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   Rating Agency Regulation: The SEC Strikes a Balance    

The SEC and its staff deserve kudos for their handling of the controversial "notching" issue in their 
new rating agency regulations.1  New Rule 17g-6(a)(4) prohibits notching only when it is done "for an 
anticompetitive purpose."  In our opinion, the intent-based standard is exactly the right approach.  
The new rule combines the intent-based standard with a documentation and record retention 
requirement under new Rule 17g-2(b)(8).  The retained documentation and records should help the 
SEC determine intent for purposes of enforcing Rule 17g-6(a)(4). 

The "Inner Capitalist" within most financial professionals loves to hate regulation.  Much of the time, 
criticism of regulations and of regulators is warranted.  One the other hand, sometimes regulators 
tackle a tough issue and figure out exactly the right way to regulate.  That is just what happened with 
the notching issue. 

The adopting release for the new regulations2 notes that the SEC received more comments on the 
proposed treatment of notching than on any other issue.  The final rule is markedly different than the 
original proposal.3  The original proposal included a prohibition on 

[i]ssuing or threatening to issue a lower credit rating, or lowering or threatening to lower an existing 
credit rating, or refusing to issue a credit rating or withdrawing a credit rating … of any asset-backed or 
mortgage-backed securities transaction, unless a portion of the assets which comprise the asset pool or 
the asset-backed or mortgage-backed securities also are rated by the rating organization.  

However, the original proposal also provided a partial exception: 

The prohibitions on refusing to issue a credit rating or withdrawing a credit rating shall not apply if the 
rating organization has rated less than 85% of the market value of the assets underlying the asset pool 
or the asset-backed or mortgage-backed securities. 

The comments received by the SEC in response to the proposal were divided on the notching issue.  
Both Fitch and DBRS supported the proposed prohibition.  They, along with many other commenters, 
proposed making the prohibition even more stringent.  They recommended narrowing the exception 
by lowering the 85% threshold to 66%.4  Many supporters of the prohibition expressed the view that 
notching is "unfair" and reduces competition among rating agencies. 

                                                           
1 Notching occurs when a rating agency estimates what rating it would have assigned to a security based on the 
ratings actually assigned by other rating agencies.  Some rating agencies employ notching as part of their process 
for rating CDOs.  Notching is one of several ways for a rating agency to handle underlying securities that it did not 
rate.  Naturally, the most obvious approach for handling such securities would be to rate them.  However, rating 
agencies have to charge significant fees for doing so and must have access to the relevant information.  Notching 
is an alternative that the rating agencies make available to CDO issuers. 
2 Oversight of Credit Rating Agencies Registered as Nationally Recognized Statistical Rating Organizations, 
Exchange Act Release No. 55,857, 72 Fed. Reg. ______ (__ Jun 2007). 
3 Oversight of Credit Rating Agencies Registered as Nationally Recognized Statistical Rating Organizations, 
Exchange Act Release No. 55,231, 72 Fed. Reg. 6377 (9 Feb 2007). 
4 Id., n. 423. 
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Other commenters, including S&P and Moody's, opposed the proposed prohibition.  They argued that 
forcing rating agencies to accept and rely on each others' opinions would reduce competition by 
constraining their ability to perform independent credit analysis and to express their independent 
views.  Moody's and S&P asked the SEC to strike the prohibition entirely.  However, each suggested 
a variety of other alternatives as well.  One of Moody's suggested alternatives was an "intent" 
standard and one of S&P's was a record retention requirement.  In the end, the SEC chose a 
combination of the Moody's and S&P suggestions. 

The SEC's choice of an intent-based approach under Rule 17g-6(a)(4) follows meaningful examples 
from other areas of the law.  For example, under the federal securities laws, a plaintiff pursuing a 
securities fraud claim under 1933 Act § 10(b) must prove that the defendant acted with "scienter" — 
deliberately or knowingly.  Likewise, in the area of freedom of speech, liability for defamation depends 
on intent in certain contexts.  In New York Times v. Sullivan,5 the Supreme Court decided that a 
public official cannot recover damages for libel unless he can show that the defendant acted with 
"actual malice." The Court stated:  

The constitutional guarantees require, we think, a federal rule that prohibits a public official from 
recovering damages for a defamatory falsehood relating to his official conduct unless he proves that the 
statement was made with "actual malice" – that is, with knowledge that it was false or with reckless 
disregard of whether it was false or not.6 

