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CREDIT RATING ANALYSTS

Views Varied on Merits of a Professional
Organization, but Creating One Now Viewed as
Premature

What GAO Found

Views varied on the merits of a professional organization for credit rating analysts
of nationally recognized statistical rating organizations (NRSRO), but some
concluded it was too early to tell if one was needed, in part because of new
Securities and Exchange Commission (SEC) requirements on NRSROs to
establish standards for their analysts. The analysts, representatives of NRSROs
and existing professional organizations, and experts and stakeholders (including
academics, investors, advocacy groups, and international regulators) with whom
GAO spoke said the merits of such an organization included improving the
industry’s reputation, enhancing the quality of work done by the professionals,
and supplementing existing oversight. However, some said creating such an
organization could duplicate existing standards, codes of conduct, or the services
provided by other professional organizations. Some said that establishing a
professional organization without evaluating the effectiveness of SEC’s new
regulations (which became effective in June 2015) would be premature. These
rules require each NRSRO to establish training, experience, and competence
standards to ensure analysts produce accurate ratings and to periodically test
analysts’ knowledge of the NRSRO’s procedures and methodologies. Thus,
some held the view that it was too early to determine in what areas a
professional organization might add value—that is, add to or complement (rather
than duplicate) standards, codes of conduct, training, or oversight—or if one was
needed at all.

Creating and operating a professional organization for NRSRO credit rating
analysts would not be without certain challenges. According to most analysts and
representatives of NRSROs and some experts and stakeholders, the challenges
primarily would relate to achieving the following aims:

¢ Clearly delineated purpose. Delineating the mission or purposes of an
organization would be difficult at the present time because the effects of the
new SEC regulations were unknown.

o Adequate funding. Obtaining sufficient funding through membership fees
also might be difficult because of the relatively small population of analysts
(about 4,500 as of 2014) to provide the fees.

e Balanced representation. Creating an organizational structure that would
provide equitable representation for all members, including from smaller
NRSROs, could be challenging because of industry concentration (88
percent of analysts work for 3 of the 10 NRSROs).

e Meaningful activities. Developing core activities and services, including
professional standards, education and training curricula, certification tests,
and structures to oversee member compliance could be challenging because
of differences in NRSRO methodologies, concerns about sharing confidential
information, and analyst specialization in specific rating classes (such as
insurance or asset-backed securities).
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1 U.S. GOVERNMENT ACCOUNTABILITY OFFICE
441 G St. N.W.
Washington, DC 20548

July 30, 2015

The Honorable Richard C. Shelby

Chairman

The Honorable Sherrod Brown

Ranking Member

Committee on Banking, Housing, and Urban Affairs
United States Senate

The Honorable Jeb Hensarling
Chairman

The Honorable Maxine Waters
Ranking Member

Committee on Financial Services
House of Representatives

Credit rating agencies registered with the Securities and Exchange
Commission (SEC) as nationally recognized statistical rating
organizations (NRSRO) had more than 2 million credit ratings outstanding
and employed more than 4,500 credit rating analysts at the end of 2014."
Historically, investors and financial regulators relied heavily on credit
ratings produced by NRSROs. Since the 1970s, the NRSRO designation
became embedded in federal and state laws and regulations, as well as
in investment guidelines and private contracts, and NRSRO ratings
became benchmarks for establishing minimum quality investment
standards.? After the 2007-2009 financial crisis, questions were once

"Based on data obtained from annual NRSRO filings made publicly available on each
firm’s website for 2014 and other NRSRO data.

°NRSROs are SEC-registered credit rating agencies. In 1975, SEC first used the term
“NRSRO” to describe those credit rating agencies whose ratings could be relied upon to
determine capital charges for different types of debt securities broker-dealers held. The
notion of “national recognition” was designed to help ensure that credit ratings were
credible and could reasonably be relied upon by the marketplace. Institutional investors,
such as mutual funds, pension funds, and insurance companies, are among the largest
owners of debt securities in the United States, and continue to use credit ratings issued by
NRSROs. We previously reported that several factors influence the extent to which
investors rely on ratings, such as the extent to which an investor conducts its own credit
analysis. See GAO, Large Bank Holding Companies: Expectations of Government
Support, GAO-14-621 (Washington, D.C.: July 31, 2014).
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again raised about the quality and accuracy of credit ratings when many
investment-grade rated securities were downgraded to junk bond status.®
In addition, in 2008, SEC published a report on a self-initiated
examination of the three largest NRSROs that determined that the
agencies did not have comprehensive written procedures for analysts to
use when rating certain types of securities and did not disclose significant
aspects of rating processes and methodologies.*

In 2010, Congress moved to address concerns related to credit ratings—
particularly those of NRSROs—in the Dodd-Frank Wall Street Reform
and Consumer Protection Act (Dodd-Frank Act).5 Congress noted that the
activity and performance of credit rating agencies, including NRSROs, are
matters of public interest, as credit rating agencies, which play a critical
“gatekeeper” role in the debt market, are central to capital formation,
investor confidence, and the efficient performance of the U.S. economy.®
The Dodd-Frank Act also required SEC to issue rules that are reasonably
designed to ensure that any person employed by an NRSRO to perform
credit ratings meets training, experience, and competence standards and
is tested for knowledge of the rating process.” SEC issued a final rule

3The alleged failures by the three largest NRSROs to warn investors in a timely manner
about the impending bankruptcies of Enron and other issuers in 2001 raised concerns in
Congress and among others. Congress passed the Credit Rating Agency Reform Act in
2006, which established SEC oversight of NRSROs. Pub. L. No. 109-291, 120 Stat. 1327
(2006) (codified in various sections of title 15 of the U.S. Code). Concerns about the
quality and accuracy of ratings again surfaced when a report by the Permanent
Investigations Subcommittee of the Senate Homeland Security and Governmental Affairs
Committee noted that 90 percent of the residential mortgage-backed securities issued in
2006 and 2007 with investment-grade ratings from the two largest NRSROs had junk
bond status by 2010. See Senate Permanent Subcommittee on Investigations, Committee
on Homeland Security and Governmental Affairs, Wall Street and the Financial Crisis:
Anatomy of a Financial Collapse, 112th Cong., 1% sess. (Washington, D.C., Apr. 13,
2011), 263-267.

4Securities and Exchange Commission, Summary Report of Issues Identified in the
Commission Staff's Examinations of Select Credit Rating Agencies (Washington, D.C.:
July 2008).

SPub. L. No. 111-203, § 931, 124 Stat. 1376, 1872 (2010) (codified at 15 U.S.C. § 780-7
note).

g
7
Id. § 936.
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implementing this requirement in August 2014, which became effective on
June 15, 2015.8

Section 939E of the Dodd-Frank Act also requires us to conduct a study
and issue a report on the feasibility and merits of creating an independent
professional organization for credit rating analysts employed by NRSROs
that would be responsible for establishing independent standards for
governing the profession of rating analysts, establishing a code of ethical
conduct, and overseeing the profession of rating analysts.® This report
describes views on (1) the potential merits of and need for a professional
organization for credit rating analysts and (2) identified components of
and challenges associated with creating and operating such an
organization, and possible alternatives for establishing and overseeing
professional standards and a code of ethical conduct.

To address these objectives, we obtained information from SEC
roundtables and comment letters on SEC’s proposed rules relating to
standards for training, experience, and competence of credit rating
analysts, improved ethics training, and possible licensing and certification
requirements for credit rating analysts. We also conducted a literature
review to identify available information about the credit rating industry,
including the definition of a credit rating and professional organization;
number and nature of firms that serve as credit rating agencies, or
NRSROs; and relevant laws and regulations. We collected and analyzed
information on existing professional organizations such as membership
requirements, funding channel, government role, source of authority, and
typical services provided. We identified three potential models of a
professional organization for credit rating analysts. We also obtained
information on other structures or instruments (regulatory or otherwise)
that could be used to establish standards and a code of ethical conduct
for governing and overseeing the profession.

In addition, we conducted an initial round of interviews, followed by a
series of semistructured interviews with a range of individuals. The criteria
for selecting interviewees consisted of factors such as participation in

8sSEC adopted final rules on August 27, 2014, which were published in the Federal
Register on September 15, 2014. 79 Fed. Reg. 55,078, 55,269 (Sept. 15, 2014) (codified
at 17 C.F.R. § 240.17g-9).

Pub. L. No. 111-203, § 939E, 124 Stat. at 1,888.
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prior SEC events; recommendations from experts, and other internal and
external stakeholders; participation in prior congressional hearings or
industry conferences; literature reviews and Internet searches; and
bibliographies of relevant papers and studies. Included in the
semistructured interviews were SEC officials and NRSRO
representatives. In addition, to incorporate other perspectives, we
interviewed investors, representatives of credit rating and analysis firms
not registered with SEC, representatives of the Software and Information
Industry Association, officials with the European Securities and Markets
Authority and International Organization of Securities Commissions
(I0SCO), academics, and advocacy groups. We refer to this group of
individuals as “experts and stakeholders” throughout the report. We also
interviewed representatives of existing professional organizations to
obtain perspectives on the merits of creating a professional organization,
advantages and disadvantages, and challenges that can arise in creating
and operating professional organizations, generally.’® Additionally, we
obtained and reviewed available information on why such organizations
are generally formed (the perceived need, pertaining to the specific
industry, profession, or the public) as well as the need for professional
standards and codes of ethical conduct for members. Lastly, we held
focus group discussions with credit rating analysts from different-sized
NRSROs who have a range of experience and skills to obtain their views
about creating a professional organization for analysts. Throughout this
report, we use certain qualifiers when describing these interview
participants, such as “few,” “some,” and “most.” We define few as a small
number such as two or three; some as at least four or more; and most as
the majority or nearly all.

We conducted this performance audit from October 2014 to July 2015 in
accordance with generally accepted government auditing standards.
Those standards require that we plan and perform the audit to obtain
sufficient, appropriate evidence to provide a reasonable basis for our
findings and conclusions based on our audit objectives. We believe that
the evidence obtained provides a reasonable basis for our findings and

"OWe interviewed representatives of the American Institute of Certified Public Accountants
(AICPA), American Society of Association Executives (ASAE), CFA Institute, Financial
Industry Regulatory Authority (FINRA), Institute of Internal Auditors (11A), Municipal
Securities Rulemaking Board (MSRB), and Public Company Accounting Oversight Board
(PCAOB). We also interviewed GAQO’s Chief Actuary about standards of actuarial practice
and other information about the profession. For more information on our methodology, see
appendix |. For additional discussion of professional organizations, see appendix Il.
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Background

conclusions based on our audit objectives. More information on our scope
and methodology is contained in appendix |.

The credit rating industry is highly concentrated. As of April 2015, there
were 10 registered NRSROs."" In fiscal year 2013, the 3 largest NRSROs
accounted for 95 percent of the year’s total reported NRSRO revenue and
as of December 2014, they issued 96 percent of all outstanding ratings.
These 3 firms also employed 88 percent of the approximately 4,500 credit
rating analysts who work at NRSROs (see table 1). Other firms that do
not describe themselves as rating agencies and firms that are not
registered with SEC also conduct credit rating-type analyses. According
to SEC, the agency does not collect data on this group of firms.'?

AM. Best Company, Inc.; DBRS, Inc.; Egan-Jones Ratings Co.; Fitch, Inc.; HR Ratings
de México, S.A. de C.V.; Japan Credit Rating Agency, Ltd.; Kroll Bond Rating Agency,
Inc.; Moody’s Investors Service, Inc.; Morningstar Credit Ratings, LLC; and Standard &
Poor’s Ratings Services.

