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I am an Associate Professor of Law at George Washington University, and I am responding to the
SEC’s solicitation for comments on the feasibility of alternative approaches for selecting rating
agencies for structured finance products.

Prior to the debate surrounding the Dodd-Frank Act I laid out a detailed proposal for replacing the
current “issuer pays” system, which offers a potential road map for the SEC to consider. See Rating
Risk After The Subprime Mortgage Crisis: A User Fee Approach for Rating Agency Accountability,
87 N.C. L. REV. 1011 (2009). In the article I make the case for the creation of a government or
independent board to administer a user fee system financed by debt purchasers, which would fund a
bidding process for the selection of rating agencies. The central argument is that debt purchasers are
the primary beneficiaries of ratings and that they should bear the benefits and burdens of reform.
The proposal’s bidding process would seek to foster greater competition and accountability of rating
agencies, coupled with liability exposure to debt purchasers in the event of egregious cases of gross
negligence.

The fatal flaws of the current system are both the inherent conflict of interest in the “issuer pay”
system and the disconnect between rating agencies and beneficiaries of their screening roles. Rating
agencies’ sole legal and financial relationship is with debt issuers who benefit from lax ratings and
delays in downgrades. In contrast, debt purchasers, who rely on ratings as proxies of risk in
purchasing structured finance products, have neither a role in the ratings process nor any means to
hold rating agencies accountable for their failures.

Severing the intimate connection between issuers and rating agencies would be a step of progress, yet
this change will not resolve all of the accountability issues concerning rating agencies. The SEC
should also consider the other side of the accountability problem: how to overcome the disconnect
between rating agencies and the debt purchasers who rely on ratings.

There is a strong argument for debt purchasers to bear both the benefits and burdens of rating agency
accountability. Ratings originated as subscription-based businesses in which debt purchaser
subscribers did internalize the costs and benefits of ratings. Goingback to a subscription system may
have some surface appeal in putting debt purchaser subscribers in the position to press for greater
accuracy and timeliness. But the downside of a subscription approach is that it would eliminate the
one significant contribution of government requirements for ratings, which was to make ratings
effectively became a public good with publicly available ratings covering a broad range of debt
offerings. Under a subscription system, either ratings would cease to be publicly available, or the
system would suffer from free-riding off of public ratings that would threaten the financial viability
of a subscription approach. Either outcome would leave markets worse off by reducing public access
to independent assessments of credit risk.
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A more effective way to have debt purchasers bear the benefits and burdens of financing rating
agencies would be to create a user fee system overseen by a government body, a self-regulatory
organization (“SR0O”), or an independent board. The creation and administration of a user fee system
would necessarily entail a more active governmental or quasi-governmental role in the ratings
process. The concern of capture either by government actors or by the financial industry suggests the
appeal of an independent board approach. The board’s composition should resolve the capture
concern by either balancing the representation of government, debt issuers, and purchasers and/or
enlisting independent directors who possess relevant expertise but lack economic ties to debt
markets.

The board would serve as the administrator of a user fee system for creditors and a selection process
for rating agencies. This approach would overcome coordination problems among creditors, which
market-based approaches may not be able to address. A user fee system would create a mechanism to
pool creditors’ resources to secure ratings before debt is issued. The board would be in the position
to leverage the centralization of demand for ratings to contain the costs of ratings and to require
rating agencies to assume greater responsibilities as a condition of winning bids.

User fees could be financed by imposing a flat fraction of a percentage fee on the initial purchases of
debt offerings to finance both ratings and the administrative fees for soliciting and overseeing rating
agencies. The use of a pay-as-you-go approach would allow the board to solicit ratings prior to the
issuance of debt and then to pay for these expenses and related administrative costs through a
“ratings user fee” imposed on the debt purchasers. The board could impose the ratings user fee on
the initial purchasers or apply a smaller user fee to both initial purchase and subsequent resales. For
reasons of simplicity in administration and monitoring it would likely prove easier to have a one-
time fee at the initial sale which is designed to cover the lifetime of ratings for the debt. In cases in
which companies at the eleventh hour fail to issue rated debt, the board could be empowered to
impose the user fee on the issuers since in those cases they would be the only readily identifiable
beneficiaries of information on their own creditworthiness.

Another significant question is what criteria to use to select rating agencies. One approach that the
SEC should consider is having rating agencies bid based off of a combination of price and diligence
steps they would commit to undertake to ensure that ratings are based on accurate and timely
information. Price competition among bidding rating agencies would be designed both to contain
costs and to reduce barriers to entry into the highly concentrated ratings market by leveling the
playing field for smaller competitors and new entrants. As importantly, a bidding process would
require rating agencies to detail the type and extent of diligence that they would commit to undertake
(and/or to impose on issuers). The board would enjoy discretion to condition bids on rating
agencies’ meeting minimum diligence thresholds.

Another concern is what standards rating agencies should be held to. Accountability must come with

teeth. For example, the Dodd-Frank Act exposed rating agencies to expert liability for ratings
included in the offering materials of structured finance products. Exposing rating agencies to
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liability for knowingly or recklessly basing ratings on materially misleading statements or omissions
represented a bold effort on the part of Congress to hold rating agencies accountable. However, the
SEC’s subsequent failure to follow through on this part of the Dodd-Frank Act underscored the
resiliency of the leading rating agencies. The rating agencies refused to allow their ratings to be
included in public offering documents for asset-backed securities in order to avoid this potential
liability. To avoid a freeze in this significant market, the SEC immediately suspended this part of the
legislation first for six months and then indefinitely. This fact demonstrated unequivocally rating
agencies’ leverage and the need to factor this concern into efforts to hold rating agencies’
accountable.

Even if the SEC does implement a new selection process for rating agencies, it is unlikely that rating
agencies will acquiesce easily to a reinstatement of expert liability. For this reason I would
encourage the SEC to consider coupling their new selection process with a gross negligence liability
standard for rating agencies that would be enforceable by affected debt purchasers. This approach
would balance the need for accountability with a more limited delegation of enforcement power to
the parties directly impacted by rating agencies’ action or inaction. A gross negligence approach
would impose financial liability for rating agencies’ failures to identify or engage in diligence of
risks of such a nature and degree that the failure constitutes a gross deviation from a reasonable
person’s standard of care. This approach would admittedly impose greater costs on rating agencies,
yet be limited enough in scope not to constitute an unreasonable burden.

A final point would be to consider giving the board overseeing the user fee system discretion to hold
rating agencies accountable for negligence in their ratings. But rather than facing fines or other
formal sanctions, rating agencies should be subjected to performance evaluation criteria in the
bidding process that weigh negligence in the accuracy and/or timeliness of ratings/rating changes. In
other words assessments of rating agencies’ bids should reflect their track record in delivering on
their word.

I am attaching a copy of my article which provides a detailed overview of the user fee approach and
related arguments: Rating Risk After The Subprime Mortgage Crisis: A User Fee Approach for
Rating Agency Accountability, 87 N.C. L. REV. 1011 (2009). I would welcome the opportunity to
discuss further the study on assigned credit ratings, and feel free to contact me at your convenience at
jmanns@law.gwu.edu or at (202) 994-4645.

