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September 10, 2007

Honorable Christopher I. Dodd, Chairman

U.S. Senate Committee on Banking, Housing, and Urban Affairs
448 Russell Building
Washington, D.C. 20510

Re: Wrongful Actions of the Credit Rating Agencies:

1. SEC Enforcement Failure: Distortion of True Credit Risk; and
Propagation of Credit Market Contagion:

a) Actions Evidencing the Application of a Reckless Standard of Care;
b) Violations of the Investment Advisers Act; and
c) Violations of SEC Guidelines,

2. Need for Senate Concurrent Legislation.

Dear Chairman Dodd:

We respectfully write to your attention in regard to a very serious matter directly
pertinent to your position as both Committee Chairman of the Senate Banking Committee
and as Senior Member of the Senate Committee on Health, Education, Labor and
Pensions. We refer to the catastrophic consequences resulting from the egregious
abandonment of an appropriate standard of care by the three most prominent nationally
recognized statistical rating organizations (“NRSROs”) in pursuit of ever greater issuer-
compensated ratings revenue. The failure to regulate the wrongful practices engaged in
by Standard & Poor’s, Moody’s Investors Service and Fitch Ratings is directly
responsible for causing unprecedented and potentially irreparable damage to the integrity
of the U.S. capital markets. The SEC has proven itself complicit in actively encouraging
such practices through its adoption of a “zero accountability” policy, implicitly endorsing
the continuation of the fraudulent practices engaged in by the three primary NRSROs. In
this regard, it is noteworthy that in mid-2005 the SEC refused to investigate such
wrongful practices despite a request by the Hon. Jim Saxton, then-Chairman of the Joint
Economic Committee of the U.S. Congress (please refer to tab 10 of the companion
reference binder).

Continued on Following Page



§1.0

Hon. Christopher J. Dodd, Chairman

U.S. Senate Committee on Banking, Housing, and Urban Affairs
September 10, 2007

Page Two

Recurrent Theme: Inflated Ratings Profit the Agencies and Injure Investors

Although the SEC defines the terrm “NRSRO” as an entity that “nses systematic
procedures designed to ensure credible and reliable ratings”, the ratings assigned by the
three most prominent NRSROs are neither credible nor reliable as evidenced by the
numerous “after the fact” credit events which have occurred over the past few decades
(please see Exhibit 1.0 for a summary of several of the major such incidents). Invariably,
in the immediate aftermath of a serious credit implosion and resultant market contagion,
the credit rating agencies claim that they were deceived by management or that they are
just publishing editorial opinions that either should not be relied upon or are protected by
the “free speech” provisions afforded by the first amendment. The agencies and, thus far
at least, various regulators, conveniently ignore the fact that the credit ratings assigned by
the largest NRSROs are empowered with the force of law due to the duopoly franchise
enjoyed by Standard and Poor’s and Moody’s Investors Service in conjunction with
extensive regulatory and prudential codification of their rating classifications by both the
public and private sectors (see, e.g., privaie pension plan administrative standards,
municipal retirement systems policies, and federal banking regulations governing
permissible activities of insured depository institutions including investment portfolio
allocation criteria). In any event, such arguments fail abjectly in the instance involving
the false and artificial sovereign credit rating assigned to the govermment of China, which
has been the subject of explicit notice provided to the NRSROs on numerous occasions
throughout the past several years. In regard to the “free speech™ claim, we note that the
first amendment does not protect actions which are intentional, injuricus, and in the
instance of China, knowingly false. The wrongful actions of the three primary NRSROs
are best explained by their revenue model, which creates an endemic conflict of interest
as the credit rating agencies seek to maximize issuer fees. This conflicted model is
described at length in the excellent investigative series published as a three-part serial
installment by the Washington Post (please refer to tab 24 of the companion reference
binder). The NRSROQOs’ thirst for ever increasing profits is unmasked in China’s instance
by the assignment of a phony sovereign credit rating designed to establish an artificial
“investment grade” sovereign benchmark which conceals the Chinese government’s
defaulted sovereign debt, thereby opening the door to large-scale international debt
financing by the many thousands of Chinese corporations and providing the NRSROs
with a commensurate windfall in ratings revenue. This motivation is revealed as the
proximate driver for the assignment of a false sovereign credit rating which conceals the
defaulted sovereign debt of the government of China, and which debt is the repayment
obligation of the communist Chinese government which refuses repayment in violation of
international law and is able to do so in reliance upon its artificial credit rating.

Continued on Following Page
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Exhibit 1.0
Recurrent Theme: Credit Raters® Pattern of Deception !

2007 | Misstated the risk and misled investors re; U.S. sub-prime mortgage meltdown

2002 | Misstated the risk and misled investors re: Worldcom collapse

2001 | Misstated the risk and misled investors re: Enron collapse

Misstated the risk and misled investors re: Asian debt crisis, including the

1997 governments of Thailand and Korea

1994 | Misstated the risk and misled investors re: Orange County debt crisis

Continue to misstate the risk and mislead investors re: true sovereign credit risk of the
Chinese government and its state-owned enterprises by concealing the action of
selective default (e.g., the prevailing false rating classifications ignore the
“willingness® metric as applied to the Chinese government’s evasion of its
repayment obligation of its defaulted sovereign debt and its practice of making
preferential and discriminatory payments to selected creditors)

1992-
present

1983 | Misstated the risk and misled investors re: Washington State Public Power Supply
System defanlt

1975 | Misstated the risk and misled investors re: New York City financial crisis

1970 | Misstated the risk and misled investors re: Penn Central debt defanlt

Despite their published claim that they rate a government’s willingness to pay its
sovereign obligations, the three primary NRSROs continue to maintain an artificial
“investment grade” credit rating classification for China and have actually upgraded
China’s rating six times since disctosure of the Chinese government’s refusal to honor
repayment of its defauited sovereign debt was communicated to each of the primary
rating agencies in 2002 and previous to that, extensive publication in June 2001
concerning the formation of the American Bondholders Foundation (the “ABF”) to
represent defaulied U.S. creditors (please refer to tab 25 of the companion reference
binder). In fact, we observe that S&P affirmed China’s “investment grade” credit rating

" Primary source: Article entitled, “Unchecked Power”, Washington Post (November 22, 2004); article
entitled, “Shaping the Wealth of Nations”, Washington Post (November 23, 2004); article entitled, “Flexing
Business Muscle”, Washington Post (November 24, 2004). Reprints of each of these articles are included
as tab 24 of the companion reference binder.
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the very next day (October 22, 2003) following the Congressional hearing on the ABF, in
order to improve the prospects for the sale of China’s sovereign bonds and notes
registered in the U.S. the same month (October 2003). It is revealing to note that China
reportedly denied seeking a credit rating in 1988, after which it bought and paid for a
rating from S&P which concealed China’s defaulted sovereign debt (please refer to tab 9
of the companion reference binder). Beyond actively assisting a government in default
on its national debt in evading repayment, the wrongful actions of the NRSROs including
the deliberate assignment, maintenance, and periodic upgrading of false, artificial and
disingenuous sovereign credit ratings of a government in default (and which ratings do
not conform to their published definitions) have acted to distort the credit risk endemic to
investment in Chinese government securities by U.S. pension funds and project yet
another concealed risk upon the investing public.

