bunch of mortgage
together into a security, you pretty much
need a rating from one of the agencies.
And though the agencies are private
companies, their opinions can effectively
have the force of law. The ratings often
dictate what institutions like banks, in-
urance companies, and money-market
fund can and can't do: money-market
funds can't have more than five per cent
of their assets in low-rated commercial
paper, there are limits on the percentage
of non-investment-grade as et that
banks C,111 own, and so on.
The conventional explanation ofwhat's

wrong with the rating agencies focu e on
the fact that mo t of them are paid by the

very people whose financial products they
rate. That problem needs to be fixed, and
la t week the S.E.C. proposed new rules
to addres conflicts ofintere t. But there'
a much bigger problem, which is that,
even though nearly everyone know that
the agencie are compromised and exert
too much influence, the system makes it
impos ible not to rely on them. In theory,
of course, the mere fact that a rating agency
say a particular bond i AAA (clo e to
ri k-free) doesn't mean that inve tors have
to buy it; the agencie 'opinion should be
just one ingredient in any deci ion. In
practice, the govenunent's eal of approval,
coupled with tho e regulatory require-
ments, encourages investors to put far too
much weight on the ratings. According to

a recent paper on the ubject by the aca-
demics Darren Kisgen and Philip Strahan,
that's true evenwhen the agency doing the
rating doesn't have a long track record.
During the housing bubble, inve tors put
a huge amount of money into AAA -rated
mortgage-backed securities-which
would have been fine had the rating agen-
cies' judgments been ound. eedless to
say, they weren't. Despite ubprime bor-
rowers' notoriously shaky finance , the
agencies failed to allow for the possibility
that housing prices might fall harply.
The rating agencie ' role in inflating

the bubble is well known. Les obvious is
their role in accelerating the crash. Agen-
cies have typically re i ted changing their
ratings on a frequent ba is, 0 changes,
when they occur, tend to be belated, wide-

pread, and big. In the space of just a few
months between late 2007 and mid-2008
(after the hou ing bubble burst), the agen-
cies collectively downgraded an astonish-
ing 1.9 trillion in mortgage-backed secu-
rities: some ecurities that had carried a
AAA rating one day were downgraded to
CCC the next. Be au e many in titutional
investors are prohibited from owning too
many low-rated ecuritie, these down-
grades nece sarily led to forced elling,
magnifying the panic, and prevented other
investors from swooping in and buying the
distres ed debt cheaply. In effect the cur-
rent system pushes many big investor to
buy high and sell low.
Rating agencies existed long before

they carried a government imprimatur,
and, their recent di mal performance not-
withstanding, they'll exist in the future, if
only because few investors have the pa-
tience to ort through all the bond offerings
and structured-finance deal out there.
But we need a divorce: the rating agencie
houldn't be government- anctioned and
government-protected institutions and
their judgments houldn t be part of the
rule that govern how investors can act.

Given how rarely real reform happens
in Wa hington, that may ound like a
hopele goal. But last ummer the S.E.C.
eriou ly onsidered enacting a serie of
proposal that would have gone orne way
toward uncoupling the rating agencies
from the regulatory y tern. The plan
fizzled, however, thanks in part to pressure
from a surprising source: big investor .
Oddly, the ratings system, broken as it is,
remains attractive to many investors who
have been burned by it. For one thing, it
provides an ea ily comprehensible stan-
dard: without it, we'd need to come up
with new ways of measuring risk. More
insidiously, the ratings system provides a
ready-made excu e for failure: as long as
you're buying AAA-rated assets, you can
say you're being re ponsible. After the
housing crash though, we know how illu-
ory tho e AAA ratings can be. It's time
for investors to face reality: working with
a fake afety net i more dangerous than
working without any net at all.

--James Surowiecki
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