2These creditworthiness advisory firms may or may not consider themselves “rating”
firms but provide services that are potentially similar to those of credit rating firms. For
example, such firms research or evaluate credit, offer risk analytics or risk-assessment
products, or sell risk-management products. In addition, other financial firms and
institutions employ analysts who perform functions similar to those of credit rating
analysts, sometimes called “fixed income analysts.”
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|
Table 1: Number of Outstanding Ratings and Credit Analysts Employed by
Nationally Recognized Statistical Rating Organizations as of December 31, 2014

Total outstanding ratings Total Credit
NRSROs and percentage Analysts
Standard & Poor’s 1,176,200 (49%) 1,371
Moody’s Investors Service 841,419 (35%) 1,486
Fitch Ratings 301,152 (12%) 1,155
DBRS 42,202 (2%) 150
Kroll Bond Rating Agency 20,377(1%) 96
Egan-Jones Ratings Company 19,994 (1%) 8
A.M. Best Company 9,462 (<1%) 128
Morningstar 5,542 (<1%) 50
Japan Credit Rating Agency 3,469 (<1%) 58
H.R. Ratings 277 (<1%) 37
Total 2,420,094 4,539

Source: Annual NRSRO filings made publicly available on each firm’'s website for year 2014 and other NRSRO data. | GAO-15-591

Note: The largest three NRSROs, based on number of outstanding ratings for 2014—Fitch Ratings,
Moody’s Investors Service, and Standard & Poor's—employed 88 percent of all analysts in the
NRSRO industry in 2014 and accounted for 96 percent of all outstanding ratings for 2014.

Credit Ratings

A credit rating is an assessment of the creditworthiness of an obligor as
an entity or with respect to specific securities or money market
instruments. ' These assessments reflect a variety of quantitative and
qualitative factors that vary based on sector and NRSRO. To determine
an appropriate rating, analysts use publicly available information and
market and economic data, and may hold discussions and obtain
nonpublic information from the issuer. Commonly, analysts then present
their proposed rating to a ratings committee in their agency, and the
committee discusses and evaluates the data before voting on a decision.
The decision of the ratings committee then is communicated to the issuer
seeking the rating and a final rating is issued.

Issuers seek credit ratings to improve the marketability or pricing of their
securities or to satisfy investors, lenders, or counterparties. Institutional

B15U.S.C. § 78c(a)(60). Ratings are typically assigned using letter designations such as
AAA, AA, A, BBB, and so on, with higher grades usually representing a lower risk of
default.
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investors may use credit ratings as one of several inputs to internal credit
assessments and investment analyses, or to facilitate the trading of
securities. Broker-dealers also use ratings to recommend and sell
securities to clients or determine acceptable counterparties and collateral
levels for outstanding credit exposures.

An NRSRO can be registered in one or more of five classes of credit
ratings: (1) financial institutions, brokers, or dealers; (2) insurance
companies; (3) corporate issuers; (4) issuers of asset-backed securities;
and (5) issuers of government securities, municipal securities, or
securities issued by a foreign government. Five NRSROs are registered
with SEC to rate in five classes, while others are registered in fewer.

U.S. Credit Rating Industry
Reforms

Since the early 2000s, Congress has taken measures to reform the credit
rating industry. In 2006, Congress passed the Credit Rating Agency
Reform Act, to improve ratings quality by fostering accountability,
transparency, and competition in the credit rating industry.' The Credit
Rating Agency Reform Act added section 15E to the Exchange Act, which
established SEC oversight over NRSROs.'® Section 15E also requires
SEC to conduct examinations at least annually of each NRSRO to
monitor compliance with statutory and regulatory requirements.'® Each
examination must include a review of areas including, among other
things, whether the NRSRO conducts business in accordance with its
policies, procedures, and methodologies, as well as the management of
conflicts of interest by and internal supervisory controls of the NRSRO.

"4pub. L. No. 109-291, 120 Stat. 1327 (Sept. 29, 2006) (codified in various sections of title
15 of the U.S. Code). The Credit Rating Agency Reform Act was passed after the alleged
failures by the three largest NRSROs to warn investors in a timely manner about the
impending bankruptcies of Enron and other issuers raised concerns in Congress about the
role and performance of NRSROs in the securities market and the sufficiency of regulatory
oversight over the industry in the early 2000s.

15 U.s.C. § 780-7. SEC adopted rules implementing the Credit Rating Agency Reform
Act in June of 2007. 72 Fed. Reg. 33,564 (June 18, 2007). Following the 2007-2009
financial crisis, SEC amended these rules several times and adopted new rules, most
recently in August 2014 to implement the Dodd-Frank Act. 79 Fed. Reg. 55,078 (Sept. 15,
2014). As previously noted, the portion of the rule relating to analyst training became
effective on June 15, 2015.

18pyb. L. No. 111-203, § 932(a), 124 Stat. 1376, 1872 (codified at 15 U.S.C. § 780-7).
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The performance of the three largest NRSROs in rating subprime
residential mortgage-backed securities (RMBS) and related securities
renewed questions about the accuracy of their credit ratings generally,
the integrity of the ratings process, and investor reliance on NRSRO
ratings for investment decisions. Since the 2007-2009 financial crisis, the
United States has put in place additional regulation of credit rating
agencies. The Dodd-Frank Act required that SEC establish the Office of
Credit Ratings (OCR) to administer SEC rules with respect to the
practices NRSROs use in determining credit ratings.'” SEC established
the office in June 2012; OCR has since assumed responsibility for
oversight activities, such as the annual examinations of NRSROs to
assess their compliance with SEC rules.®

The Dodd-Frank Act also required SEC to issue regulations imposing new
requirements on NRSROs related to qualification standards for credit
rating analysts. SEC issued new rules, which became effective in June
2015, containing the following requirements:

o Each NRSRO must establish, maintain, enforce, and document
standards of training, experience, and competence for its credit
analysts.®

e In the required standards, each NRSRO must include a requirement
for periodic testing of its credit analysts on their knowledge of the
NRSRO'’s procedures and methodologies used to determine credit
ratings.

« The standards also must include a requirement that at least one
individual with an “appropriate level of experience in performing credit
analysis, but not less than 3 years” participates in the determination of
a credit rating. These standards apply to all individuals who participate

7pyb. L. No. 111-203, § 932(a)(8), 124 Stat. at 1877 (codified at 15 U.S.C. § 780-7(p)(1)).

8Before OCR was established, SEC’s Division of Trading and Markets and its Office of
Compliance Inspection and Examinations were responsible for overseeing and registering
NRSROs.

917 C.F.R. § 240.17g-9(a).
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in the determination of credit ratings, including individuals at NRSROs
and credit rating affiliates located in other countries.?

Before SEC issued the new rules, there were no regulatory requirements
for training and testing of credit rating analysts in the United States.

Select International Credit
Rating Industry Reforms

Regulatory requirements also exist internationally for credit rating
agencies. For example, in 2009, the European Union (EU) established
rules for credit rating agencies in the EU.2" These rules include basic
requirements that all staff involved in the ratings process have
appropriate knowledge and experience to complete their assigned duties,
but do not specify training and competence standards for analysts or
require testing. Similar to OCR in the United States, the European
Commission established the European Securities and Markets
Authority—the EU financial regulatory institution and European
Supervisory Authority—in January 2011 to provide exclusive registration
and supervision of credit rating agencies in the EU.??

In 2008, the leaders of the Group of 20 (G20) pledged to strengthen
oversight of credit rating agencies.?® Specifically, as part of the G20
declaration at its November 2008 summit, regulators were charged with
taking steps to ensure that credit rating agencies met IOSCO—an
international standard-setting body for the securities sector—standards,
avoided conflicts of interest, and had the right incentives and appropriate

2ONot all analysts work in the United States. As of May 2015, of the 10 registered
NRSROs, 5 had affiliates or other legal entities located outside the United States whose
analysts are subject to oversight by SEC. Two NRSROs had headquarters outside the
United States.

21Commission Regulation 1060/09, On Credit Rating Agencies, 2009 O.J. (L302) 1 (EC).

2Ey Regulation 1095/10 created the European Securities and Markets Authority and
provided it with the authority to supervise credit rating agencies. Commission Regulation
1095/10, Establishing a European Supervisory Authority (European Securities and
Markets Authority), 2010 O.J. (L331) 84 (EC). As of December 2014, 41 credit rating
agencies were registered, including affiliates of 9 of the 10 NRSROs.

23The G20 consists of finance ministers and central bank governors from 19 countries and
the European Union. The group has met annually since 1999 to discuss ways to
strengthen the global economy, reform international financial institutions, improve financial
regulation, and implement the key economic reforms needed in each member country.
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oversight to enable them to provide unbiased information and
assessments. Subsequently, several countries’ regulators took additional
steps to increase oversight of these agencies. For example, regulatory
authorities in Hong Kong, Singapore, and Saudi Arabia established
licensing regimes for credit rating analysts.

Many credit rating agencies around the world voluntarily comply with
IOSCO’s Code of Conduct Fundamentals for Credit Rating Agencies
(Code).?* The Code includes standards about implementing and enforcing
procedures for methodologies analysts must use, ethical practices they
should follow, and conflicts of interest they should avoid. Additionally, a
March 2015 revision includes a new provision that analysts undergo
formal ongoing training at reasonably timed intervals, including education
on the agency’s code of conduct, methodologies, and on policies and
laws that govern the agency. Most NRSROs voluntarily comply with and
adhere to a code of conduct that is consistent with some or all of the
IOSCO Code.

2410SCO first published the Code in December 2004 to provide a common set of
guidelines for all credit rating agencies. It is intended to improve the fairness, efficiency,
and transparency of securities markets, reduce systemic risk, and enhance investor
protection. It has since been revised twice—in May 2008 and in March 2015.
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Figure 1: Regulatory Efforts Related to Credit Rating Agencies and Analysts, 2004—2015
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Organizations

Generally, independent professional organizations are established to help
protect the integrity of a specific profession and provide safeguards for
stakeholders, such as investors, and the public. Professional
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Views Varied on the
Merits of a
Professional
Organization for
Credit Rating
Analysts

organizations are membership-based. The specific responsibilities of
professional organizations may evolve over time, but the primary
responsibilities of these organizations generally include the following:

« educating members, which often includes promoting knowledge
sharing among members and engaging in research related to the
profession;

« developing standards to govern the profession (including codes of
ethical conduct);

« overseeing member compliance with the standards;

« registering or providing certification or examination for members in the
profession, or both; and

e engaging in public education, outreach, or (in some cases) advocacy
about the profession.

Key elements of these organizations vary depending on the type and
purpose of the organization, including membership requirements
(mandatory versus voluntary and institutional versus individual), funding,
and the role of government. In addition, professional organizations take
various measures to safeguard their independence, including
consideration of the composition of their governing board and their
funding source.

Views varied on the merits of a professional organization for credit rating
analysts of nationally recognized statistical rating organizations, but most
concluded it was too early to tell if one was needed. Professional
organizations, including a professional organization for credit rating
analysts, can improve the reputation of the industry where the
professionals work, promote collaboration and sharing to enhance quality,
and supplement existing oversight. However, all analysts with whom we
spoke as well as representatives of NRSROs; a few experts and
stakeholders (including academics, investors, advocacy groups, and
international regulators); and SEC officials told us that such an
organization for credit rating analysts could duplicate existing professional
standards, codes of ethical conduct, and oversight of credit rating
analysts. More importantly, in light of SEC’s new standards to help ensure
the training, experience, and competence of credit rating analysts, some
representatives and a few analysts and experts and stakeholders said
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that it was too early to determine what role a professional organization
would play, or whether a professional organization was needed at all.