Dangerous Focus on Creating Marketable Products for Investor Consumption

As evideneced by the facts, the root cause of ratings inflation and the recurring cyclical
credit contagions is the predilection of the agencies for creating marketable investment
products which are highly saleable by the prime brokerage community and targeting
institutional and retail investor consumption to the enormous profitable benefit of the
rating agencies. Such penchant is evocative of the often articulated industry maxim,
“brokers are selling machines when backed by agency ratings”. In this regard, see also
the recent Wall Street Journal article entitled, “Credit and Blame: How Rating Firms’
Calls Fueled Subprime Mess --- Benign View of Loans Helped Create Bonds, Led to
More Lending” (August 15, 2007) which truthfully states “Underwriters don’t just
assemble a security out of home loans and ship it off to the credit raters to see what grade
it gets. Instead, they work with rating companies while designing a mortgage bond or
other security, making sure it gets high-enough ratings to be marketable. The result of
the rating firms’ collaboration and generally benign ratings of securities based on
subprime mortgages was that more got marketed.” The article further states, “The
subprime market has been lucrative for the credit-rating firms. Moreover, through their
collaboration with underwriters, the rating companies can actually influence how many
such securities get created.” According to this same article, Moody’s Investors Service
admitted to taking in *around $3 billion” over a four year period just from rating
securities built from loans and other debt pools. This amount accounted for less than half
of the revenue Moody’s earned during this period from rating debt securities. A former
Moody’s managing director is quoted as stating that, “It was always about shopping
around” for higher ratings, although Wall Street and mortgage firms “called the process
by other names, like ‘best execution’ or ‘maximizing value’. Ohio Attorney General
Marc Dann contends that the rating firms had much to gain by issuing investment-grade

Continued on Following Page
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ratings, and is quoted as stating the opinion that the rating agencies have a “symbiotic
relationship™ with issuers of securities. Mr. Dann’s office is presently investigating the
agencies’ practices. The propensity of the rating agencies for adjusting ratings as a
marketing consideration is also described, enumerating several specific incidents, in our
letter to Mr. David Walker, Comptroller General of the United States, Government
Accountability Office (please refer to tab 11 of the companion reference binder). It is
unfortunate for participants in the credit markets that the propagation of such unrestrained
business practices, coupled with and empowered by the NRSROs’ duopoly franchise and
the enforcement failure by the SEC, virtually ensures (in the absence of remedial
legislation) the continuation of market debacles on a scale of magnitude similar to the
instances comprising Exhibit 1.0.

As Registrants Under the Advisers Act (Registered Investment Advisers), the Three
Primary NRSROs are Prohibited from Engaging in Fraudulent, Deceptive or
Manipulative Business Practices Yet Continune to do so with Impunity

The Advisers Act, under which the three primary NRSROs are registered, prohibits
registrants from engaging in unethical business practices including engaging in any act,
practice, or course of business which is fraudulent, deceptive or manipulative.?
Accordingly, the three primary NRSROs are restrained from applying a reckless standard
of care in developing their rating classifications. The rating definitions, as published by
the NRSROs themselves, state that such ratings are an evaluation of the rated entity’s
willingness and ability to pay financial obligations (please refer to tab 22 of the
companion reference binder). As evidenced by an examination of the factual record in
the instance of China, the prevailing rating classifications assigned to the Chinese
government by the three primary NRSROs do not meet conform to their published
definitions and so do not meet the required standard and, in the face of constructive
notice, evidence foreknowledge of falsity and the application of a reckless standard of
care by the NRSROs. The Advisers Act explicitly requires the SEC to investigate
allegations of wrongdoing and impose penalties upon registrants whose wrongful actions
“directly or indirectly result in substantial losses or create a significant risk of substantial
losses to other persons” (Section 209 “Enforcement of Title”). We have prepared a
concise summary of the wrongful actions of the three primary credit rating agencies, up
to and including the specification of fraud (please refer to tab 9 of the companion
reference binder). Because their ratings are imbued with the force of law as a function of
their NRSRO designation, and the fact that the three primary rating agencies are each
Registered Investment Advisers and are therefore subject to the provisions of the

2 Investment Advisers Act of 1940, as amended. See specifically Section 206 and Section 209,

Continued on Following Page
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Advisers Act, and in consideration of the extensive prudential and regulatory codification
of investment policies referencing the rating classifications assigned by the three largest
NRSROs and the pervasive influence of their rating classifications, we are concemned
regarding the lax enforcement posture adopted by the SEC and particularly the failure of
the SEC to enforce the provisions of the Advisers Act as such provisions pertain to the
wrongful actions and conflicted business practices engaged in by the three primary
NRSROs.

Example: Primary NRSROs Continue to Assign China an Artificial Sovereign
Benchmark Rating Even as the Chinese Government Ceontinues to Engage in botl
Selective Default and Discriminatory Settlement of Defanlted Sovereign Debt

The three largest NRSROs continue to assign artificial sovereign credit ratings to China
despite the Chinese government’s continuing practices of both selective default and
discriminatory settlement (please refer to tab 9 of the companion reference binder).
Exhibit 4.0 presents a comparison of the prevailing artificial sovereign credit rating
classifications assigned to China with the appropriate rating classifications as determined
by the published definitions contrasted with the factual evidence (i.e., the actions of the
Communist Chinese government with respect to evasion of repayment of its defaulted
sovereign debt, e.g., the Chinese government’s 1960 bond which remains unpaid and in a
state of default, and which bond certificates explicitly state that the obligations are
intended to be binding upon the government of China and any successor government).
The full complement of actions by the Chinese government which are concealed by the
prevailing ratings include repudiation of the debt; selective defaulf; rejection of the
successor government doctrine of settled international law; discriminatory settlement
with Great Britain; and the practice of preferential, exclusionary and discriminatory
payments to selected general obligation creditors of the government of China. Standard
& Poor’s presently maintains an “A” rating for China. Note the definition of this rating
classification as published by S&P: “An obligor rated ‘A’ has STRONG capacity to meet
its financial commitments but is somewhat more susceptible to the adverse effecis of
changes in circumstances and economic conditions than obligors in higher-rated
categories.” Compare this definition to S&P’s published definition of the “Selective
Default” rating classification, which is the classification S&P claims to assign to nations
with defaulted sovereign debt: “An obligor rated “SD” (Selective Default) has failed to
pay one or more of its financial obligations (rated or unrated) when it came due. An
“SD"” rating is assigned when Standard & Poor’s believes that the obligor has selectively
defaulted on a specific issue or class of obligations but it will continue to meet its
payment obligations on other issues or classes of obligations in a timely manner.” A
nation rated “Selective Default” is virtually unable to issue international sovereign bonds
until it repays its defaulted sovereign debt (please refer to tab 9 of the companion
reference binder).