Sincerely yours,
> P rinc
effrey Manns

Associate Professor of Law
George Washington University

2000 H Street, N.W. « Washington, DC 20052
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RATING RISK AFTER THE SUBPRIME MORTGAGE CRISIS:
A USER FEE APPROACH FOR RATING AGENCY ACCOUNTABILITY

Jeffrey Manns*

Abstract: This article argues that an absence of accountability and interconnections of interest
between rating agencies and their debt issuer clients fostered a system of lax ratings that provided
false assurances on the risk exposure of subprime mortgage-backed securities and collateralized
debt obligations. It lays out an innovative, yet practical pathway for reform by suggesting how debt
purchasers—the primary beneficiaries of ratings—may bear both the burdens and benefits of rating
agency accountability by financing ratings through an SEC-administered user fee system in
exchange for enforceable rights. The SEC user fee system would require rating agencies both to
bid for the right to rate debt issues and to assume certification and mandatory reporting duties to
creditors. The article suggests how empowering creditors to seek capped damages against rating -
agencies for gross negligence, while reserving enforcement discretion with the SEC to pursue
negligence actions, would create incentives for rating agency compliance, yet pose a manageable
burden.

Associate Professor of Law, George Washington University; J.D., Yale Law School; D.Phil., Oxford
University. This Article was published in the North Carolina Law Review. See 87 N.C.L.REV. 1011 (2009).
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INTRODUCTION

The subprime mortgage crisis has sparked scrutiny of how rating agencies—the gatekeepers of
credit risk—compromised their duties by failing to ring warning bells about a bubble market.! A
host of private actors also shoulder blame for excessive risk-taking and deception, such as mortgage
brokers who granted millions of adjustable rate mortgages to high-risk borrowers, commercial and
investment banks who issued trillions of dollars of subprime residential mortgage backed securities
(RMBS) and collateralized debt obligations (CDOs) that camouflaged the actual risks,2 and
purchasers of these instruments who relied excessively on ratings as proxies for risk.>

What distinguishes the culpability of rating agencies from that of other private actors is that
federal and state statutes and regulations deputized rating agéncies as gatekeepers by formally

recognizing their public role,* and mandating that issuers meet rating thresholds to sell debt in a

myriad of markets, such as to money market or pension funds.> This Article will focus on how an

! See, e.g., Allen Ferrell, Jennifer E. Bethel, & Gang Hu, Legal and Economic Issues in Subprime Litigation, 37-53
(March, 2008), available at http://ssrn.com/abstract=1096582 (discussing the legal issues surrounding the extensive
subprime litigation, such as Rule 10b-5 actions against banks, ERISA litigation, and litigation against rating agencies).
Cf John C. Coffee, Jr., Understanding Enron: “It’s About the Gatekeepers, Stupid,” 57 BUS. LAW. 1403, 1408-09
(2002) (arguing “the collective failure of the gatekeepers” lay at the heart of the accounting scandals); Hillary A. Sale,
Gatekeepers, Disclosure, and Issuer Choice, 81 WASH. U. L.Q. 403, 403-07 (2003) (arguing that securities gatekeepers
fail the public by not adequately screening for corporate wrongdoing).

2 RMBS and mortgage-based CDOs are debt obligations based on large pools of mortgage loans whose cash flows
are based on principal and interest payments from the underlying mortgages. Approximately $1.7 trillion of subprime
RMBS were issued from 2001 to 2006. See Adam B. Ashcraft & Til Schuermann, Understanding the Securitization of
Subprime Mortgage Credit, 2, Aug. 19, 2008, available at http://ssrn.com/abstract=1071189. The dollar values of
subprime CDOs are harder to pinpoint because of less transparency, but JP Morgan has estimated that over $600 billion
in subprime CDOs were issued over this period. See Jenny Anderson & Heather Timmons, Why a US Subprime
Mortgage Crisis is Felt Around the World, N.Y. TIMES, Aug. 31, 2007, at Al.

3 See, e.g., Vikas Bajaj, If Everyone’s Fingerpointing, Who's to Blame?, N.Y. TIMES, Jan. 22, 2008 (discussing the
myriad of suits and countersuits filed among the parties involved in the subprime mortgage crisis); Michael Crouhy,
Robert A. Jarrow, & Stuart M. Turnbull, The Subprime Credit Crisis of 07, at 8-19 (July 9, 2008), available at
http://sstn.com/abstract=1112467 (discussing the array of market participants who have potential culpability for the
subprime mortgage crisis).

* See Credit Rating Agency Reform Act of 2006, Pub. L. No. 109-291, 120 Stat. 1327-1339 (2006) (laying out the
process for rating agencies to be certified as Nationally Recognized Statistical Rating Organizations (“NRSROs”).

5 See, e.g., Regulation S-K 10(c)(1), 10(c)(2) (mandating ongoing NRSRO ratings for issuers making filings under
the Securities Act of 1933 and the Securities Exchange Act of 1934); see also Rating Agencies and the Use of Credit
Ratings Under the Federal Securities Laws, SEC Concept Release No. 33-8236 at 2 (June 4, 2003) (hereafter “SEC
Concept Release”) (discussing how since 1975 the SEC “has relied on credit ratings from market-recognized credible
rating agencies for distinguishing among grades of creditworthiness in various regulations under federal securities
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absence of accountability and interconnections of interest between rating agencies and their clients,
issuers of debt, led rating agencies to abrogate their responsibilities as screeners of credit risk. As a
result, rating agencies failed to nip the bubble market in the bud by neither identifying risks to
particular issuers and credit markets as a whole at an early stage nor conditioning investment-grade
ratings on higher levels of diligence and disclosures by issuers.® This Article will lay out an
innovative, yet practical pathway to reform by proposing the creation of an SEC-administered user
fee system that will enlist the purchasers of corporate debt—the primary beneficiaries of credit risk
assessments—as self-interested monitors of rating agencies and complements to SEC oversight.
This Article will argue that the challenges of rating agency accountability reflect an inherent
conflict posed by interconnections of interest between rating agencies and their commercial clients
and the disconnect between rating agencies and beneficiaries of their screening roles.” Rating
agencies’ sole legal and financial relationship is with issuers of debt who benefited from

systematically lax ratings on subprime debt instruments.® In contrast, purchasers of debt, who

law”); Organisation for Economic Co-Operation and Development, Selected Principles for the Regulation of
Investments by Insurance Companies and Pension Funds, 75 FIN. MARKET TRENDS 117, 120 (2000) (noting the ratings
requirements for money market funds, insurers, and pension funds to purchase debt securities).

