()
11
N
=

‘_!1-

* %

* K COMMITTEE OF EUROPEAN SECURITIES REGULATORS

Date: 17 May 2010
Ref.: CESR/10-537

CONSULTATION PAPER

Guidance on Common
Standards for Assessment of
Compliance of Credit Rating

Methodologies with the
Requirements set out in
Article 8(3)

Deadline for contributions: CESR invites responses to this
consultation paper by 18 June 2010. All contributions should be
submitted online via CESR’s website under the heading
“Consultations” at www.cesr.eu. All contributions received will be
published following the close of the consultation, unless the
respondent requests their submission to be confidential.

CESR, 11-13 avenue de Friedland, 75008 Paris, France - Tel +33 (0)1 58 36 43 21, web site: www.cesr.eu



>

| B
Lo

v ()

*
*-.

* & K

Table of Contents

I INTRODUCTION......utiiitiieetie ettt ettt e vt e et e ettt e et e e s beeetee e tbeeestseessbeeasseeesssaeassseessseesssseesssesanseeas 3
1. BACKGTOUNA ..ovvveeiiiiiieieeeee ettt e e e et e e e e e e e e ettt e e eeeeeeeeentarraeeeeeenaes 3
. PUTPOSE .ot 3

II. GUIDANCE ON COMMON STANDARDS FOR ASSESSMENT OF COMPLIANCE OF

CREDIT RATING METHODOLOGIES........ccoit ittt ettt ettt saee e sssaesnneeennes 3
1. GENEral TEMATKS .....vviiiiiiiiieeciiiee e ettt ettt e e et e e e et e e e e e tbeeeeeaabeeeeesaasee e e staeeeeanssaeeeansseeeeansreeesannses 3
2. SCOPE Of the GUIAANICE. ..ot e e e e e e e e e e e e et eeeeeeeeeeaareneeens 4
3. GeNeral INFOrMALION. ...cciiiiiiiiiiiiie ettt e e et e e et e e e sate e e e s abe e e e snbaeeeennees 4
4. Detailed INfOrmMation ......ccoiciiiiiiiiiee ettt e et e e ettt e e sateeeeseabbeeesenbaeeesenraeeesansaaeesanes 4

A. Demonstrating credit rating methodologles are rigorouUS ........ccccuvvvreeeeeeeeiiciiireeeeeeeeeeiirreeeeans 4
B. Demonstrating credit rating methodologies are systematiC............cooeeevviveieieeeeiiiiiiieeeeeeeenn, 6
C.Demonstrating credit rating methodologies are continUOUS........ccceccvveeeerciieeeriiieeeeieee e, 7
D.Demonstrating credit rating methodologies are subject to validation based on historical
experience, INCIUAING DACK-TESTINE ........ccoiiiiiiiiieiee et eee et eeeeetrreeeaeeeeens 8



{_\

| BHR
LY

o

* 4l

* X

I. INTRODUCTION

1. Background

1.

The EU Regulation of the European Parliament and Council on Credit Rating Agencies
(CRAs) was published in the Official Journal! on 17 November 2009 and came into force on 7
December 2009. As a result, CRAs operating in the EU will need to apply for registration
between 7 June 2010 and 7 September 2010 for their ratings to be used for regulatory
purposes in the European Community.

According to Article 21.3 (b) of the Regulation, CESR shall issue guidelines by 7 September
2010 on common standards for assessing compliance of credit rating methodologies with the
requirements set out in Article 8.3.

2. Purpose

3.

The purpose of this consultation document is to seek comments on the conclusions CESR has
drawn for setting guidelines on common standards for assessing compliance of credit rating
methodologies with the requirements set out in Article 8.3.

The consultation period closes on 18 June 2010. Respondents are invited to send their
comments via CESR's website (www.cesr.eu) under the section "Consultations". All responses

that have not been labelled as confidential will be published on CESR’s website. CESR will
analyse the responses received and where appropriate revise its proposal accordingly.