Continued on Following Page
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Published Definitions: International Sovereign Credit Rating Classifications

4.1 Prevailing Artificial Sovereign Credit Rating Classifications:

Long-Term Foreign Currency Debt of the Chinese Government

Agency | Rating Definition
An obligar rated ‘A’ has STRONG capacity to meet its financial commitments but is somewhat
Standard A more susceptible to the adverse effects of changes in circumstances and economic conditions
& than obligors in higher-rated categories.
Poor's -
Ronds which are rated “A” possess many favorable investment attributes and are to be
considered as upper medivm-grade obligations, Factors giving security to principal and interest
Moody’s Al are cansidered adequate, but elemenis may be present which suggest a susceptibility to
impairment some time in the future. The addition of a “2" denotes mid-range ranking within
the assigned rating classification.
High credit quality. 'A’ ratings denote expectations of low credit risk. The capacity for payment
of financial commitments is considered strong. This capacity may, nevertheless, be more
Fitch A vulnerable to changes in circumstances or in economic conditions than is the case for higher
ratings.

Compare the above
definitions maintained by the same agencies appearing below, which definitions truthfully describe the
genuine rating classifications in light of the factual evidence (i.e., the actions of the Communist Chinese
government with respect to evasion of repayment of its defaulted sovereign debt, including the actions of
repudiation; selective default; rejection of the successor government doctrine of settled international law;
discriminatory seftlement with Great Britain; and the practice of preferential, exclusionary and
discriminatory payments to selected general obligation creditors of the government of China).

artificial sovereign credit rating classifications assigned to China with the published

4.2 Truthful Sovereign Credit Rating Classifications

Long-Term Foreign Currency Debt of the Chinese Government As Determined by Conformance of
Agencies’ Published Criteria and Definitions to Facts Comprising the Actions of the Communist Chinese
Government, Including: [1] Repudiation; [2] Selective Default; [3] Rejection of Successor Government
Doctrine of International Law; [4] Discriminatory Settlement with Great Britain; [5] Preferential

and Diseriminatory Payments to Selected General Obligation Creditors

Agency Rating Definition
An obligor rated “SD” (Selective Default) hos failed to pay one or more of its financial
Standard ‘8D obligations {rated or unrated) when it came due. An “SD” rating is assigned when Standard
& (Selective | & Poor's believes that the obligor has selectively defanlted on a specific issue or class of
Poor’s Default) | obligations but it will continue to meet its payment obligations an other issues or ¢lasses of
obligations in a timely manner
Ba Bonds which are rated *“Ba" are judged to have speculative elements; their future cannot be
(high) cansidered as well-assured. Ofien the protection of interest and principal payments may be
Moody's very moderate, and thereby not well safeguarded during both good and bad times over the
Caa future. Uncertainty of position characterizes bonds in this class, Bonds which are rated
(low) “(aa” are of poor standing. Such issues may be in default or there may be present elements
of danger with respect to principal or interest.
. DoD Default. Entities rated in this category have defaulted on some or all of their obligations.
Fitch Entities rated “DDD™ have the highest prospect for resumption of performance or continued
RD operation with or without a formal reorganization process. Note that the newly introduced

rating of “RD" (Restrictive Default) is described as the classification Fitch will assign to an
issuer {including sovereigns) in cases in which the issuer has defaulted on one or more of its
financial commitments, although it continues to meet other obligations.

Continued on Following Page
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China’s Fraudulent Sovereign Credit Rating Conceals Defaulted Debt, Injures
Defaulted Creditors, and Misstates Actual Risk

As the enclosed materials reveal in detail, the wrongful actions of the credit rating
agencies distort the true credit risk endemic to certain rated obligations, including
sovereign obligations of the government of China, and thereby pose a hidden danger to
U.S. institutions and individual investors (e.g., in the instance of Chinese securities, as
noted previously, the Chinese government denied seeking a sovereign credit rating even
as it was reportedly pursuing a rating which it subsequently obtained, and which rating
concealed, and continues to conceal the existence of the Chinese government’s defaulted
sovereign debt and its continuing practice of making discriminatory payments to selected
creditors, and which artificial rating enabled China to resume international debt financing
and establish a sovereign benchmark providing Chinese corporations with the ability to
access the international financial markets while the central government continues to
evade repayment of its defaulted sovereign debt).

Unchecked Power of the NRSROs, Enforcement Failure by the SEC, and Pervasive
Credit Contagion Requires Immediate Corrective Action by the Legislative Branch

In addition to domestic concerns, we are credibly informed that significant international
concern exists that American regulators are not properly monitoring the disclosure of risk
endemic to financial products sold abroad. Financial products continue to be marketed to
domestic and international investors which were “not as advertised” (or, in the words of
one financial commentator, “The subprime mess is only the latest example of liar’s paper
pawned off on unsuspecting European banks as triple-A rated ‘investment quality’
bonds™). Risky investments, masquerading under the guise of quality securities with top
ratings, were sold to unsuspecting investors. Continuation of the wrongful practices by
the rating agencies, which directly contribute to misstatement of risks and resultant
investor losses, is antithetical and inimical to the interests of the U.S. public at large.
Senate concurrent legislation (please refer to tab 1 of the companion reference binder) is
warranted in order to remedy the continuation of the abusive practices described herein,
provide relief to defaulted creditors from the injurious actions of the credit rating
agencies, and preserve the integrity and transparency of the U.S. capital markets.

Sincerely, .
o -
S ey
Kevin J. O'Brien, President
KJO: jwe

Continued on Following Page
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Enclosure:  Bound reference materials to be transmitted separately.

cc: Hon. Jeff Sessions, U.S. Senator
Hon. Charles Schumer, U.S. Senator
Hon. Roger W. Robinson, Jr., Former Chairman, U.S.-China Commission
Ms. Jonna Z. Bianco, President, American Bondholders Foundation
Mr. John Petty, President, U.S. Foreign Bondholders Protective Council
Consumer Federation of America
International News Media (via newswire release)

An electronic version of this document, including reference materials, is accessible on the
- world wide web at the following URL:

http://www.globalsecuritieswatch.org/congress-resource.html
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L Failure by the SEC to acknowledge either the complaint filed September 1, 2006 or the
Amendment to the Complaint filed February 15, 2007 describing allegations of disclosure fraud
with respect to the U.S. Registration Statement filed by the People’s Republic of China in
connection with the offering within the United States of sovereign debt obligations of the
Communist Chinese government.

In this regard, please see the following Exhibits:

1. Copy of Senate Policy Brief referencing proposed legislation to restore transparency and
preserve the integrity of the U.S. capital markets.

ta

Copy of the Complaint filed with the SEC Office of the Chief Counsel and the Divisions
of Enforcement and Corporation Finance, dated September 1, 2006.

3. Copy of the Amendment to the Complaint filed with the SEC Office of the Chief Counsel
and the Divisions of Enforcement and Corporation Finance, dated February 15, 2007.

4, Copy of our letter addressed to Mr. Walter Stachnik, Inspector General, U.S. Securities
and Exchange Commission, dated November 13, 2006, referencing and including a copy
of our letter addressed to the Honorable Charles Grassley, Chairman, Senate Finance
Committee and Mr. David Walker, Comptroller General of the United States, dated
October 30, 2006.

