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P I M C O  
84R Newport Center IS~*ivc 
Ncwport Ecach, CA 92hbU 
Te1: 91Y .720.60(30 
P a :  949.720.1376 

March 12, 2007 

Nancy M. Monis 
Secretary 
Sec~uitiesand Excha~igeCcsmnlission 
1UO F Street, NE 
Washington, DC 20549-1090 

Ref: File N~miber57-04-07 

D e n  Ms. Morris: 

We writc to coniinei~ton Proposed Rule 17g-6 imp1ementing cwtain provisions of 
the Credit Kating Agency Reform Act O F  2006 (the "Act'? concerning prohibited 
unfair, coercive, or abusive practices. 

Wc agree with the Conlnlission's preliminary determination that it is unfair, 
coercive, or abusive for a NRSRO to issue or tI~eatento issue a lower credit rating, 
lowcr or threaten to lower w existing credit rating, refuse to issue a credit rating, or 
to witlid]-awa credit rating with respect to a structured finance product unlcss a 
portion of the assets underlying the structured product also are rated by the NRSRO. 
Prohibiting such pl-acticeswill increase competitioil within the crcdit ratings market. 
Tnvestors in structured finance products will also benefit from incrcascd choice 
anon%investment uppol-ti1iiities. 

We understand that Proposed Rule 17g-6 is intended to further Congress' god of 
fostering acco~mtal~ility,transparency, and competition. in the credit rating agency 
industry by banning all forms of the practice corn~~lonlyknown as "notchii~g"within 
the structured fnance i~idusby.We h l ly  s~lpportthi.s objective. 

It is imperative, however, to recognize that there are two distinct cornponcnts to the 
practice of "notching". As a condition of rating the portfolin oFm investmcnt 
vehicle (such a s  a collaleraIized debt obligation (CDO) or Struct~lredXnvestmcnt 
Vehiclc (SIV)), rating agencies that eiigage in notching require that they rate a 
~ninirnumpercentage of the securities in the portiblio (typically, 80% or more of the 
portfolio and in certain cases 100%). Wlle~irating thc portfolio of an invcstmelli 
vehicle, these same rating agencies also insist on arbitrarily reducing or 'botching" 
thc ratiilgs assigned to that portion o f  the sec~uiiiesin the portfolio nol rated by them 
by as much as three to four "notches" or I-atingcategories (for example, reduciilg an 
investment grade "BBR" rating on a security to ''BS" or below investment grads). 
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Tlis two-pl-ongedpractice sevcrely restricts the competition for ratings on sccu~rities 
that CCDOs, SlVs, mon.eymarltet mutual h11ds or otllel-illvestment velicles typically 
buy. There is a significant expense to an investment vehicle whcn a rating by one 
rating agency un one or more of the securities in its portfolio is reduced or "notched" 
by mi l le r  rating agency. Conscq~~ently,CDOs, SIVs, money market 111utua.Ifunds 
and other investment vehicles gcnel-allywill buy securities olily if they al-erated by 
the rating agencies that ellgage in notching. Issuers o f  securities typically bought by 
the i~ivcstmcntvehicles are tl~uscompelled to purchase ratings only fiom the 
agencies that engage in notching. 

Whilc we believe that the prohibition set out in paragraph (a)(4) of Proposed Rule 
17g-6 is mean1 lo prohibit both components o f  notcling, we underst,md Ihat certain 
rating agencies are arguing that the exception set out in pal-agraph(3,)(4) OF Proposed 
Rule 17g-6 can be construed only to limit the fil-stcomponent of "notching" without 
limiting the sccond. Under thc exception, a NRSRO may reruse to issue a credit 
rating lo, or withdraw a credit rating of, a struchmed product if the NRSKO has rated 
less tha1 85% of thc market value of the assets undfirlying the structured product. 
The rcquired minimum pel-centagethat a NRSRO may demand to rate is thus capped 
at 85's.There is, howevcr, no express prohibition on arbilrarily reducing ratings 
assigned by other agencies or, through soine othcr indirect means, crkclively 
requiring that more than85% of the underlying securities be rated by the NRSRO. 
If NRSROs can constnla the proposed exception to pcrmil tlmn to continue to 
asbitraily reduce other agencies' ratings, or tu dlow theill t l~oughother indirect 
mems to force bond issuers to buy their ratings, Proposed Rule 17g-6 will have 
minimal, if any, affect on abusive credit ratings practices within the struct~lred 
finance markct. We therefore urge Ihe Commission to modify thc proposed rule 
expressly to prohibit NRSRSOs from arbitrarily reclucing or 'botching" other 
agcncies' ratings, and froill using any othcr direct or indirect means to requirc t h a ~  
more thm the maximum tlwcshold of an investment vchiclcs' portl'olio be rated by 
them. 

While we support the pxohibition of "notclling" praclices contemplated under the 
Proposed Rule 17g-6, we are concerned by the pr~posedexception to the prohibitio~~. 
set out in paragraph (a)(4) of Proposed RuIe 17g-6, Under the exception, a NRSRO 
may rehse to issue a credit rating to, or withdraw a <reditrating of, a shuctured 
product if the NRSRO has rated less than 85% of Ihe market value or  the assets 
~mdel-lyingthe stmclured product. We believe thc tlueshold providcd mder Ilia 
exception needs to be lowel-ed in order foi-abusive practices within tlie credit ratings 
marlcet to be effectively constrained. 

Our concerns with the proposed exception are two-fold: 

First, the proposed exception inlposes a continuedbarrier to entry inco~~sistentwith 
the Act. The 85% threshold allows the la-get crcdil agencies to continue to 
suppress competition by compelling structured filialice products to buy securities 
that carry their ratings; otherwise they may not be able to obtain a rating. Congress 
denlanded an cnd to such abusivepractices, recognizing that increased conlpetition 
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within thc credit ratings ma-ket leads to increased rcsponsivencss u f  the rating 
agencies lo the needs of fillancia1 market parricipants, a id  to grcaler accuracy aid 
cornpi-ehensiveness of available information. 

Sccond, there is no analytic j~lstification for thc proposed 85% threshold. A rating 
agency should not be able to in~pose an arbit]-ary requirement that stnlctured finaice 
securities pul-chased by asset pools or as part o r  any assct- or mortgage-hacked 
securities transaction bcai- that agency's rating. That is unfair to the ma-let. 

The proposed exccpticsn means that cl-edit ratings will continue to drive asset 
selection, rather than simply assess credit quality, causing marl<et participants to 
miss out on investment opport~mitics. Market participants benciit f ~ o m  real choice 
anlong credit rating agencies. We therefore urge you to modify thc exception to the 
prohibition set out in Proposed Rule 1.7g-6 by reducing 111e 85% thresl~old to no 
higher than 66% to allow the in~reascd con~petition that Congress demanded. 

We would be happy to discuss out commc~~ls with you in greater detail at your 
convenience. 