II. GUIDANCE ON COMMON STANDARDS FOR ASSESSMENT OF COMPLIANCE
OF CREDIT RATING METHODOLOGIES

1. General remarks

Article 8.3 of the Regulation provides that “a credit rating agency should use rating
methodologies that are rigorous, systematic, continuous and subject to validation based on
historical experience, including back-testing”.

This guidance sets out the typical information that competent authorities would expect to
receive to assess the applicant’s compliance with the provisions concerning credit rating
methodologies as per Article 8.3 of the Regulation. Therefore this guidance should be read in
conjunction with CESR’s guidance on the information set out in Annex II. An applicant
should provide a clear explanation for not submitting any specific information contained
herein.

The CRA is responsible for demonstrating compliance with the requirements of the
Regulation on an ongoing basis. Should a CRA believe that additional information would
materially affect the assessment of compliance of credit rating methodologies with the
Regulation, such additional information should be submitted.

It is important to note that this guidance is not exhaustive. Whilst it provides base guidance,
it does not prohibit further information requests or onsite inspections.

1 http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=0d:1.:2009:302:0001:0031: EN:PDF



(L
LY

*x  *

9.

4

x5

Requests for information may be made in a written format as well as verbally at any time.

2. Scope of the guidance

10

11.

12.

13.

. CESR understands the purpose of Article 8.3 is to ensure that CRAs’ methodologies are

developed, utilized and reviewed in such a way as to produce a well informed and well
founded opinion on the credit worthiness of a rated entity and/or financial instrument. CESR
also considers this Article requires that credit assessments are based on all information that
is deemed relevant and made available. Therefore, this guidance will set out the steps that
will be taken by competent authorities to monitor CRAs compliance with this Article.

Credit rating methodologies refer to methodological principles governing the preparation of
criteria for a particular rating or practice; principles and fundamental elements used in
analyzing credit risk; rating factors; qualitative or quantitative assumptions used to arrive at
a rating opinion (e.g. analytical adjustments to financial statement information, stress
scenarios and loss curves used for projecting future losses on asset pools).

After registration, CRAs must notify competent authorities of any material change in their
rating methodologies (either global or on a specific asset class) and related analytical
documentation including rating factors, criteria and/or parametric assumptions (e.g. basic
scenario, correlation, probability of default, loan given default, expected/unexpected loss, loss
curve, expected recovery rates, loss severity, etc.., where appropriate).

It should be noted that, when assessing credit rating methodologies, the competent authority
will not interfere with its content. No competent authority should be seen as validating any
particular type of methodology.

3. General information

14

. The CRA should submit the following information:

a. Written policies and procedures ensuring on an ongoing basis that credit rating
methodologies are rigorous, systematic, continuous and subject to appropriate
validation;

b. Detailed description of the process for developing and reviewing methodologies
and how methodologies are used in the main stages of the rating process. This
description should include detail on the interaction between analysts developing
methodologies and staff involved in the actual rating of the securities concerned
as well as the sign-off process;

c. Detailed description of how methodologies are implemented including a
description of the processes in place to ensure consistency of approach in applying
rating methodologies to credit ratings. In particular the role of rating committees
and senior management should be elaborated.

4. Detailed information

A.

Demonstrating credit rating methodologies are rigorous
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CRAs have appropriate means for developing and reviewing credit rating methodologies and
high standards of due diligence in utilizing them. The qualifications of credit rating analysts
developing and reviewing methodologies are suitable for the task and methodologies are
subject to appropriate challenge. There is appropriate resource dedicated to developing and
reviewing methodologies.

15. The CRA must demonstrate the following:

a.

They have appropriate controls in place between staff developing and updating
rating methodologies and those responsible for issuing and monitoring ratings;

The methodologies are developed and elaborated so that they take into account all
relevant data available to the CRA, including how the appropriate weight of each
element of data was determined.

The review function is performed by a credit risk officer, or a person with similar
responsibilities, with sufficient experience and the relevant background to
understand the complexities of rating methodologies;

The development and review of the credit rating methodologies is performed with
appropriate access to all the information required to acquire a clear
understanding of all factors relevant to the credit rating methodology, including
its purpose and performance of ratings utilizing the methodology;

Suitable measures have been taken so that any information or data used for the
purpose of developing reviewing credit rating methodologies is from reliable
sources and sufficient quality.

