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Introduction 
In early November 2012, the Federal Court of Australia handed down a landmark ruling1 establishing that 
investors were entitled to claim for damages after suffering material losses from relying on a AAA rating 
provided by one of the global credit ratings agencies2.  The ruling not only has material ramifications for the 
rating agencies but it also has significant implications for any individual or organisation providing opinions on 
investments in Australia.  In a nutshell, it was not that investors lost a substantial amount from investing in a 
security originally rated AAA per se, but the court reinforced the need for ratings agencies to conduct a suitable 
amount of their own research and analysis before arriving at their opinion.   

It’s important to point out that this article is not looking to join the chorus of criticism levied against the rating 
agencies and to acknowledge that it’s unreasonable to expect any provider of investment advice to have a 
perfect record.  Against this backdrop, this article looks to objectively identify how in this particular 
circumstance, the highest possible credit rating came to be assigned to securities that eventually returned only 
10% of its original principal and what providers of investment opinions can learn to avoid making similar 
mistakes in the future.   

What role do rating agencies play in the investment process? 
Rating agencies are perhaps one of the least understood components in capital markets, yet their opinions and 
consequent ratings have a considerable influence on decisions made by debt investors and analogous cost of 
debt funding.  It’s often assumed that rating agencies are quasi government institutions, acting as utilitarian 
gate keepers to debt capital markets3, providing unbiased, flawless investment opinions, free from any conflicts 
of interest.  In reality, rating agencies do not operate under any government endorsed mandates.  They operate 
on a global basis and each agency is free to conduct their operations as they see fit, including developing their 
own methodologies, protocols and procedures.  Agencies are very much ‘for profit’ entities with both Moody’s 
and Standard and Poor’s (as a subsidiary of McGraw-Hill) listed on the New York Stock Exchange.  As a 
consequence they are subject to the same challenges of balancing the independence of their opinions with the 
profit motive, similar to most other participants in capital markets.  Most importantly, their opinions are not 
infallible.  

Over many decades the agencies have built up their reputations, emerging as critical players in debt markets, 
with market convention dictating the need to obtain a credit rating to access certain debt capital markets.  
Essentially the agencies are able to use experience they have derived over many decades of analysing the 
credit quality of debt issuers (particularly those that have defaulted) to estimate the future probability an issuer 
is likely to default on their interest and principal obligations.   

The agencies rank debt issuers on a scale in an attempt to quantify or categorise that risk where AAA/ Aaa 
entails the lowest estimated probability of default and D/ CCC highlights an issuer is in default4.  By assigning a 
rating the agencies are able to provide a way to compare and rank the merits of debt issued by a variety of 
issuer types, including general corporates, banks, insurance providers, governments and government related 
agencies.  With increasing complexity of debt securities many investors placed more and more reliance on 
credit ratings. 

In the years prior to the Global Financial Crisis (GFC), debt capital markets witnessed a significant level of 
innovation in what became known as structured finance securities.  These securities often comprised a 
complex array of structural or legal enhancements designed to lower the likelihood of default for the investors 
in the higher classes of the structure.  As these securities often had a limited track record of performance (and 

 

                                                      
1 Bathurst Regional Council v Local Government Financial Services Pty Ltd (No 5) [2012] FCA 1200 (5 November 2012) 
2 The specific investment in question was a Constant Proportional Debt Obligation (CPDO), created in the years immediately prior to the financial crisis involving 
complex investment concepts usually only familiar to those with specialist knowledge of structured finance. 
3 Debt capital markets include a wide variety of issuers (corporates, infrastructure, banks, insurance, governments etc.), market places (wholesale, retail as well 
as geographic locations) and parts of the capital structure of issuing entities (Mortgage Backed Securities, Covered bonds, Senior unsecured debt, subordinated 
debt and hybrid forms of capital).  Equity capital markets focus on share capital issued into public/ listed or private markets. 
4 Each rating agency uses a slightly different scale and alpha numeric reference system.   
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corresponding default history) the arrangers (usually investment banks) and the rating agencies attempted to 
derive a history of performance by using a variety of complex financial modelling techniques to simulate a 
variety of market conditions and situations.  The more complex the securities became, the more difficult it was 
to identify and properly model all the scenarios that could be expected to occur over the life of an investment.   

The arrangers (usually investment banks) rationalised that if they could structure a security that had the same 
or lower estimated probability of default when compared to the existing long term average for conventional AAA 
securities, the agencies would be comfortable assigning AAA ratings.   For a while everyone was a winner, the 
investment banks opened up a whole new asset class and associated fee base, the agencies were paid fees 
based on the number and size of deals they rated and end investors thought they were buying a security with 
the lowest level of default risk and a yield which was much more attractive than could be obtained from more 
conventional AAA rated securities such as sovereign bonds. 5 6 

 
Source: Standard & Poor’s Rating Services 

However, we all know now how it ended.  The above chart highlights that it wasn’t just one particular security 
that performed significantly worse than modelling had indicated.  The grey line shows the average default rate 
by rating band, over a 5 year period, for general corporate debt rated by Standard and Poor’s between 1981 
and 2011.  Essentially this indicates to investors that based on historical averages, AAA rated securities would 
have a very low probability of default (0.37%) with this default risk increasing exponentially as you move to 
lower rated securities (46.7% for CCC/ C rated securities).  In comparison, the orange line shows the actual 
level of defaults experienced in structured finance by rating band over the 5 year period ending in December 
2011. This time frame picks up the period when significant volumes of new structured securities (CDO’s, 
CPDO’s etc.) were issued and consequently defaulted.  Although clearly we aren’t comparing apples with 
apples (i.e. showing the 5 worst years for structured finance ratings versus the long run averages for corporate 
ratings), the chart above does highlight that actual defaults in structured finance were significantly higher than 
expectations.  In fact, actual default rates for structured securities indicate that a large portion of these 
securities should have actually been assigned credit ratings well below investment grade levels. 