Perhaps the most interesting aspect of Rule 17g-6(a)(4) is that is seems to have less to do with 
securities regulation than with antitrust law.  The Department of Justice and the Federal Trade 
Commission are the entities primarily responsible for administering and enforcing the federal antitrust 
laws.  Traditionally, the SEC has not had a major role in the antitrust arena.  Left to itself, the SEC 
probably would not have embraced such a role.  However, Congress forced the issue by enacting the 
Credit Rating Agency Reform Act of 2006.7  That law contains a Congressional finding that "the 2 
largest credit rating agencies serve the vast majority of the market, and additional competition is in 
the public interest."  Other provisions of the law effectively designate the SEC as the regulator of the 
credit rating industry.  Accordingly, the SEC had to tackle the issue of competition within the industry.8 

The adopting release for the new regulations does not refer to the federal antitrust laws.  In particular, 
the discussion of the intent-based approach in Rule 17g-6(a)(4) does not mention the antitrust laws.  
Arguably it should have.  According to the Supreme Court's decision in Aspen Skiing Co. v. Aspen 
Highlands Skiing Corp.,9 intent is the key element of actions under section 2 of the Sherman Antitrust 
Act.10  The intent aspects of antitrust law have been deeply explored and extensively discussed.11  
Thus, perhaps even without realizing that it was doing so, the SEC constructed its new intent-based 
structure on strong, deep, and wide foundations. 

—  E N D  —  

                                                           
5 376 U.S. 254 (1964) 
6  Id. at 279-80 
7 Pub. Law No. 109-291, 120 Stat. 1327. 
8 Significantly, the subsection of the law that addresses prohibited acts and practices provides it must not be 
construed to "modify, impair, or supersede" the operation of the main federal antitrust laws. 
9 472 U.S. 585 (1985). 
10 15 U.S.C. § 2, July 2, 1890, ch. 647, 26 Stat. 209. 
11 See e.g., Ronald A. Cass & Keith N. Hylton, Antitrust Intent, 74 S. CAL. L. REV. 657 (2001). 



Nomura Fixed Income Research 

  (3) 

 

 

I Mark Adelson, a research analyst employed by Nomura Securities International, Inc., hereby certify that all of the views 
expressed in this research report accurately reflect my personal views about any and all of the subject securities or 
issuers discussed herein.  In addition, I hereby certify that no part of my compensation was, is, or will be, directly or 
indirectly related to the specific recommendations or views that I have expressed in this research report, nor is it tied to 
any specific investment banking transactions performed by Nomura Securities International, Inc., Nomura International plc 
or by any other Nomura Group company or affiliate thereof. 

©  Copyright 2007 Nomura Securities International, Inc. 