Supplemental Exhibits:

5 Copy of letter from the law firm of Stites & Harbison PLLC addressed to the law firm of
Sidley Austin Brown & Wood, LLP, dated December 31, 2003.

6. Copy of letter from the law firm of Stites & Harbison PLLC addressed to the Chairman
of the SEC, dated January 8, 2003.

7. Copy of letter from SEC Senior Associate Director addressed to the law firm of Stites &
Harbison PLLC, dated January 21, 2003.

iL Failure by the SEC to investigate the wrongful practices of the three primary international
credit rating agencies in their capacity as Registered Investment Advisers under the Investment
Advisers Act, in connection with the development and publication of false, artificial and injurious
sovereign credit rating classifications assigned to the Communist Chinese Government.

In this regard, please see the following Exhibits:

8. Copy of the Complaint filed with the SEC Division of Market Regulation, dated March
31, 2005.
9. Additional information regarding the wrongful actions of the three primary international

credit rating agencies.
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11.

13.

14.

15.

16.

17.

18.

19.

Copy of letter from the Honorable Jim Saxton, Chairman, Joint Economic Committee of
the United States Congress, addressed to the SEC Chairman, dated May 24, 2005 and
requesting an investigation into the practices of the international credit rating agencies.

Copy of our letter addressed to Mr. David Walker, Comptroller General of the United
States, dated June 21, 2005.

Copy of letter from SEC Acting Chairman addressed to the Honorable Bob Beauprez,
Member of Congress, dated July 29, 2005 and copy of memorandum authored by the
Director of the SEC Division of Market Regulation addressed to the SEC Acting
Chairman, dated July 29, 2005.

Copy of our letter addressed to the Honorable Christopher Cox, SEC Chairman, dated
August 4, 2005.

Copy of letter from the SEC addressed to Sovereign Advisers, dated August 19, 2005,
Copy of our letter addressed to the Honorable Christopher Cox, SEC Chairman, and the
Honorable Annette Nazareth, SEC Commissioner, and Mr. Michael Macchiaroli,
Associate Director, SEC Division of Market Regulation, dated September 21, 20035,

Copy of letter from the SEC Deputy Director addressed to Sovereign Advisers, dated
QOctaober 11, 2005.

Copy of our letter to Mr. Walter Stachnik, Inspector General, SEC, dated October 11,
2005.

Copy of our letter addressed to Mr. Walter Stachnik, Inspector General, SEC, dated
November 1, 2003.

Copy of letter from the SEC Inspector General addressed to Sovereign Advisers, dated
October 27, 2005,

Supplemental Exhibits:

20.

21

[
[

o]
w

Summary of Complaint.

Copies of articles published by the Financial Times under the heading Sovereign Credit
Ratings: *“China’s Pre-War Bond Default Stirs U.S. Anger” (June 7, 2005) and “People’s
Republic Called to Account” (June 7, 2005).

Copy of commentary published by Forbes, entitled “China’s Unfair Advantage — How
China’s Artificial Credit Rating Hurts U.S. Manufacturers™ (July 25, 2005).

Copy of Washington Times editorial describing the emergence of a new and dangerous
dynamic in the Bush Administration’s policy regarding the revaluation of the Chinese
Yuan, sacrifice of American jobs to China and sale of U.S. assets to Chinese interests
financed via China’s trade surplus with the United States (June 29, 2007).

[Continued on Following Page]



Washington Post serial investigative report on the business practices of the three primary
NRSROs (November 22-24, 2004). Wall Street Journal articles on the credit rating
agencies’ role in creating the global subprime financial debacle.

Schedule of upgrade history of China’s sovereign credit rating by the three primary
NRSROs.
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Baclkeround Information

Re: Offer and Sale within the United States of Securities of the People’s Republic of China

Deceptive Marketing Practices, Misleading and Fraudulent Disclosure, False and Misleading Credit
Ratings, Violations of U.S. and International Laws, Selective Enforcement of Federal Agency

Regulations, Unlawful Diversion of Monies Due Individual Bondholders, Inducement of the American
Investing Public. ' '

Purpose:

1. To protect the American public including U.S. pension funds from the misleading and fraudulent
disclosure statements filed by the communist Chinese government (PRC) in connection with the offer and
sale within the United States of Chinese securities, whicli continue to be offered and seld in reliance upon a
false and artificial sovereign credit rating which conceals China’s defaulted sovereign debt for which the
government of the PRC is legally oblipated under international law to repay, and refuses to do so;

2. To provide relief to American citizens holding defaulted sovereign debt of the PRC (see for
example, the 1960 bond, which remains unpaid and in a state of default) upon which the PRC government

continues to evade repayment while engaging in discriminatory and preferential payments to selected
creditors; and

3. To establish a policy which will prove effective in éncouraging China to restrain and reform its
abusive international trade practices and transition into an international, rules-based economy by fostering
compliance with established conventions of international trade and commerce.

Example: The U.S. Foreign Bondholders Protective Council, a nonprofit corporation established by the
U.S. Department of State, Department of the Treasury, and the Federal Trade Commission to
assist TU.S. citizens in recovery of defaulted foreign sovereign bonds, reports that in over 40
settlements of defaulted sovereign debt the PRC is the only government which steadfastly
refuses to settle its defaulted soversign debt held by American citizens.

The permissiveness of the Executive branch, made manifest by its failure to enforce the Chinese
government’s repayment ohligation, enables the PRC to escape repayment of its defaulted sovereign debt
and further encourages the PRC to write its own rules of international behavior. Such ruinous trade
policies toward China have become a matter of interest and concern to a broad segment of the American

public, as demonsirated by the national media response to the recent press release announcing the House
version of the concurrent resohition.

Research; up:/Avwnv. globalsecuritieswateh ore/sdthmemorandumes, itmi

Public Interest: htp: /v plobalsecuritieswatch.ore/press_release 06/07/07.pdf

The Senate legislation will prohibit the issuance within the U.S. financial markeis of Chinese securities
offered and sold to U.S. investors on the basis of misleading and fraudulent disclosure statements and in
reliance upon the false and artificial sovereign credit ratings assigned to the communist Chinese
government by the three primary rating agencies, which collectively dominate 95% of the industry, and
which ratings contravene both the successor government doctrine of settled international law confirming
continuity of obligations as well as the apencies’ own published definitions, and which false and artificial
ratings also act to conceal the actions of the government of the PRC, including the actions of repudiation;
selective default; rejection of the successor government doctrine of intemational law; discriminatory
settlement with Great Britain; and discriminatory and preferential payments to selected creditors.



1. Fraudulent Disclosure in U.S. Registration Statement Involving Chinese Government
Securities Offered and Sold in the United States.

SEC Rule 10b-5 and Section 10(b) of the Exchange Act impose an affirmative obligation upon issuers not
to speak in half-truths or to make incomplete statements in accordance with SEC Schedule B, governing the
disclosure requirements for sovereign issuers. The following half-truths and incomplete statements appear
in the 2003 U.S. registration statement filed with the SEC by the PRC in connection with the sale of its
sovereign bonds:

» Intentional criission of any mention of the existence, and refusal to honor repayment as required under
international law, of the defaulted sovereign debt of the Chinese government.

