
2/25/2020 SEC.gov | The SEC’s Office of Credit Ratings and NRSRO Regulation: Past, Present, and Future

https://www.sec.gov/news/speech/speech-jessica-kane-2020-02-24 1/7

The SEC’s Office of Credit Ratings and NRSRO
Regulation: Past, Present, and Future

Las Vegas, NV

Feb. 24, 2020

Good morning.  Thank you, Kristi, for the kind introduction and for the invitation to join you here today.[1]

I’m pleased to speak to you about the work that the SEC’s Office of Credit Ratings or “OCR” has been doing in an
area of critical importance to the financial markets—that is, the regulation of credit rating agencies.  The credit
rating agencies we regulate are those that register with the Commission as nationally recognized statistical rating
organizations, or “NRSROs”.

Before I continue, I would like to provide the standard SEC disclaimer that the views I express today are my own
and do not necessarily reflect those of the Commission, any of the Commissioners, or any of my colleagues on the
staff of the Commission.

Introduction
Although credit rating agencies have existed for over a century, NRSRO regulation is relatively new.  Congress first
authorized the Commission to establish a voluntary registration and oversight program for rating agencies in the
Credit Rating Agency Reform Act of 2006.[2]

Not long after the 2006 Act, a financial crisis of a magnitude not seen for generations intervened and led to the
adoption of the Dodd-Frank Act in 2010.[3]

Rating agencies were a prime focus of Dodd-Frank, having come under criticism for the integrity of their ratings in
the run-up to the crisis.  A Senate report on Dodd-Frank attributed their errors to conflicts of interest in the process
of rating complex structured securities as well as overreliance on mathematical risk models based on inadequate
data.[4]  Congress found that credit rating agencies play a “gatekeeper” role in the debt market, and increased
public oversight and accountability was thereby warranted.[5]  As a result, Dodd-Frank mandated the creation of
OCR and increased regulatory focus on NRSROs.

Much has changed in the financial markets and at the NRSROs since Dodd-Frank’s passage nearly a decade
ago.  Yet through all these changes, the demand for accurate, reliable, and widely disseminated credit ratings has
remained a constant feature of our debt markets.

The Commission is actively engaged in oversight of NRSROs.  This work is making a difference.  It is leading to
meaningful changes in conduct by the entities and individuals OCR oversees, and has resulted in structural
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improvements by NRSROs in internal controls, governance, and policies and procedures that bolster regulatory
compliance.  We are, however, mindful that we must be ever vigilant.

Today I would like to share with you my perspective on OCR’s impact in regulating NRSROs and our work to
ensure that NRSROs build strong internal compliance programs and improve rating agency conduct for the
protection of investors and the securities markets.  I will share some observations about trends in compliance by
NRSROs over the past nine years, and the importance of OCR’s risk assessment function to current and future
NRSRO regulation.  I will also update you on the Commission’s recent NRSRO rulemaking and welcome your
input to help inform OCR’s response to a Commission directive.  Lastly, I will be looking ahead to the future of
OCR and NRSRO regulation. 

NRSRO Regulatory Framework
Before I describe the specific work of OCR, I thought it would be useful to briefly describe the regulatory framework
that OCR oversees.

As I mentioned earlier, the 2006 Act and the Dodd-Frank Act form the cornerstone of NRSRO regulation by
statute.  Both Acts authorized and directed the Commission to implement rules concerning NRSROs.

At the heart of the regulation is a view that effective internal control structures, good governance, transparency,
and robust disclosures will promote greater integrity in the rating process, mitigate potential conflicts of interest,
enhance ratings quality, and foster greater accountability by rating agencies for their ratings.

An additional regulatory objective is competition among NRSROs.  The 2006 Act includes Congress’ finding that
additional NRSRO competition is in the public interest.  The registration system, favoring no particular business
model, was intended to enhance competition and provide investors with more choices, higher quality ratings, and
lower costs.[6]

I want to note one important aspect of the regulatory framework. Under the statutes, the Commission is not
permitted to regulate the substance of credit ratings or the procedures and methodologies by which an NRSRO
determines ratings.[7]  For example, the Commission may not prescribe components for an NRSRO to include in
its ratings criteria.

