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Recovering From The Subprime Crisis:
Is A Rating Merely An Opinion?
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The effects of the subprime mortgage
crisis that shocked homeowners and
mortgage lenders in the summer of 2007
have continued to devastate the interna-
tional capital markets, leaving investors
and issuers (and their lawyers) wonder-
ing who is to blame for the billions lost
in so-called “investment-grade” invest-
ments. Structured investment vehicles
such as collateralized debt obligations
(“CDOs”) have taken the brunt of the
losses, as is evidenced in frequent news
articles highlighting tens of billions of
dollars written-down by well-known
investment banks and subsequent layoffs
of entire CDO departments. Although
historically insulated from liability for
their ratings, the rating agencies have
emerged from the catastrophe among the
targets for liability after profiting
immensely from their structured finance
business during the subprime boom.
This article explores the role of the agen-
cies in structuring CDOs and how the
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law is developing regarding rating
agency liability.

The rating agencies assert that they
provide opinions, not investment advice,
yet they actively work with investment
banks to engineer transactions' and with
CDO issuers to achieve targeted ratings.?
As the media has put it, rating agencies
work with banks to “develop the worst
possible product that would still achieve
a certain rating.” The agencies’ role in
structuring CDO transactions not only
capitalizes on their market power, but
moves them away from their traditional
role of ratings publishers. The substan-
tial fees that the agencies collect to rate
a transaction — they charge as much as
three times more to rate a CDO than to

Debra Rydarowski

analyze a bond* — remove the agencies
further from their traditional role.’

At the onset of the subprime crisis,
rating agencies took cover by shifting
responsibility to CDO sponsors and
investment banks (underwriters) who
provided the information underlying the
CDO ratings.® According to The New
York Times, Moody’s, for its part, has
conceded that it “made significant mis-
takes in the rating of structured finance
products” and that “[i]Jn hindsight, it is
pretty clear that there was a failure in
some key assumptions that were support-
ing our analytics and our models.”” In
fact, Moody’s shareholders have alleged
that Moody’s materially misled investors
by assigning “excessively high ratings to
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bonds backed by risky subprime mort-
gages — including bonds packaged as
collateralized debt obligations.”™ S&P’s
shareholders have made the same allega-
tion against S&P.

Although some blame the federal
government for the rating agencies’
power, Congress recently has sought to
reexamine the rating agencies’ role in the
capital markets. The Credit Agency
Reform Act of 2006" (the “Act”) gave
the SEC oversight of the agencies, but
arguably did not help with accuracy con-
cerns." The Act set forth a registration
process to become a nationally recog-
nized statistical rating organization,
requiring that applicants provide proce-
dures for calculating ratings, implement
rules to prevent misuse and select a com-
pliance officer.”” The Act prohibits such
conflicts of interest as (1) conditioning
ratings on services; (2) lowering ratings
if an entire product is not rated; and (3)
modifying ratings based on the purchase.
" The Act allows SEC enforcement and
permits the SEC to make additional con-
flict of interest rules." In addition,
towards the end of 2007, the Senate held
hearings to assess the role and impact of
the rating agencies on the subprime mar-
ket, and the House held hearings to
assess the role of the agencies on the
structured finance market."”

Notwithstanding recent governmental
oversight, the agencies have a track
record of success in the courts. Rating
agencies historically have defended
claims brought by investors who relied
on credit ratings, and issuers who
believe credit ratings have been wrong-
fully assigned or downgraded, by invok-
ing the protections afforded to the press
under the First Amendment of the United
States Constitution and on grounds that
investors lack contractual privity or rea-
sonable reliance to support a claim for
liability. See, e.g., Quinn v. McGraw-
Hill Co.¢ (dismissing investor’s claims
against S&P arising from a collateralized
mortgage obligation on grounds that the
investor (1) lacked contractual privity
with S&P; and (2) was a sophisticated
party informed in writing of risks associ-
ated with the transaction, and was cau-
tioned that S&P’s rating was not
investment advice); Jefferson County
Sch. Dist. No. R-1 v. Moody’s Investor’s
Servs., Inc.” (holding that Moody’s was

not liable for defamation for its unso-
licited publication regarding plaintiff’s
bond issuance because the opinion was
of a public concern and thus protected by
the First Amendment, and because the
opinion was not false); In re Enron Corp.
Secs., Derivative & “ERISA” Litig."
(holding that S&P, Fitch and Moody’s
did not owe a duty to plaintiff, who
loaned Enron money it could not repay
after its collapse, because, inter alia,
plaintiff contracted for rating services,
not an analysis whether Enron could
repay a debt). In most instances, particu-
larly with respect to investors, the rating
agencies have been shielded from liabil-
ity absent a showing of willful miscon-
duct.

The rating agencies’ defenses, how-
ever, are not absolute. In LaSalle Nat’l
Bank v. Duff & Phelps Credit Rating
Co., for example, a credit rating agency
was alleged to have recklessly disre-
garded the issuer’s history of fraud and
non-compliance with governing agree-
ments.” The court allowed investors’
claims that the agency misrepresented
the strength of the issuer and its bonds to
proceed, reasoning that the agency’s spe-
cific knowledge of each particular
investor was not required where the rep-
resentation at issue was intended to tar-
get a select and identified group of
qualified purchasers.”” The court empha-
sized, nonetheless, that “there must have
been some conduct on the part of the
professional linking him to that party,
which evinces [his] understanding of
that party’s reliance.”*' See also Comm’l
Fin’l Servs., Inc. v. Arthur Andersen
LLP* (reversing the lower court’s dis-
missal of negligence-based claims
against Moody’s); First Fin’l Sav. Bank,
Inc.v. Am. Bankers Ins. Co. of Fla., Inc.
» (referring to S&P’s argument that its
ratings are opinions, not representations
of fact, and thus cannot be actionable
and are protected by the First Amend-
ment as “a waste of paper”); accord,
County of Orange v. McGraw Hill Cos.*

The role the rating agencies have
played in structuring transactions for a
fee makes them more likely to be targets
than constitutionally protected journal-
ists. The fallout from the subprime sec-
tor remains in its nascent stages, and the
law continues to evolve. We expect that
the agencies will be subject to further lit-

igation due to enhanced public attention
and — most importantly — the fact that
rating agencies were instrumental in the
execution of subprime mortgage-backed
securities and CDOs. The success of
these claims will turn on the level of mis-
feasance, or even malfeasance, proven
against the rating agencies for their
structured finance and CDO practices.
Likewise, courts will need to weigh the
rating agencies’ conduct against their
historic and professed role as unbiased
purveyors of opinion in the capital mar-
kets. Time, of course, will tell, though
change is nearly certain.
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