Example: “The central government has always paid when due the full amount of principal of, any
interest and premium on, and any amortization or sinking fund requirements of, external and
internal indebtedness incurred by it since the PRC was founded in 1949, "Page 69 of the Prospectus]

The above statement is both misleading and constitutes a haif-truth. Under the successor govemment
doctrine of seifled international law, the central government assumed the repayment obligation for the
Chinese government’s savereign debt issued by the internationally-recognized predecessor government of
China, including the obligation for repayment of the 1960 bond (issued prior to 1949) upon its assumption
of power in 1949. The communist Chinese government refuses to honor repayment of any of this debt held
by Americans. It is also revealing to note the complete omission from the Supplement to the Prospectus of
any reference to the televised public hearing conducted by the Committee on International Relations of the
U.S. House of Representatives in October of 2003 concemning China’s defaulted sovereign debt, which
occurred prior to the date of the Supplement to the Prospectus.

Research: Juin/hwww.globalsecuritiexwatch,ore/Letter_from Stites & Harbison to_Sidley Austin Brown & Wood

hip:fhvinyglobalsecuritieswarch.ora/Sovereign_Disclosure Obligation. pdf

hitoctiwne foreignaffairs. ronse.gov/arciives/! 08/90360, pdf

« Intentional falsechood regarding the “equal ranking” of China’s sovereign debt obligations.

Example: "The notes will rank equally ... with all other general and (subject to the provisions in the
notes providing jor the securing of such obligations in the event certain other obligations of
China are secured) unsecured obligations of China for money barrowed ... . China will
pledge its full faith and credit ... for the due and timely performance of all obligations of
Chinga ..."" [Page S-7 of the Supplement to the Prospectus]

The above statement is disingenuous in the extreme. The notes do not “rank equally” with other general
obligations of the PRC and the associated repayment as well as the interest payments are preferential and
discriminatory in nature and exclude any repayment by the PRC of the defauited sovereign obligations held
by Americans (e.g., the Chinese government’s 1960 bond which remains unpaid and in a state of default).

Research: hupfvww.globalsecuritieswatch.orgfdmended SEC_Complaint pdf

» No mention of the PRC government’s actions of repudiation of the debt, selective default, rejection of the
successor government doctrine of international law, discriminatory settlement with Great Britain, and
discriminatory and preferential payments to selected creditors. These omissions and half-truths, appearing
in a U.S. Registration Statement, upon which no action has been taken to amend in the face of constructive
notice, rise to the level of fraud and are expressly prohibited under federal law. They act to misstate the
actual risk of investmnent in Chinese securities and further act to induce prospective investors into such
high-risk securities leading to extremely adverse consequences.

Example: China Life Investor Fraud: futp;/fwwiw. globelsecuritieswateh, ore/Spitzer.pdf [see footnote #42 (page 22)]

China Aviation Qil Investor Fraud: hup-/Avww.energyrisk.com/public/shayPazge himl?page=200016

hitp:thnwwdeloitie.com/di/article/0, 1002,cid%2530 4 1328000 il

Research: hitp:/fvww globalseeuriieswateh,gre/Letter_from_Stites & Harbison to SEC




II. The Primary NRSROs Continue to Publish and Distribute n False and Artificial
International Sovereign Credit Rating for China

The three primary international credit rating agencies (Standard & Poor’s Corporation, Moody’s Investors
Service and Fitch Ratings) are designated “nationally recognized statistical rating organizations (NRSROs)
by the SEC. These three rating agencies operate independent from any regulatory oversight or supervision,
and routinely engage in business practices which have been heavily criticized for serious conflicts of
interest which create the incentive for assigning inflated and artificial ratings, and which frequently result
in major credit implosions and financial market debacles (see for example, the instances of Enron,
WorldCom, the 1997 Asian crisis, the U.S. sub-prime mortgage market, etc.). In 2005, the then-chairman
of the Joint Economic Committee of the U.S. Congress expressed serious concern regarding the actions of
the rating agencies with respect to China in a letter to the SEC chairman. Despite the validity of the
Committee’s concerns, the SEC declined to investigate the matter.

Research: hnp/Avvwglobalsecuritieswatch.ore/Wrongfid Actions_of the_[mternational Credit Ratings Agepcieg
[See Exhibit 4 (puge B) entitled, “Washington Post Specinl Feature']

-elobalsecuritiesivatch.orglchairman_saxton demand for investigation. pd)

Itpzfhvanw globalsecuritieswatch.org/GAQ_LETTER. pdf

http:/rww.slobalsecuritieswatel, ora/SEC Memorandum _Disclaiming%20Renylatory®:20 furisdiction

An international sovereign credit rating is absolutely essential for any government seeking to borrow
internationally, or more significantly, to establish an international sovereign benchmark against which its
corporations may raise capital in the world financial markets in order to compete internationally. The
international sovereign credit rating assigned to a specific government acts to set a “sovereign ceiling”
which constrains the ratings of the corporate issuers located within that nation. If the ceiling is artificially
high, then the creditworthiness of the corporations within that nation enjoy a higher rating and a
commensurately lower cost of capital, which translates into a major competitive advantage globally, In the
instance of China, the three primary rating agencies have intentionally and wrongfully assigned false and
artificial sovereign credit ratings to the communist Chinese government which conceal the existence of the
Chinese povernment's defaulted sovereign debt and which do not conform to the published definitions, and
have knowingly done so in order to maximize the profits of the rating agencies.

Example: The Chinese government’s 1960 bond which remains unpaid and in a state of default. The
bond certificates explicitly state that the obligations are intended to be binding upon the
government of China and any successor government.

Standard & Poor’s presently maintains an “A” rating for China. Note the definition of this
rating classification as published by S&F: “An obligor rated ‘A’ has STRONG capacity to
meet its financial commitments but is somewhat more susceptible to the adverse effects of
changes in circumstances and economic conditions than obligors in higher-rated categories.”
Compare this definition to S&P’s published definition of the “Selective Default” rating
classification, which is the classification S&P claims to assign to a nation with defaunlted
sovereign debt: “An obligor rated “SD” (Selective Default) has failed to pay one or more of
its financial obligations (rated or unrated) when it came due. An “SD” rating is assigned
when Standard & Poor’s believes that the obligor has selectively defaulted on a specific issue
or class of obligations but it will continue to meet its payment obligations on other issues or
classes of obligations in a timely manner.” A nation rated “Selective Defauli” is unable to
issue international sovereign bonds until it repays its defaulted sovereign debt.

Research: lup:fulobalsecuritiessaich, orp/Sovereign_Ratings Definitions_and Criterig

hrtp /A plobalsecuritieswarch. orgSEC

Itp:fnne. globalsecyritieswatch.org/Swmmary_of Complaint

hitp:/iwvw.globalsecuritieswatch.org/Letier_from_Sovereign_Advisors_to SEC Chairmay_and_Associate_Direcior

The international sovereign credit ratings assigned to the communist Chinese government by the three
primary NRSROs explicitly contravene the successor government doctrine of setiled international law
affirming the continuity of obligations issued by an intemationally-recognized predecessor government (see
e.g., the Restatement (Third) of the Foreign Relations Law of the United States, Section 712(2) and
Creditors Claims in International Law, The International Lawyer, Vol. 34, page 233, Spring, 2000).



