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S&P 500 Index 

+4.76   +0.44% 

Dow Jones Industrial Average 

-16.28   -0.12% 

NASDAQ Composite 

+27.09   +0.99% 

 The markets remained relatively steady 

last week.  Strong earnings relative to analysts 

estimates were enough to largely negate the 

concerns from higher than expected unemploy-

ment numbers. 

 In this newsletter, I want to review the 

U.S. Department of Justice lawsuit against the 

ratings agency Standard and Poor’s (the same 

company responsible for the S&P 500 index).  

The justice department is alleging that S&P com-

mitted fraud with their ratings of mortgage 

backed securities prior to the housing crash.  

However, in order to better understand the suit, 

now would be a good time to review the role of 

ratings agencies in the financial markets. 

 

What Are Ratings Agencies? 

 The three most common ratings agencies 

are Fitch, Moody’s and Standard and Poor’s.  

Their job is to review corporate and government 

bonds, conduct credit analysis and issue their 

opinions as a rating.  Those ratings come in the 

form of a letter grade like those listed in the chart 

to the right.  Ratings agencies take a variety of 

factors into account when they are determining a 

rating such as:  collateral, the ability of the issuer 

to meet contractual payments, and the provisions 

that are put in place to protect bondholders.  Es-

sentially, they are performing credit analysis to 

determine the risk associated with a given credit 

investment.  A slightly imperfect analogy would 

be to say that ratings agencies are to bond issu-

ers as credit bureaus (Experian, Equifax, 

Transunion) are to consumers. 

 In general, the higher a company’s credit 

rating the lower their interest payments will be, 

for example a stable company like Procter & 

Gamble pays about 2.3% for a bond that ma-

tures in 2022 and has a AA- rating, whereas a 

similar bond from Hewlett Packard has a rating 

of BBB+ and pays a yield of about 4.38%.  The 

additional interest that can be earned should cor-

respond to the added risk of the issuer. 

  

Moody's S & P Fitch 

Aaa AAA AAA 

Aa1 AA+ AA+ 

Aa2 AA AA 

Aa3 AA- AA- 

A1 A+ A+ 

A2 A A 

A3 A- A- 

Aaa BBB+ BBB+ 

Aa4 BBB BBB 

Aa5 BBB- BBB- 

Ba1 BB+ BB+ 

Ba2 BB BB 

Ba3 BB- BB- 

B1 B+ B+ 

B2 B B 

B3 B- B- 

  CCC+   

Caa CCC  CCC 

  CCC-   

Ca CC CC 

Ca C C 

  C1   

    DDD 

    DD 

  D D 

Summary of Bond Ratings 

Investment Grade:  Green 

Non-Investment Grade/Speculative:  Yellow 

Highly Speculative:  Red 
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Conflicts of Interest 

 In theory, ratings agencies make a lot of 

sense.  Uneducated investors can better un-

derstand the risks of a given investment by ex-

amining the ratings of an independent third-

party who has performed a thorough credit 

analysis.  What’s better, the investor receives 

all of this information for free.  But wait, if the 

ratings are free for investors, how do compa-

nies like Moody’s, S&P and Fitch make mon-

ey? 

 As strange as it may seem, ratings 

agencies are paid by the issuers of the credit 

products.  Therefore, if a company wishes to 

issue debt, they will seek out a ratings agency 

and pay them a large sum to assign a rating to 

their bond.  Credit issuers need these ratings 

because of regulations that require banks, 

pension funds, insurance companies, and 

many other organizations to only buy bonds 

with a certain capital rating.  Therefore, if you 

are a business issuing a bond you will want to 

receive the highest rating possible in order to 

pay financing costs and to make your bonds 

widely available to the biggest institutions. 

 

The Lawsuit 

 The Justice Department is currently al-

leging that Standard and Poor’s intentionally 

misled investors by providing AAA ratings to 

mortgage backed securities that it knew were 

of much lower credit quality.  The fact that only 

months after issuing many ratings, S&P was 

forced to downgrade many mortgage backed 

securities several levels to junk status makes a 

strong case in favor of the justice department. 

