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[bookmark: _Toc280628648]Responding to this paper 
The European Securities and Markets Authority (ESMA) invites responses to the specific questions listed in the Consultation Paper on Guidelines on validation and review of Credit Rating Agencies’ methodologies (GCRA), published on the ESMA website.

Instructions
Please note that, in order to facilitate the analysis of the responses, you are requested to use this file to send your response to ESMA so as to allow us to process it properly. Therefore, ESMA will only be able to consider responses which follow the instructions described below:
· use this form and send your responses in Word format (pdf documents will not be considered except for annexes);
· do not remove the tags of type <ESMA_QUESTION_CP_GCRA_1> - i.e. the response to one question has to be framed by the 2 tags corresponding to the question; and
· if you do not have a response to a question, do not delete it and leave the text “TYPE YOUR TEXT HERE” between the tags.
Responses are most helpful:
· if they respond to the question stated;
· contain a clear rationale, including on any related costs and benefits; and
· describe any alternatives that ESMA should consider

Naming protocol
In order to facilitate the handling of stakeholders’ responses, please save your document using the following format:
ESMA_CP_GCRA_NAMEOFCOMPANY_NAMEOFDOCUMENT.
E.g. if the respondent were XXXX, the name of the reply form would be:
ESMA_CP_GCRA_XXXX_REPLYFORM or 
ESMA_CP_GCRA_XXXX_ANNEX1

Deadline
Responses must reach us by 22 August 2016.
All contributions should be submitted online at www.esma.europa.eu under the heading ‘Your input/Consultations’. 
[bookmark: _Toc335141334]

Publication of responses
All contributions received will be published following the end of the consultation period, unless otherwise requested. Please clearly indicate by ticking the appropriate checkbox in the website submission form if you do not wish your contribution to be publicly disclosed. A standard confidentiality statement in an email message will not be treated as a request for non-disclosure. Note also that a confidential response may be requested from us in accordance with ESMA’s rules on access to documents. We may consult you if we receive such a request. Any decision we make is reviewable by ESMA’s Board of Appeal and the European Ombudsman.
[bookmark: _Toc335141335]
Data protection
Information on data protection can be found at www.esma.europa.eu under the headings ‘Legal notice’ and ‘Data protection’.



Introduction
Please make your introductory comments below, if any:

<ESMA_COMMENT_CP_GCRA_1>
S&P Global Ratings appreciates the opportunity to respond to the Consultation Paper on Guidelines on the validation and review of Credit Rating Agencies’ methodologies published by the European Securities and Market Authority (“ESMA”) on 13 July 2016 (the “Consultation Paper” and the “Proposed Guidelines”). We understand that that this submission may be used by ESMA, along with submissions by other credit rating agencies (“CRAs”) and market participants, in the drafting of the Guidelines on the validation and review of Credit Rating Agencies’ methodologies.
We appreciate ESMA’s review of comments submitted in response to the preceding Discussion Paper on the validation and review of Credit Rating Agencies’ methodologies, published on 17 November 2015 (the “Discussion Paper”). In particular, the recognition that there was the potential for overreliance on one particular measure, and on quantitative measures more broadly; the flexibility for CRAs to select quantitative and qualitative measures that best suit a given situation; and the confirmation that it is not the intention of the Guidelines to change the nature of credit ratings as defined by each CRA.
S&P Global Ratings appreciates ESMA providing greater clarity as to proposed requirements in relation to validation and review of credit rating methodologies allowing S&P Global Ratings to prepare practices for when the Guidelines become effective.
Even though the credit ratings of S&P Global Ratings’ are not predictive in nature and, consequently, some aspects of the Proposed Guidelines will not apply directly, S&P Global Ratings is adapting its practices with a view to demonstrating the principles underlying discriminatory power, predictive power, and historical robustness, as described in the Consultation Paper. Such principles, or their descriptive analogies, can be applied to our credit ratings, which are descriptive and prescriptive but not predictive, in nature. S&P Global Ratings appreciates the flexible scope provided by the Proposed Guidelines that will accommodate our credit ratings.
< ESMA_COMMENT_CP_GCRA_1>

