Standard & Poor’s Commitment to Reform:
Restoring Confidence in the Credit Markets

The recent global financial crisis has proven beyond
doubt that a new course of action is required. Here
at Standard & Poor’s, our business is no exception.

As the world’s leading provider of credit ratings,

S&P has experienced a period of intense scrutiny since
the credit bubble burst two years ago. While the vast
majority of the 32 trillion dollars of securities that
S&P rates performed as anticipated, the performance
of our ratings in the area of residential mortgage-
related securities was a major disappointment. This

is something that we at S&P deeply regret. We have
learned important lessons from this experience, and we
have made changes to our business. Today, S&P is a
very different place than it was two years ago.

These changes have not been made in a vacuum.
Because we provide important global credit risk
benchmarks for investors, we have consulted closely
with hundreds of investors, regulators, and legislators
from around the world. We have also focused on
implementing internal reforms to complement

new regulations that have been proposed by the
Obama administration, the Securities and Exchange
Commission, European Union and other governments
around the world.

Through this process, we have identified and
undertaken four core reforms to restore investor
confidence in our ratings.

First, we have further strengthened standards to
prevent conflicts of interest. One source of concern
has been the issuer pay model for ratings. At S&P, we
understand there must be a clear separation between
analysts who analyze securities and employees who
negotiate issuer fees. In recent months, we have taken
steps to strengthen this separation. We have established
a new rotational system for our analysts. And when an
analyst leaves to work for an issuer, we have mandated
“look back” reviews to ensure the integrity of our prior
ratings. We have also separated the quality, criteria
and rating functions and established a Risk Oversight
Committee. To further increase independence

from issuers, S&P is exploring proposals for tying
compensation to the performance of ratings over time.

To reinforce these practices, we created a new S&P
Ombudsman earlier this year. The Ombudsman has the
authority to bring unresolved matters directly to the
CEO of McGraw-Hill and to the Audit Committee of
the Board of Directors. The scope of the Ombudsman’s
work is open to the SEC, and to public scrutiny.

But more remains to be done. We believe that the

new securitization reforms proposed by President
Obama, along with regulatory initiatives in Europe and
elsewhere, will help further reduce the potential for
conflicts of interest. In addition to requiring ratings firms
to bolster policies for managing and disclosing conflicts,
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these regulations will also require issuers to provide
investors with stronger representations and warranties,
along with fuller disclosure of loan-level data. These
measures will improve the quality of the securitization
process for investors as well as ratings firms.

Second, we have increased the transparency of our
ratings process by publishing “what if” scenario
analyses and sharing the risk factors that we consider
when analyzing securities. With this information on
hand, investors have a clearer understanding of the
assumptions that underlie our ratings. If they disagree
with these assumptions, they can act accordingly in
the market.

Third, we have taken steps to improve our performance
in an area where ratings firms have struggled in the past
— structured finance. We have revised our criteria to
incorporate a measure of stability into investment grade
ratings and have published economic stress scenarios to
be used as benchmarks for enhancing consistency and
comparability of ratings across sectors and over time.
And to ensure that our analysts in all sectors are fully
prepared, we have partnered with NYU’s Stern School
of Business and American College Testing (ACT) to
create a new, mandatory certification program.

Finally, we are responding to those who believe ratings
firms should be more accountable for their performance
to investors and regulators, beyond the market scrutiny
our ratings and criteria receive on an ongoing basis.

We support these calls for accountability. Like other
market participants, ratings firms are already subject to
securities fraud laws which prohibit us from knowingly
issuing ratings that do not reflect our actual opinions.
Under newly proposed legislation, the SEC would
have the explicit authority to impose stiff punishments
against firms that fail to meet regulations for disclosing
conflicts of interest and ratings methodologies, similar
to new rules in the European Union.

These new standards and regulations have
fundamentally changed S&P, but our work is not
complete. As countries continue adopting new
regulations, we will continue working closely with
policymakers to produce rules that are consistent
around the globe. Ultimately, we envision a future
when investors share the same safeguards wherever
they put their money and when ratings agencies share
a level playing field wherever they operate.