6 A broad literature has explored enlisting private gatekeepers to perform public enforcement functions. See, e.g.,
John C. Coffee, Jr., Gatekeeper Failure and Reform: The Challenge of Fashioning Relevant Reforms, 84 B.U. L. REV.
301, 308-09 (2004) {describing a gatekeeper as a “reputational intermediary” who “receives only a limited payoff from
any involvement in misconduct” compared to the primary wrongdoer); Assaf Hamdani, Gatekeeper Liability, 77 S.
CAL. L. REV. 53, 63 (2003) (defining gatekeepers as parties who “offer a service or sell a product that is necessary for
clients wishing to enter a particular market or engage in certain activities”); Howell E. Jackson, Reflections on Kaye,
Scholer: Enlisting Lawyers to Improve the Regulation of Financial Institutions, 66 S. CAL. L. REv. 1019, 1050-54
(1993) (describing gatekeepers as actors who provide indispensable, or at least extremely useful, services to the targeted
wrongdoers, have similar monitoring capacities, and who cannot easily be replaced by wrongdoers); Reinier H.
Kraakman, Gatekeepers: The Anatomy of a Third-Party Strategy, 2 JL. ECON. & ORG. 53, 53 (1986) (defining
gatekeepers as “private parties who are able to disrupt misconduct by withholding their cooperation from wrongdoers”).
This article understands gatekeepers as private actors whose role as suppliers or consumers of lawful goods or services
provides them with the cost-effective ability to detect and potentially prevent wrongdoing.

7 See infra Sections 11.C-D.

¥ See infra Section IL.B-C.
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relied on ratings as proxies of risk in purchasing RMBS and CDOs, have neither a role in the

ratings process nor any means to hold rating agencies accountable for their failures.’

The Securities and Exchange Commission (SEC) has recognized the shortcomings of rating
agencies.!® But instead of tackling the challenges of rating agency accountability, the SEC has
embraced a policy of caveat emptor for risk management by proposing new rules that would scale
back requirements for issuers to secure ratings in order “to reduce undue reliance in the credit
ratings.”!! The SEC’s proposal ironically ignores the virtues of centralized risk management at a
time when the current crisis has underscored the significance of the detection and preemption of
excessive risk taking in financial markets.!?

This Article will suggest how the purchasers of debt may shoulder both the burdens and
benefits of gatekeeper accountability by financing an SEC-administered user fee system as a quid

pro quo for enforceable rights, yet show how caps on liability and other safeguards would make

® See Yalman Onaran. Banks' Subprime Losses Exceed $500 Billion as Writedowns Spread, BLOOMBERG NEWS,
August 12, 2008 (discussing over $500 billion in writedowns and credit losses from the subprime mortgage crisis).

" The SEC has recently proposed modest changes that seek to increase transparency in the ratings process and to
curb some of the most abusive rating agency practices that fueled the subprime mortgage crisis. See SEC, Proposed
Rules for Nationally Recognized Statistical Rating Organizations, June 16, 2008, available at
http://www.sec.gov/rules/proposed/2008/34-57967.pdf;, see aiso SEC, Summary Report of Issues Identified in the
Commission Staff’s Examinations of Select Credit Rating Agencies, July 2008, at 4-5, available at
http://www.sec.gov/news/studies/2008/craexamination070808.pdf.

"' The SEC has proposed deemphasizing the significance of rating agencies by formally removing the requirement
of NRSRO ratings in a variety of contexts. The premise of these changes is to make it clear that investors should not
“place undue reliance in the credit ratings.” The emphasis is on the word “undue” as regardless of whether these
proposed rules are implemented the problem of rating agency accountability will still exist. Entrenched market
practices of soliciting and relying upon ratings are likely to sustain the importance of ratings. See SEC, Proposed Rule:
References to Ratings of Nationally Recognized Statistical Rating Organizations, Release No. 34-58070; File No. S7-
17-08, July 1, 2008, available at http://www.sec.gov/rules/proposed/2008/34-58070.pdf (proposing the removal of
some formal requirements for NRSRO ratings within rule and form requirements under the Securities Act of 1933 and
the Exchange Act); SEC, Proposed Rule: References to Ratings of Nationally Recognized Statistical Rating
Organizations, Release No. [C-28327; IA-2751 File No. S§7-19-08, July 1, 2008, available at
http://www.sec.gov/rules/proposed/2008/ic-28327.pdf (proposing the removal of some formal requirements for
NRSRO ratings under rules pursuant to the Investment Act of 1940 and Investment Advisers Act of 1940); SEC,
Proposed Rule: Security Ratings, Release No. 33-8940; 34-58071; File No. S7-18-08, July 1, 2008, available at
http://www.sec.gov/rules/proposed/2008/33-8940.pdf (proposing to change rating requirements for money markets and
investment companies, as well as for registered asset-backed securities) (hereinafter “SEC 2008 Proposed Rules”).

2 To date the SEC has shied away from removing requirements for NRSRO ratings and has chosen not to
implement this proposal. Instead the SEC has opted to implement its more modest proposed rules designed to reduce
conflicts of interest and to heighten transparency of rating agencies’ methodologies. See Associated Press, SEC Issues
Rules on Conflicts in Credit Rating, Dec. 3, 2008.


http://www.sec.gov/rules/proposed/2008/33-8940.pdf
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http://www.sec.gov/rules/proposed/2008/34-58070.pdf
http://www.sec.gov/news/studies/2008Icraexamination070808.pdf
http://www.sec.gov/rules/proposed/2008/34-57967.pdf
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gatekeepers® duties manageable.”> This Article will show how the SEC would use the proceeds of a
user fee imposed on debt purchasers to finance a bidding process in which raﬁng agencies would
compete to rate debt issues."* Price competition among bidding rating agencies would be designed
both to contain costs and to reduce barriers to entry into the highly concentrated ratings market by
leveling the playing field for smaller competitors and new entrants. As importantly, the SEC would
also require bidding rating agencies to detail the type and extent of diligence that they would
commit to undertake (and/or to impose on issuers), and the SEC would enjoy discretion to

condition bids on rating agencies’ meeting diligence thresholds. The user fee system would also

1 Other authors have recognized the shortcomings of rating agencies as gatekeepers. However, this Article is the
first to make the case for a user fee approach that seeks to heighten accountability by shifting rating agency duties from
issuers to creditors. See, e.g., Claire A. Hill, Regulating the Rating Agencies, 82 WASH. U. L.Q. 43, 82-93 (2004)
(advocating reduced barriers to entry to encourage new entrants into the ratings industry and arguing against greater
government oversight of rating agencies); Jonathan R. Macey, A Pox on Both of Your Houses: Enron, Sarbanes-Oxley
and the Debate Concerning the Relative Efficacy of Mandatory Versus Enabling Rules, 81 WASH. U. L.Q. 329, 342-43
(2003) (attributing the failure of rating agencies as gatekeepers to their reluctance to downgrade their issuer clients
because of concerns about the far-reaching effects downgrades can have); Joseph R. Mason & Joshua Rosner, Where
Did the Risk Go? How Misapplied Bond Ratings Cause Mortgage Backed Securities and Collateralized Debt
Obligation Market Disruptions, 34-47 (May 3, 2007), available at http://ssrn.com/abstract=1027475 (discussing the
shortcomings of ratings in failing to reflect the risks of subprime debt instruments); Frank Partnoy, The Paradox of
Credit Ratings, in RATINGS: RATING AGENCIES AND THE GLOBAL FINANCIAL SYSTEM 65, 74-79 (Richard M. Levich et
al. eds., 2002) (emphasizing the government’s role in making rating agencies central actors in the securities process and
arguing that rating agencies do not serve as effective gatekeepers of credit risk); David Reiss, Subprime
Standardization: How Rating Agencies Allow Predatory Lending to Flourish in the Secondary Mortgage Market, 33
FLA. ST. U. L. REv. 985, 989-91 (2006) (discussing how rating agencies’ lax approach fueled each stage of the
subprime mortgage crisis and arguing for greater SEC oversight); Steven L. Schwarcz, Private Ordering of Public
Markets, The Rating Agency Paradox, 2002 U. ILL. L. REV. 1, 12-21 (arguing that additional regulation of rating
agencies by the SEC is unnecessary and probably inefficient because it poses risks of political manipulation).