 Interestingly, S&P is not the only one 

with a conflict of interest in this case.  You may 

recall that last year S&P downgraded United 

States government bonds from a AAA to AA+.  

Moody’s and Fitch have both been accused of 

the exact same behavior as Standard & 

Poor’s, but they have yet to charged by  

the Justice department for any wrongdoing. 

 The current ratings system is largely 

acknowledged to be deeply flawed.  Investor War-

ren Buffet spoke about the ratings agencies in 

front of a government panel back in 2010 and ad-

dressed the imperfect model saying, “I am not ar-

guing that this is the perfect model; I am just say-

ing it is difficult to think of an alternative where the 

users pay — I am not going to pay.” It is important 

to note that Warren Buffet’s company Berkshire 

Hathaway is the largest owner of Moody’s. 

Conclusion 

 It will be interesting to see if this case 

brings more attention to the structure of ratings 

agencies.  The best protection that investors can 

take against flawed ratings is to perform their own 

due diligence.  In fact, Standard and Poor’s site 

best describes how investors should use their ser-

vice, “A rating may be used as an indication of 

credit quality, but investors should consider a vari-

ety of factors, including their own analysis.” 

 

 

MHP stock price (McGraw-Hill Companies is the 

parent company of Standard & Poor’s) 
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RISK SCORE 1 2 3 4 5 6 7 8 9 10 

Debt 66 54 48 40 33 27 19 15 8 8 

Short Term 28 21 19 16 14 10 7 5 3 3 

intermediate term 20 21 20 15 13 11 7 5 3 3 

long term 9 7 7 7 4 4 4 4 2 2 

floating 9 5 2 2 2 2 1 1 0 0 

           

Equities 18 27 33 41 47 51 59 64 71 71 

small cap 3 4 8 8 13 14 17 21 27 32 

mid cap 3 5 9 14 14 17 23 24 26 28 

large cap 12 18 16 19 20 20 19 19 18 11 

           

Other 16 19 19 19 20 22 22 21 21 21 

Reits 8 10 10 10 10 11 11 10 9 8 

Commodities 5 6 6 6 7 8 8 8 9 10 

currency 3 3 3 3 3 3 3 3 3 3 

           

total 100 100 100 100 100 100 100 100 100 100 

Strategic Allocation 

Conservative Aggressive 

The Strategic allocation represents what should be the long term average of a portfolio.  That is, the average allocation of the 

portfolio should adhere to these risk allocations.  Different asset classes will outperform during different market conditions.  

This allocation will change slowly as new information comes to light that will affect the long term performance of certain asset 

classes.  We expect that portfolios that are more aggressive will outperform conservative portfolios over a longer period of 

time, but will experience a greater amount of volatility.   
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Overweight short term debt, particularly for more conservative clients.  This sector should reduce interest rate risk as well as mar-

ket risk in the portfolio. 

 

Neutral intermediate term debt, we prefer higher quality corporate bonds to replace treasury exposure. 

 

 Underweight Long Term Debt, we are watching this sector closely as the large interest rate swings create opportunities for more 

aggressive investors as well as hedgers.  However, we do not recommend a buy and hold strategy with this asset class.  

 

Overweight on floating rate debt,  we are expecting slow and steady appreciation on floating rate notes. 

 

Neutral Small Capitalization Stocks, we are recommending a neutral holding of smaller companies with strong balance sheets 

and little need for short term debt financing. 

 

Neutral Mid-Cap Stocks, we apply the same logic to this asset class as to small cap stocks.  

 

Neutral Large Cap Stocks,  We are looking for companies with strong fundamentals, reasonable valuations and steady dividends 

in this sector . 

 

Neutral REITs, we will look to add to our position in REITs during periods of deflation. 

 

Overweight Commodities, we recommend an overweight holding in commodities to reduce the impacts of pending inflation. 

 

Currency -  We are underweight the Euro.  We continue to recommend protecting any exposure to the yen. 