Example: Standard & Poor’s published methodology asserts that “Standard & Poor’s sovereign credit
ratings are an assessment of each government’s ability and willingness to service its debt in
full and on time (emphasis added).” All three primary rating agencies assert that a debtor
government is in default whenever it misses a payment or seeks to renegotiate a loan —
“Anything”, according to S&P’s Marie Cavanaugh, “that is not timely service of debt
according to the terms of issue,” In the interest of maximizing their profits, the three primary
agencies continue to prant China a special exemption from their published standards.

Research: htto:/Avww.plobalsecuritieswenich.org/SEP Sovereien Ratings Methedology

In addition to concealing the default of the Chinese government’s sovereign debt, which remains in default,
the current ratings maintained by the three primary NRSROs act to conceal the PRC government’s actions
of repudiation of the debt; selective default; rejection of successor government doctrine of international
Iaw; discriminatory settlement with Great Britain; and discriminatory and preferential payments to selected
creditors, afl of which are the actions of the post-1949 communist Chinese government and all of which
continue in effect today with the cooperation of, and to the immense financial and profitable benefit of, the
three primary NRSROs. Although each of the three primary NRSROs are registered as Investment
Advisers under the Advisers Act, the SEC refuses to enforce any of the pertinent regulations concerning the
wrongful actions of the agencies.

Research: hup;/finew,

lobalsecuritieswatch.ora/Letter from_Sovereien_Advisors to SEC Chairman_and Associate Director
hitp: e alobalsecuritieswatch.org/GAO LETTER pdf
htpthevw elabalsecuritieswateh.ore/letier_from_Sovereign_ddvisors to SEC Inspecior Cenerol

Expert Observation: Indiana University’s Dr. Scott Kennedy, who specializes in China’s political
economy: “If you have any credibility, you would probably be rating everything
junk in China.” [Wall Street Journal, January 3, 2004]

The duopoly franchise enjoyed by the primary rating agencies, conveyed upon them by virtue of the
exclusivity of their “NRSRO” designation, imbues their ratings with the force of law, resulting in pervasive
prudential and regulatory codification and further insulates the agencies from accountability for wrongful
and injurious actions arising from self-serving profit motivations.

Research: hip:finnw.globalsecuritieswatch.org/Forbes_Articlere . Chinals Artificial_Sovereipn Credit Rating

Since the communist Chinese sovereign benchmark can be shown to be artificial, then by extension, the
rating of all Chinese corporate issuers is phony as well. Furthermore, since corporations cannol generally
penetrate the sovereign ceiling, creation of a false and artificial benchmark opens the door to global
issuance by Chinese corporations, resulting in the dislocation of entire industries. Such an effect would not
have occurred to the effect which is manifest at present if the rating agencies had followed their published
methodologies and assigned the truthful rating classification of “Selective Default” to China, reflecting the
existence of the Chinese government’s attenipts to evade repayment of its defaulted sovereign deht.

Conclusion:

The facts reveal that after an absence of nearly fifty years from the international financial markets, the
communist Chinese government decided to re-engage in international debt financing and to establish a
sovereign benchmark in order to pave the way for issuance in the global markets by Chinese corporations.
In order to do so, China bought and paid for an international sovereign ecredit rating which it denied
seeking, and which concealed and continues to conceal the fact that the Chinese government is in default
on its sovereign debt and that it continues to make diseriminatory payments to preferential creditors.

Research: hip:/Awvwnv globalsecipitieswatch.ore/Ching_Denies Seekine Sovereien Credit Rating

Preserving the integrity of U.S. financial markets and respect for the rule of law must rank superior to the
profits to be made by underwriting the securities of the totalitarian communist Chinese regime in the U.S.
The permissiveness of the Executive branch empowers China to wiite its own rules of international
conduct. The Congress now has the opportunity to put a halt to the wrongful practices of the PRC and
protect the investing public from the harmful effects which will most certainly occur owing to the
continued offer and sale of PRC securities premised upon tactics comprising inducement and fraud,



EXHIBIT

Published Definitions
International Sovereign Credit Rating Classifications '

Exhibit 1
Prevailing Artificial Sovereign Credit Rating Classxﬁcatmns
Long-Term Foreign Currency Debt of the Chinese Government 2

Agency Rating Definition
Standard & An obligor rated *A” has STRONG capacity to meet its financial commitments but is somewhat
?our‘s A more susceptible to the adverse effects of changes in circumstances and economic conditions than

obligors in higher-rated categories.

Bonds which ate rated "A" possess meny favarsble investment attributes and are to be considered
Moody's Al as upper medium-grade obligations, Factors giving security to principal and interest are

considered adequate, but elements may be present which supgest a susceptibility to impaimment
some time in the future, The cddition of 8 “2" denotes mid-range ranking within the nssigned
rating classification.’

. High credit quality. 'A' ratings denote expectations of low credit risk. The capacity for payment of
Fitch A . . \ , . .
financial commitments is considered sirong, This copacity may, nevertheless, be more vulnernble
to changes in circumstances or in economic conditions than is the case for higher ratings.

Compare the above artificial sovereign credit rating classifications with the published definitions
maintained by the same agencies as illustrated in Exhibit 2, which definitions truthfully describe the
genuine rating classifications in light of the factual evidence (i.e., the actions of the Communist Chinese
government with respect to evasion of repayment of its defaulied sovereign debt, including the actions of
repudiation; selective default; rejection of the successor government docirine of seitled international law;

discriminatory settlement with Great Britain; and the practice of preferential, exclusionary and
discriminatory payments to selected general abligation creditors of the government of China).

Exhibit 2
Truthful Sovereign Credit Rating Classifications
Long-Term Foreign Currency Debt of the Chinese Government
As Determined by Conformance of Agencies’ Published Criteria and Definitions to
Facts Comprising the Actions of the Communist Chinese Government, Including:
[1] Repudiation; [2] Selective Default; [3] Rejection of Successor Government Doctrine of
International Law; [4] Discriminatory Settiement with Great Britain; [5] Preferentmi and
Discriminatory Payments to Selected General Obligation Creditors *

Agency Rating " Definition
An obligor rated “SD" (Selective Default) has failed to pay one or more of its financial
Standard & SD obligations (mted or unrated) when it come dve. An “SD" rating is assigned when
Poor’s {Selective Defanlt)® | Standard & Poor's believes that the obligor has selectively defsulted on a specific issue

or class of obligations but it will continue to meet ifs payment obligations on other
issues or classes of obligations in o timely manner.®

Bonds which are rated “Ba™ are judged to have speculative elements; their future cannot

Ba be considered as well-assured. Often the profection of interest and principal payments
Moody's (high range) may be very moderste, and thereby not well safegunrded during both good and bad
times over the future. Uncertainty of position characterizes bonds in this class. Bonds
Caa which are rated "Caa” are of poor standing. Such issues may be i in defnult or there may
(low range) be present elements of danger with respect to principal or interest,’

Defauit.  Entities mted in this category have defaulted on some or all of their
obligations, Entities rated “DDD" have the highest prospect for resumption of

DDD performance or continued operation with or without o formal reorganization process.
Fitch Note that the newly introduced rating of “RD" (Restrictive Default) is described as the
RD classification Fitch will sssign to an issuer (including sovereigns) in cases in which the

issuer has defaulted on one or more of its {inancial commitments, although it continues
to meet other obligations.




