pHow Moody’s and other credit-rating agencies licensed the abuses that crested the housing bubble —a

Fallure

By Roger Lowenstein

In 1996, Thomas Friedman, the New York Times columnist, remarked on “The NewsHour
With Jim Lehrer” that there were two superpowers in the world — the United States and
Moody’s bond-rating service — and it was sometimes unclear which was more powerful.
Moody’s was then a private company that rated corporate bonds, but it was, already, spreading
its wings into the exotic business of rating securities backed by pools of residential mortgages. -
Obscure and dry-seeming as it was, this business offered a certain magic. The magic consisted
of turning risky mortgages into investments that would be suitable for investors who would
know nothing about the underlying loans. To get why this is impressive, you have 1o think
about all that determines whether a mortgage is safe. Who owns the property? What is his or
her income? Bundle hundreds of mortgages into a single security and the questions multiply; no
investor could begin to answer them. But suppose the security had a rating. If it were rated triple-
A by a firm like Moody s, then the investor could forget about the undedymg mortgages. He




wouldn’t need to know what properties were in the pool, only that the pool 7

was triple-A — it was just as safe, in theory, as other triple-A securities.

Over the last decade, Moody’s and its two principal competitors, Stan-
dard & Poor’s and Fitch, played this game to perfection — putting what
amounted to gold seals on mortgage securites that investors swept up
with increasing élan. For the rating agencies, this business was extremely
Iucrative. Their profits surged, Moody’s in particular: it went public, saw
its stock increase sixfold and its earnings grow by 900 percent. :

By providing the mortgage industry with an entree to Wall Street, the
agencies also transformed what had been among the sleepiest corners of
finance. No longer did mortgage banks have to wait 10 or 20 or 30 years
to get their money back from homeowners. Now they sold their loans
into secutitized pools and — their capital thus replenished —wrote new
loans ata much quicker pace. R ,

Mortgage volume surged; in 2006, it topped $2.5 trillion. Also, many
more mortgages were issued to risky sub-
prime borrowers. Almost all of those sub-
prime loans ended up in securitized pools;
indeed, the reason banks were willing to issue
so many risky loans is that they could fob
them off on Wall Street.

But who was evaluating these securities?
Who was passing judgment on the quality of
the mortgages, on the equity behind them and
on myriad other investment considerations?
Certainly not the investors. They relied on a
credit rating.

Thus the agencies became the de facto watch-
dog over the mortgage industry. In a practical
sense, it was Moody’s and Standard & Poor’s
that set the credit standards that determined
which loans Wall Street could repackage and,
ultimately, which borrowers would qualify.
Effectively, they did the job that was expect-
ed of banks and government regulators. And
today, they are a central culprit in the mortgage.
bust, in which the total Joss has been projected
at $250 billion and possibly much more. '

In the wake of the housing collapse, Con-
gress is exploring why the industry failed and
whether it should be revamped (hearings in
the Senare Banking Committee were expect-
ed to begin April 22). Two key questions are
whether the credit agencies — which benefit
from a unique series of government charters
— enjoy too much official protection and
whether their judgment was tainted. Presumably to forestall criticism and
possible legisation, Moody’s and $.&P. have announced reforms. But they
reject the notion that they should have been more vigilant. Instead, they
fay the blame on the mortgage holders who turned out to be deadbeats,
many of whom lied to obtain their loans.

Arthur Levitt, the former chairman of the Securities and Exchange
Commission, charges that “the credit-rating agencies suffer from a con-
flict of interest — perceived and apparent — that may have distorted
their judgment, especially when it came to.complex structured financial
products.” Frank Partnoy, a professor at the University of San Diego
School of Law who has written extensively about the credit-rating indus-
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try, says that the conflict is a serious problem. Thanks to the industry’
close relationship with the banks whose securities it rates, Partnoy says
the agencies have behaved less like gatekeepers than gate openers. Las
year, Moody’s had to downgrade more than 5,000 mortgage securitie
—- a tacit acknowledgment that the mortgage bubble was abetted by it
overly generous ratings. Mortgage securities rated by Standard & Poor*
and Fitch have suffered a similar wave of downgrades. '

Preoste! How 2,293 Subprime

Goans Become a High-Grade Investment

The business of assigning a rating to a mortgage security is a complicatec
affair, and Moody’s recently was willing to walk me through an actua
mortgage-backed security step by step. I was led down a carpeted hall-
way to a well-appointed conference room to meet with three specialists ir
mortgage-backed paper. Moody’s was fair-minded in choosing an example
the case they showed me, which they maskec
with the name “Subprime XYZ,” was a poo
of 2,393 mortgages with a total face value o;
$430 million.