Certain Regulatory Requirements
Within the statutory bounds, there are several measures we can take to help ensure that credit rating activity
benefits our markets and our investors.  Most notably, we can examine whether an NRSRO adheres to its policies,
procedures, and methodologies.  We also examine for compliance with other regulatory requirements.  I would like
to highlight a few that may be of interest to you.

NRSROs must have an effective internal control structure governing their policies, procedures, and
methodologies for determining credit ratings.  The structure must take into consideration 17 specific factors,
as well as any other factors applicable to the NRSRO’s particular business.[8]

NRSROs must address and manage conflicts of interest arising from their business.[9]

An NRSRO’s board of directors must oversee four specific regulatory areas, including policies and
procedures for determining credit ratings.  The boards, which must comprise a certain number of
independent directors, are also required to approve the NRSRO’s procedures and methodologies to
determine ratings.[10]

An NRSRO must designate a compliance officer to administer its policies and procedures and ensure
compliance with the securities laws.[11]

With each rating action, an NRSRO is required to provide disclosures of 14 items of information.  These
include the version of the methodology used to determine the credit rating, a description of the types of data
relied on, an assessment of the quality of information considered, an explanation of the potential volatility of
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the rating, and information on the sensitivity of the rating to the NRSRO’s assumptions.  These disclosures
must be available to the same persons who can receive or access the relevant credit rating.[12]

NRSROs are required to make certain public disclosures on Form NRSRO, including information such as
performance measurement statistics consisting of transition and default rates for ratings classes.[13]

NRSROs must have standards of training, experience, and competence for their staff that determines
ratings.[14]

OCR’s Role in NRSRO Oversight
I would now like to turn to OCR’s responsibility for administering this regulatory framework.  OCR was created in
2012 as a stand-alone office at the SEC and has a three-part mission to (1) protect users of credit ratings and the
public interest; (2) promote ratings accuracy; and (3) ensure that ratings are not unduly influenced by conflicts of
interest.[15]  We combine in a single office the functions of examinations, monitoring, and legal and policy.

OCR’s Examination Function
Examinations are central to the fulfillment of OCR’s mission.  Annual exams are the primary tool for the
Commission to supervise NRSROs and assess regulatory compliance.

OCR is required by statute to examine each NRSRO – at least annually – in eight specific review areas.  These
areas are:  adherence to the NRSRO’s policies, procedures, and rating methodologies; management of conflicts of
interest; implementation of ethics policies; internal supervisory controls; governance; activities of the designated
compliance officer; processing of complaints; and policies governing post-employment activities of NRSRO staff.
[16]  In addition to the annual exams, OCR staff may conduct targeted exams based on specific risk areas.

During the exam process, OCR examiners strive to maintain an open and constructive dialogue with NRSROs. 
This facilitates discussion of compliance expectations and any interpretive issues that may arise.  It can also lead
to the early identification and remediation of compliance issues.

Both the frequency of annual exams and the way they are conducted promote NRSRO responsiveness and
accountability.  When appropriate, staff refers potential violations of the federal securities laws to the Division of
Enforcement for further investigation.

OCR staff prepares an annual exam report that includes valuable information to enable investors and other market
participants to evaluate NRSRO regulatory compliance.  The report summarizes the essential findings of the
annual exams and indicates whether the NRSROs have appropriately addressed recommendations from prior
exams.  The 2019 Examination Report was issued last month.[17]

OCR’s Monitoring Function
OCR also monitors trends and developments in the credit rating industry. OCR staff gathers and analyzes relevant
information from a wide variety of sources.  We may meet with market participants to discuss matters relevant to
the industry.