As illustrated in Bxhibit 2, the Communist Chinese povernment continues o engage in a pattern of
discriminatory, exclusionary and preferential practices while refusing repayment of its sovereign
obligations for which it is legally responsible as the successor government of all China, and which actions
are concealed by the assignment, publication and distribution of false international soversign credit rating
classifications by the three primary rating agenmes the published definitions of which do not conform to
the fact pattem comprising the immediate instance.® Itis the ability of the Communist Chinese government
to engage in international debt financing in reliance upon its prevailing rating classifications, and so
establish and maintain a sovereign benchmark for the benefit of Chinese corporate issuers, which
constitutes the proximate mechanism by which the Chinese government is able to escape its repayment
obligation to defaulted creditors. It thus becomes evident that the practices engaged in by the primary
international credit rating agencies evidence selective adherence to their respective published definitions,

methodologies and criteria in order to attam a predefined result and so aveid an inconvenient frith, to the
calculated effect of maximizing their profits.”

Endnotes:

¥ The definition for each specific rating classification was obtained as published by the respective credit rating agencies
on the respective agency’s website, accessed via the following URLs:

Standard and Poor’s: ittp:/Avwiv2. standardandpoors.com

Moody’s Investors Service: http:/wnvv.moodys.com

Fitch Ratings: http:/iwnnw.fitchratings.com

? Prevailing long-term foreign currency sovereign credit rating classifications assigned to the Chinese govemment as of
August 1, 2006 by the three largest nationally recognized statistical rating organizations.

3 When applied to debt issued by a sovereign issuer, this rating classification denotes an investment grade debt rating
for an issuer which has no full faith and credit sovereien obligations remaining in default,

4 According to the United States Foreign Bondholders Protective Council, established by the U.S. Department of State,

Department of the Treasury, and the Federal Trade Commission for the purpose of assisting U.S. citizens in recovery of
repayment of defaulted obligations of foreign governments, the Communist Chinese government represents the only
instance, in over 40 successfui settlemenis of defaulted sovereign debt, of a govemnment refusing to negotiate the
settlement of its defaulted sovereign debt.

5 Recent instances in which Standard and Poor’s has assipned an “SD" rating classification to the long-term foreign
currency debt of a sovereign issuer include Russia in 1998 (which defaulted on its domestic obligations while
continuing to service its eurobonds); Argentina, following its sovereign debt default in December 2001 and subsequent
restructuring, including an exchange offer to existing bondholders; and the Dominican Republic in 2005 (which
became delinquent on payments owed to commercial bank creditors while continuing to service its bonded debt}. The
“SD" rating remained in full force and effect until all outstanding defaulted obligations were resolved.

6 A prime example of “Selective Default” is the series of full faith and credit soverr:lgn oblipations issued as the
“Chinese Government Five Per Cent Reorganization Gold Loan”, scheduled to mature in 1960 and which debt remains
in default as an external payment obligation of the successor govemnment of China (i.e., the Communist Chinese
government, which was established on October 1, 1949), The Communist Chinese government replaced the Republic
of China in the United Nations as the recognized government of China on November 23, 1971 and was subsequently
recognized as the government of all China.

7 This rating classification is appropriate with respect to acknowledging the judicial risk inherent to investment in such
obligations arising from the discriminatory, preferential and exclusionary treatment of selected general obligation
creditors.

¥ gee in pﬂI‘thUlﬁl’ the Communist Chinese government’s unwillingness to respect repayment of the defaulted full faith
and credit sovereign obligations held by United States citizens, for which the government of China is liable under the
successor government convention of settled international law and which convention was invoked by the 1983 Aide
Memoire in which the Communist Chinese government explicitly atternpted to repudiate its obligation to repay the
debt. We further note the determination by the United States Foreign Claims Settlement Commission in Carl Marks &
Co. wherein the Commission found that the unpaid debt represents a generzl obligation of the povernment of China.
By their published definitions, the prevailing sovereign credit rating classifications assigned to the Communist Chinese
government exclude and thereby conceal the fact of selective default, as shown in Exhibit 1 and Exhibit 2.



% In this regard, we note the following statement, “NRSROs should be legally accountable for their ratings.” Source:
Investment Company Institute, Statement Before the SEC Hearings on Issues Relating to Credit Rating Agencies
{November 21, 2002). See also the statement, “Reliance by credit rating agencies on issuer fees could lead to a
conflict of interest and the potential for rating inflation.” United States Securities and Exchange Commission, Rating
Agencies and the Use of Credit Ratings Under the Federal Securities Laws (2003). See also the statement, "Given the
steps the SEC has taken to improve levels of independence for accounting firms and equity analysis, similar action
should be required to restore the credibility of and confidence in the rating system.” Source: “Is the SEC Going Soft
on Credit Rating Agencies?” Danvers, Kreag and Billings, B. Anthony, The CPA Jourpal {(May 2004), We observe
that the Chinese government's defaulted sovereign debt, existing unpaid and in a state of default, has come to rest
principally in the hands of individual investors as opposed to institutions, and that the agencies and the advisers to the
Communist Chinese government therefore anticipated a very minimal risk of objection via a unified voice as respects
the assignment of a long-term foreign currency sovereign credit rating to the Chinese Government which has the action
of concealing the existence of the Chinese Government’s defaulted sovereign debt. When Standard & Poor's first
assigned the rating in 1992, it did not reflect the existence of the Chinese Government’s Jefaulied sovereign debt and
established a new, and artificial, foundation upon which the Chinese Government could resume international financing

without repaying its defaulted sovereign debt, and also constitute the basis upon which to inflate the rating over the
future term.




— Sovereign Advisers®
Press Release ——|—- Specialists in Risk Metrics Analytics

Congress Acts to Halt the Selling-Out of America

In Bid to End Ruinous Trade Policy with China, House and Senate Introduce

Concurrent Resolutions to Deny China Access to U.S. Financial Markets
Commentary by Sovereign Advisers

(TUCSON, AZ — June 6,2007) In the face of the People’s Republic of China’s continuing manipu-
lation of its currency and other intentional and flagrant violations of international law, both Houses
of the United States Congress recently introduced concurrent resolutions (H.Con.Res.16(0) strip-
ping the People’s Republic of China of access to U.S. capital markets. In a strongly bipartisan
measure, Congress has squarely taken aim at reforming the abusive trade practices employed by
the communist Chinese government to reap the economic benefit of access to U.S. markets at the
expense of America’s middle class, which continues to suffer the loss of an estimated 2,250 jobs
each day to China.