Subprime XYZ typified the exuberance of
the age. All the mortgages in the pool were
subprime — that is, they had been extendec
to borrowers with checkered credit histories.
In an earlier era, such people would have beer
restricted from borrowing more than 75 per-
cent or so of the value of their homes, but dur-
ing the great bubble, no such limits applied.

Moody’s did not have access to the individu-
al loan files, much less did it communicate witk
the borrowers or try to verify the informatior
they provided in their loan applications. “We
aren’t loan officers,” Claire Robinson, a 20-
year veteran who is in charge of asset-backed
finance for Moody’s, told me. “Our expertise
is as statisticians on an aggregate basis. We
- want to know, of 1,000 individuals, based on
historical performance, what percent will pay
their loans?” .

The loans in Subprime X YZ were issued in
<arly spring 2006 — what would turn out to be
the peak of the boom. They were originated by
a'West Coast company that Moody’s identified
as a “nonbank lender.” Traditionally, people
have gotten their mortgages from banks, but
in recent years, new types of lenders peddling
sexier products grabbed an increasing share of
the market. This particular lender took the loans it made to 2 New York
investment bank; the bank designed an investment vehicle and brought the
package to Moody’s.

Moody’s assigned an analyst to evaluate the package, subject to review
by a committee. The investment bank provided an enormous spreadsheet
chock with data on the borrowers’ credit histories and much else that
might, at very least, have given Moody’s pause. Three-quarters of the
borrowers had adjustable-rate mortgages, or ARMs — “teaser” loans on
which the interest rate could be raised in short order. Since subprime
borrowers cannot afford higher rates, they would need to refinance soon.
This is a classic sign of a bubble — lending on the belief, or the hope, that
new money will bail out the old. ' '

Moody’s learned that almost half of these borrowers — 43 percent — did
not provide written verification of their incomes. The data also showed
that 12 percent of the mortgages were for properties in Southern Califor-



nia, including a half-percent in a single ZIP code, in Riverside. That sug-
gested a risky degree of concentration. ‘

On the plus side, Moody’s noted, 94 percent of those borrowers with
adjustable-rate loans said their mortgages were for primary residences.
«That was a-comfort feeling,” Robinson said. Historically, people have
been slow to abandon their primary homes. When you get into a crunch,
she added, “You’ll give up your ski chalet first.”

Another factor giving Moody’s comfort was that all of the ARM loans
in the pool were first mortgages (as distinct from, say, home-equity loans).
Nearly half of the borrowers, however, took out a simultanéous second
loan. Most often, their two loans added up to all of their property’s pre-
sumed tesale value, which meant the borrowers had not a cent of equity.

In the frenetic, deal-happy climate of 2006, the Moody’s analyst had only
a single day to process the credit data from the bank. The analyst wasn’t
evaluating the mortgages bur, rather, the bonds issued by the investment
vehicle created to house them. A so-called special-purpose vehicle — a
ghost corporation with no people or furniture and no assets either until
the deal was struck — would purchase the mortgages. Thereafter, monthly
payments from the homeowners would go to the S.PV. The S.PV. would
finance itself by selling bonds. The question for Moody’s was whether the
inflow of mortgage checks would cover the outgoing payments to bond-
holders, From the investment bank’s point of view, the key to the deal
was obtaining a triple-A rating — without which the deal wouldn’t be
profitable. That a vehicle backed by subprime mortgages could borrow
at triple-A rates seems like a trick of finance. “People say, How can you
create triple-A out of B-rated paper?’” notes Arturo Cifuentes, a former
Moody’s credit analyst who now designs credit instruments. It may seem
like a scam, but it’s not. ; :

The secret sauce is that the S.PV. would float 12 classes of bonds, from
triple-A to a lowly Bal. The highest-rated bonds would have first priority
on the cash received from mortgage holders until they were fully paid,
then the next tier of bonds, then the next and so on. The bonds ar the bot-
tom of the pile got the highest interest rate, but if homeowners defaulted,
they would absorb the first losses.