We use this information in our risk assessment function for examination purposes and to develop policy and
rulemaking recommendations for the Commission’s consideration.  We may share this information with other SEC
offices and divisions, and they may also share with us information from their regulatory perspectives about
potential risks affecting NRSROs.

OCR’s Legal and Policy Function
OCR’s legal and policy function is responsible for interpreting NRSRO regulations, assessing whether the
regulations are functioning as intended, and developing policy and rulemaking recommendations for the
Commission’s consideration.
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The legal and policy group also reviews applications for NRSRO registration and exemptions requested by
registrants, and prepares an annual report required under the 2006 Act.  The report discusses applications for
NRSRO registration and the state of competition, transparency, and conflicts of interest among NRSROs.  The
2019 Annual Report was issued last month.[18]

These reports, together with the exam reports, afford the public a window into the Commission’s oversight of
NRSROs.

Observed Trends in NRSRO Compliance
I now want to share some observations based on the annual exam reports from 2011 through 2019.

Of the essential findings mentioned in these reports since 2011, three review areas together account for nearly
75% of all findings:  internal supervisory controls; adherence to policies and procedures; and conflict of interest
management.[19]  Certain other review areas, such as complaints processing and ethics policy implementation -
which are required by statute - account for very few findings.

These trends are not surprising.  The three review areas with the highest number of findings relate to a large part
of the ratings business and are a focal point of the regulations.  Continued findings in these areas underscore the
importance of a vigorous exam function to monitor ongoing regulatory compliance.

As you might expect, findings in the early reports reflected NRSROs adjusting to substantial, relatively new legal
and regulatory requirements.  The first report in 2011 noted that, while NRSROs began making efforts to comply,
all NRSROs failed to follow their rating procedures in some respects.  In the early reports, compliance with basic
regulatory requirements was found to be lacking or weak at various NRSROs.

For the first time, the 2013 report highlighted a noticeable positive shift in the compliance culture of NRSROs. 
Among the noted improvements were increased prominence of the designated compliance officer’s role, increased
board oversight of methodologies, and enhanced documentation and disclosure.

Annual exam reports since 2013 indicate that NRSROs have maintained these improvements and, in some
instances, have enhanced them—for example, in the functions of compliance monitoring, internal audit and risk
assessment, and in the refinement of policies, procedures, and controls.  We also note an increase in self-
reporting of compliance issues and more frequent communication between NRSROs and OCR staff.

While observing improvements, however, the reports also continue to identify instances of non-compliance.  The
2019 report included findings related to internal supervisory controls, adherence to policies and procedures, and
conflict of interest management.

Improvements are a positive sign of the effects of regulation, but progress is not always uniform or linear.  And the
fast pace of changes affecting the credit rating industry, capital markets, and technology raises new compliance
issues and challenges.  That is why the continuation of OCR’s rigorous exam process, vigilant monitoring, and
thorough risk assessment is essential for effective regulation of NRSROs.

The Importance of Risk Assessment
Since OCR’s flexibility in examinations is limited by the statutory requirement to cover eight specific review areas
in our annual exams of NRSROs, risk assessment is all the more vital to our regulatory mission.  Risk assessment
enables OCR to identify areas perceived to have the greatest risk for ratings users, and to direct and align exam
resources to the risk profile of each NRSRO.

While our exam process is nimble so that we can be responsive to areas of changing risk for each NRSRO, a
statutory change would permit OCR to focus on the review areas we determine to be of greater risk and further
align our resources with our regulatory mission. 

OCR’s risk assessment considers factors such as the NRSRO’s rating activities, operations, and compliance
history; the impact of internal control or compliance failures; its filings and disclosures; and tips, complaints, and
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referrals received by the Commission.  OCR also reviews a vast array of information throughout the year from a
variety of sources regarding industry developments affecting NRSROs and ratings.

OCR’s risk assessments have led to the incorporation of specific topics into our exams.  Examples of these are:
CLOs; the increase in corporate debt rated at the lowest investment grade level; and governance oversight and
risk management for IT and cybersecurity.

