MEMORANDUM

TO: File No. 4-610
FROM: Alicia F. Goldin
Division of Trading and Markets
DATE: May 17, 2011
RE: Meeting with Representatives of Moody’s Corporation (Moody’s) Regarding

Municipal Securities

On April 12, 2011, representatives of Moody’s (Tom Keller, Managing Director, Global
Public Finance; Robert Kurtter, Managing Director, U.S. Public Finance; Janet Holmes, Vice
President-Senior Regulatory Officer (Americas); Kathyanne Cohen, Vice President, Regulatory
Affairs (Americas); and David Martin, Partner, Covington & Burling LLP) met with
Commissioner Elisse B. Walter; Cyndi Rodriguez from the Office of Commissioner Walter;
Martha Haines, John McWilliams, Randall Roy and Alicia Goldin from the Division of Trading
and Markets; and Michael Popper from the Division of Corporation Finance, to discuss issues
related to the municipal securities market. The participants discussed, among other things: rating
methodologies, policies and practices; the impact of bond insurance on credit ratings; conflicts of
interest; and the MSRB’s initiative to provide real-time municipal securities ratings information
available to the public through EMMA. Moody’s provided the attached presentation.
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1. Role of Credit Ratings in Capital Markets
Municipal Bond Market
Rating Practices & Protocols

Management of Potential Conflicts of Interest
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Use of Ratings in Regulation
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Role of credit ratings in capital markets

1. Over time, credit ratings have developed important attributes
» |nsight and robust analysis
» Symbols that succinctly communicate opinions
= Broad coverage across markets and industries, enabling comparability
= Public availability of opinions

2. These attributes have made credit ratings a spoken and understood
language of credit
» A point of reference easily understood by market professionals
» Promote dialogue and debate
= Market commentary that helps flow of relevant information

» Improve understanding of credit risk, which promotes market integrity and
efficiency

= A supplement, not a substitute for, market participants’ own credit analysis
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Role of credit ratings in capital markets (cont’d)

3. What credit ratings are:
= Opinions about the future
= All Moody'’s credit ratings are probabilistic opinions

s l'he_ relative likelihood of an issuer to meet its obligation over the medium term
orizon

»  Supported by insightful and robust analysis, based on an assessment of the
information gathered

= |n light of the agency's experience in rating other securities and issuers

4. What credit ratings are not:
» Statements of absolute fact
» Guarantee of securities performance
» Recommendation to buy, sell or hold a security
» Price indicators
» Liquidity indicators

Mooby’s
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There is unprecedented financial stress across sectors

» Municipal market is broad and has a varying risk profile

= Recession is over, but economic recovery is tepid

» State and local governments are lagging in recovery

» End of federal stimulus will make 2011 an even more stressful year for state and local governments
= Moody's has had negative sector outlooks on state and local governments for 3 years

= Downgrades have outpaced upgrades for 8 consecutive quarters

Rating Downgrades-to-Upgrades, by Number of Issuers
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2011 U.S. states outlook

= Negative outlook for states: third consecutive year
= States face a revenue and spending problem, not a debt problem
= States will not be able to grow their way out of budget gaps

= Low revenue + fragile recovery = challenges

- State reserves are half of pre-recession levels
»  States face difficult choices
= Pensions are a growing but still relatively small burden for states

= Downgrades likely to outpace upgrades, but no state defaults
expected

» Yet still have inherent credit strengths
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2011 U.S. local governments outlook

Toughest year yet for local governments since the Great Depression
— Local governments expected to underperform states

= States can transfer certain costs to their cities

» Recession hitting property taxes now

» Revenue will vary with tax and assessment practices
= Fewer options remain

= Other risks loom

= Yet, like states, local governments still have strengths/options
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What are we watching? What could change?

» States: Revenues remain weak, but most will manage via spending cuts, use of reserves
— Risks:

Expiration of federal stimulus funds in June 2011 creates large gaps

4

4

Entitlement spending for pension, OPEBs, Medicaid continues to grow
» Economic recovery is fragile
Material shift in market confidence

Y

» Local Governments: Small, weaker issuers will be most stressed, some distressed
— Risks:
» Further state aid cuts

» Some have exposure to enterprise risk with outsized debt levels
» Exposure to financial institutions, liquidity and credit facilities expiring
» Breakdown in political process that results in failure to pay debt, bankruptcy filing

Mooby’s 10
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Moody’s views are based on certain assumptions,
including:
» State and local governments will:

= honor their contractual obligations to make bond payments because of
strong incentives to do so

= be able to continue accessing financial markets on roughly the same terms
currently available

