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I. INTRODUCTION

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(a) of the Regulation, CESR shall issue guidelines by 7 September 2010
on the enforcement practices and activities to be conducted by competent authorities under the
Regulation.

This document deals with the guidelines CESR is required to produce, in accordance with the
above-mentioned Article.

CESR consulted publicly on this Guidance between 17 May 2010 and 18 June 2010 to seek
comments from the industry. Non-confidential responses to this consultation have been pub-
lished on the CESR website (http://www.cesr-eu.org/index.php?page=responses&id=166). Hav-
ing considered all feedback, CESR is publishing its final Guidance.

II. GUIDANCE ON ENFORCEMENT PRACTICES

1. General remarks

5.

10.

This Guidance sets out the typical information and data that competent authorities would ex-
pect to receive as part of their ongoing supervision of CRAs. It also outlines the level of interac-
tion competent authorities expect to have with CRAs in the form of regular and ad-hoc meet-
ings.

The CRA 1is 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 conduct of ongoing supervisory activities, 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, onsite inspections or investigations where com-
petent authorities deem necessary. Competent authorities may conduct onsite inspections or in-
vestigations themselves, or through third parties (like audit companies) provided that it is in
conformity with national laws.

In the case of specific investigations and as allowed under Article 23.3 of the Regulation, compe-
tent authorities are able to use their powers in relation to CRAs as well as any persons involved
in credit rating activities, the rated entities, related third parties, or any other persons other-
wise related or connected to CRAs or credit rating activities.

Requests for information may be made in a written format as well as verbally at any time.
The information submitted to the competent authorities will be used by competent authorities

only to discharge their supervisory and cooperation responsibilities as defined in the Regulation
and shall remain confidential.

1 http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=0J:1:2009:302:0001:0031: EN:PDF
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11.

It is important to note that this Guidance may be altered to reflect the possible change in su-
pervisory responsibility to the European Securities and Markets Authority (ESMA).

2. Scope of the guidance

12.

13.

14.

Article 21.3 (a) states that Guidance shall be issued on the enforcement practices and activities
to be conducted by competent authorities under the Regulation. Whilst the term enforcement
could be interpreted solely as the investigation measures that competent authorities could take
in case of a potential breach by the supervised CRA or failure to comply with the requirements
of the Regulation, it has a broader meaning under the terms of the Regulation. Enforcement
does not only cover investigatory activities but also any practices and activities that supervisors
may undertake to monitor CRAs on an ongoing basis. Where the ongoing monitoring discovers
potential breaches of the Regulation, further investigation will be required, the scope of which
will depend on the specific nature of the potential breach.

Guidelines on enforcement practices following potential breaches will however not be made pub-
licly available.

This Guidance does not aim to cover the level of information and interaction expected as part of
the registration process. It will not cover either the supervisory measures or sanctions which
can be exercised by competent authorities under article 24 and 25 of the Regulation. These will
be dealt within a separate Guidance which will not be publicly available.

3. Enforcement practices as part of ongoing supervision

15.

16.

17.

18.

19.

20.

Competent authorities will typically require CRAs to provide a set of standard information and
data as part of ongoing supervision. This may include details on rating activity over the past pe-
riod, methodology changes but also board minutes as well as any changes to the organisation.

Some information will be required on a regular basis as part of the competent authorities’ ongo-
ing supervisory obligations. Some other information will be required on an ad-hoc basis if sig-
nificant issues arise or in the case of any potential breach of the Regulation.

The typical set of information competent authorities may request on an ongoing basis is out-
lined in Appendix I.

It is expected that operational data will be requested on a monthly or quarterly basis and cover
ratings updates (including withdrawals), new issuances, outcome of methodologies reviews, in-
ternal control reviews, financial data and information on staff turnover. Data on changes of lo-
cation of lead analysts and outsourcing arrangements will also be required. Competent authori-
ties will review how the CRA determines, discloses and maintains its location of issuance for
each rating.

It is expected that compliance data will be requested on a six monthly basis. These requests
may include updated work plan, identification and mitigation of potential and actual conflicts of
interests or breaches of the EU Regulation, compliance reports as well as any internal audit or
risk reports produced by the CRA. Board minutes may also be requested where relevant.

In addition to the information set out herein, the CRA should notify the competent authority of
any material change to the documentation submitted as part of the registration process. A ma-
terial change is any change that may affect the substance of the information submitted in the
application for registration. In any event all changes that may affect compliance with the re-
quirements of the Regulation are material. Data and information on material changes shall be
provided to competent authorities immediately.
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21.

22.

Although competent authorities may consider the scale and complexity of a CRA business in the
conduct of their supervisory activities, the level of information required within this section will
be prescriptive as it forms the basis of ongoing supervision. Each CRA can expect to be advised
by supervisors of the necessary level of information it is expected to provide. CESR will seek to
ensure that CRAs are treated in a consistent manner across colleges and through direct interac-
tion with competent authorities as necessary.

Competent authorities retain the ability to request further information as part of their ongoing
supervisory activities, as permitted under Article 23 of the Regulation.

4. Interaction between competent authorities and CRAs

23.

24.

25.

26.

Whilst the home competent authority remains the primary contact for CRAs, other competent
authorities also expect to have a certain level of interaction with them as part of their supervi-
sory obligations. A number of meetings may be organised by competent authorities in line with
the work plan agreed by the college. These meetings will take place on a regular and ad-hoc ba-
sis with key staff in the relevant business units to give competent authorities a good under-
standing of how firms operate and an opportunity to investigate any specific areas that may
present risks to the objectives of the Regulation.