Professional organizations can help to improve an industry’s reputation,
enhance quality, and supplement existing regulatory oversight.

« Improved reputation. According to some professional organization
representatives with whom we spoke, professional organizations can
increase the public’s trust in an industry by developing shared
professional standards and oversight processes to help ensure the
quality of the work. For example, shared standards can help define a
minimum baseline for skills that professionals need, promote ethical
behaviors in the profession, and provide a process for identifying and
removing bad actors. A few analysts and one NRSRO representative
explained that a professional organization for credit rating analysts
could improve the reputation of NRSROs and credit rating analysts.

« Enhanced quality. Professional organizations facilitate sharing and
collaboration among professionals to enhance the quality of the work
they perform.?® Specifically, a few representatives of professional
organizations, analysts, and experts and stakeholders told us that one
advantage of an organization would be the forum it could provide for
professionals to network and share and develop best practices or
standards. In addition, most NRSRO representatives and all analysts
with whom we spoke told us that analysts usually learn the skills
necessary to issue ratings from internal training programs and on-the-
job experience. According to a few experts and stakeholders, an
analyst, and one NRSRO representative, an organization could be
beneficial for all credit rating analysts, regardless of employer,
because they would receive similar information and training that could
play a quality control function.

« Supplemented oversight. According to a few representatives of
existing professional organizations and one NRSRO representative, a
professional organization has the potential to enhance or supplement
existing oversight. For example, a professional organization can fill in
gaps in regulatory oversight by providing more detailed rules than
regulatory agencies can provide. Representatives of one professional

25Collaboration can be broadly defined as any joint activity that is intended to produce
more public value than could be produced when organizations act alone.
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organization also could provide more robust oversight programs than
regulatory agencies, and can sometimes carry out responsibilities
faster.

However, analysts, NRSRO representatives, and experts and
stakeholders told us that these benefits would be unlikely to result from
an organization for credit rating analysts. Specifically, all analysts and
NRSRO representatives and a few experts said that creating a
professional organization for credit rating analysts employed by NRSROs
could duplicate existing structures and organizations rather than enhance
or supplement those structures. Some NRSRO representatives and
analysts explained that certain SEC rules apply to credit rating analysts,
including rules prohibiting conflicts of interest, and SEC may oversee
certain activities of credit rating analysts through its oversight of
NRSROs—two of the key activities associated with a professional
organization. A few NRSRO representatives added that SEC examines
NRSROs annually to ensure adherence to SEC rules. For example,
during the 2014 examinations, SEC staff reviewed each NRSRO'’s ethics
policy and procedures, as well as a sample of each NRSRO’s employee
certifications or monitoring activities concerning their code of ethics.? In
addition, some NRSRO representatives and a few analysts told us the
IOSCO Code includes professional standards applicable to credit rating
analysts and 8 of the 10 NRSROs cite the IOSCO Code in their codes of
ethical conduct. Finally, according to some analysts with whom we spoke,
many analysts belong to professional organizations, such as AICPA, CFA
Institute, or industry groups, that provide the services of a professional
organization (education, development and oversight of professional

263ection 15E(h)(4)(B)(ii) of the Exchange Act requires that SEC review the code of ethics
and conflict of interest policies of each NRSRO at least annually and whenever the
policies are materially modified. 15 U.S.C. § 780-7(h)(4)(B)(ii). In response to this
requirement, SEC issued rules in 2007 that require NRSROs to disclose in their
application for registration whether they have a code of ethics in effect or an explanation
of why they have not established a code of ethics. 72 Fed. Reg. 33,564 (June 18, 2007)
(codified as amended at 17 CFR § 240. 17g-1). During its 2014 examination, SEC
determined that each NRSRO had implemented written ethics policies and procedures,
but found weaknesses related to some NRSROs’ management of conflicts of interest,
including weaknesses in the policies, procedures, and controls governing employee
securities ownership of one larger NRSRO and six smaller NRSROs. See SEC, 2074
Summary Report of Commission Staff's Examinations of Each Nationally Recognized
Statistical Rating Organization (Washington, D.C.: Dec. 2014).
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standards, certification, and public outreach and advocacy).?” As a result,
all analysts and representatives of NRSROs and a few experts and
stakeholders told us that a professional organization for credit rating
analysts might duplicate existing standards and oversight.

In addition, other NRSRO representatives and some experts and
stakeholders told us that it was unclear whether, or how, the organization
would address some of the well-known and widely reported issues that
have harmed the reputation of NRSROs. For example, representatives
from one expert organization explained that ratings downgrades in 2008
and 2009 (during the financial crisis) hurt the reputation of rating agencies
and that investigations and enforcement actions, such as Standard &
Poor’s $1.375 billion settlement associated with their misrepresenting the
true credit risks of securities they rated during 2004-2007, had not helped
to restore investors’ confidence.?® However, one NRSRO representative,
and a few experts and stakeholders, said that concerns about the
accuracy and quality of credit ratings were not due to incompetent or
poorly trained analysts. They noted that in their opinion, other issues in
the industry, such as concerns about industry concentration, are more
relevant.?® They stated that a professional organization established to

2’Some NRSRO representatives and analysts explained that many of these organizations
specialize in certain industries (such as insurance or securitization) that correspond to the
asset classes where analysts conduct ratings.

283ee Securities and Exchange Commission, Summary Report of Issues Identified in the
Commission Staff's Examinations of Select Credit Rating Agencies (Washington, D.C.:
July 2008); and Senate Permanent Subcommittee on Investigations, Wall Street and the
Financial Crisis: Anatomy of a Financial Collapse, 112th Cong., 1% sess. (Washington,
D.C., Apr. 13, 2011). In February 2015, Standard & Poor’s and its parent company
McGraw Hill Financial, Inc. entered into a $1.375 billion settlement with the Department of
Justice, 19 states, and the District of Columbia for charges related to misrepresenting the
true credit risk of securities they rated during 2004—2007. They also settled for $125
million with the California Public Employees Retirement System at the same time for
similar charges. In addition, in January 2015 they settled for $58 million with SEC and $19
million with the New York Attorney General’s office and the Massachusetts Attorney
General’s office for charges involving fraudulent misconduct in ratings, particularly of
certain commercial mortgage-backed securities.

29In addition, we previously reported on alternative compensation models as a way to
address concerns about reducing conflicts of interest and incentivizing NRSROs to
produce accurate ratings. See GAO, Credit Rating Agencies: Alternative Compensation
Models for Nationally Recognized Statistical Rating Organizations, GAO-12-240
(Washington, D.C.: Jan. 18, 2012); and Securities and Exchange Commission: Action
Needed to Improve Rating Agency Registration Program and Performance-Related
Disclosures, GAO-10-782 (Washington, D.C.: Sept. 22, 2010).

Page 15 GAO-15-591 Credit Rating Analysts


http://www.gao.gov/products/GAO-12-240�
http://www.gao.gov/products/GAO-10-782�

develop and oversee standards for analysts may be unable to deal with
these issues at this time. As a result, a few experts questioned how well a
professional organization would improve the industry’s reputation or
enhance the quality of ratings.

Finally, some NRSRO representatives, a few experts and analysts, and
SEC officials said that it was too early to determine whether a
professional organization might add to or complement the quality or
oversight of analysts’ work, particularly in light of SEC’s new requirements
designed to enhance the standards of training, experience, and
competence for credit rating analysts at NRSROs. As we stated earlier,
the new rules, which became effective in June 2015, require NRSROs to
ensure that analysts meet additional quality standards to produce
accurate ratings and are periodically tested on their knowledge of the
NRSRO's credit rating process.* Additionally, SEC’s new rules address
certain policies and procedures with respect to the methodologies used to
determine credit ratings, conflicts of interest with respect to sales and
marketing considerations, and certain actions when a review conducted
by an NRSRO determines that a conflict of interest relating to post-
NRSRO employment influenced a credit rating. They explained that
SEC’s new rules address some of the services that one can expect from
a professional organization (such as training and certification), and
therefore it seemed appropriate to first determine if there were specific
gaps that a professional organization might be able to fill at a later date.
Some NRSRO representatives with whom we spoke said that they have
made changes to their training and testing requirements in response to
these new requirements. Some NRSRO representatives and one expert
commented that, because of these recent changes, SEC should first
evaluate whether the actions taken by NRSROs meet the new
requirements. In addition, SEC previously noted that regulations affecting
financial markets should be reviewed and revised as necessary to ensure
the regulations continue to fulfill SEC's mission. Retrospective analyses
can help agencies evaluate how existing regulations work in practice.

305ee 17 C.F.R § 240.17g-9.
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Views on Challenges
to Creating and
Operating a
Professional
Organization and
Potential Alternatives

Moreover, retrospective analyses can provide SEC the opportunity to
assess how well the new regulations have achieved their policy goals.?!

According to most analysts and representatives of NRSROs, and some
experts and stakeholders, creating and operating a professional
organization for credit rating analysts might be challenging. For example,
some noted that it might be difficult to clearly define the organization’s
purpose at this time because of new SEC requirements, which became
effective in June 2015, for NRSROs to put standards and testing
requirements into place for analysts. Similarly, others said that a relatively
small membership base could make obtaining adequate funding difficult
and the organization could struggle to define meaningful standards
because of the potentially limited applicability of common standards
across NRSROs. In light of these challenges, some analysts and experts
and a few representatives of NRSROs identified other ways to develop
and oversee professional standards for credit rating analysts, such as
enhancing SEC oversight, engaging a third party to credential all analysts
on minimum standards, or creating an organization with a broader
membership base.

31 See GAO, Dodd-Frank Act Regulations: Implementation Could Benefit From Additional
Analyses and Coordination, GAO-12-151 (Washington, D.C.: Nov. 10, 2011); and
Reexamining Regulations: Agencies Often Made Regulatory Changes, but Could
Strengthen Linkages to Performance Goals, GAO-14-268 (Washington, D.C.: Apr. 11,
2014). We reported that retrospective analysis can help agencies evaluate how existing
regulations work in practice. Agencies could use retrospective analysis to examine how
existing regulations have contributed to specific policy goals, assess the effectiveness of
their implementation, or reexamine their estimated benefits and costs based on actual
performance and experience.
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Potential Challenges to
Creating and Operating a
Professional Organization

Clearly Delineated Purpose

Creating and operating any professional organization requires identifying
the organization’s purpose, funding, organizational structure, and core
activities.®? Most analysts and representatives of NRSROs and some
experts and stakeholders (including academics, investors, advocacy
groups, and international regulators) told us that putting these
components in place for an organization for NRSRO credit rating analysts
could be challenging.

Creating and operating any professional organization requires a clear
mission, purpose, and identification of the value the organization would
bring its members, their industry, and the public. According to some
NRSRO representatives, experts, and a few analysts, defining a clear
purpose and mission for an organization for credit rating analysts would
be difficult at this time because of the new SEC regulations. According to
some representatives of existing professional organizations, clearly
defining the purpose of an organization helps ensure that it will be viewed
as a credible actor—able to effectively influence the behavior of members
and industry. They noted that most professional organizations arise out of
a specific public policy need, problem, or other precipitating event that a
core group of professionals wants to address. Understanding the specific
motivation for creating the organization can help orient the organization
and define its value to its members. However, some NRSRO
representatives and experts told us that because SEC’s rules for
NRSROs to implement standards for their credit rating analysts were
newly effective, it would be difficult at this time to effectively identify
potential gaps in the training, credentialing, or oversight of credit rating
analysts that a new organization would be designed to address. As we
noted earlier, effective June 2015, each NRSRO must establish, maintain,
enforce, and document standards of the training, experience, and
competence for its credit rating analysts. According to most NRSRO
representatives, they are in the process of making changes to their
training and testing activities in response to these rules, including

32As we described earlier, according to our analysis a professional organization generally
has five primary responsibilities to its members: (1) educating members, which often
includes promoting knowledge sharing among members and potentially engaging in
research related to the profession; (2) developing standards to govern the profession
(including codes of ethical conduct); (3) overseeing member compliance with the
professional standards; (4) registering or providing a certification or examination for
members of the profession; and (5) engaging in public education, outreach, or (in some
cases) advocacy about the profession. For additional discussion of our methodology, see
appendix .
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Adequate Funding

introducing new mandatory training programs, developing formal periodic
testing regimes, and expanding support for analysts pursuing credentials
from existing professional organizations. As a result, some of them
questioned the role and potential value-added of creating a professional
organization at this time.