= continue to have sufficient budget flexibility to meet the contractual
obligations associated with their bonds (e.g., cutting costs and/or increasing
revenues)

= Bankruptcy laws will not change

= The economic recovery will not be derailed by, e.g., an oil price shock

Mooby’s 11
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Ratings Distribution

Municipal vs. Global Corporate Ratings
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Moody’s rated defaults expected to increase in 2011

» Historically, very few rated municipal bonds have defaulted
= From 1970 to 2010, 55 Moody’s rated municipal issuers defaulted
» Nearly 80% were in non-profit hospital or housing project sectors

» In 2011, however, rated defaults expected to increase
= Could be 2-3x 2008 levels
» But not expecting any states to default
= Consistent with defaults implied by our rating distribution
» Depends on willingness to make tough choices
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Defaults are higher among unrated bonds

Recent US Municipal Defaults

2008 2009 2010
Rated by Moody's 5 1 1
Unrated and Rated by Moody's 167 207 82
Rated by Moody's S 3678 S 24 S 25
Unrated and Rated by Moody's S 8,518 S 7,330 S 2,713

Source: Moody's and Income Securities Advisor, Inc.
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Moody’s Five Part Rating Process:

Each credit rating -- whether a municipal rating or a corporate rating -- reflects the
opinion of a rating committee

1. Gathering Information
» Assigned analyst begins credit analysis process by assembling relevant information.
2. Credit Analysis

» Assigned analyst analyzes the issuer or obligation based on Moody’s published methodology and
formulates his or her view for the rating committee to consider.

3. Rating Committee

=  Critical mechanism in promoting the quality, consistency, independence and integrity of the Moody’s
rating process. -

= Rating committee includes assigned analyst. Composition of remainder of committee depends on the
industries or sectors that are relevant to the credit rating being assigned.

» Moody’s credit rating opinions are determined by a majority vote of the members of a rating
committee, and not by an individual analyst.

4. Dissemination of Credit Rating Announcements
» Public dissemination through press release and news wires.
5. Monitoring

= Once a credit rating is published, it is monitored. Every credit is reviewed at least once every twelve
months and modified if appropriate to respond to changes in Moody’s view of the relative
creditworthiness of the issuer or obligation.

Mooby’s
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Management of conflicts of interest - general

1. Certain conflicts of interest are prohibited, e.g.
= No one on analytical side can participate in fee discussions with issuers
» Stricter gift ban
» Securities trading policy
= Prohibition on CRA employees providing consulting or advisory services

2. Certain conflicts of interest are permitted but must be managed
appropriately and disclosed, e.g.

= |ssuer-pays and investors-pays business models

= Fundamental one member/one vote policy for rating committees protects against
potential conflicts of interest or individual bias influencing rating decision
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In recent years, we have reinforced measures to

manage potential conflicts of interest

1. Bolstering operational segregation of credit rating and credit policy functions
from commercial functions

2. Prohibiting fee discussions by ratings managers (analysts were already
subject to such a prohibition)

3. Strengthening the prohibition on the provision of recommendations or advice
4. Enhancing gift ban

5. Reinforcing independence and objectivity through changes to rating committee
composition -

6. Conducting “look-back” reviews

7. Reinforcing independence and objectivity through analyst and management
compensation policies

8. Reviewing and retaining complaints about analysts made by third parties
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Legislative and regulatory support for removing ratings
from regulation

1. Federal agencies currently studying and overhauling regulations as a result of Dodd-
Frank Act

2. Moody’s has long-supported removing references to ratings.

3. Using credit ratings as a substitute for issuer disclosure raises similar issues
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© 2010 Moody'’s Investors Service, Inc. and/or its licensors and affiliates (collectively, “MOODY’S”). All rights reserved.