 
Where did the agencies go wrong? 
So, why were actual default rates for structured securities so much higher than anticipated and in some cases 
catastrophically so? To shed some light on this, it is helpful to consider the key elements from the recent 
judgement made in the recent court case of the Constant Proportional Debt Obligation (CPDO’s) in question 
(otherwise known as Rembrandt 2006-2).  The ruling can be distilled down to the following three key factors: 

1. The security involved was described as “grotesquely complicated”7, inferring that only those with specialist 
knowledge of structured finance could be expected to have a working knowledge of how the security 
operated.   

                                                      
5 Default Study: Global Structured Finance Default Study, 1978-2011: Credit Quality Fell For The Fifth Consecutive Year in 2011 Appendix 
Table 3 “Global Structured Finance Five Year Default Rates, 1978-2011 (5) 5 Year Period ending 31 Dec 2011 p35. 
6 Default, Transition and Recovery: 2011 Annual Global Corporate Default Study And Rating Transitions , Table 24, Global Corporate 
Average Cumulative Default Rates (1981-2011) 
7 Bathurst Regional Council v Local Government Financial Services Pty Ltd (No 5) [2012] FCA 1200 (5 November 2012) Summary - Paragraph 53 
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2. The rating agency involved conducted their own modelling of how the security was expected to perform in 
various market conditions using variables provided by the arranger of the security.  The court found these 
various scenarios to be way too benign when compared to more realistic stressed market condition. 

3. The issuance of a AAA rating as a result “conveyed a representation that … the capacity of the notes to 
meet all financial obligations was “extremely strong” and a representation that [the rating agency] had 
reached this opinion based on reasonable grounds and as the result of an exercise of reasonable care 
when neither was true…” 

 
Essentially, the court ruled the ratings agency had not carried out a reasonable level of independent analysis 
that could be reasonably expected to occur before assigning the AAA rating.  It was not that a material loss 
was suffered by investors who bought a AAA rated security, it was that inadequate analysis was carried out in 
coming to that investment opinion. In the interests of fairness, it should be noted that the rating agency 
involved has publicly stated they will appeal the ruling. 
 

Schroders view and approach to investment analysis? 
At Schroders we conduct in-house independent analysis and we don’t rely on the opinions of ratings agencies 
or other participants in debt capital markets.  Research and opinions provided by rating agencies are 
considered but they are just one part of the final investment decision.  Our concerns have always revolved 
around the highly complex nature of the instruments and their limited track record of performance.  

 
What can investors learn from this case? 
– Avoid the “grotesquely complicated”.  Structural complexities can deflect attention from weak or flawed 

fundamentals such as high gearing and low tolerances for market volatility. 
– Remain highly sceptical of securities that are new and don’t have a long track record of performance in 

various market conditions.  Actual performance through various market conditions and common sense is 
incredibly valuable.  

– Avoid investing along with the crowd.  Just because an investment is popular doesn’t make it a sound 
investment. 

– As was identified in this particular case, analysts appeared to have been “sandbagged” to assign a strong 
rating.  Analysts providing opinions need to have reasonable time and resources to properly assess an 
investment and need to operate in an environment where they are free of repercussions when providing 
those opinions, be they positive or negative.   

– Remain sceptical of securities purporting to offer very low risk (i.e. AAA credit ratings) with enhanced return.  
If it’s too good to be true then it probably is. 

 
Conclusion 
Excessively complex securities with high gearing and low tolerances for volatility are all hallmarks of highly 
risky investments.  Schroders undertakes independent research of all investment opportunities and does not 
rely on the opinions provided by credit rating agencies when constructing and managing credit portfolios.  The 
renewed focus on ratings assigned to sovereigns continues to highlight that credit quality cannot only change 
over time but also that initial credit assessments undertaken by the agencies can underestimate default risk.  
Although investors may take some comfort in their ability to sue for damages when their investments turn sour 
(although a complex and costly process), this particular case highlights that undertaking the essential amount 
of research before acquiring an investment is by far the better option.  
 
  
Disclaimer 

Opinions, estimates and projections in this article constitute the current judgement of the author as of the date of this article.  
They do not necessarily reflect the opinions of Schroder Investment Management Australia Limited, ABN 22 000 443 274, 
AFS Licence 226473 ("Schroders") or any member of the Schroders Group and are subject to change without notice.  In 
preparing this document, we have relied upon and assumed, without independent verification, the accuracy and 
completeness of all information available from public sources or which was otherwise reviewed by us.  Schroders does not 
give any warranty as to the accuracy, reliability or completeness of information which is contained in this article. Except 
insofar as liability under any statute cannot be excluded, Schroders and its directors, employees, consultants or any 
company in the Schroders Group do not accept any liability (whether arising in contract, in tort or negligence or otherwise) 
for any error or omission in this article or for any resulting loss or damage (whether direct, indirect, consequential or 
otherwise) suffered by the recipient of this article or any other person.  This document does not contain, and should not be 
relied on as containing any investment, accounting, legal or tax advice.  