This publication contains material that has been prepared by the Nomura entity identified on the banner at the top of page 1 herein and, if 
applicable, with the contributions of one or more Nomura entities whose employees and their respective affiliations are specified on page 1 
herein or elsewhere identified in the publication. Affiliates and subsidiaries of Nomura Holdings, Inc. (collectively, the “Nomura Group”) 
include: Nomura Securities Co., Ltd. ("NSC") and Nomura Research Institute, Ltd., Tokyo, Japan; Nomura International plc and Nomura 
Research Institute Europe, Limited, United Kingdom; Nomura Securities International, Inc. ("NSI") and Nomura Research Institute America, 
Inc., New York, NY; Nomura International (Hong Kong) Ltd., Hong Kong; Nomura Singapore Ltd., Singapore; Nomura Australia Ltd., 
Australia; P.T. Nomura Indonesia, Indonesia; Nomura Malaysia Sdn. Bhd., Malaysia; Nomura International (Hong Kong) Ltd., Taipei 
Branch, Taiwan; or Nomura International (Hong Kong) Ltd., or Nomura International (Hong Kong) Ltd., Seoul Branch, Korea. 
This material is: (i) for your private information, and we are not soliciting any action based upon it; (ii) not to be construed as an offer to sell 
or a solicitation of an offer to buy any security in any jurisdiction where such an offer or solicitation would be illegal; and (iii) based upon 
information that we consider reliable, but we do not represent that it is accurate or complete, and it should not be relied upon as such. 
Opinions expressed are current opinions as of the original publication date appearing on this material only and the information, including the 
opinions contained herein are subject to change without notice.  In addition, other members of the Nomura Group may from time to time 
perform investment banking or other services (including acting as advisor, manager or lender) for, or solicit investment banking or other 
business from, companies mentioned herein. Further, the Nomura Group, and/or its officers, directors and employees, including persons, 
without limitation, involved in the preparation or issuance of this material may, from time to time, have long or short positions in, and buy or 
sell (or make a market in), the securities, or derivatives (including options) thereof, of companies mentioned herein, or related securities or 
derivatives.  Fixed income research analysts, including those responsible for the preparation of this report, receive compensation based on 
various factors, including quality and accuracy of research, firm’s overall performance and revenue (including the firm’s fixed income 
department), client feedback and the analyst’s seniority, reputation and experience. 
NSC and other non-US members of the Nomura Group, their officers, directors and employees may, to the extent it relates to non-US 
issuers and is permitted by applicable law, have acted upon or used this material, prior to or immediately following its publication. 
Foreign currency-denominated securities are subject to fluctuations in exchange rates that could have an adverse effect on the value or 
price of, or income derived from the investment. In addition, investors in securities such as ADRs, the values of which are influenced by 
foreign currencies, effectively assume currency risk. 
The securities described herein may not have been registered under the U.S. Securities Act of 1933, and, in such case, may not be offered 
or sold in the United States or to U.S. persons unless they have been registered under such Act, or except in compliance with an exemption 
from the registration requirements of such Act. Unless governing law permits otherwise, you must contact a Nomura entity in your home 
jurisdiction if you want to use our services in effecting a transaction in the securities mentioned in this material. 
This publication has been approved for distribution in the United Kingdom and European Union by Nomura International plc (“NIPlc”), which 
is authorised and regulated by the UK Financial Services Authority (“FSA”) and is a member of the London Stock Exchange.  It is intended 
only for investors who are “market counterparties” or “intermediate customers” as defined by FSA, and may not, therefore, be redistributed 
to other classes of investors. This publication may be distributed in Germany via Nomura Bank (Deutschland) GmbH, which is authorised 
and regulated in Germany by the Federal Financial Supervisory Authority ("BaFin")  This publication has also been approved for distribution 
in Hong Kong by Nomura International (Hong Kong) Ltd. (“NIHK”), which is regulated by the Hong Kong Securities and Futures Commission 
(“SFC”) under Hong Kong laws.  Neither NIplc nor NIHK hold an Australian financial services licence as both are exempt from the 
requirement to hold this license in respect of the financial services either provides. NSI accepts responsibility for the contents of this 
material when distributed in the United States.  This publication has also been approved for distribution in Singapore by Nomura Singapore 
Limited. 
No part of this material may be (i) copied, photocopied, or duplicated in any form, by any means, or (ii) redistributed without the prior written 
consent of the Nomura Group member identified in the banner on page 1 of this report. Further information on any of the securities 
mentioned herein may be obtained upon request. If this publication has been distributed by electronic transmission, such as e-mail, then 
such transmission cannot be guaranteed to be secure or error-free as information could be intercepted, corrupted, lost, destroyed, arrive 
late or incomplete, or contain viruses. The sender therefore does not accept liability for any errors or omissions in the contents of this 
publication, which may arise as a result of electronic transmission. If verification is required, please request a hard-copy version. 
Additional information is available upon request. 
NIPlc and other Nomura Group entities manage conflicts identified through the following:  their Chinese Wall, confidentiality and 
independence policies, maintenance of a Stop List and a Watch List, personal account dealing rules, policies and procedures for managing 
conflicts of interest arising from the allocation and pricing of securities and impartial investment research and disclosure to clients via client 
documentation. 
Disclosure information is available at www.nomura.com/research. 



 

 

NEW YORK  TOKYO LONDON 

Nomura Securities International Nomura Securities Company Nomura International PLC 
2 World Financial Center, Building B 2-2-2, Otemachi, Chiyoda-Ku Nomura House 
New York, NY 10281 Tokyo, Japan 100-8130 1 St Martin's-le-grand 
(212) 667-9300 81 3 3211 1811 London EC1A 4NP 
  44 207 521 2000 

David P. Jacob 212.667.2255 International Head of Research 

Nomura U.S. Fixed Income Research 

David Resler 212.667.2415 Head of U.S. Economic Research 
Mark Adelson 212.667.2337 Securitization/ABS Research 
Weimin Jin 212.667.9679 Quantitative Research 
James Manzi 212.667.2231 CMBS Research/Strategy 
Xiang Long 212.667.9652 Quantitative Analyst 
Edward Santevecchi 212.667.1314 Analyst 
Diana Berezina 212.667.9054 Analyst 
 