CREDIT RATINGS ARE MOODY'S INVESTORS SERVICE, INC.'S (“MIS”) CURRENT OPINIONS OF THE RELATIVE FUTURE CREDIT RISK OF ENTITIES, CREDIT
COMMITMENTS, OR DEBT OR DEBT-LIKE SECURITIES. MIS DEFINES CREDIT RISK AS THE RISK THAT AN ENTITY MAY NOT MEET ITS CONTRACTUAL, FINANCIAL
OBLIGATIONS AS THEY COME DUE AND ANY ESTIMATED FINANCIAL LOSS IN THE EVENT OF DEFAULT. CREDIT RATINGS DO NOT ADDRESS ANY OTHER RISK,
INCLUDING BUT NOT LIMITED TO: LIQUIDITY RISK, MARKET VALUE RISK, OR PRICE VOLATILITY. CREDIT RATINGS ARE NOT STATEMENTS OF CURRENT OR
HISTORICAL FACT. CREDIT RATINGS DO NOT CONSTITUTE INVESTMENT OR FINANCIAL ADVICE, AND CREDIT RATINGS ARE NOT RECOMMENDATIONS TO
PURCHASE, SELL, OR HOLD PARTICULAR SECURITIES. CREDIT RATINGS DO NOT COMMENT ON THE SUITABILITY OF AN INVESTMENT FOR ANY PARTICULAR
INVESTOR. MIS ISSUES ITS CREDIT RATINGS WITH THE EXPECTATION AND UNDERSTANDING THAT EACH INVESTOR WILL MAKE ITS OWN STUDY AND EVALUATION
OF EACH SECURITY THAT IS UNDER CONSIDERATION FOR PURCHASE, HOLDING, OR SALE.

ALL INFORMATION CONTAINED HEREIN 1S PROTECTED BY LAW, INCLUDING BUT NOT LIMITED TO, COPYRIGHT LAW, AND NONE OF SUCH INFORMATION MAY BE
COPIED OR OTHERWISE REPRODUCED, REPACKAGED, FURTHER TRANSMITTED, TRANSFERRED, DISSEMINATED, REDISTRIBUTED OR RESOLD, OR STORED FOR
SUBSEQUENT USE FOR ANY SUCH PURPOSE, IN WHOLE OR IN PART, IN ANY FORM OR MANNER OR BY ANY MEANS WHATSOEVER, BY ANY PERSON WITHOUT
MOODY'S PRIOR WRITTEN CONSENT. All information contained herein is obtained by MOODY’S from sources believed by it to be accurate and reliable. Because of the possibility
of human or mechanical error as well as other factors, however, all information contained herein is provided “AS 1S” without warranty of any kind. Except as expressly stated
otherwise, MOODY’S has not verified, audited or validated independently any information received in the rating process, nor will it do so. Under no circumstances shall MOODY’S
have any liability to any person or entity for (a) any loss or damage in whole or in part caused by, resulting from, or relating to, any error (negligent or otherwise) or other circumstance
or contingency within or outside the controf of MOODY'S or any of its directors, officers, employees or agents in connection with the procurement, collection, compilation, analysis,
interpretation, communication, publication or delivery of any such information, or (b) any direct, indirect, special, consequential, compensatory or incidental damages whatsoever
(including without limitation, lost profits), even if MOODY'S is advised in advance of the possibility of such damages, resulting from the use of or inability to use, any such information.
The ratings, financial reporting analysis, projections, and other observations, if any, constituting part of the information contained herein are, and must be construed solely as,
statements of opinion and not statements of fact or recommendations to purchase, sell or hold any securities. Each user of the information contained herein must make its own study
and evaluation of each security it may consider purchasing, holding or selling. NO WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETENESS,
MERCHANTABILITY OR FITNESS FOR ANY PARTICULAR PURPOSE OF ANY SUCH RATING OR OTHER OPINION OR INFORMATION IS GIVEN OR MADE BY MOODY'S IN
ANY FORM OR MANNER WHATSOEVER.

MIS, a wholly-owned credit rating agency subsidiary of Moody's Corporation (“MCQ"), hereby discloses that most issuers of debt securities (including corporate and municipal bonds,
debentures, notes and commercial paper) and preferred stock rated by MIS have, prior to assignment of any rating, agreed to pay to MIS for appraisal and rating services rendered
by it fees ranging from $1,500 to approximately $2,500,000. MCO and MIS also maintain policies and procedures to address the independence of MIS's ratings and rating processes.
Information regarding certain affiliations that may exist between directors of MCO and rated entities, and between entities who hold ratings from MIS and have also publicly reported
to the SEC an ownership interest in MCO of more than 5%, is posted annually at www.moodys.com under the heading “Shareholder Relations — Corporate Governance — Director
and Shareholder Affiliation Policy.”

Any publication into Australia of this document is by MOODY'S affiliate, Moody's Investors Service Pty Limited ABN 61 003 399 657, which holds Australian Financial Services
License no. 336969. This document is intended to be provided only to “wholesale clients” within the meaning of section 761G of the Corporations Act 2001. By continuing to access
this document from within Australia, you represent to MOODY’S that you are, or are accessing the document as a representative of, a “wholesale client” and that neither you nor the
entity you represent will directly or indirectly disseminate this document or its contents to “retail clients” within the meaning of section 761G of the Corporations Act 2001.

MoobDY’s

23
INVESTORS SERVICE