* The logic of government-administered user fee systems is straightforward as it constitutes a quid pro quo in
which payment of a user fee reflects receipt of a valued service. See, e.g., Clayton P. Gillette & Thomas D. Hopkins,
Federal User Fees: A Legal and Economic Analysis, 67 B.U. L. REv. 795, 800-812 (1987) (discussing the rationale for
creating user fees that facilitate economically efficient allocation of goods and services); Laurie Reynolds, Taxes, Fees,
Assessments, Dues, and the ‘Get What You Pay For’ Model of Local Government, 56 FLA. L. REvV. 373, 381-82 (2004)
(describing the broad range of functions in which governments employ user fees to fund and allocate resources to users
who value the services the most); Hugh D. Spitzer, Taxes vs. Fees: A Curious Confusion, 38 GONZ. L. REV. 335, 343-
351 (2003) (discussing the types of considerations that go into decisions to impose user fees rather than taxes). One
alternative to a user fee system to finance gatekeepers would be to impose direct levies on corporations to fund voucher
systems under which shareholders individually direct funding to their preferred intermediaries such as securities
analysts and proxy advisory services to facilitate shareholder activism. See Stephen J. Choi & Jill E. Fisch, How to Fix
Wall Street: A Voucher Financing Proposal for Securities Intermediaries, 113 YALE L.J. 269, 317-23 (2003). As this
Article will discuss in detail, the virtue of utilizing a user fee approach as a quid pro quo for enforceable rights against
gatekeepers is that beneficiaries would directly internalize the burdens and benefits of gatekeeping and therefore have
clear self-interest in overseeing gatekeeping roles and holding gatekeepers accountable.


http://ssrn.com/abstract=1027475
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serve to create ongoing channels for the SEC and debt purchasers to shape the focus of rating
agencies’ efforts by bringing risk-related concerns to the attention of rating agencies.

The combination of a user fee system with the creation of rating agency duties to creditors
would provide creditors with incentives to hold rating agencies accountable. This Article will
delineate certification and mandatory reporting duties for rating agencies that would expand and
formalize the role of rating agencies as screeners of the financial and non-financial disclosures of
issuers and as the backstop for auditor and lawyer gatekeeping duties.”> It will suggest how
limiting liability to creditors to cases of gross negligence, coupled with an earnings-based cap on
liability exposure, will constitute a manageable burden for rating agencies.'® Lastly, to ensure that
this approach does not replace one problem with another by skewing incentives too much in favor
of debt purchasers, this Article will suggest empowering the SEC with exclusive enforcement
discretion to pursue actions for informal sanctions in cases of rating agency negligence.

Parts I and II of this Article will discuss the role that beneficiaries of screening roles may play
in holding rating agencies accountable and highlight the absence of effective oversight of rating
agencies under the current system. Parts III and IV will lay out the contours of the user fee system
and the related duties rating agencies would face and suggest how this approach would empower

the SEC and creditors to serve as monitors of rating agency compliance.

!5 Rating agencies’ duties could be framed as a product of creditors’ contractual privity with the rating agencies
under this Article’s proposed user fee system or as the creation of a regulation or statute. Either means would advance
the same end of crafting a new relationship of rating agency accountability to creditors. See infra Section IV.A.

16 Application of a gross negligence standard would impose liability for rating agencies’ failures to identify or
engage in diligence of risks of such a nature and degree that the failure constitutes a gross deviation from a reasonable
person’s standard of care. See, e.g., Tomczak v. Morton Thiokol, Inc., Fed. Sec. L. Rep. (CCH) ¥ 95,327, at 96,585
(Del. Ch. Apr. 5, 1990) (applying gross negligence to corporate directors to determine whether they have sufficiently
informed themselves to receive deference under the business judgment rule).
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1. THE POTENTIAL FOR BENEFICIARIES TO HEIGHTEN GATEKEEPER ACCOUNTABILITY

A. The Potential and Challenges of Gatekeepers

1. The Appeal of Enlisting Gatekeepers

Gatekeepers, such as rating agencies, serve as appealing substitutes for public enforcement
because of their potential to monitor clients cost-effectively for unlawful or deceptive use of their
goods or services. But as the discussion of the role of rating agencies in the subprime crisis will
underscore, gatekeepers have proven equally adept at obfuscating client misconduct and subverting
state-mandated gatekeeping duties in order to retain and expand their business. Policymakers have
faced chronic difficulties in holding gatekeepers accountable, yet this section will suggest how it is
possible to enlist the beneficiaries of gatekeepers’ screening roles as self-interested monitors of
gatekeepers and complements to public oversight and accountability.

Gatekeepers served as one of the earliest private enforcement tools for advancing public
objectives as screeners for prospective wrongdoers at city gates. The modern analogues of
gatekeepers may control “gates” inasmuch as they supply lawful goods or services that are also
essential to perform types of illicit acts or are functionally necessary because of the high cost or
drawbacks of alternatives.!” What makes gatekeepers a potentially potent enforcement tool is that
they may be positioned to observe clients’ use of their goods or services and to identify and/or
prevent illicit or deceptive use of their services in a cost-effective way. For example, internet

service providers may police against the transmission of child pornography, doctors may screen

'7" See Ronald J. Gilson, The Devolution of the Legal Profession: A Demand Side Perspective, 49 MD. L. REV.
869, 883 (1990) (arguing that a defining feature of gatekeepers is that the targeted “misconduct cannot occur without
the gatekeeper’s participation”); Kraakman, supra note 6, at 54, 61-63 (arguing that “a specialized good, service, or
form of certification that is essential for the wrongdoing to succeed—is the ‘gate’ that the gatekeeper keeps™).
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against prescription drug abuse, and securities gatekeepers, such as lawyers, auditors, and rating

agencies, may scrutinize disclosures for evidence of corporate fraud or excessive risk-taking.!3