Methodologies are developed and reviewed by staff with appropriate
qualifications, experience and expertise. Also there should be sufficient resources
dedicated to this activity.

Methodologies are developed and reviewed via a clear process that allows for
suitable challenge and there are sign-off procedures that are robust. There are
appropriate procedures for discontinuing the use of methodologies.

16. The CRA should submit the following information:

a.

Written policies about the specific task of the independent directors of the
administrative or supervisory board on the development of the methodologies
used by the CRA in its credit rating activities;

Written procedures in place to review and update rating methodologies. This may
also include a general guide to their rating methodologies;

General description on the approach to determining the weightings of qualitative
or quantitative factors within methodologies and as necessary more information
on the weightings of specific methodologies and their respective impact on the
final rating.

Written procedures on how the CRA assesses if it has sufficiently reliable data to
provide a credible credit rating or if it is the case to refrain from issuing a rating
or to withdraw an existing rating;
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e. For each asset type, a high level description of quantitative inputs including key
variables, data sources, assumptions and quantitative techniques used, and the
extent of input from rated entities, etc.

f. Details of how the frequency of the surveillance/performance reports on rated
issuers/transactions are linked to the revision of credit rating methodologies,
related criteria and assumptions;

g. A description of the interrelationship between macroeconomic data and its
impacts on the credit rating methodologies key assumptions;

h. A description of the interrelationship between the assumptions/criteria of a credit
rating methodology and the volatility of ratings over time;

1. Information to demonstrate, through self-certification and appropriate proof (e.g.
information on academic background and technical trainings received), that
members of the rating teams and committees have the appropriate and required
skills —including quantitative expertise and experience in issuing credit ratings—,
and that these skills are improved over time through adequate training programs;

j. General information on rating reviews: e.g. the process in place, main
characteristics, scope, frequency, people/teams involved, means used, treatment,
main phases of the monitoring process, data updates, information from rated
entities taken into account, automatic warning systems, mechanisms that allow
systematic errors in issuance of credit ratings to feedback into potential changes
in ratings methodologies, etc.

k. Details of written procedures ensuring an ongoing consistency between the
insights/comments given by rating surveillance or monitoring of rated entities
and or financial instrument and through them, their impact on the parameters
and assumptions employed in the credit methodology ;

. Quantitative evidence of the discriminatory power of the credit assessment
methodology, using statistical techniques such as default studies and transition
matrices to demonstrate the robustness and predictive power of credit assessment
over time and across different asset classes;

m. The process to request and obtain information from the rated entities and the
extent of contacts with the senior management of the rated entities (this latter
information is to be provided upon request of the competent authority).

n. Detailed written procedures and policies to analyze the impact of changes to
methodologies, publicize any change in the CRA methodologies and potentially
allow a period for public comment to the CRA, prior implementing these changes.

B. Demonstrating credit rating methodologies are systematic

Credit rating methodologies are developed and reviewed in a consistent, organized and
repeatable manner. Similar methodologies are developed to rate similar financial instruments
or entities and assumptions and macro-economic outlooks are applied consistently across
methodologies.

17. The CRA must demonstrate the following:
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They have procedures so that pre-defined credit assessment methodologies are
applied consistently in the formulation of credit assessments in a given asset
class, such that different analysts or rating committees within the CRA would
assign equivalent credit assessment to any given entity.

There are procedures in place so that models, assumptions, inputs, macro-
economic outlooks, etc are applied consistently across methodologies.

They have appropriate policies and procedures for reviewing situations when
ratings diverge from the pre-defined methodology to ensure there are appropriate
reasons.

Ratings related to a methodology are subject to appropriate review when the
methodology is amended.

18. The CRA should submit the following information:

a.

A description of the procedures used to assess the consistent application of
methodologies including details on the results and conclusions generated by such
analysis. This should include the process for reviewing outstanding ratings when
underlying methodologies are amended and details on specific cases when this
has occurred.

A summary, by geographical area, of the major differences in the core
methodologies.