It was this segregation of payments that protected the bonds at the top
of the structure and enabled Moody’s to classify them as triple-A. Imagine
a seaside condo beset by flooding: just as the penthouse will not get wet
until the lower floors are thoroughly soaked, so the triple-A bonds would
not lose a dime unless the lower credits were wiped out.

Structured finance, of which this deal is typical, is both clever and use-
ful; in the housing industry it has greatly expanded the pool of credit. But

in extreme conditions, it can fail. The old-fashioned corner banker used

his instincts, as well as his pencil, to apportion credit; modern finance is
formulaic. However elegant its models, forecasting the behavior of 2,393
mortgage holders is an uncertain business. “Everyone assumed the credit
agencies knew what they were doing,” says Joseph Mason, a credit expert
at Drexel University. “A structural engineer can predict what load 2 steel
support will bear; in financial engineering we can’t predict as well.”

Mortgage-backed securities like those in Subprime XYZ were not
the terminus of the great mortgage machine. They were, in fact, build-
ing blocks for even more esoteric vehicles known as collateralized debt
obligations, or C.D.Os. C.D.Os were financed with similar ladders
of bonds, from triple-A on down, and the credit-rating agencies’ role
was just as central. The difference is that XYZ was a first-order deriva-
tive — its assets included real mortgages owned by actual homeown-
ers. C.D.0.s were a step removed — instead of buying mortgages, they
bought bonds that were backed by mortgages, like the bonds issued by
Subprime XYZ. (It is painful to consider, but there were also third-order
instruments, known as C.D.O.’s squared, which bought bonds issued by
other C.D.OJ.) :

Miscalculations that were damaging at the level of Subprime XYZ were
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devastating at the C.D.O. level. Just as bad weather will cause more sert
ous delays to travelers with multiple flights, so, if the underlying mort
gage bonds were misrated, the trouble was compounded in the case of th
C.D.O’s that purchased them.

Moody’s used statistical models to assess C.D.Os; it relied on histori
cal patterns of default. This assumed that the past would remain relevan
in an era in which the mortgage industry was morphing into a wildl
speculative business. The complexity of C.D.O.’s undermined the pro
cess as well. Jamie Dimon, the chief executive of JPMorgan Chase, whicl
recently scooped up the mortally wounded Bear Stearns, says, “There wa
a large failure of common sense” by rating agencies and also by banks lik
his. “Very complex securities shouldn’t have been rated as if they wer
easy-to-value bonds.”

The Accidental Watchdoy

John Moody, a Wall Street analyst and former errand runner, hit on th
idea of synthesizing all kinds of credit information into a single rating
1909, swhen he published the manual “Moody’s Analyses of Railroad Invest
ments.” The idea caught on with investors, who subscribed to his service
and by the mid-"20s, Moody’s faced three competitors: Standard Statistic
and Poor’s Publishing (which later merged) and Fitch.

Then as now, Moody’s graded bonds on a scale with 21 steps, from Aa
to C. (There are small differences in the agencies” nomenclatures, just as
grande latte at Starbucks becomes a “medium” at Peet’s. At Moody’s, rat
ings that start with the letter “A” carry minimal to low credit risk; thos
starting with “B” carry moderate to high risk; and “C” ratings denot

_bonds in poor standing or actual default.) The ratings are meant to beai

estimate of probabilities, not a buy or sell recommendation. For instance
Ba bonds default far more often than triple-As. But Moody’s, as itis won
to remind people, is not in the business of advising investors whether t
buy Ba’s; it merely publishes a rating.