The defining characteristic of gatekeepers is their dual capacity: the services they offer may

serve lawful ends or they may enable wrongdoers to pursue their illegal activity.!® As a result,

policymakers face an enforcement dilemma. Banning the goods or services at issue may cut off
avenues for potential wrongdoing (or at least raise the price for wrongdoing by shifting activities
underground), yet come at a prohibitive cost to both gatekeepers and their law-abiding clients. The
government, however, may be ill equipped to screen gatekeepers’ clients for illicit activity in a
more nuanced way due to limits in oversight capabilities coupled with resource constraints.
Gatekeepers have the potential to resolve this dilemma by serving as surrogates for public
enforcement. Gatekeepers’ roles as goods or services providers may give them control over “choke
points” to identify and nip nascent signs of illicit activity in the bud. The ability to withhold goods
or services may equip gatekeepers with leverage to demand non-public information from users of
their services as a condition for access. Gatekeepers’ specialized skills may allow them to process
and recognize potential illicit activity in cost-effective ways.20 In contrast, public enforcers may
lack the ability even to identify prospective wrongdoers, let alone the capability to process

information about potential wrongdoing, except at prohibitively high economic and social costs.

8 Other gatekeepers may create the demand that attracts prospective wrongdoers, such as employers whose
attempts to depress wage levels may attract underage workers or undocumented aliens. See Jeffrey Manns, Private
Monitoring of Gatekeepers: The Case of Immigration Enforcement, 2006 U. ILL. L. REv. 887, 941-44. Similarly,
American companies may foster illicit activity by outsourcing production facilities to firms in developing countries,
which (“unbeknownst” to the American companies) abuse human rights to cut costs or bribe officials to aid their
American clients. See H. Lowell Brown, Parent-Subsidiary Liability Under the Foreign Corrupt Practices Act, 50
BAYLOR L. REV. 1, 29-35 (1998) (laying out the scope of parent-subsidiary liability under the Foreign Corrupt
Practices Act).

o gatekeepers merely provided or demanded illegal services, then their misconduct would fall under accomplice
liability or conspiracy to commit criminal acts or civil wrongs. But the fact that the goods or services gatekeepers
demand or supply can be used either legally or illegally places gatekeepers in a unique position as potential screeners of
wrongdoing, yet makes their culpability more ambiguous.

¥ For example, rating agencies may demand insider information as a condition for issuing or amending a rating, a
necessary condition for issuing debt. See Kraakman, supra note 6, at 61-66 (discussing potential ways that private
gatekeepers may complement public enforcement).
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The obstacles to direct public enforcement of securities law make the potential of gatekeepers

as substitutes for public enforcement particularly important.2! The enormity of the SEC’s mandate

and the dearth of specialized skills and insider knowledge among SEC officials may make direct
oversight of all but a small percentage of potential corporate actors practically infeasible and limit

the efficacy of SEC scrutiny even when it can be applied.22 In contrast, the specialized services

supplied by rating agencies, lawyers, and accountants provide them with systematic opportunities to
detect, prevent, and/or alert the public about risky corporate conduct or fraud.z3
2. The Challenges Posed by Gatekeeper Responsibility Without Accountability

Securities gatekeepers have ostensibly long served these roles in vouching for the legality and
accuracy of their clients’ actions to governments and private markets.2* Two interrelated problems,
however, make gatekeeping accountability difficult to sustain: interconnections of interest with
clients and gatekeeper autonomy. An inherent dilemma arises from asking those who seek to serve

their customers (and to woo more business) simultaneously to police their customers. The self-

2! The more complex the activity, the more prospective offenders may enjoy an advantage over enforcers in
obfuscating their activities, a fact which creates the need for gatekeepers. See Donald C. Langevoort, Technological
Evolution and the Devolution of Corporate Financial Reporting, 46 WM. & MARY L. REV. 1, 3-16 (2004); see also
Steven L. Schwarcz, Rethinking the Disclosure Paradigm in a World of Complexity, 2004 U. ILL. L. REV. 1, 2-6, 18-20
(discussing how “the increasingly widespread problem of complexity” makes it difficult for public enforcers to regulate
and oversee “virtually all securitization and derivatives deals and other forms of structured-financing transactions”).

2 For example, as of June, 2007 the Securities & Exchange Commission had a staff of approximately 3,600 who
are responsible for overseeing over 10,000 publicly traded companies; over 10,000 investment advisers who manage
over $37 trillion in assets; nearly 1,000 fund complexes; 6,000 broker-dealers with 172,000 branches; and the $44
trillion worth of trading conducted each year on U.S. stock and options exchanges. See A Review of Investor Protection
and Market Oversight with the Five Commissioners of the Securities and Exchange Commission: Hearing Before the
House Committee of Financial Services, 110th Cong. (June 26, 2007) (statement of Christopher Cox, Chairman,
Securities and Exchange Commission), at 10.

3 See, e.g., Coffee, supra note 6, at 308-09 (describing a gatekeeper as a “reputational intermediary” who
“receives only a limited payoff from any involvement in misconduct” compared to the primary wrongdoer); Hamdani,
supra note 6, at 63 (defining gatekeepers as parties who “offer a service or sell a product that is necessary for clients
wishing to enter a particular market or engage in certain activities”); Jackson, supra note 6, at 105054 (describing
gatekeepers as actors who provide indispensable, or at least extremely useful, services to the targeted wrongdoers, have
similar monitoring capacities, and who cannot easily be replaced by wrongdoers).

4 See Schwarcz, supra note 13, at 26 (arguing that rating agencies’ “reputational motivation is sufficient” and that
“[a]dditional regulation of rating agencies thus would impose unnecessary costs and thereby diminish efficiency”).
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interest of gatekeepers may provide strong incentives for them to remain silent in the face of
corporate Wrongdoirng, if not to be wilifully complicit in clients’ illicit activity.

For example, while fees from a given company may constitute a small percentage of the
revenues of a law firm or accounting firm, a single client may frequently account for the majority of

the revenue stream for individual lawyers and auditors.?> Incentive structures within law and

accounting firms magnify these interconnections of interest. Lawyers and auditors are frequently
awarded a percentage of revenues earned from a client if they win the client’s business or secure
additional projects from the client, as well as a percentage of the revenues earned by other lawyers
that they bring in to work for a given client. The combination of “origination” and “proliferation”
credits that partners receive are designed to intertwine their economic interests with their firms, yet
also forms a web that binds law and accounting partners more closely to their clients.?® These
interconnections of interest may heighten incentives for outright collusion, but the bigger concern is
that lawyers and auditors may face overwhelming incentives to engage in formalistic compliance
with gatekeeper duties and to stand by as corporate wrongdoing takes place.

Autonomy has historically served as gatekeepers’ answer to temptations posed by
interconnections of interest with clients. Gatekeepers such as rating agencies, auditors, and lawyers
have long professed that concerns for their reputations provide robust incentives for their integrity

and accuracy in their screening roles and eclipse any short-term gains from turning a blind eye to

2 See Coffee, supra note 6, at 322-23 (discussing how auditing firms as a whole may have a broad set of clients,
but arguing that individual auditors who serve a large client such as Enron effectively have their economic interests
interconnected with a single client).