Professional organizations require funding to cover operational expenses
and provide member services, such as the development and oversight of
professional standards. Some representatives of NRSROs and existing
professional organizations, experts, and analysts with whom we spoke
stated that the relatively small population of credit rating analysts—as of
December 2014, NRSROs employed approximately 4,500 analysts—
suggests it might be challenging to obtain adequate funding to create and
operate the organization, at least initially.*>* Generally, member dues
partially fund organizations. As shown in figure 2, of the six existing
professional organizations we reviewed, in 2014, membership dues
provided from 3 to 60 percent of revenue, with annual dues ranging from
$125 to $425 for members.** Organizations also receive revenue from
other sources, including fees for services, examinations, conferences,
education programs, and publications; fines or other disciplinary actions;
and assessments on certain transactions, such as the assessment
collected by MSRB on the trading and underwriting activities of municipal
securities dealers. With regard to revenue from examinations and
education programs, however, a few representatives of existing
professional organizations noted that it might take several years for a new
organization, such as one created for credit rating analysts, to receive
sufficient revenue from these activities.

33NRSROs file annual Form NRSRO certifications with SEC. The forms include data on
the number of credit rating analysts employed by the NRSRO.

3The six existing professional organizations are: AICPA, CFA Institute, FINRA, lIA,
MSRB, and the State Bar of California. FINRA also charges an additional initial fee to
register with the organization. Several organizations did not use the term “member” to
refer to individual members of the organizations. For example, FINRA and MSRB refer to
these individuals as “registered individuals” or “associated persons,” respectively.
Similarly, the State Bar of California refers to “licensees.” For purposes of our report, we
considered these categories to represent members. For additional discussion of the
structure and activities of these organizations, see appendix II.
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Figure 2: Selected Information on Membership and Revenue of Six Existing Professional Organizations, 2014

Financial Industry

Municipal Securities

American Institute
of Certified Public

Professional State Bar of Regulatory Rulemaking Board Accountants Institute of Internal

organization California Authority (FINRA) (MSRB)? (AICPA) CFA Institute Auditors (I1A)
Mandatory Mandatory Mandatory Voluntary Voluntary Voluntary

Type of individual-based employer-based employer-based professional professional professional

membership professional professional professional organization organization

organization

organization

organization

organization

Number of regular
members®

252,000

637,000

3,300

400,000

125,000

180,000

Percentage of
revenue from
individual
membership dues

3%

Amount of annual
individual
membership dues®

$420

$175-$195°

Source: GAO analysis of organizations’ publicly available data. | GAO-15-591

$300

$235-$425°

$275

$125-$265'

®The Dodd-Frank Act required MSRB to develop a regulatory framework for municipal advisory firms
and their associated persons. See Pub. L. No. 111-203, § 975, 124 Stat. 1376, 1918. Fiscal year
2014 was the first year that MSRB began requiring municipal advisory firms to pay an annual
professional fee for each associated professional.

®Several organizations did not use the term “member” to refer to individual members of the

organization. For example, FINRA and MSRB refer to these individuals as “registered individuals” or
“associated persons,” respectively. The State Bar of California refers to “licensees.” For purposes of
our report, we considered these categories to represent members.

“The annual dues amount is generally for “regular” or “active” members.

“The firm-paid fee includes an annual systems processing fee of $45 and a personnel assessment
fee that varies depending on the number of registered individuals employed by the firm. Specifically,
the fee is $150 per registered individual for firms with 1-5 registered individuals; $140 for firms with 6-
25 individuals, and $130 for firms with more than 25 registered individuals.

®The dues amount for regular members varies depending on the member’s industry (such as public
accounting, education, government) and position in the organization.

"The annual dues amount varies depending on the member’s employer where a member employed by
a government entity (including national, regional, or local government or a publicly controlled or
funded entity that delivers public programs, goods, or services) or is principally employed as an
educator at a college or university pays a lower membership amount.
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Balanced Representation

One source of funding for an organization representing credit rating
analysts could be from NRSROs themselves, but the views of NRSRO
representatives and experts were mixed on the potential advantages and
disadvantages of such an approach. A few representatives of NRSROs
and some experts stated that an organization funded by NRSROs would
be vulnerable to having its core activities, including the development and
oversight of professional standards, influenced by NRSROs. They noted
that this influence risked undercutting the organization’s independence
from NRSROs and weakening its ability to act as a safeguard for investor
and public interests—one of the noted responsibilities of a professional
organization. In contrast, a few representatives of NRSROs and experts
stated that NRSRO involvement in the organization would be an
advantage because it would help ensure that the organization would have
NRSRO support and acceptance to facilitate incorporation of the
organization’s standards into analysts’ work. One expert noted that the
NRSRO, as the employer, could be best placed to confirm that its credit
rating analyst employees adhered to the organization’s standards. As an
alternative to receiving direct funding from NRSROs, the organization
could be partly funded through transactions fees paid to NRSROs. For
example, FINRA and MSRB both receive funds directly from member
firms for certain transactions.3® Of the six organizations we reviewed,
MSRB is closest in size—it has approximately 3,300 members—to what
would be the likely size of an organization representing credit rating
analysts. In 2014, membership fees accounted for only 4 percent of its
total revenue, whereas underwriting and trading fees accounted for more
than 80 percent of revenue. The MSRB’s reliance on additional funding
sources, including transaction fees, may serve as a model for funding a
like-size organization.

Professional organizations need to define how they will be set up and
function.*® According to some representatives of NRSROs, experts, and

analysts, the differences in the size of the NRSROs, in particular the

35FINRA collects fees from member firms on individual sales of covered activities and
annual gross revenue. MSRB collects underwriting assessment, transaction, and
technology fees on municipal securities dealers.

3670 identify the issues to consider in developing the organizational structure for a
professional organization, we identified three models that could provide the basis for the
creation and operation of a professional organization for credit rating analysts. For
additional discussion of our methodology, see appendix |, and for additional discussion of
the organizations we considered in developing our models, see appendix Il.
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number of credit rating analysts employed by each NRSRO, could create
challenges for developing an organizational structure that helps ensure
equitable representation of all members, in particular those members
employed by smaller NRSROs. For instance, consideration should be
given to whether membership is mandatory or voluntary and whether the
organization’s authority comes from the government or the public and
industry (for additional discussion of various organizational structures,
see app. Il). In addition, successful professional organizations require
personnel—whether paid staff, contractors, or volunteers—with
experience leading and managing professional organizations and the
technical knowledge and leadership to help ensure the organization’s
relevance. As we noted earlier, the three largest NRSROs employ 88
percent of credit rating analysts. Some NRSRO representatives, analysts,
and experts commented that this might require an organization to take
additional steps to ensure it considers the experience and needs of
members from both larger and smaller NRSROs in determining its
organizational structure and personnel decisions.

According to most representatives of existing professional organizations,
a number of steps can be taken to safeguard an organization’s
independence from dominance by certain elements in an industry. For
example, an organization can help balance members’ interests through
the composition of its board. Several existing professional organizations
have nonindustry representation on the board and MSRB officials noted
the Dodd-Frank Act modified MSRB’s board structure to require the
majority of the board members be independent public representatives.®” A
representative of one professional organization explained that seeking
stakeholder input or allowing for public comment before announcing new
policies or rules also could help ensure that a variety of views and
experiences were taken into account. Another representative of a
professional organization noted that the organization requires
professionals who volunteer to participate in the organization’s activities—
such as the development or oversight of standards or the development of
educational and testing programs—to attest that they will engage with the
professional organization independently of their engagement with their
employer.

37pub. L. No. 111-203, § 975(b)(1)(B), 124 Stat. at 1916 (codified at 15 U.S.C. § 780-
4(b)(1).
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Meaningful Activities

Creating and operating any professional organization requires developing
core activities and services, such as professional standards, education
and training curricula, certification tests, and structures to oversee
member compliance. According to most analysts and NRSRO
representatives, the proprietary methodologies used to conduct ratings
and the specialization of credit rating analysts’ knowledge might make
developing a meaningful credential or set of professional standards
challenging. According to representatives from existing professional
organizations, developing these services is a time- and labor-intensive
process that requires extensive stakeholder involvement and buy-in.
However, most NRSRO representatives and some analysts with whom
we spoke noted that opportunities to share information about credit rating
activities to develop those standards could be limited due to concerns
about safeguarding confidential information and proprietary ratings
methodologies. In addition, they explained that conducting ratings is
highly technical, varies greatly depending on the specific asset class and
the types of ratings being provided in that class, and relies on the
individual NRSRO’s methodology.* For example, the Department of the
Treasury (Treasury) recently led an exercise that found the ratings results
diverged widely among six credit rating agencies that conducted
hypothetical ratings of identical pools of mortgage loans.*® A few NRSRO
representatives noted that they had individually identified core knowledge,
including information on financial market operations that their analysts
needed to know. This core knowledge could provide the basis for an
examination or credentialing process or the development of professional
standards, but the extent to which it would promote higher quality ratings

38As we noted earlier, a NRSRO can be registered in one or more of five classes for
conducting ratings: financial institutions, brokers, or dealers; insurance companies;
corporate issuers; issuers of asset-backed securities; and issuers of government
securities, municipal securities, or securities issued by a foreign government. Five
NRSROs (DBRS, Fitch Ratings, Kroll Bond Rating Agency, Moody’s Investors Service,
and Standard & Poor’s) are each registered to conduct ratings in five asset classes. Japan
Credit Rating Agency is registered to conduct ratings in four asset classes. A.M. Best
Company and Egan-Jones Ratings Company are registered to conduct ratings in three,
and H.R. Ratings and Morningstar rate in one.

70 provide market participants greater transparency into the various credit rating
methodologies for residential mortgage loans, Treasury invited DBRS, Fitch Ratings, Kroll
Bond Rating Agency, Moody’s Investors Service, Morningstar, and Standard & Poor’s to
conduct ratings of six hypothetical pools of residential mortgage loans and produce a
report with loss expectations for these pools at each rating category. Treasury published
the results of the exercise in February 2015. For additional discussion of the methodology
and results, see http://www.treasury.gov/connect/blog/Pages/Treasury-Brings-Greater-
Clarity-to-the-Credit-Rating-Process.aspx (accessed June 2015).
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was unclear. For example, most credit rating analysts with whom we
spoke noted that this core knowledge was a valuable foundation for
conducting ratings, but producing ratings also required specialized
knowledge and experience. As a result, some NRSRO representatives
and analysts stated that a relatively limited set of standardized knowledge
or activities was applicable across all NRSROs or asset classes.