Details of how the CRA ensures that assumptions, models, macro-economic
predictions/outlooks, etc are applied consistently in the development and review
of methodologies.

Policies and procedures for reviewing situations when ratings diverge from the
pre-defined methodology to ensure there are appropriate reasons;

Written procedures for promoting a consistent approach to applying a
methodology across different ratings related to it;

C.Demonstrating credit rating methodologies are continuous

Methodologies are appropriately monitored, updated and responsive to market changes over
time. Methodologies are amended or removed in a way that minimizes disruption.

19. The CRA must demonstrate the following:

a.

Rating methodologies should remain globally consistent and appropriate over
time.

Rating methodologies are frequently updated and reviewed by employees who
possess the necessary up to date know how, quantitative skills and experience.

The level of staffing and resources ensuring the continuity of the credit rating
methodologies is appropriate, including for the effective and timely monitoring of
rating methodologies.

20. The CRA should submit the following information:
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A detailed written business plan to cope with loss of key staff or any business
disruption;

Information on the monitoring program to assess the performance of the
methodologies employed;

Details of the process by which monitoring of methodologies would lead to the
review process being initiated and summary of the outcome of such review.

Written procedures and policies concerning decisions to amend, disrupt, withdraw
or suspend a rating methodology and associated ratings;

Written procedures and information to ensure that the resources devoted to the
monitoring of rating methodologies are appropriate in terms of know—how,
analytical skills and quantity.

Written procedures and documentation, test plans and test scenarios as well as
other procedures for addressing unforeseen events in an emergency to allow for
the continuous assessment of rating methodologies.

D.Demonstrating credit rating methodologies are subject to validation based on
historical experience, including back-testing

Methodologies and underlying assumptions are consistently reviewed against actual
performance, new data and changes to underlying macroeconomic assumptions. There is a
comprehensive and integrated process composed of back testing and establishing a rating
validation framework to provide for clear, consistent validations of all the outstanding credit
rating methodologies, while minimizing potential conflicts that may arise in these processes.

21. The CRA must demonstrate the following:

a.

They have well-documented back-testing and rating validation policies and
procedures that they adhere to.

They have a governance mechanism naming the ultimate responsibility for
establishing and reviewing compliance with the back-testing and rating
validation policies;

They have sufficiently knowledgeable and independent employees, supported by
adequate resources, that are separate from and do not report to the lead analysts
and/or rating analysts that are responsible for the back-testing and rating
validation/ implementation.

When conducting back testing and rating validation, the CRA assesses the
vulnerability of the credit rating methodology to various events and consistent
tests are used to capture both macroeconomic and market events.

The frequency of back testing tests depends on the nature of the credit rating
methodology and the assets covered, the specific risk to which it is exposed and
changes in market conditions, among other factors.

They conduct their own relevance and reliability tests on the robustness of their
methodologies and assumptions, for example in the case of default, recovery rates
and correlations.
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g. The validation process covers the quality of the inputs (including appropriate size
of data sample) fed into the system and the reliability of the methods used to
process them. The goal of these tests is to assess the quality of the credit ratings
and processes being employed internally or by third-party service provider.

h. CRA’s review its credit assessment at least annually;

i. That they have installed procedures to ensure that systematic rating errors
highlighted by back testing will be incorporated into credit assessment
methodologies and corrected;

j. They have appropriate mechanisms for assessing the performance of ratings
against transition matrices.

22. The CRA should submit the following information:

a. Written policies and procedures describing the content of the validation process
and in particular how this activity is related to possible changes of methodologies,
for each asset type;

b. Written policies and procedures allowing a truly representative sample used to
control accuracy of methodology;

c. Written policies and procedures stressing the relevant importance of in-sample
and out-of-sample tests;

d. Details of the methods employed by the CRA’s in their quantitative and
qualitative assessments to confirm robustness, discriminatory power, and
consistency of their credit assessment over time and across different market
segments;

e. Historic information on validation and back-testing of methodologies and models.

Q1: Do you agree with the approach outlined in sections 3 and 4? If not, please state
your reasons.
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