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Six Years Ago at Grant’s ...

“‘Be very afraid’ of the hidden risks,
particularly of collateralized debt
obligations. Credit derivatives are going to
double in size during the next year. There
will be spectacular losses disclosed. And
risks will shift to progressively less
sophisticated parties. We all are going to be
watching a bad horror film. This one is
unlikely to have a happy ending.”
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Source: Hildebrand (1985)
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Kreuger Madoff
ROE ROE
9.2% 11.7%
8.1% 11.5%
9.9% 13.0%
10.9% 13.0%
10.0% 14.0%
9.4% 13.4%
10.2% 14.2%
10.7% 11.6%

Source: Hildebrand (1985); Fairfield Sentry Performance Data

(2005)
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“In an era of
faceless
organizations
owned by other
equally faceless
organizations,
Bernard L. Madoff
Investment
Securities LLC
harks back to an
earlier era In the
financial world.”
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Theory |: Reputational Intermediaries

Pure Gov’t Rater Pure Private Rater
USDA Good
Housekeeping

Financial

Publishers

S&P/Moody’s?



Theory Il: Regulatory Licenses

Pure Gov’t Rater Pure Private Rater
Good
USDA S&P/Moody’s Housekeeping

Financial
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History of “Regulatory Licenses”

- Gustav Osterhus “desirability”
- State “legals”

- Treasury/Comptroller adoption
- SEC broker-dealer rules

- Investment grade cliff

- Expansion



y Decisions
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Role of Ratings in the Crisis: CDOs

Collateral T+150bp
(loans, bonds, CDS,

CDO:s)

l

Special

Purpose >

Entity

/

Senior
T+30bp
AAA

LT

Mezzanine
T+180bp
BBB

Equity
Residual

Not rated




Spread-for-Rating Comparison

Rating Underlying Spread
AAA Corporate bonds <5
AAA Credit card ABS 15
AAA ITraxx CDS Index 22
AAA CMBS 29
AAA Cash-flow CDO 32
AAA CPDO 200

Source: Bank of England, JPMorgan Chase & Co., From JPMorgan Chase & Co. (2006), Understanding
CPDOs and Credit Derivatives Handbook, December.
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Credit Protection by Institution Type

Banks " Corporates

Hedge funds . Insurers

Pension funds B Mutual funds USS trillions

| | | |
2000 02 04 06

Sources: Bank of England

; BBA and Bank calculations, net long and short positions.
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Solutions

OVERSIGHT:

-Independent board to transition away
from “regulatory licenses”

ACCOUNTABILITY:

-Liability to treat rating agencies like
other “gatekeepers”




Litigation — First Amendment

Amendment |I. Freedom of Religion, Press,
Expression. Ratified 12/15/1791.

Congress shall make no law respecting an
establishment of religion, or prohibiting the
free exercise thereof; or abridging the
freedom of speech, or of the press, or the
right of the people peaceably to assemble,
and to petition the Government for a redress
of grievances.



Litigation — First Amendment

Amendment |I. Freedom of Religion, Press,
Expression. Ratified 12/15/1791.

Congress shall make no law respecting an
establishment of religion, or prohibiting the
free exercise thereof; or abridging the
freedom of speech, or of the press, or of the
credit rating agencies; or the right of the
people peaceably to assemble, and to petition
the Government for a redress of grievances.
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