According to representatives of existing professional organizations, one
approach to bridging differences among actors in a profession is to
develop principle-based standards, rather than rules. Principle-based
standards provide a broad framework on the types of behavior and
approaches to certain activities expected of members. For example, the
AICPA Code of Professional Conduct identifies specific principles to
guide certified public accountants’ activities, including the responsibility to
conduct work with integrity and in the public interest.*° Under a principle-
based approach, individual professionals are expected to apply the
principles to assess the unique factors and circumstances that arise
during their work. However, these standards may stop short of providing
specific details on acceptable actions or activities. Representatives of
existing professional organizations noted that the types of standards used
by an organization evolve over time and that an organization’s standards
can be a combination of principles and rules.

Potential Alternatives to a
Professional Organization
for Credit Rating Analysts

In light of the challenges and other concerns with creating a professional
organization for analysts, which we discussed earlier, some experts and
analysts with whom we met and a few NRSRO representatives identified
alternative approaches that could be used to establish and oversee
standards and a code of conduct, as the following examples illustrate.

« Expand SEC oversight. SEC could expand its oversight of analysts
by defining minimum experience or knowledge requirements for
analysts or requiring all analysts to pass an examination before
conducting ratings. One expert and SEC officials noted that SEC
might require additional resources to implement any additional
activities or requirements.

405ee American Institute of Certified Public Accountants, AICPA Code of Professional
Conduct (New York, N.Y.: Sept. 24, 2014). The code of conduct became effective on
December 15, 2014.
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« Engage a third party. A third party (such as an existing professional
organization, a private business, or a taskforce of regulatory and other
experts) could be engaged to develop and communicate professional
standards for credit rating analysts and oversee application of the
standards.*!' Some experts noted this approach might be more
efficient than creating a new organization because it could leverage
existing resources and mitigate concerns about larger NRSROs
dominating an organization. SEC considered public comments
regarding this type of approach after proposing its new rule for the
training and testing of credit rating analysts, but did not adopt this
approach because it did not allow NRSROs sufficient flexibility to
design standards tailored to their business model, size, and
methodologies.*

« Broaden the potential member base. According to some analysts,
an organization with a broader membership base (all credit analysts,
not just those that determine credit ratings) would have a larger
potential membership base and could provide services, such as a
credential, which were valued outside of the credit rating profession.*?
Representatives of one NRSRO noted that this might be developed
within an existing organization, such as CFA Institute.**

However, as we noted earlier, a few analysts and some NRSRO
representatives and experts did not see a need for a professional
organization and some analysts and NRSRO representatives and one
expert did not identify any alternative structures to establish or oversee
standards and a code of conduct for credit rating analysts.

41Representatives of some NRSROs and most analysts explained that credit rating
analysts are typically members of existing professional organizations or groups that
provide services specific to the industry or types of assets analysts rate. For example,
according to analysts with whom we spoke, their current professional affiliations include
the CFA Institute, the Fixed Income Analysts Society, Inc., and the Commercial Real
Estate Finance Council.

425ee 79 Fed. Reg. 55,078, 55,203 (Sept. 15, 2014).
Credit analysts work in brokerage firms, banks, and other financial institutions.

44CFA Institute serves investment professionals (including financial analysts, investment
managers, and securities analysts). For additional discussion of CFA Institute, see
appendix II.
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Agency Comments

We provided a draft of this report to SEC for review and comment. In
addition, we provided a draft of the organizational profiles and
assessments to the existing professional organizations for review. SEC
staff as well as representatives from each organization provided technical
comments, which we have included, as appropriate.

We are sending copies of this report to the appropriate congressional
committees and members, SEC, and other interested parties. This report
will also be available at no charge on our website at http://www.gao.gov.

Should you or your staff have questions concerning this report, please
contact me at (202) 512-8678 or sciremj@gao.gov. Contact points for our
Offices of Congressional Relations and Public Affairs may be found on
the last page of this report. Key contributors to this report are listed in
appendix Il

Y -

Mathew J. Sciré
Director
Financial Markets and Community Investment
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Appendix |: Objectives, Scope, and
Methodology

Section 939E of the Dodd-Frank Wall Street Reform and Consumer
Protection Act (Dodd-Frank Act) required us to study the feasibility and
merits of creating an independent professional organization for rating
analysts employed by nationally recognized statistical rating organizations
(NRSRO) that would be responsible for establishing independent
standards for governing the profession of rating analysts, establishing a
code of ethical conduct, and overseeing the profession of rating analysts.
This report describes views on (1) the potential merits of and need for a
professional organization for credit rating analysts; and (2) identified
components of and challenges associated with creating and operating
such an organization, and possible alternatives for establishing and
overseeing professional standards and a code of ethical conduct.’

To address both objectives, we conducted a literature review. We used
Internet search techniques and keyword search terms to identify available
information about the credit rating industry, including the definition of a
credit rating; number and nature of companies that serve as credit rating
agencies, or NRSROs; and relevant laws and regulations, including the
Securities and Exchange Commission’s (SEC) recent rules requiring
NRSROs to establish standards of training, experience, and competence
for rating analysts. We also identified sources describing the founding,
development, and assessment of professional organizations (or
associations) and professional designations. From research databases
such as ProQuest and LexisNexis, we obtained information from publicly
available documents, such as financial reports, journals, trade
publications, periodicals, studies, white papers, and aggregated
databases relevant to professional organizations and the credit rating
industry.

To address the first objective, we collected and analyzed information on
existing organizations that develop and oversee professional standards
and codes of conduct, including the American Institute of Certified Public
Accountants (AICPA); American Society of Association Executives
(ASAE); CFA Institute; Financial Industry Regulatory Authority (FINRA);
Institute of Internal Auditors (II1A); Municipal Securities Rulemaking Board
(MSRB); and the Public Company Accounting Oversight Board (PCAOB).
We interviewed representatives of these organizations to obtain

"For purposes of this study, feasibility is based on the identified components of a
professional organization and potential resources, actions, and requirements needed to
create and operate such an organization.
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Appendix I: Objectives, Scope, and
Methodology

information on the merits of creating a professional organization, in
general, as well as the potential merits of creating an independent
professional organization for credit rating analysts. We also obtained
available information on the advantages and disadvantages of a
professional organization, why such organizations are generally formed
(the perceived need, pertaining to the specific industry, profession, or the
public), as well as the need for professional standards and codes of
conduct for members.

We obtained information from transcripts of SEC’s roundtable on credit
ratings held on May, 14, 2013, in which participants, including NRSROs,
international regulators, academics, and other industry experts, discussed
ethics training and possible certification requirements for credit rating
analysts. We also obtained information from comments submitted in
response to SEC’s 2011 proposed rules to enhance oversight of
NRSROs. 2 We obtained and analyzed information on existing NRSRO
professional standards and codes of conduct, including information on
each NRSRO’s Code of Conduct/Ethics submitted to SEC as part of their
annual certification on “Form NRSRO” for calendar year 2014 (the most
recent filings to date). We also analyzed the International Organization of
Securities Commissions (IOSCO) Code of Conduct Fundamentals for
Credit Rating Agencies as well as SEC’s new rule requiring NRSROs to
establish standards for training, experience, and competence of credit
rating analysts. Additionally, we reviewed the 2014 Summary Report of
Commission Staff’'s Examinations of Each Nationally Recognized
Statistical Rating Organization and the 2014 Annual Report to Congress
on Nationally Recognized Statistical Rating Organizations for reported
information on NRSRO professional standards and codes of conduct.®

To address the second objective, we held semi-structured interviews with
representatives of the professional organizations we identified, and
reviewed their websites and publicly available documents. We obtained

276 Fed. Reg. 33,420 (June 8, 2011).

3See Securities and Exchange Commission, 2074 Summary Report of Commission Staff's
Examinations of Each Nationally Recognized Statistical Rating Organization,
(Washington, D.C.: December 2014), accessed December 30, 2014,
http://lwww.sec.gov/ocr/reportspubs/special-studies/nrsro-summary-report-2014.pdf; and
Annual Report on Nationally Recognized Statistical Rating Organizations, (Washington,
D.C.: December 2014), accessed December 30, 2014,
http://www.sec.gov/ocr/reportspubs/annual-reports/nrsroannrep1214.pdf.
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and analyzed information on the operational structure and approaches
used to provide services to members including the organizations’
membership requirements, funding channel, government role, and source
of authority. We also obtained information on the resources and actions
needed to create and operate a professional organization for credit rating
analysts and possible organizations that could serve as models for such
an organization. We used the information we obtained through interviews
and the results of our literature review to develop a working definition of
an independent professional organization and identify three potential
models of a professional organization for credit rating analysts (see fig. 3,
app. Il). We defined an independent professional organization as a
membership-based organization that is established to help protect the
integrity of the profession, provide safeguards for investors and the
general public, and take steps to safeguard independence through the
composition of a governing board. To ensure the validity of our results,
we provided our definition and models to the existing organizations for
comment and adjusted our results based on their input. We also obtained
information on other structures or instruments (regulatory or otherwise)
that could be used to establish standards and a code of ethical conduct
for governing and overseeing the profession. For example, we obtained
and analyzed information on international regulatory organizations in four
jurisdictions (Hong Kong, Saudi Arabia, Singapore, and Turkey) identified
by SEC as having established various structures for oversight, such as
direct registration and licensure for credit rating analysts and related
professional standards and codes of conduct for the profession.

To gather a diverse set of perspectives, we interviewed SEC officials;
NRSRO representatives; industry experts and stakeholders—including
investors, academics, representatives of credit rating and analysis firms
not registered with SEC, representatives of the Software and Information
Industry Association, representatives of a research institute, and officials
with the European Securities and Markets Authority and IOSCO—and
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leadership or governing bodies of existing professional organizations.*
We obtained their views about (1) the advantages and disadvantages (for
regulators, credit rating agencies, rating analysts, investors, and the
public) of creating a professional organization for credit rating analysts,
and (2) how a professional organization would fit within the existing
structure of regulation and oversight of credit rating agencies and credit
rating analysts. We also obtained their views on the

« nature and common characteristics of professional organizations,
including organizational structure, relationship to members, and
regulatory body (such as SEC);

« professional certifications for members;

« resources and actions needed to create and operate a professional
organization for rating analysts;

« organizations that could serve as an appropriate model in evaluating
the feasibility and merits of a professional organization for rating
analysts; and

« how and to what extent professional organizations develop and
oversee professional standards and a code of ethical conduct for
members.

We also obtained their views on the potential challenges involved in
creating and operating an organization, such as obtaining funding,
attracting and retaining membership, developing professional standards
and a code of ethical conduct, and overseeing rating analysts. We
obtained their views on the need for an independent professional
organization for credit rating analysts; the circumstances under which
analysts and other stakeholders would use the services of such an

“For purposes of this report we use “experts and stakeholders” to refer to the academics
and research organizations, investors, advocacy groups, and international regulators we
interviewed. In 2011, the Financial Information Services Division of the Software and
Information Industry Association—the principal trade association for the software and
digital content industry—formed a new constituency group for credit rating agencies. The
group develops best practices regarding compliance with regulatory requirements and
facilitates communications within the credit rating industry with various stakeholders. The
European Securities and Markets Authority provides exclusive registration and supervision
of credit rating agencies in the European Union. IOSCO is the international standard-
setting body for the securities sector.
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organization; and how, or whether, an independent professional
organization for credit rating analysts would address some of the current
challenges facing the credit rating industry.

We used a modified Delphi approach to identify and confirm the most
important issues for each objective. In doing so, we conducted an initial
round of interviews with officials in SEC’s Office of Credit Ratings,
representatives of select NRSROs and professional organizations, and
select industry experts to discuss the information collected through our
literature search. In our second round of interviews, we held semi-
structured interviews with senior management from all NRSROs, and
select industry experts and stakeholders to obtain a depth of
understanding and a variety of perspectives, as well as to corroborate the
information obtained in the research and initial interviews. The criteria for
selecting these interviewees consisted of factors such as participation in
prior SEC events, including roundtables; recommendations from GAO
stakeholders, industry experts, and other external stakeholders;
participation in prior congressional hearings or industry conferences;
appearance in our literature reviews and Internet searches; and
bibliographies of relevant papers and studies where they were mentioned.