% See William D. Henderson, What Do We Know About Lawyers’ Lives: An Empirical Study of Single-Tier
Versus Two-Tier Partnerships in the Am Law 200, 84 N.C. L. REv. 1691, 1700-03 (2006) (noting the significance of
-origination and proliferation credit structures within law firms); Ronald J. Gilson & Robert H. Mnookin, Sharing
Among the Human Capitalists: An Economic Inquiry into the Corporate Law Firm and How Partners Split Profits, 37
STAN. L. REV. 313, 335-39 (1985) (laying out a theory explaining profit sharing incentives within law firms).
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client misconduct.?’” As a result, securities gatekeepers have argued autonomy from their clients is

an affirmative good that testifies to their ability to reach independent judgments. Courts have
routinely accepted gatekeepers’ arguments that their reputations are their business in raising high

bars to suits targeting gatekeeper misconduct.?

Unfortunately, gatekeeper autonomy may be an illusory virtue, which raises a larger problem
of the absence of accountability to any public or private actor. As the discussion of rating agencies
will highlight, reputational constraints have waned amidst bubble markets, and broader shifts in the
risk-seeking behavior of participants in financial markets have dampened the force of reputational
constraints.?’ In the absence of effective reputational constraints, gatekeepers may face strong
temptations to under-invest in fulfillment of their duties in order to bolster their profit margins.
Alternatively, gatekeepers may shamelessly leverage their autonomy in order to extract greater
revenues from their clients and tacitly or willfully abet potential wrongdoers in the process. If the
government or private actors cannot hold autonomous gatekeepers accountable, gatekeeper
independence may amount to nothing more than a shroud for seeking to extract supra-normal
profits from clients and sidestepping gatekeeping duties.

3. The Limits of Public Oversight of Gatekeepers

Policymakers face the challenge of how to induce private actors to perform public enforcement

roles if reputational concerns do not suffice. The conventional solution is to impose liability for

gatekeeper non-compliance and to focus public enforcement on monitoring gatekeepers rather than

77 See, e.g., Victor P. Goldberg, Accountable Accountants: Is Third-Party Liability Necessary?, 17 J. LEGAL STUD.
295, 296-98 (1988) (arguing that the reputational costs that accountants may face from failing to detect wrongdoing
provide them with adequate incentives to monitor their clients); see also Dileo v. Emst & Young, 901 F.2d 624, 629
(7th Cir. 1990) (arguing that an accountant’s concern for her reputation and exposure to potential loss would make
collusion with her clients’ accounting fraud irrational).

8 See, e.g., Melder v. Morris, 27 F.3d 1097, 1103 (5th Cir. 1994) (holding that allegation that auditing firm would
“put its professional reputation on the line by conducting fraudulent auditing work™ in return for “fees for two years’
audits” is irrational); Fidel v. Farley, 392 F.3d 220, 232 (6th Cir. 2004) (“[A]llegations that auditor earned and wished
to continue earning fees from a clierit do not raise an inference that the auditor acted with scienter”).

® See Coffee, Jr., supra note 1, at 1408-09.
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on the potentially wayward clients of gatekeepers.3? In theory, the SEC can more easily focus

enforce&[ent efforts on monitoring the compliance of securities intermediaries in order to provide
these gatekeepers with incentives to perform oversight. Part of this logic turns on the greater
deterrent effect of directing enforcement efforts at gatekeepers than on the targeted wrongdoers.
For example, although rating agencies are quite profitable,’! they receive a disproportionately small
percentage of the fruits of issuer misconduct. Nonetheless, potential exposure to gatekeeper
liability may force them to bear disproportionate exposure to a risk of loss.3? Therefore, even a
modest number of prosecutions may have substantial deterrence effects in encouraging rating
agencies to be more vigilant in monitoring issuers. So long as gatekeepers have cost-effective ways
to fulfill gatekeeping mandates, imposing gatekeeping duties may appear to be an attractive option.
Governments have understandably been enthusiastic about outsourcing enforcement functions
to private gatekeepers because this approach promises to enhance enforcement while reducing
direct state expenditures.?3 The problem is that the appeal of using the threat of liability to enlist
gatekeepers belies the challenges that policymakers must confront in designing means for effective
oversight of gatekeepers. The more complicated the activity that private gatekeepers are called to
oversee, the more necessary the gatekeeping role may appear, yet the more difficult it may be for

the government to oversee gatekeeper compliance.?* Securities gatekeepers form a classic case in

which the gatekeeping role may be essential for uprooting evidence of fraud or excessive risk-

" See Hamdani, supra note 6, at 63-64.

3! See Frank Partnoy, Two Thumbs Down for the Rating Agencies, 632 WASH. U. L.Q. 619, 650 (1999) (discussing
how the operating margins of Moody’s and S&P’s are estimated to be approximately 50%, a significant return for any
industry). )

32 See Coffee, supra note 6, at 308-09.

3 See Kraakman, supra note 6, at 54, 55-57 (discussing government’s broad enlistment of gatekeepers in a variety
of contexts).

# See, e.g., Steven L. Schwarcz, Rethinking the Disclosure Paradigm in a World of Complexity, 2004 U.ILL. L.
REV. 1, 2-6, 18-20. (discussing how even sophisticated private investors may have difficulty in understanding detailed
disclosures in a reasonable time period because of the complicated nature of corporate transactions).
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taking, yet imposing gatekeeper duties may merely replace one public enforcement dilemma with

another in raising the question of who watches the watchmen.3s

The threat of sanctions for gatekeeper non-compliance may be toothless in practice in the
absence of effective gatekeeper monitoring. The opaque nature of gatekeeping roles and tightly
interconnected relationships between gatekeepers and their clients may frustrate efforts to hold

gatekeepers accountable.3® Simply ratcheting up the level of sanctions in response to the low

probability of detection may be to no avail. Not only may draconian sanctions elicit public opinion
backlashes since gatekeepers are not the primary wrongdoers, but also the threat of high sanctions
may fall on deaf ears if gatekeepers can effectively cover their tracks and therefore have only a
small chance of being detected as gatekeepers may steeply discount potential sanctions.
Policymakers may end up with a situation in which the absence of accountability leads
gatekeepers to engage in merely formalistic compliance as a hedge against any anticipated public

scrutiny.?” The irony is that the advantages or skills that make private gatekeepers serve as

attractive complements or substitutes for public enforcement may also equip these gatekeepers with

the tools to facilitate illicit activity and to obfuscate their malfeasance.’®

The existence of
gatekeepers, such as rating agencies, may serve to legitimize and cover up the very type of

wrongdoing the gatekeeper is supposed to police, and public enforcers may be powerless on their

own to uncover gatekeeper chicanery.3

35 This interface of public and private enforcement tools raises one of the basic challenges of public governance.
As Plato framed the issue in The Republic, quis custodiet ipsos custodes? (who will watch the watchmen themselves?),
and this tension is particularly sharp when it comes to privatizing enforcement functions. See Juvenal, Satires, VI, 347.