Q1: 

Has ESMA captured all related costs and benefits in its analysis under Annex II?
<ESMA_QUESTION_CP_GCRA_1>
Whilst we recognise that the Proposed Guidelines may add a degree of standardisation to the validation tests used by CRAs, we do not concur with ESMA’s assessment in Annex II of the Consultation Paper that “the Proposed Guidelines will not burden the CRAs with any additional cost, as they do not set forth any additional requirement for them”. ESMA does however recognise that “some CRAs may need to establish additional quantitative measures in order to meet the requirements of the Proposed Guidelines”.
S&P Global Ratings will incur both initial set-up costs and additional ongoing validation / review costs in connection with the Proposed Guidelines, if enacted as currently drafted. The initial cost will be incurred in researching, developing, testing and finalising new metrics. There will also be work associated with documenting the new processes as well as establishing protocols where testing fails to meet required parameters. The ongoing validation costs will then be supplemented by the cost of additional resources required to apply the new processes and protocols. 
We estimate that the initial additional cost imposed by the Proposed Guidelines will be up to €100,000. This is based on current relevant rates for appropriately experienced consultancy firms. 
We will also require resources from the existing Criteria Validation team amounting to approximately 15% of their total man-hours over a 3 month period. Although this is a sunk cost, it does require a re-tasking of resources that would otherwise have been deployed elsewhere. 
Based on current levels and assuming that we undertake 450 periodic reviews and 60 new or revised methodology projects per year, we estimate that we will require, on average, an additional 3 hours of work per periodic review and an additional 4 hours of work per new or revised methodology. This translates into hiring one additional senior staff member, or an incremental requirement in resources of around 15%, within the Criteria Validation team, for an approximate total annual cost of around €275,000.
<ESMA_QUESTION_CP_GCRA_1>

Do you agree that it is appropriate to set out certain measures as ones that ESMA “typically expects”? If not, please explain why.
<ESMA_QUESTION_CP_GCRA_2>
Given the different types of credit ratings and credit ratings methodologies used by S&P Global Ratings, we do not believe it is possible to meaningfully apply or interpret a pre-defined collection of measures in all situations. We understand ESMA’s term “typically expects” will allow for variety in the measures used in order to reflect the circumstances, a situation that we expect will occur regularly, and we appreciate that this flexibility has been clarified in the Proposed Guidelines.
In our view, exceptions are likely to be used since there can be differences between sectors or asset classes. Further, some methodologies are cross-sector and some address components of the credit ratings analysis but do not provide a complete methodology for any credit rating when considered in isolation (e.g., group rating methodology). 
Whilst we understand that ESMA does not specifically distinguish in the Proposed Guidelines between the terms validation and review, we note that the validation of new or materially changed methodologies would not require the same kind of validation testing as the periodic review of in-use methodologies. 
Expecting the same approach to validation testing for new or materially changed methodologies as for in-use methodologies would not be realistic in our view given the typical lack of performance data for new or materially changed methodologies.
We therefore suggest that ESMA consider proportionality – by reference in the preamble or in ongoing supervision – so that CRAs could document instances of where they consider that they cannot apply, or be expected to apply, certain quantitative tests that ESMA typically expects CRAs to apply in their validation. 
<ESMA_QUESTION_CP_GCRA_2>

Where a CRA diverges from measures ESMA typically expects to be used, do you agree that it should document its rationale and explain how it meets the regulatory requirements? If not, please explain why.
<ESMA_QUESTION_CP_GCRA_3>
Yes. For the periodic review of a methodology, when a CRA uses measures for the purposes of compliance with Articles 8(3) and 8(5) of the EU CRA Regulation, which differ from what ESMA typically expects, we consider it appropriate for the CRA to document its rationale and how it believes the measure meets the regulatory requirements. If the measures used by the CRA are complementary measures, we do not consider it necessary for the CRA to document the rationale in every single instance where the metric is used, which could involve many instances. For complementary measures, it should suffice for a CRA to document its reasons for using each measure only once.
<ESMA_QUESTION_CP_GCRA_3>