Finally, to ensure that we obtained the perspectives of credit rating
analysts in particular, we conducted a series of 11 focus groups with
approximately 100 credit rating analysts, at 6 of the 10 NRSROs. We
judgmentally selected 6 of the 10 NRSROs based on the size of the firm
(number of ratings performed and number of analyst staff) to ensure a
mix of large, medium, and small firms were represented. At five of these
firms, we held two separate focus groups—one with analysts and one
with supervisory analysts (analyst staff with supervisory responsibilities).
We contacted NRSROs to request data to identify and select a
judgmental sample of analysts. To promote widespread NRSRO
participation, we generally provided three options to NRSROs for
identifying analysts for selection to participate in our focus group
discussions: (1) provide a complete list of all analysts; (2) provide names
of 25 analysts and 25 supervisory analysts; (3) identify and self-select
approximately 8-12 analysts.® Additionally, we requested that the
NRSROs provide information on

SNRSROs generally opted to provide the names of 25 analysts and 25 supervisory-
analysts.
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« analysts’ years of service with the organization,
« credit rating specialization,
o title, and

e geographic location.

We tailored our requests to account for the number of analyst staff. For
example, for the smaller NRSROs (60 or fewer analyst staff), we
requested that they provide a complete list of all analysts. After receiving
the information from NRSROs, we selected from 8 to 15 analysts to
participate in the focus groups. (We allowed at least two analysts to serve
as alternates, if necessary.) We selected credit rating analysts to obtain a
range of years of experience, job title, and class of ratings for which they
participated in credit rating determinations. We grouped each list by class
of ratings and ordered the groups by years of experience. We verified the
total number of analysts and supervisory analyst names provided, divided
the total number by 15 to come up with a selection number (the “nth”
number), and selected every nth name to participate in the focus groups.
In addition, to ensure that every asset class represented had a participant
in the focus group, where necessary, we selected alternates with similar
titles, years of service, and credit rating specialization. We also selected
fewer than 8-15 analysts at the smaller NRSROs. For example, one
NRSRO had less than 10 supervisory analysts.® In one case, we slightly
adjusted our methodology to accommodate one NRSRO management’s
request that they be able to select alternate analysts to participate in the
focus groups, if alternates were needed. The management noted that
they needed some flexibility in the event that any analysts we selected
were unable to participate due to vacation, training, or other scheduling
conflicts.

In facilitating each focus group, we focused our discussions on the
following topics:

« current training received and any certifications held by credit rating
analysts;

8For smaller-sized NRSROs, we selected a smaller number of analyst supervisors to allow
at least five participants in the focus groups.
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« extent to which credit rating analysts currently have access to the
services typically offered by a professional organization, such as
education, professional standards and a code of ethical conduct for
governing the profession, professional certification or license,
oversight, and public education, outreach, or advocacy;

« extent to which there is a need for a professional organization for
credit rating analysts and any potential challenges in operating an
organization for analysts;

« potential advantages and disadvantages of creating a professional
organization for credit rating analysts based on the three models we
developed; and

« feasibility of developing and overseeing professional standards for
credit rating analysts.

Based on records of these discussions, we analyzed the content to define
overall themes and develop our findings. We also used the results from
the focus groups to corroborate information we obtained in our interviews
on the merits and need for an independent professional organization for
analysts; potential requirements for creating and operating a professional
organization; associated challenges; and potential alternatives to creating
a professional organization. These results led to our synopsis of the
feasibility and merits of a professional organization for credit rating
analysts. Throughout this report, we use certain qualifiers when
describing results from focus groups and interview participants, such as
“few,” “some,” and “most.” We define few as a small number such as two
or three; some as at least four or more; and most as the majority or nearly
all. While the information we collected from the focus groups provided
context on the issues discussed, it was not generalizable to the entire
population of credit rating analysts.

We conducted this performance audit from October 2014 through July
2015, in accordance with generally accepted government auditing
standards. Those standards require that we plan and perform the audit to
obtain sufficient, appropriate evidence to provide a reasonable basis for
our findings and conclusions based on our audit objectives. We believe
that the evidence obtained provides a reasonable basis for our findings
and conclusions based on our audit objectives.
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As part of our analysis for this report, we identified three models for
professional organizations, profiled existing organizations, and reviewed
how they delivered services (see app. I). In the following sections, we

« discuss three models for professional organizations and how
membership, funding, regulatory role, and organizational authority is
structured, operated, or obtained in each model;

« profile six professional organizations, which are the State Bar of
California, Financial Industry Regulatory Authority (FINRA), Municipal
Securities Rulemaking Board (MSRB), American Institute of Certified
Public Accountants (AICPA), CFA Institute, and Institute of Internal
Auditors (11A); and

« discuss how the six organizations deliver education and other
services to members.

Three General Models for  The models we identified vary in key aspects—whether membership is

Professional mandatory or voluntary, individual members or employers register and

Organizations pay dues, government has a direct oversight role or not, and what the
sources of authority or legitimacy are for the organization (see fig.3).
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Figure 3: Three Models of Professional Organizations
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#Some states require lawyers to be members of the state’s bar to practice law in that state. These
organizations are commonly referred to as mandatory, unified, or integrated state bars.

« Mandatory or voluntary membership. Under models | and I, all
members of a profession must join in order to practice that profession.
If a professional organization for credit rating analysts had mandatory
membership, all credit rating analysts employed by NRSROs would
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be required to join." In model Ill, membership is voluntary and
professionals who elect to join agree to meet any membership
requirements, such as specific education or work experience. If a
professional organization for credit rating analysts were voluntary, all
credit rating analysts (including those analysts not employed by
NRSROs) could join if they met the requirements.?

o Individual or employer registration and funding of membership.
Models | and Il rely on individual members to register directly with the
organization and pay dues. In model Il, employers register the
members and pay dues. For example, FINRA and MSRB use
employer-based membership systems.3

« Government role and source of authority. In models | and I, a
regulatory or judicial body has a direct role in some aspects of the
organization’s operations (for example, approving rules or overseeing
supervisory actions). In these models, the organization receives its
authority directly from government. In model lll, government has no
direct role, instead. The organization’s authority derives from public or
industry recognition of the legitimacy of the organization’s activities.

Profiles of Six Existing
Professional
Organizations

These profiles of the six organizations we reviewed further illustrate how
the organizations function in practice and can provide insight about
membership structures and requirements, funding sources, and any
government oversight role. We obtained the information from publicly
available documents (including financial reports and the organizations’

"The Securities and Exchange Commission’s (SEC) requirement that each nationally
recognized statistical rating organization (NRSRO) develop standards for training,
experience, and competence for credit rating analysts applies to all individuals employed
by NRSROs to participate in the determination of credit ratings. See 17 C.F.R. § 240, 17g-
9. According to SEC officials, this includes credit rating analysts employed by NRSROs
and their named credit rating affiliates.

°The potential size of this population of analysts not employed by NRSROs is unknown.
According to SEC officials, credit rating agencies that are not NRSROs are not required to
submit this information to SEC.

3Municipal advisory firms must register all associated persons of the firm who engage in
municipal advisory activities on the firm’s behalf with SEC. Each professional associated
with a municipal advisory firm is required to take and pass a qualifying examination
administered by MSRB and the firms pay an annual fee (per associated professional) to
MSRB.

Page 36 GAO-15-591 Credit Rating Analysts



Appendix lI: General Models for Professional
Organizations and Profiles of Six
Organizations, Including Approaches to
Service Delivery

websites) and, where noted, from interviews with representatives of the
organizations. We have not independently verified the information.

State Bar of California, The State Bar of California is charged with regulating the legal profession,

Example of Model | formulating and elevating education and professional standards, raising
the quality of legal services, advancing the science of jurisprudence, and
aiding in the improvement of the administration of justice.*

Membership. Mandatory—the State Bar of California licenses
attorneys to practice law in the State of California. As of April 2015,
the State Bar reported it had approximately 253,000 licensees, of
which more than 183,000 were active.

Registration. To receive a license, individual attorneys must pass the
California Bar Examination and pay their annual membership fees to
the state bar. The 2015 membership fee was $430 for active
members.

Funding. The State Bar had $138 million in operating revenue in
2014, of which 60 percent came from membership fees and
donations. Examination application fees, grants, and seminars
provided additional funding.

Government role. The State Bar is a public corporation within the
judicial branch. The primary purpose of the State Bar is to serve as
the administrative adjunct to the California Supreme Court in all
matters pertaining to the admission, discipline, and regulation of
California lawyers.

Source of authority. The State Bar was created by the state
legislature in 1927.

Financial Industry Regulatory FINRA is responsible for writing and enforcing rules governing the
Authority, Example of Model [I ~ activities of broker-dealer firms and their registered individuals, including

4For legal purposes, the State Bar of California is a government entity rather than a
professional association. We selected the State Bar of California because is it the largest
state bar in the United States. Other states also have mandatory state bars.
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examining firms for compliance with those rules, fostering market
transparency, and educating investors.®

Membership. Mandatory—all professionals associated with a broker-
dealer (registered individuals) must register with FINRA.® As of April
2015, FINRA reported more than 637,000 registered individuals.

Registration. The broker-dealer firm registers the individual employee
with FINRA and pays a $100 initial registration fee.” The individual
applicant applying for registration also must pass a qualifying test to
ensure a minimum level of understanding of and expertise on financial
markets, the securities industry, and regulatory structure. Firms also pay
an annual fee of $175-$195 for each member.®

Funding. FINRA had total revenue in fiscal year 2014 of $970 million. Of
this amount, 15 percent came from fees paid by broker-dealers based on
the number of registered individuals employed by firms. The principal
sources of revenue were regulatory activities and assessments, fines,
contract services, and dispute resolution.

Swe previously reported on FINRA'’s activities. See GAO, Securities Regulation: SEC Can
Further Enhance Its Oversight Program of FINRA, GAO-15-376 (Washington, D.C.: Apr.
30, 2015); and Securities Regulation: Opportunities Exist to Improve SEC’s Oversight of
the Financial Industry Regulatory Authority, GAO-12-625 (Washington, D.C.: May 30,
2012).

6Regis.tered individuals includes “registered representatives” and other personnel, such as
principals. Registered representatives are persons associated with a member, who are
engaged in the investment banking or securities business for the member, including
through supervision, solicitation, or conduct of securities business or who train these
individuals for any of these functions.

The registration process includes collection of administrative and disclosure information,
such as criminal, civil, judicial, and financial event information, and fingerprints for those
registered individuals required to provide them by SEC rules. The initial registration fee
amount varies where registration is transferred from one firm to another as a result of an
acquisition of all or part of the broker-dealer’s business by another broker-dealer.

8The overall fee comprises an annual systems processing fee of $45 and a personnel
assessment fee that varies depending on the number of registered individuals the firm
employs. Specifically, the fee is $150 per registered individual for firms with 1-5 registered
individuals; $140 for firms with 6-25 individuals, and $130 for firms with more than 25
registered individuals.
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Municipal Securities
Rulemaking Board, Example of
Model II

Government role. The Securities and Exchange Commission (SEC)
reviews and approves all of FINRA’s proposed rules and monitors and
inspects FINRA's regulatory activities.