36 See Kraakman, supra note 6, at 61-63.

7 The concern is not merely gatekeeper noncompliance, but worse still that this outcome may foster contempt and
embolden subversion of the law. See Bernard S. Black, The Legal and Institutional Preconditions for Strong Securities
Markets, 48 U.C.L.A. L. REV. 781, 787 (2001) (highlighting the inefficiencies of reputational markets).

¥ For example, doctors may be best positioned to discern that patients want prescription drugs for illicit purposes,
but may just as easily accept or manufacture “symptoms” that justify granting a prescription, and public enforcers are
ill-equipped to oversee this doctor-patient interaction.

° See Schwarcz, supra note 34, at 18-20.
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B. Creating Accountability Between Gatekeepers and Their Beneficiaries
1. The Pol:ential Contours of Private Monitoring of Gatekeepers
The limitations of both reputational constraints and public oversight suggest the appeal of
enlisting private oversight of gatekeepers. Private actors may enjoy informational advantages over
public enforcers in monitoring gatekeeper compliance, and leveraging the skills of these private
parties may help to enhance gatekeeper accountability.®0 Policymakers have at their disposal a
spectrum of options for overseeing gatekeeper compliance ranging from public enforcement tools,
to an array of chimeric public-private strategies, to fully decentralized private enforcement tools.
For example, parties who directly face harm as a result of a gatekeepers’ action or inaction
may be empowered to sue gatekeepers for compensation.4! Private actors may be enlisted as qui
tam litigants, serving as private attorney generals in exchange for a percentage of the damages, or
as citizen suit litigants in exchange for lawyers’ fees.#2 Public enforcers may offer bounties to

solicit private informants for intelligence on gatekeeper compliance,*? or they may offer clemency

O See, e.g., Pamela H. Bucy, Private Justice, 76 S. CAL. L. REV. 1, 5468 (2002) (assessing the potential of a
broad range of private enforcement tools); Matthew C. Stephenson, Public Regulation of Private Enforcement: The
Case for Expanding the Role of Administrative Agencies, 91 VA. L. REV. 93, 121-44 (2005) (laying out the potential
advantages of a range of private enforcement actions); Barton H. Thompson, Jr., The Continuing Innovation of Citizen
Enforcement, 2000 U. ILL. L. REV. 185, 186-88 (discussing how environmental nonprofit organizations and individual
citizens may play important roles in uncovering information about and prosecuting environmental law violations).

' See Tamar Frankel, Implied Rights of Action, 67 VA. L. REV. 553, 556558 (1981) (discussing the deterrence
role that victim suits may play); Stephenson, supra note 40, at 108 (arguing that people directly affected by a potential
defendant’s conduct may be in the best position to detect violations).

2 See J. Randy Beck, The False Claims Act and the English Eradication of Qui Tam Legislation, 78 N.C. L. REV.
539, 565-66 (2000) (discussing the features of modern qui tam provisions); see also Paul E. McGreal & Dee Dee Baba,
Applying Coase to Qui Tam Actions Against the States, 77 NOTRE DAME L. REv. 87, 120 (2001) (describing qui tam
actions as “creatures of necessity” for the early American government because of its public enforcement limitations);
See Michael S. Greve, The Private Enforcement of Environmental Law, 65 TUL. L. REV. 339, 356 (1990) (discussing
the features of citizen suits, which allow prevailing plaintiffs to recoup their attorney’s fees and expenses).

# See Alexandra Natapoff, Snitching: The Institutional and Communal Consequences, 73 U. CIN. L. REV. 645,
647-51 (2004) (discussing the incentive effects of bounties for informant information); see also Russell L. Christopher,
The Prosecutor’s Dilemma: Bargains and Punishments, 72 FORDHAM L. REV. 93, 109 (2003) (discussing the
government’s frequent use of bounties in the criminal law context).
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and other forms of compensation to the primary wrongdoers to come forward and uncover

gatekeeper complicity in their wrongdoing.*

Each of these private monitoring tools may enable public enforcers to achieve mandates within
limited manpower and budget constraints. Private monitors may also have incentives to innovate in
uncovering gatekeeper violations because they internalize the monitoring costs and monetary
rewards in ways that public monitors do not.#> But each of these potential private enforcement
paths also entails tradeoffs of economic and social costs for enforcement gains. The downside of
any private enforcement approach is that private actors can be expected to respond to financial
incentives so long as the expected value of rewards exceeds the risks and costs of their monitoring,
reporting, or enforcement,* which raises the specter of over- or under-enforcement in any given
context.#’” Recourse to broad private monitoring tools entails a tradeoff between the value of
uncovering private information and the intrinsic inefficiencies of enlisting uncoordinated private
actors.*® The social costs of enlisting private actors may also cause policymakers pause. Broad
enlistment of private monitors, such as empowering anyone to serve as a qui tam litigant against a

gatekeeper, may fuel social mistrust. Invasive tactics such as offering rewards for insiders to come

* See George C. Harris, Testimony for Sale: The Law and Ethics of Snitches and Experts, 28 PEPP. L. REV. 1, 46
(2000) (noting how rewards for cooperating witnesses may be necessary to convince them not to exercise their Fifth
Amendment rights against self-incrimination).

# See, e.g., Michael Selmi, Public vs. Private Enforcement of Civil Rights: The Case of Housing and Employment,
45 UCLA L.REv. 1401, 1403-04, 1438-39 (1998) (discussing how private litigants have pursued the most challenging
and significant discrimination cases); Stephenson, supra note 40, at 112-13 (suggesting how private litigants may
employ novel strategies and approaches to expand enforcement potential); Thompson, supra note 40, at 206-09
(discussing how environmental groups made supplemental enforcement projects aiding the local environment a
condition of citizen suit settlements, an approach the Department of Justice has subsequently embraced); Jeannette L.
Austin, The Rise of Citizen-Suit Enforcement in Environmental Law: Reconciling Private and Public Attorneys
General, 81 Nw. U. L. REV. 220, 222-23 (1987) (discussing how citizen suits may force judges to engage in judicial
lawmaking to define regulatory requirements that may siphon regulatory power away from administrative agencies).

% See Mark A. Cohen & Paul H. Rubin, Private Enforcement of Public Policy, 3 YALE J. ON REG. 167, 175-76
(1985).

7 See Stephenson, supra note 40, at 117-20 (discussing how private enforcement may disrupt cooperative
relationships between regulators and regulated entities, dictate enforcement agendas, and eliminate possibilities for
discretionary enforcement).

8 See Trevor W. Morrison, Private Attorneys General and the First Amendment, 103 MICH. L. REV. 589, 61617
(2005); Cass R. Sunstein, Section 1983 and the Private Enforcement of Federal Law, 49 U. CHL L. REV. 394, 431-32
(1982).
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forward as informants (as occurs frequently in criminal enforcement) or creating incentives for
preemptive plea bargaining to induce insider wrongdoers to report on gatekeepers may have

chilling effects on relationships between gatekeepers and their clients.*?