Do you agree that where a CRA does not use the CAP curve, the ROC curve should be added as an alternative measure that ESMA should typically expect? If not, please explain why.
<ESMA_QUESTION_CP_GCRA_4>
Yes. In our view, it is reasonable that either the CAP curve with its summary statistic AR (or the mathematically equivalent Gini) or the ROC curve with its summary statistic AUC (Area Under Curve) should be typically used by a CRA. The CAP and ROC curves provide, from different perspectives, a visualisation of discriminatory power and their summary statistics are more meaningful than other performance indices. We do note though that the summary statistics AR (or Gini) and AUC are linearly related to each other so only one of these summary statistics would actually be needed.
<ESMA_QUESTION_CP_GCRA_4>

Do you agree that ESMA should include a reference to qualitative measures under potential complementary measures? If not, please explain why.
<ESMA_QUESTION_CP_GCRA_5>
Yes. Qualitative measures should be included as potential complementary measures as we believe that qualitative measures are often appropriate, either instead of or in addition to quantitative measures as lack of data or some statistical pitfalls of quantitative measurements can be compensated by qualitative assessments.
We also strongly recommend that ESMA makes it clear that the classification of qualitative measures as complementary measures rather than typically expected measures does not mean that qualitative measures are of lesser importance than quantitative measures. We believe qualitative measures can often have equal or greater relevance than quantitative metrics, depending on the situation. Since qualitative measures are typically situation-specific and require expert judgment in order to interpret them in a meaningful way, we do not believe it would be necessary for ESMA to prescribe specific qualitative measures.
<ESMA_QUESTION_CP_GCRA_5>

Do you agree that the Population / System Stability Index is more appropriate as a complementary measure? If not, please explain why.
<ESMA_QUESTION_CP_GCRA_6>
Yes, we consider it appropriate that the Population Stability Index (PSI) and System Stability Index (SSI) be classified as a complementary measure rather than a typically expected measure of historical robustness, where transition matrices are used as typically expected measures. 
The PSI/SSI usefully provides an indication of a population / system shift as opposed to a reason for the shift. This means that the PSI/SSI provides value to the review process by suggesting further review activity in the case of an unfavorable PSI/SSI.
We consider the PSI/SSI to be an appropriate measure for many, though not all, rating methodologies. For example, in our experience, the use of the PSI/SSI measure is particularly problematic (as with most quantitative measures) when applied to small credit ratings populations.
<ESMA_QUESTION_CP_GCRA_6>

Do you agree that where a CRA chooses to use data enhancement techniques it should be subject to verifying data quality and safeguarding the characteristics of the rated population, including its default rate? If not, please explain why.
<ESMA_QUESTION_CP_GCRA_7>
[bookmark: _GoBack]Yes. Data quality procedures should be considered when using external or hypothetical transactions. 
In addition, we note that we believe the usefulness of hypothetical transactions is somewhat limited when validating the performance of a methodology given that the creation of such transactions typically requires that significant assumptions need to be made.  Also, using third-party data may introduce inaccuracies that are either inherent or not identified given the likely differences of the third-party data with expected usage of the CRA’s methodology. Such differences may not be mitigated through any potential data transformations. This, in turn, substantially reduces the usefulness of third-party data or, at best, introduces significant challenges in verifying data quality.
<ESMA_QUESTION_CP_GCRA_7>

Do you agree that a CRA needs to adopt a consistent approach in setting thresholds for both qualitative and quantitative validation techniques? If not, please explain why.
<ESMA_QUESTION_CP_GCRA_8>
No. A consistent approach in setting thresholds for both qualitative and quantitative validation techniques is not likely given the expected differences in the approaches for the corresponding validation procedures. Indeed, we believe such an approach would be unhelpful. Different processes based on different specific quantitative techniques or the heuristic qualitative procedures (suggested by the lack of data) will lead to different ways of determining acceptable thresholds for the corresponding procedures.
<ESMA_QUESTION_CP_GCRA_8>
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