Source of authority. FINRA is a self-regulatory organization whose
function as a national securities association was authorized under the
Securities Exchange Act and approved by SEC in July 2007.°

MSRB is responsible for writing the rules that regulate the broker-dealers
and municipal advisory firms that underwrite, sell, and trade municipal
securities and provide municipal advisory services—with the goals of
protecting investors and issuers and promoting a fair and efficient
marketplace.'® MSRB also provides guidance to FINRA, SEC, and bank
regulators in the oversight of compliance with MSRB rules.

Membership. Mandatory—all professionals associated with municipal
advisory firms must be registered with SEC and meet MSRB’s
qualification requirements before engaging in any transaction. "
According to the MSRB, there were approximately 3,300 associated
professionals in fiscal year 2014."?

Registration. Each municipal advisory firm pays a $300 annual
membership fee for each associated professional and all the firm’s
professionals must pass a qualification examination.'

915 U.S.C. § 780-3. National securities associations are exchanges and associations that
operate and govern the markets, and are subject to oversight by SEC.

9Broker-dealers include brokers, dealers, and municipal securities dealers that engage in
municipal securities transactions. Municipal securities are debt instruments that state and
local governments issue to finance transportation, housing, hospitals, education, and other
projects. We previously reported on the activities of MSRB. See GAO, Municipal
Securities: Overview of Market Structure, Pricing, and Regulation, GAO-12-265
(Washington, D.C.: Jan. 17, 2012) and Municipal Securities: Options for Improving
Continuing Disclosure, GAO-12-698 (Washington, D.C.: July 19, 2012).

11Municipal advisor professional refers to a person associated with a municipal advisory
firm who engages in municipal advisory activities on the firm’s behalf, other than a person
performing only clerical, administrative, support, or other similar function.

"2Fiscal year 2014 was the first year in which MSRB collected annual membership fees for
professionals associated with municipal advisory firms.

BRules governing municipal advisor professional qualifications went into effect in April
2015. MSRB anticipates administering the first examination of municipal advisor
professionals in 2016.
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American Institute of Certified
Public Accountants, Example
of Model Il

Funding. MSRB had total revenue of $32 million in fiscal year 2014,
less than 5 percent of which came from fees that municipal advisory
firms paid for each associated professional. Principal sources of

revenue include fees on transactions, underwriting, and technology.

Government role. MSRB is required by statute to conduct rule-
making in certain areas and SEC reviews and provides final approval
of MSRB rules.

Source of authority. MSRB is a congressionally chartered, self-
regulatory organization subject to oversight by SEC. Its rules have the
force and effect of federal law.

AICPA represents the certified public accountant profession in relation to
rule-making and standard-setting. It serves as an advocate before
legislative bodies, public interest groups, and professional organizations;
sets ethical standards for the profession; sets U.S. auditing standards for
private companies, nonprofit organizations, and federal, state, and local
governments; develops and grades the Uniform Certified Public
Accountant Examination; and monitors and enforces compliance with
technical and ethical standards.

Membership. Voluntary—individuals who meet AICPA’s qualifications
can apply for membership. In 2014, AICPA reported it had
approximately 365,000 voting members.

Registration. As a voting member, the applicant must pass the
Uniform Certified Public Accountant Examination; obtain 150
semester hours of education at an accredited college or university;
agree to abide by AICPA’s bylaws and code of professional conduct;
obtain a valid and unrevoked certified public accountant certificate
and, for applicants in public practice, be enroll in the AICPA Peer
Review Program. In addition, members must pay annual dues. The
regular membership fee for 2014-2015 ranged from $235 to $425,
depending on the individual’s role and industry.

Funding. AICPA had operating revenue of $235 million in fiscal year
2014."* Membership dues generated approximately 53 percent of

14Revenue is from AICPA, its subsidiaries (CAP.com and NorthStar Conferences, LLC),
related organizations (AICPA Foundation, AICPA Benevolent Fund, Inc., and Accounting
Research Association, Inc.), and a majority-owned venture (the Association of Certified
Professional Accountants).
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revenue. Conferences, publications, examination activities, and other
sources provided additional revenue.

Government role. According to a representative from AICPA, federal
and state officials have no direct role in the organization, but
participate in certain AICPA committees.' In addition, AICPA refers
disciplined members to state boards of accountancy for follow-up.

Source of authority. The organization was founded in 1887.
According to an AICPA representative, the organization derives its
authority from transparent processes that engage many stakeholders
(including members, government, and industry) to help develop
professional standards and programs.

CFA Institute, Example of The CFA Institute promotes ethical standards, education, and

Model 111 professional excellence for investment professionals (including financial
analysts, investment managers, and securities analysts). It develops and
administers examinations, encourages research and other educational
programs in investment decision making, develops and enforces
standards of professional conduct and a code of ethics, and raises public
awareness of the principles and practices of investment decision making.

Membership. Voluntary—individuals who meet the Institute’s
qualifications can apply for membership. In 2014, CFA Institute
reported it had approximately 120,000 regular members.

Registration. Regular members must hold a bachelor’s degree from
an accredited institution or have equivalent education or work
experience, pass Level | of the CFA examination, have 48 months of
appropriate professional work experience in investment decision
making, provide professional references, agree to the Member’s
Agreement and Professional Conduct Statement, and pay annual
dues.'® The dues were $275 in 2015 for regular members.

SFor example, federal and state government officials participate in AICPA’s Auditing
Standards Board, the Peer Review Board, the Board of Examiners, and the Professional
Ethics Executive Committee.

16Regular membership is designated for CFA Program Candidates who are pursuing or
have received the CFA Charter. The CFA Charter is received after the candidate has
completed a three-part examination process and met other requirements.
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Institute of Internal Auditors,
Example of Model Il

Funding. CFA Institute had $241 million in operating revenue in fiscal
year 2014. Approximately 14 percent of revenue was generated
primarily from membership dues, but also included advertising.
Certification programs and conferences were the principle sources of
revenue.

Government role. According to CFA Institute representatives,
regulators have no direct role in the organization.

Source of authority. Financial analysts founded the Institute’s
predecessor organization in 1947. According to CFA Institute
representatives, the organization derives its authority from the
recognition of the value of its education and certificate programs.

IIA is the professional organization for internal auditors and provides
professional education and development opportunities to its members,
standards of practice, research on internal auditing, and advocacy and
education about internal audit professionals and best practices in internal
auditing.

Membership. Voluntary—individuals who meet IIA’s qualifications
can apply for membership. As of May 2015, IlA reported it had
approximately 180,000 members, of which roughly 66,000 were
based in the United States.

Registration. Applicants agree to apply and uphold the code of ethics
and applicable International Standards for the Professional Practice of
Internal Auditing. Individual members pay annual dues that range
from $125 to $265, depending on the member’s employer.'”

Funding. In 2014, IIA and its related entities reported total revenue of
approximately $50 million.™® IIA officials reported that membership
dues generated approximately 27 percent of revenue. The certification
process, seminars, and conferences generated additional funds.

Government role. Government officials have no direct role in the
organization.

"The annual dues amount is lower for members whose employer is a government or
university.

81A comprises the Institute of Internal Auditors, Inc.; the Institute of Internal Auditors-
Research Foundation, Inc.; Internal Auditing Academic Advancement Fund, Inc.; lIA
Quality Services, LLC; Canadian Institute of Internal Auditors; and IIA Properties, LLC.
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Source of authority. According to IIA representatives, the
organization derives its authority from its membership’s oversight of
the development and execution of internal processes to help ensure
the quality and integrity of its activities and products, including its
professional standards and code of conduct.

Approaches Used by the
Six Organizations to
Deliver Services

The specific responsibilities of professional organizations may evolve
over time, but their primary responsibilities generally encompass five
areas:

1. educating members, which often includes promoting knowledge
sharing among members and engaging in research related to the
profession;

2. developing standards to govern the profession (including codes of
ethical conduct);

overseeing member compliance with the standards;

registering or providing certification or examination for members in the
profession, or both; and

5. engaging in public education, outreach, or (in some cases) advocacy
about the profession.

According to representatives of the six organizations we reviewed,
members’ priorities and needs, available funding, and other mandates
help determine what services organizations provide and how they deliver
the services.

Education. The organizations offered a range of educational programs.
All six offered training or educational opportunities through conferences,
online or web-based courses, events, or lectures. For example, MSRB
holds periodic education and training events to provide information on
market topics, regulatory and compliance issues, and use of MSRB’s
systems. Other organizations, such as CFA Institute, develop and
administer a curriculum for their examination processes. Finally, as of
May 2015, three organizations (AICPA, FINRA, and the State Bar of
California) required members to receive a certain number of periodic
continuing education hours to maintain membership.'®

"SFor example, the State Bar of California requires active members to receive 25 hours of
continuing legal education every 3 years to maintain membership.
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Organizations and Profiles of Six
Organizations, Including Approaches to
Service Delivery

Standard development. All the organizations had or were establishing
professional standards, in particular rules or requirements for ethical
conduct.?’ According to representatives of professional organizations, the
organizations need to consider the extent to which they utilize principle-
based standards—broad guidance about the behavior expected of
members—rather than rule-based guidance that details specific
requirements or prohibitions. According to one representative, the extent
of the organization’s resources and information about members’ activities
helps determine the type of standards it might adopt. For instance,
members tend to ask for more detailed rules and guidance if they must
undergo rigorous enforcement or inspections for their certifications or
jobs. Principle-based standards may be more appropriate when
organizations have limited resources and access to information on
members. Finally, representatives of one organization noted that
organizations also need to educate members about standards to help
members understand the standards and implement them in challenging
situations.

Overseeing standards. Approaches for overseeing member compliance
with professional standards varied depending on the authority provided to
organizations. Organizations with mandatory membership that derived
their authority from regulators or legislation tended to have robust
examination and inspection processes. For instance, the State Bar of
California reviews formal allegations of misconduct and determines any
disciplinary actions. FINRA and MSRB engage in formal supervisory
review of members.2" Organizations with voluntary membership tend to
rely on voluntary compliance with the standards, such as periodic
reaffirmation of compliance and voluntary reporting. Two voluntary
organizations (AICPA and CFA Institute) have an additional investigative
process that can be used when the organization receives specific
complaints or regulators issue disciplinary actions against members.

200n April 15, 2015, MSRB filed a proposed new rule (MSRB Rule G-42) with SEC to
establish the core duties of municipal advisors and their representatives, including core
standards of conduct.

2"MSRB rules are enforced by FINRA for securities firms, by bank regulatory agencies
(the Board of Governors of the Federal Reserve System, the Office of the Comptroller of
the Currency, and the Federal Deposit Insurance Corporation) for banks, and by SEC for
non-FINRA member municipal advisory firms and all securities firms and banks. By
statute, MSRB may provide guidance and assistance to FINRA, bank regulators, and SEC
in the enforcement of, and examination of, compliance with MSRB rules. See 15 U.S.C. §
780-4(b)(4).
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According to representatives of some voluntary organizations, staff or
members can investigate alleged violations of standards and may
recommend disciplinary actions or refer the case to government
authorities. One representative of an organization noted that voluntary
organizations could have trouble accessing information for investigations
that members or their employers considered proprietary or confidential.

Registering or certifying members. All six organizations have certain
requirements for members—based on years or type of education or
professional experience, agreement to adhere to standards or rules of
professional conduct, or payment of annual dues. In addition, all the
organizations offer a required or voluntary examination. For example,
CFA Institute, FINRA, MSRB, and the State Bar of California require
members to pass an examination to become a member.?2 Other
professional organizations, including IIA, offer members the opportunity to
pass an examination to receive a voluntary credential. One organization,
AICPA, did not register public accountants or certify them in the
profession; however, it develops and administers the Uniform Certified
Public Accountant Examination that most states require for licensing.??