Until the 1970s, its business grew slowly. But several trends coalesced ©
speed it up. The first was the collapse of Penn Central in 1970 —a shatterin
event that the credit agencies failed to foresee. It so unnerved investors the
they began to pay more attention to credit risk. . v

Government responded. The Securities and Exchange Commissior
faced with the question of how to measure the capital of broker-dealers
decided to penalize brokers for holding bonds that were less than invest
ment-grade (the term applies to Moody’s 10 top grades). This prompte
a question: investment grade according to whom? The S.E.C. opted t
create a new category of officially designated rating agencies, and grand
fathered the big three — S.&P., Moody’s and Fitch. In effect, the govern
ment outsourced its regulatory function to three for-profit companies.

Bank regulators issued similar rules for banks. Pension funds, mutu:
funds, insurance regulators followed. Over the ’80s and *90s, a latticewor
of such rules redefined credit markets. Many classes of investors were no
forbidden to buy noninvestment-grade bonds at all.

Issuers thus were forced to seek credit ratings (or else their bonds woul
not be marketable). The agencies — realizing they had a hot product anc
what’s more, a captive market — started charging the very organizatior.
whose bonds they were rating. This was an efficient way to do busines.
but it put the agencies in a conflicted position. As Partnoy says, rather tha
selling opinions to investors, the rating agencies were now selling “licenses
to borrowers. Indeed, whether their opinions were accurate no longer ma
tered so much. Just as a police officer stopping a motorist will want to se
his license but not inquire how well he did on his road test, it was the ratin
— not its accuracy — that mattered to Wall Street.

The case of Enron is illustrative. Throughout the summer and fall ¢
2001, even though its credit was rapidly deteriorating, the rating agencic
kept it at investment grade. This was not unusual; the agencies typically la
behind the news. On Nov. 28, 2001, S.&P. finally dropped Enron’s bonc
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and it was worsening by the month. XYZ was hardly atypical; the entire
class of 2006 was performing terribly. (The class of 2007 would turn out
to be even worse.) ) )

In April 2007, Moody’s announced it was revising the model it used to
evaluate subprime mortgages. It noted that the model “was first intro-
duced in 2002. Since then, the mortgage market has evolved consider-

ably.” This was a rather stunning admission; its model had been based on .

aworld that no longer existed. )

Poring over the data, Moody’s discovered that the size of people’s first
mortgages was no longer a good predictor of whether they would defauli;
rather, it was the size of their first and second loans — that is, their total
debt — combined. This was rather intuitive; Moody’s simply hadn’t
ceckoned on it. Similarly, credit scores, long a mainstay of its analyses,
had not proved to be a “strong predictor” of defaults this time. Transla-
tion: even people with good credit scores were
defaulting, Ay Tobey, leader of the team that
monitored XYZ, told me, “It seems there was
a shift in mentality; people are treating homes
as investment assets.” Indeed. And homeowners
without equity were making what economists .
call a rational choice; they were abandoning
properties rather than make payments on them.
Homeowners’ equity had never been as high as
believed because appraisals had been inflated.

Over the summer and fall of 2007, Moody’s
and the other agencies repeatedly tightened - -
their methodology for rating mortgage secu-
rities, but it was too late. They had to down-
grade tens of billions of dollars of securities.
By early this year, when I met with Moody’s,
an astonishing 27 percent of the mortgage hold- -
ers in Subprime X YZ were delinquent. Losses
on the pool were now estimated at 14 percent
to 16 percent — three times the original esti-
mate. Seemingly high-quality bonds rated A3
by Moody’s had been downgraded five notches
10 Ba2, as had the other bonds in the pool aside

from its triple-A’s.