Policymakers may temper some of the potential excesses of private monitors by retaining
public discretion for enforcement decisions and/or limiting the scope and dollar value of actions

brought by private monitors.’® But unavoidable tradeoffs may still remain as the broader the net

that policymakers cast in eliciting private monitors, the greater the social and economic costs
inflicted on society for the sake of enforcement gains. In cases where the monitoring challenges are
beyond the capabilities of public enforcers or identifiable groups of victims, policymakers may

have to resort to decentralized private monitoring tools to hold gatekeepers accountable.>!

2. The Potential for Beneficiaries of Screening Roles to Hold Gatekeepers Accountable

The potential downside from a broad reliance on private enforcement tools suggests the appeal
of more focused strategies for enlisting private actors as monitors of gatekeeper compliance. The
prime candidates for this role are direct beneficiaries of gatekeepers’ screening roles who may form
identifiable groups that possess the self-interest and ability to monitor gatekeeepers. The absence
of any legal or financial relationship between gatekeepers and the beneficiaries of screening roles

means that autonomous gatekeepers may face strong temptations to collude with their commercial

® See Richard W. Painter, Toward a Market for Lawyer Disclosure Services: In Search of Optimal
Whistleblowing Rules, 63 GEO. WASH. L. REV. 221, 24041 (1995) (discussing the chilling effects that incentives for
whistleblowing may have on lawyer-client relationships).

® See, e.g., Jody Freeman, The Private Role in Public Governance, 75 N.Y.U. L. REV. 543, 587-91 (2000)
(discussing public and private law constraints on private parties’ performance of public functions).

! See Manns, supra note 18, at 929-30 (arguing that decentralized private monitoring may merit the tradeoffs
when public enforcement and victim suits provide insufficient accountability for gatekeepers). For example, lawyers’
relationships with clients may be so inscrutable that the only parties capable of unraveling lawyer misconduct are
insiders, which may justify offering rewards or immunity for corporate wrongdoers to come forward of their own
accord and uncover lawyers’ complicity.


http:accountable.51
http:c1ients.49

A USER FEE APPROACH FOR RATING AGENCY ACCOUNTABILITY 17

clients who foot their bills.? Having beneficiaries finance gatekeeping functions in exchange for

enforceable rights against gatekeepers offers a way to create greater accountability between
gatekeepers and their beneficiaries. Imposing caps on gatekeepers’ potential liability may balance
the desirabiiity of enlisting beneficiaries as monitors of gatekeepers, while mitigating risks of over-
deterrence.

Gatekeepers’ screening roles provide important signals about the legality and/or accuracy of
their clients’ activities that private actors frequently rely upon to make decisions.>* The securities
context exemplifies this fact as lawyers, auditors, and rating agencies all perform “certification”

roles that market participants rely upon in making investment decisions.”* In some gatekeeping
contexts, the benefits may fall diffusely on the public at large,5 but in others discrete groups of

actors may rely on gatekeepers’ representations concerning the lawfulness or accuracy of clients’
activity and therefore possess strong self-interest in monitoring gatekeepers. To the extent to which
beneficiaries enjoy the ability to scrutinize gatekeepers’ conduct, beneficiaries may serve as self-
interested monitors of gatekeeper compliance. Small-scale beneficiaries of gatekeeper compliance
may lack the ability and means to oversee gatekeepers, but larger entities may routinely use their
own internal data and secondary market measures to scrutinize the accuracy of gatekeepers. For

example, banks and funds investing in corporate debt use internal analysts and secondary market-

52 See, e.g., Coffee, supra note 6, at 355 (observing that “[a] serious strategy for converting the attorney into a
gatekeeper must also address the tension between the roles of gatekeeper and advocate™).

? See Hamdani, supra note 6, at 63-64 (discussing the significance of gatekeepers’ screening role in providing
signals for third parties).

% See Lawrence A. Cunningham, The Sarbanes-Oxley Yawn: Heavy Rhetoric, Light Reform (and it Just Might
Work), 35 CONN. L. REV. 915, 949-954, 966-68 (2003) (discussing the certification roles for auditors and de facto
certification roles for lawyers). But see Steven L. Schwarcz, The Universal Language of Cross-Border Finance, 8
DUKE J. COMP. & INT’L L. 235, 252 n.76 (observing that rating agencies routinely make the caveat that “their rating
determinations [are] based solely on information provided by the issuer of securities”). As Section IV.A. will discuss,
formalizing a certification role for rating agencies may be part of the pathway for enhancing gatekeeper accountability.

’ In some contexts, such as employers confirming employment eligibility, it may be very difficult (and quite
contentious) to pinpoint a group that benefits from the gatekeepers’ activities. This fact may make reliance on more
decentralized approaches to gatekeeper monitoring a virtual necessity. See Manns, supra note 18, at 941-44,
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based measures to assess the accuracy of ratings.’® Creating legal duties that gatekeepers owe

beneficiaries offers a way to channel beneficiaries’ self-interest and ability to monitor gatekeepers
into sustaining gatekeeper accountability.

Framing parties who rely on gatekeeper information as beneficiaries, rather than only as
potential victims, highlights the fact that gatekeeping often constitutes an informational windfall for
its beneficiaries.’” State-imposed gatekeeping duties create or magnify the scope of these windfall
benefits.’® The commercial clients of gatekeepers generally foot the bill for gatekeepers’ screening
roles (and heightened liability exposure when state mandates are imposed), while the private
beneficiaries of screening roles rely on gatekeeping yet have no legal or financial relationship with
the gatekeepers. The problem is that gatekeepers’ dependence on commercial parties to fund
screening roles may magnify existing temptations for gatekeepers to focus exclusively on serving
their commercial clients by engaging in formalistic compliance with their duties. For this reason,
when feasible, beneficiaries should face both the benefits and burdens of gatekeeping by financing
gatekeepers’ screening role in exchange for claims against gatekeepers for non-compliance.

At first glance, having the burdens for financing gatekeeping fall on the shoulders of
gatekeepers’ commercial clients may appear appealing. After all, having potential wrongdoers pay
to clear their names of any suspicion might seem more fair than requiring those directly affected by
wrongdoing to shoulder these screening costs. However, having the beneficiaries of screening roles
finance gatekeeping functions may help to dampen the inherent tension in gatekeepers’

simultaneously policing and serving their commercial clients by creating direct relationships and

% See Jill E. Fisch & Hillary A. Sale, The Securities Analyst as Agent, Rethinking the Regulation of Analysts, 88
Iowa L. REV. 1035, 1041 (2003) (discussing the role of in-house analysts at banks).

57" An extensive literature has documented the distorting incentive effects of windfalls (and the closely related idea
of givings) and the challenges of attempting to force beneficiaries to shoulder the costs of their benefits. See, e.g., Eric
Kades, Windfalls, 108 YALE L.J. 1489, 1547-56 (1999) (discussing the difficulties facing efforts to recoup public 