Public education, outreach, or advocacy. The organizations have used
differing approaches to communicating information with the public about
the industries or professions. All six have public websites, make speakers
available, or produce information to increase public awareness of their
industries. AICPA, CFA Institute, and IlA also engage in advocacy to
educate and influence key stakeholders, such as federal and state
officials, about policies and issues that affect the profession. For example,
CFA Institute publishes policy briefs and analysis on issues affecting
investors, including corporate governance and market structure.

22FINRA, MSRB, and the State Bar of California require members to pass an examination
as a condition of performing activities within the profession. CFA Institute offers the
examination to its members as a condition for regular membership.

23AICPA offers voluntary specialized credentials in certain areas, such as forensic
accounting, business valuation, information technology, financial planning, and
management accounting.

Page 45 GAO-15-591 Credit Rating Analysts



Appendix lll: GAO Contact and Staff
Acknowledgments

GAO Contact Mathew J. Scire, 202-512-8678 or sciremj@gao.gov

Staff In addition to the contact named above, Angela Nicole Clowers (Director),
Debra Johnson (Assistant Director), Michelle Bowsky (analyst-in-charge),

ACknowledgments William R. Chatlos, Farrah Graham, Patricia MacWilliams, Patricia Moye,

Barbara Roesmann, Bridgette Savino, and Jena Sinkfield made key
contributions to this report.

JoAnna Berry, James Dalkin, Joseph O’Neill, and Frank Todisco also
contributed to this report.

(250802) Page 46 GAO-15-591 Credit Rating Analysts



GAQ’s Mission

Obtaining Copies of
GAO Reports and
Testimony

The Government Accountability Office, the audit, evaluation, and
investigative arm of Congress, exists to support Congress in meeting its
constitutional responsibilities and to help improve the performance and
accountability of the federal government for the American people. GAO
examines the use of public funds; evaluates federal programs and
policies; and provides analyses, recommendations, and other assistance
to help Congress make informed oversight, policy, and funding decisions.
GAQ’s commitment to good government is reflected in its core values of
accountability, integrity, and reliability.

The fastest and easiest way to obtain copies of GAO documents at no
cost is through GAO’s website (http://www.gao.gov). Each weekday
afternoon, GAO posts on its website newly released reports, testimony,
and correspondence. To have GAO e-mail you a list of newly posted
products, go to http://www.gao.gov and select “E-mail Updates.”

Order by Phone

Connect with GAO

To Report Fraud,
Waste, and Abuse in
Federal Programs

Congressional
Relations

Public Affairs

The price of each GAO publication reflects GAQO’s actual cost of
production and distribution and depends on the number of pages in the
publication and whether the publication is printed in color or black and
white. Pricing and ordering information is posted on GAO’s website,
http://www.gao.gov/ordering.htm.

Place orders by calling (202) 512-6000, toll free (866) 801-7077, or
TDD (202) 512-2537.

Orders may be paid for using American Express, Discover Card,
MasterCard, Visa, check, or money order. Call for additional information.

Connect with GAO on Facebook, Flickr, Twitter, and YouTube.
Subscribe to our RSS Feeds or E-mail Updates. Listen to our Podcasts.
Visit GAO on the web at www.gao.gov.

Contact:

Website: http://www.gao.gov/fraudnet/fraudnet.htm
E-mail: fraudnet@gao.gov
Automated answering system: (800) 424-5454 or (202) 512-7470

Katherine Siggerud, Managing Director, siggerudk@gao.gov, (202) 512-
4400, U.S. Government Accountability Office, 441 G Street NW, Room
7125, Washington, DC 20548

Chuck Young, Managing Director, youngc1@gao.gov, (202) 512-4800
U.S. Government Accountability Office, 441 G Street NW, Room 7149
Washington, DC 20548

oy
%o

Please Print on Recycled Paper.


http://www.gao.gov/�
http://www.gao.gov/�
http://www.gao.gov/ordering.htm�
http://facebook.com/usgao�
http://flickr.com/usgao�
http://twitter.com/usgao�
http://youtube.com/usgao�
http://www.gao.gov/feeds.html�
http://www.gao.gov/subscribe/index.php�
http://www.gao.gov/podcast/watchdog.html�
http://www.gao.gov/�
http://www.gao.gov/fraudnet/fraudnet.htm�
mailto:fraudnet@gao.gov�
mailto:siggerudk@gao.gov�
mailto:youngc1@gao.gov�

	Credit Rating Analysts
	Views Varied on Merits of a Professional Organization, but Creating One Now Viewed as Premature
	Contents
	Letter
	Background
	Credit Ratings
	U.S. Credit Rating Industry Reforms
	Select International Credit Rating Industry Reforms
	Professional Organizations

	Views Varied on the Merits of a Professional Organization for Credit Rating Analysts
	Views on Challenges to Creating and Operating a Professional Organization and Potential Alternatives
	Potential Challenges to Creating and Operating a Professional Organization
	Clearly Delineated Purpose
	Adequate Funding
	Balanced Representation
	Meaningful Activities

	Potential Alternatives to a Professional Organization for Credit Rating Analysts

	Agency Comments

	Appendix I: Objectives, Scope, and Methodology
	Appendix II: General Models for Professional Organizations and Profiles of Six Organizations, Including Approaches to Service Delivery
	Three General Models for Professional Organizations
	Profiles of Six Existing Professional Organizations
	State Bar of California, Example of Model I
	Financial Industry Regulatory Authority, Example of Model II
	Municipal Securities Rulemaking Board, Example of Model II
	American Institute of Certified Public Accountants, Example of Model III
	CFA Institute, Example of Model III
	Institute of Internal Auditors, Example of Model III

	Approaches Used by the Six Organizations to Deliver Services

	Appendix III: GAO Contact and Staff Acknowledgments
	GAO Contact
	Staff Acknowledgments


	D15591_HIGH.pdf
	CREDIT RATING ANALYSTS
	Views Varied on Merits of a Professional Organization, but Creating One Now Viewed as Premature 
	Why GAO Did This Study
	What GAO Found



<<

  /ASCII85EncodePages false

  /AllowTransparency false

  /AutoPositionEPSFiles true

  /AutoRotatePages /PageByPage

  /Binding /Left

  /CalGrayProfile (Dot Gain 20%)

  /CalRGBProfile (sRGB IEC61966-2.1)

  /CalCMYKProfile (U.S. Sheetfed Uncoated v2)

  /sRGBProfile (sRGB IEC61966-2.1)

  /CannotEmbedFontPolicy /Warning

  /CompatibilityLevel 1.7

  /CompressObjects /All

  /CompressPages true

  /ConvertImagesToIndexed true

  /PassThroughJPEGImages true

  /CreateJobTicket false

  /DefaultRenderingIntent /Default

  /DetectBlends true

  /DetectCurves 0.1000

  /ColorConversionStrategy /LeaveColorUnchanged

  /DoThumbnails false

  /EmbedAllFonts true

  /EmbedOpenType false

  /ParseICCProfilesInComments true

  /EmbedJobOptions true

  /DSCReportingLevel 0

  /EmitDSCWarnings false

  /EndPage -1

  /ImageMemory 1048576

  /LockDistillerParams true

  /MaxSubsetPct 100

  /Optimize true

  /OPM 1

  /ParseDSCComments true

  /ParseDSCCommentsForDocInfo true

  /PreserveCopyPage true

  /PreserveDICMYKValues true

  /PreserveEPSInfo true

  /PreserveFlatness true

  /PreserveHalftoneInfo false

  /PreserveOPIComments false

  /PreserveOverprintSettings true

  /StartPage 1

  /SubsetFonts true

  /TransferFunctionInfo /Preserve

  /UCRandBGInfo /Preserve

  /UsePrologue false

  /ColorSettingsFile ()

  /AlwaysEmbed [ true

  ]

  /NeverEmbed [ true

  ]

  /AntiAliasColorImages false

  /CropColorImages true

  /ColorImageMinResolution 150

  /ColorImageMinResolutionPolicy /OK

  /DownsampleColorImages true

  /ColorImageDownsampleType /Bicubic

  /ColorImageResolution 300

  /ColorImageDepth -1

  /ColorImageMinDownsampleDepth 1

  /ColorImageDownsampleThreshold 1.50000

  /EncodeColorImages true

  /ColorImageFilter /DCTEncode

  /AutoFilterColorImages true

  /ColorImageAutoFilterStrategy /JPEG

  /ColorACSImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /ColorImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /JPEG2000ColorACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /JPEG2000ColorImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /AntiAliasGrayImages false

  /CropGrayImages true

  /GrayImageMinResolution 150

  /GrayImageMinResolutionPolicy /OK

  /DownsampleGrayImages true

  /GrayImageDownsampleType /Bicubic

  /GrayImageResolution 300

  /GrayImageDepth -1

  /GrayImageMinDownsampleDepth 2

  /GrayImageDownsampleThreshold 1.50000

  /EncodeGrayImages true

  /GrayImageFilter /DCTEncode

  /AutoFilterGrayImages true

  /GrayImageAutoFilterStrategy /JPEG

  /GrayACSImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /GrayImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /JPEG2000GrayACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /JPEG2000GrayImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /AntiAliasMonoImages false

  /CropMonoImages true

  /MonoImageMinResolution 1200

  /MonoImageMinResolutionPolicy /OK

  /DownsampleMonoImages true

  /MonoImageDownsampleType /Bicubic

  /MonoImageResolution 1200

  /MonoImageDepth -1

  /MonoImageDownsampleThreshold 1.50000

  /EncodeMonoImages true

  /MonoImageFilter /CCITTFaxEncode

  /MonoImageDict <<

    /K -1

  >>

  /AllowPSXObjects false

  /CheckCompliance [

    /None

  ]

  /PDFX1aCheck false

  /PDFX3Check false

  /PDFXCompliantPDFOnly false

  /PDFXNoTrimBoxError true

  /PDFXTrimBoxToMediaBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXSetBleedBoxToMediaBox true

  /PDFXBleedBoxToTrimBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXOutputIntentProfile (None)

  /PDFXOutputConditionIdentifier ()

  /PDFXOutputCondition ()

  /PDFXRegistryName ()

  /PDFXTrapped /False



  /CreateJDFFile false

  /Description <<





    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e55464e1a65876863768467e5770b548c62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>

    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc666e901a554652d965874ef6768467e5770b548c52175370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>

    /CZE <>

    /DAN <>

    /DEU <>

    /ESP <>

    /ETI <>

    /FRA <>







    /HUN <>

    /ITA (Utilizzare queste impostazioni per creare documenti Adobe PDF adatti per visualizzare e stampare documenti aziendali in modo affidabile. I documenti PDF creati possono essere aperti con Acrobat e Adobe Reader 6.0 e versioni successive.)

    /JPN <>

    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020be44c988b2c8c2a40020bb38c11cb97c0020c548c815c801c73cb85c0020bcf4ace00020c778c1c4d558b2940020b3700020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200036002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>

    /LTH <>

    /LVI <>

    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken waarmee zakelijke documenten betrouwbaar kunnen worden weergegeven en afgedrukt. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 6.0 en hoger.)

    /NOR <>

    /POL <>

    /PTB <>





    /SKY <>



    /SUO <>

    /SVE <>

    /TUR <>



    /ENU (Use these settings to create Adobe PDF documents suitable for reliable viewing and printing of business documents.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)

  >>

>> setdistillerparams

<<

  /HWResolution [2400 2400]

  /PageSize [612.000 792.000]

>> setpagedevice