On-site visits could involve any of the following:

a. filling gaps in the information competent authorities already hold, including regular sub-
missions they received, previous assessments, reviews of specific areas and other informa-
tion supplied by CRAs;

b. following up issues that have been identified from previous work or information; and

c¢. undertaking some limited work to verify their views about certain aspects of the CRAs
operational structure.

These regular visits could typically involve meetings with key individuals working for the CRA,
including non-executive directors. The number of individuals that competent authorities would
expect to see, and the time required overall for the on-site visits, will vary depending on the size
and scope of the CRAs business as well as on the issues competent authorities may have identi-
fied in their preliminary work. However, examples and frequency of meetings that competent
authorities may expect to have with CRAs at a subsidiary level but also at a global level, where
feasible, are set out in Appendix I and include:

Annual meeting with the Chairman of the administrative/supervisory board;

a.
b. Annual meeting with the independent directors of the administrative/supervisory board;

g

Six monthly meeting with the Senior Management (including Head of legal entity);
d. Quarterly? meeting with the Credit Risk Officer; and
e. Quarterly? meeting with the Compliance Chief Officer.

The number and frequency of meetings should be proportionate to the size and structure of a
CRA, whether it is part of a Group, as well as on other individual circumstances. For example it
may only be necessary to meet with the Credit Risk Officer and Chief Compliance Officer twice
a year in the case of small CRAs operating at local level, not belonging to a Group and not en-
dorsing credit ratings issued in a third country.

2 For small CRAs operating at local level, not belonging to a Group and not endorsing ratings issued in a third country
supervisors are likely to only require this meeting twice a year.
3 See footnote 2 above.



()

*

D
¥

go

| i
LV

-

K K

217.

28.

29.

30.

31.

CRAs can expect to be given an advanced schedule of meetings that will highlight the key indi-
viduals that competent authorities will require to meet as well as a written agenda (nearer the
time of the meeting) of the matters that competent authorities would like to discuss.

Whilst meetings with the compliance officer, senior management and board members will be
arranged and led by the home competent authority, members of the college may attend where
necessary and feasible. To the extent possible, meetings with the other members of staff should
be organised by competent authorities within the college in a coordinated manner and based on
the work plan. Members of the college should be informed of the outcome of such meetings at
the next college meeting or, where necessary, in a timely manner.

As allowed by the Regulation, related third parties may be approached in the case of specific
investigations.

Competent authorities retain the ability to request further meetings with any member of the
board, senior management or other member of staff, as part of their ongoing supervisory obliga-

tions or to deal with specific issues in the identified risk areas.

CESR will ensure consistency of approach across colleges and CRAs.
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Appendix I

Information requests and Interaction with CRAs

Collection of Periodic Information
and ad-hoc Request

Supervisory Interaction#

This part of the guidance sets out the standard
information and data regulators may require from
CRAs as part of their ongoing supervision.

This part of the guidance sets out the typical
expected interaction between regulators and the
supervised CRAs. This may include details on the
form, content and frequency of the meetings.

The set of information required by regulators is
expected to include:

Regulators should consider setting up regular as
well as ad-hoc meetings with key staff on an
individual basis, typically including:

Operational data (quarterly unless indicated
otherwise), including:

- monthly ratings data (lists of new issues,
rating transitions and reviews, withdrawals;
number of issuers/transactions rated/monitored
and broken down by type of credit rating).
Credit rating agencies will have to comply with
this requirement from the reporting period of
April 20115, For previous reporting periods,
including March 2011, ratings data can be
provided in summarized form as defined by the
competent national authority®.

- outcomes of methodology reviews including
information on any backtesting performed in
the period, the details of any key findings as
well as actions taken by the CRA as a result.
This information should be provided in a
summarized form.

financial revenues and costs (including
revenues generated by each type of credit
ratings). These should be provided on an
individual as well as consolidated and Group of
CRAs basis, where applicable.

staff turnover, vacancy levels & key
promotions (such as to the role of committee
Chair, senior management or Person approving
ratings), broken down by type of credit rating
and seniority of analysts.

e Annual meeting with the Chairman of the
administrative/supervisory board.

e Annual meeting with the independent direc-
tors of the administrative/supervisory board.

e Six monthly meeting with Senior Manage-
ment (including Head of legal entity) on
strategy and business plan.

e Quarterly meeting” with the Credit Risk Of-
ficer.

e Quarterly meeting8 with the Compliance
Chief Officer.

e Ad-Hoc meetings with the other representa-
tives of the administrative/supervisory
board, Head of Internal Audit and Head of
Technology/IT.

e Ad-Hoc meetings to deal with specific issues
in identified risk areas with any member of
staff.

7 See footnote 2 above.

8 See footnote 2 above.

4 As allowed by the Regulation, related third parties may be approached in the case of specific investigations. Furthermore,
the number and frequency of meetings should be proportionate to the size and structure of a CRA, whether it is part of a
Group, as well as on individual circumstances.
5 The standards of these ratings data will be defined by CESR shortly.

6 This requirement should not be deemed as a preclusion of the power of the competent national authority to require further
ratings data in accordance with Article 23(3) of the Regulation.
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- Information on the initiation of any internal
review being performed or intended to be
performed on rating models and rating process
(monthly).

- data on changes of location of lead analysts
(ad-hoc i.e. when changes occur).

- changes to outsourcing arrangements (ad-hoc
i.e. when changes occur and where relevant).

e Compliance data (semi-annually), including:
- updated work plan

- compliance/internal audit/risk/internal
review reports

- potential and actual breaches of the EU
Regulation that have been identified
and measures taken as a mitigant®

- new potential and actual conflicts of in-
terests identified and measures taken
as a mitigant

- board minutes (where relevant)

e Data on material changes to the application
since registration (ad-hoc).

9 Material breaches to the EU Regulation must be reported to competent authorities immediately.