We continually add to and refine the expertise, tools, and information sources that are important for effective risk
assessment.  

Input on Rule 17g-5(a)(3)
I want to draw your attention to an August 2019 Commission release on Rule 17g-5(a)(3)[20] and welcome your
input on this rule as well as other issues impacting NRSRO regulation.

The Commission adopted Rule 17g-5(a)(3) in 2009[21] to address the issuer-pay conflict of interest relating to
structured finance products.  The rule established a program designed to provide NRSROs who are not hired to
rate a particular structured finance product with the same information that is given to hired NRSROs to determine
or monitor the credit rating.  The purpose of the program is to enable non-hired NRSROs to use the information to
produce unsolicited ratings on structured finance products, thereby providing the market with more credit views
and potentially identifying ratings that may have been influenced by the issuer-pay conflict of interest.

Last year, the Commission codified an exemption to Rule 17g-5(a)(3)[22] that relates to structured finance
products issued by non-U.S. issuers in transactions outside the United States.  In light of comment received
suggesting that the program is not achieving the Commission’s goals,[23] the Commission directed staff to further
evaluate the effectiveness of the program overall.  While we have received some input over time on the rule’s
effectiveness, I welcome input and engagement from all interested parties on this issue.  For example:  Is the rule
fulfilling its intended purpose?  What changes to the rule could enhance its effectiveness?  Should NRSROs be
able to access the 17g-5 website data to produce commentaries?  What burdens and benefits are associated with
rule compliance?  Are there other ways to address the issuer-pay conflict of interest?

Looking Ahead
In the span of fifteen years, the credit rating industry has gone from being largely unregulated to being subject to a
robust disclosure and examination regulatory regime. 

As I mentioned at the outset of my remarks, much has changed at NRSROs since the financial crisis.  We will
continue to monitor the credit rating industry, maintain an open dialogue with NRSROs to communicate
expectations and resolve interpretive issues, and hold NRSROs accountable through the examination process.

Nearly a decade has passed since the Commission began its annual exams of NRSROs.  As we look to the future,
we are enhancing our examination program and engaging with our colleagues across the Commission to inform
policy and market oversight.  One way we are achieving this objective is through our continued collaboration with
the Division of Economic and Risk Analysis.  Our work together bolsters our analytical capabilities to inform our
examinations, support our rulemaking, and help identify market trends.

An important part of OCR’s future includes continued engagement with market participants, outside experts, and
advisory panels on improvements to regulation and oversight.  In this regard, I note that the credit ratings
subcommittee of the Fixed Income Market Structure Advisory Committee or “FIMSAC” [24] is considering whether
there are alternative payment models[25] for NRSROs that would better align the interests of rating agencies with
investors in one or more segments of the ratings market.  I look forward to further engagement with FIMSAC and I
hope that any FIMSAC recommendation will take into account changes in our credit markets, the various types of
rated securities, such as corporates (both investment grade and high yield) and an array of different asset-backed
securities, the different ways investors use ratings, and the potential costs to investors as a result of any proposed
changes.  This is clearly an area where “one size may not fit all.”
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As OCR engages with users of credit ratings and other market participants regarding improvements to regulation,
we are also considering the following specific issues:

Whether additional disclosures would lead to more informed investment decisions by retail and institutional
investors, for example, more tailored disclosures by asset class or type of rated security, and disclosure
regarding economic stress assumptions.

Whether more timely NRSRO disclosure around performance of rated bonds and/or structured products,
such as through performance scorecards or other indicators of performance, would improve information
quality and make it easier to assess the quality of NRSRO ratings.

Whether additional disclosures about methodologies and deviations from those methodologies would help
in assessing credit ratings.

My OCR colleagues and I look forward to pursuing our goals for the future and continuing our engagement on
matters relating to NRSROs and credit ratings. 

Progress is real, and I recognize that continued focus and engagement are necessary for progress to continue. 
Please do not hesitate to reach out if you are interested in talking with us.

Thank you.
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