The pain didn’t stop there. Many of the lower-
rated bonds issued by XYZ, and by mortgage
pools like it, were purchased by C.D.O.s, the
second-order mortgage: vehicles, which were
eager to buy lower-rated mortgage paper because
‘it paid a higher yield. As the agencies endowed
C.D.O. securities with triple-A ratings, demand
for them was red hot. Much of it was from
global investors who knew nothing about the.
U.S. mortgage market. In 2006 and 2007, the banks created more than
$200 billion of C.D.O.’s backed by lower-rated mortgage paper. Moody’s
assigned a different team to rate C.D.Os. This team knew far less about

the underlying mortgages than did the committee that evaluated Sub-

prime XYZ. In fact, Moody’s rated C.D.O.’s without knowing which
bonds the pool would buy.” ~
A C.D.O. operates like a mutual fund; it can buy or sell mortgage bonds
and frequently does so. Thus, the agencies rate pools with assets that are
perpetually shifting. They base their ratings on an extensive set of guide-
fines or covenants that limit the C.D.O. manager’s discretion.
Late in 2006, Moody’s rated a C.D.O. with $750 million worth of securi-
‘ ties. The covenants, which act as a template, restricted the C.D.O. to, at most,
an 80 percent exposute to subptime assets, and many other such conditions.
“We're structure experts,” Yuri Yoshizawa, the head of Moody’s’ detivative
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After Enron blew up,
Congress ordered the S.E.C. to look at'
the ratings industry and ’
possibly reform it.
The S.E.C. ducked.

group, explained. “We’re not underlying-asset experts.” They were checking
the math, not the mortgages. But no C.D.O. canbe better than its collateral.
Moody’s rated three-quarters of this C.D.0s bonds triple-A. The ratings
were derived using a mathematical construct knownas a Monte Carlo simu-
lation — as if each of the underlying bonds would perform like cards drawn
at random from a deck of mortgage bonds in the past. There were two prob-
lems with this approach. Fitst, the bonids weren’t like those in the past; the
mortgage market had changed. As Mark Adelson, a former managing direc-
tor in Moody’s structured-finance division, remarks, it was “like observ-
ing 100 years of weather in Antarctica to forecast the weather in Hawail.”
And second, the bonds weren’t random. Moody’s had underestimated the
extent to which underwriting standards had weakened everywhere. Wher
one mortgage bond failed, the odds were that others would, too. -
Moody’s estimated that this C.D.O. could potentially incur losse:
of 2 percent: It has since revised its estimat
to 27 percent. The bonds it rated have beer
decimated, their market value having plunge
by half or more. A triple-A layer of bonds ha
been downgraded 16 notches, all the way t0 B
Hundreds of C.D.O.’s have suffered simila
fates (most of Wall Street’s losses have been o1
C.D.O.s). For Moody’s and the other ratin
agencies, it has been an extraordinary rout.

wWhaom Can We Rely On?
The agencies have blamed the large incidence ¢
fraud, but then they could have demanded veri
fication of the mortgage data or refused to rat
securities where the data were not provided. The
‘was, after all, their mandate. This is what the
pledge for the future. Moody’s, S.&P. and Fitc
say that they are tightening procedures — the
will demand more data and more verification an
will subject their analysts to more outside check
None of this, however, will remove the conflict
interest in the issuer-pays model. Theugh sor
* have proposed requiring that agencies with off
cial recognition charge investors, rather than isst
ers, a more practical reform may be for the gor
ernment to stop certifying agencies altogether.
Then, if the Fed or other regulators wante
to restrict what sorts of bonds could be owne
by banks, or by pension funds or by anyor
else in need of protection, they would ha
to do it themselves — not farm the job out
Moody’s. The ratings agencies would still exis
but stripped of their official imprimatur, the
ratings would lose a little of their aura, and investors might trust inthe
a bit less. Moody’s itself favors doing away with the official designatio
and it, like S.&P., embraces the idea that investors should not “rely” «
ratings for buy-and-sell decisions. o _
This leaves an awkward question, with respect to insanely compl
structured securities: What can they rely on? The agencies seem utter
too involved to serve as a neutral arbiter, and the banks are sure to inve
new and equally hard-to-assess vehicles in the future: Vickie Tillman, t
executive vice president of S.&P., told Congress last fall that in additi
to the housing slump, “ahistorical. behavorial modes” by homeowne
were to blame for the wave of downgrades. She cited S.&P.s data goi
back to the 1970s, as if consumers were at fault for not livingup to t
past. The real problem is that the agencies’ mathematical formulas lo
backward while life is lived forward. That is unlikely to change. m
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