In the days ahead, we look forward to continuing our
dialogue with investors. We are determined to earn
back their trust. The people at S&P are dedicated to

the highest quality standards and are committed to the
revival of healthy and sustainable global credit markets.
We measure our success by the benefits investors and
issuers derive from ratings.

—Deven Sharma
President

We always look for new ways to improve our business. If you have any suggestions or comments please share them with us at www.standardandpoors.com




Standard & Poor’s Commitment:
Quality and Independence

The financial crisis has created enormous challenges for our
society over the last two years. At Standard & Poor's, we
know the performance of our ratings in the area of residential
mortgage-related securities has been disappointing. Our
business is built on our reputation for quality, integrity
and independence and we're working hard to help restore
investor confidence in our work.

We are constantly asked two questions: First, how do you
demonstrate that you are not influenced by issuers when they
pay you for rating securities? Second, how do you improve
ratings quality going forward? This article will address the
first question and the next article will address how we are
strengthening analytical quality.

Managing Potential Conflicts of Interest

In the world of commerce when money changes hands there
is always a potential for conflict. It is our firm belief that a)
no business model is immune from the potential for
conflicts of interest; and b) despite its potential for conflicts,
the issuer-pay model—with conflicts properly managed—
is the best available model because it enables the provision
of ratings simultaneously to all investors free of charge. The
subscriber-pay model became problematic in the 1970’s
when, after several notable defaults, including the Penn Central
Railroad bankruptcy, investors demanded greater
transparency to ratings. In contrast to the issuer-pay
model, the subscriber-pay model tends to be a “black box”
with limited disclosure to ordinary investors. A third option
sometimes suggested is a “public utility” model but it runs the
risk of a proliferation of governmentrun models around the
world operating without consistent standards across markets.

So how can the questions on potential for conflict be more
effectively addressed in the issuerpay model2 The answer is quite
simple: by increasing transparency, strengthening internal
governance, and through greater regulatory oversight.

At Standard & Poor’s, we've already introduced a number

of reforms; specifically we:

« Raised the level of disclosure of our performance,
assumptions, sfress fests and criferia in rating structured securities.

« Reinforced the independence of our ratings by enhancing
internal checks and balances through criteria, quality,
model validation and risk management groups separate
from ratings’ teams.
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« Strengthened separation of analytical and
commercial activities.

« Hired a world class Ombudsman, former chairman and
CEO of Ernst & Young, Ray Groves to independently
review and respond fo issues and concerns raised by
employees, investors and other market participants.

« Established additional internal oversight including
regular audit and examinations of adherence to policies
and processes to reaffirm the independence of our ratings.

« Reinforced our policies and procedures so there is
no advising or consulting in the ratings process of
structured securities.

« Instituted an analyst rotation policy and “look back”
reviews when an analyst leaves S&P for a job at an
issuer they have rated.

The Importance of Regulatory Oversight

We also recognize that increased government oversight
of rating firms is needed to assure investors that their
interests are paramount when it comes to ratings. The
proposed legislationoffered bythe ObamaAdministrationandthe
U.S. Treasury seeks to ensure the independence of rating
firms from inappropriate influence by vested interests (be
they issuers or subscribers) and requires that the
securitization process be regulated from  beginning
to end, including originators, issuers and rating firms.

Specifically, the Treasury’s proposal would require:

« Use of different symbols for structured finance. Publication
of historical performance data and increasing disclosure of
methodologies and risk criteria.

« Documentation and public disclosure of internal controls
and codes of conduct.

« Establishment of a dedicated SEC office to supervise rating
agencies.

The European Union has also recently adopted a new
regulatory regime for credit rating agencies which includes
increased disclosure, oversight and inspections.

From where we sit, the more open and transparent the
process of credit ratings is the more we can earn
back the confidence of investors in credit markets.

At the end of the day, credit ratings are an important
contributor to the recovery of our economy,
empowering investors by giving them information to help make
informed financial decisions across global markets and asset
classes. All of us at Standard & Poor’s are acutely aware of
our role in restoring confidence in the financial markets, and
remain dedicated to doing everything we can to improve the
transparency of our processes, the integrity of our analyses,
and the quality of our ratings.
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We always look for new ways to improve our business. If you have any suggestions or comments please share them with us at www.standardandpoors.com
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