The concurrent resolutions are expected to reform the disastrous trade policies which have only
served to enable a few select Wall Street institutions and individuals to reap millions of dollars in
revenue (see Goldman Sachs’ recent $16 billion bonus pool) from assisting China in recycling its
surplus trade dollars earned from its $300 billion (2007 estimate) trade imbalance with the U.S.
into its military build-up and the purchase of U.S. assets (see, for example, the recent purchase by
the Chinese government of a 10% interest in the U.S. buyout fund Blackstone), all at the expense of
America’s middle class.

The action by the Congress will also afford protection to U.S. workers from ill-considered invest-
ments in Chinese securities offerings by U.S. public pension funds in light of the recent statements
by the World Bank that these offerings act only to create “insider wealth” (see “World Bank Claims
‘Billions’ Lost on China IPOs”, Financial News, May 31, 2007). The communist Chinese govern-
ment has a long history of predatory financial markets practices including making discriminatory
debt payments to preferential creditors, which are the subject of a complaint recently filed with the
U.S. Securities & Exchange Commission alleging fraud in connection with the offer and sale in

the U.S. of its sovereign bonds.
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September 1, 2006

Mr, Brian G. Cartwright, General Counsel
Office of the General Counsel

Ms. Linda Thorsen, Director
Division of Enforcement

Mr, JTohn W. White, Director
Division of Corporation Finance

United States Securities and Exchange Comimission’
100 F Street, NLE.
Washington, D.C. 20545

Re: Recent actions evidencing failure to comply with disclosure obligations of
recistered sovereign issuers under the federal securities laws of the United States
in respect to the offer. sale and trading of sovereign debt securities of the
People’s Republic of China: violations of Rule 10b-5 and Section 10(h} of the
Bxchange Act

Dear Mr. Cartwright, Ms. Thomson and Mr. White:

We respectfully write to your attention concerning the matter of the defaulted sovereign debt of
the Government of China as this matter pertains to the disclosure requirements affecting recent,
as well as future, offers, sales and trading of debt securities of the Government of China and its
state-owned enterprises within the United States.!

In the United Siates, the disclosure obligations for registered sovereign issuances are governed by
the Securities and Exchange Commission’s Schedule B, which affirmatively requires only
minimal disclosure including pricing, payments schedule, and volume. However, an affirmative
obligation by registered soversign issuers to speak with respect to additional disclosure does exist
in that statements made in connection with an offering of securities, although literally true, may
not be misleading through their incomipleteness as specified by Rule 10b-5 and Section 10(b) of

! Plense refer to the complaint dated March 31, 2005 filed with the SEC Division of Market Regulotion
describing the wrongful actions of the underwriters of recent offerings of debt sacurities of the Government of
China and the credit rating agencies in the matter of selectively ignoring the full faith and credit sovereign debt
of the Government.of China presently existing unpuid and in & state of default:
(htp:/fwwiv.ziobolsecuritieswntch.org/SEC.pdE).  The complaint  was subsequently the subject of a
comprehensive internal review by the SEC at the request of numerous meimbers of the United States Congress:
(http:/fwwiw.globalsecuritieswatch.org/congress.html).  See also the letier dated May 24, 2005 nddressed to the
SEC Chairman by the Honorable Jim Saxton, Chairman of the Joiat Economic Committea:
(htlp'J/www.globalsecuriﬁeswatch.urg/chairmars_snxtun_demand_for_invastigaﬁon.pdf). We are informed that
the facts and circumstances deseribed in the complaint were influential in the recent passage of legislation (HR
2950) reforming federal regulatory oversight of the credit rating ngencies.



United States Securities and Exchange Commission
September 1, 2006
Page Two

the Exchange Act? Under Rulel0b-5 and Section 10(b) of the Exchange Act, a duty is imposed

upon an issuer to refrain from disclosing materially incomplete statements (i.e., the prohibition
against “half-truths™).

Accordingly, a source of a sovereign’s obligation to disclose additional risks in the offering
" documents arises from additional disclosure which the sovereign volunteers. In the event that a
registered sovereign issuer may elect to provide additional disclosure beyond the requirements
imposed by SEC Schedule B, such statements mmust constitute full and complete disclosure and
not be misleading through their incompleteness. Under Rule 10b-5, statements that are literally
true can create liability if they create a materially misleading interpretation because they omit
some key fact (or, in other words, are “half-truths™). The doty not to make “half-truths™ undsar
Rule 10b-5 applies to both registered and non-registered sovereign bond issuances.

We refer now to the inadequate disclosure contained in the prospectus dated October 16, 2003
and in the prospectus supplement dated October 22, 2003 pertaining to the registered offering,
sale and issuance of sovereign obligations of the People’s Republic of China, and offer several
obvious examples of disclosure obligations required by Rule 10b-5 and Section 10(b) of the
Exchange Act which are omitted from meation in the above offering document.’

Examples of failures to fully disclose key facts, constituting violations of Rule 10b-5 and Section
10(b) of the Exchange Act:

1. Voluntary Disclosure: Debt Record (page 69 of the pmspe&tus) —

“The central government has always paid when due the full amount of principal of, any interest
and premium on, and any amortization or sinking fund requirements of, extemal and internal
indebtedness incurred by it since the PRC was founded in 1949."

Omission: This statement is misleading to offerees and prospective purchasers. Both the
prospectus and the prospectus supplement intentionally omit any mention of the existence
of pre-1949 defaulted full faith and oredit sovereign obligations of the Government of
China, which under accepted conventions of international law, the payment obligation for
such indebtedness was incurrad by the central government of China in 1949 and on which

that government has since settled with British bondholders while continuing to evade the
claims of Amerean bondholders.

2 The lock of meaningful affirmative disclosure obligations in the Schedule B context, elevates the
importance of the obligation not to speak in “half-truths™. See James D. Cox, Rethinking U.S. Securities
Laws in the Shadow of International Competition, L. & Conternp. Problems, Automn 1992, at 177, 192-193
(cited at 13, An Empirical Study of Securities Disclosure Practices, authored by Mitu Gulati and Stephen
Choi, Duke Law School Working Paper, 2006).

3 Registration no. 333-108727. (ISIN 1IS712219A130 / CUSIP 712219AJ3). See prospectus doted October
16, 2003 and the prospectus supplement dated QOctober 22, 2003:
(http://www.sec.golexchivasfedgur!datm’909321/0001 1455490300134 7/u9868 1 pled24b5.htm).



United States Securities and Exchange Commission
September 1, 2006
Puage Three

As we have previously described, neither the prospectus nor the prospectus supplement
contain any mention whatsoever regarding the existence of defaulted full faith and credit
sovereign debt of the Government of China which remains unpaid in a state of default,
and for which the People’s Republic of China is liable for repayment under settled
international law ag the internationally-recognized successor govemment of China, and
which government continues to engage in actions evidencing both selective default and
discriminatory settlement under settled international law.’ Such actions act to create the
risk of seizure of proceeds of any securities offering by the Government of China ot any .
of its state owned enterprises and also act to expose purchasers of sovereign obligations
issued by the People’s Republic’ of China to the tisk of injunctions preventing
discriminatory payments to such purchasers.

O]
H

Voluntary Disclosure; External Debt (page 67 of the prospectus) — Note: this section
contains extensive narrative and numerous schedules referencing the outstanding
obligations and external debt of the Government of China. No mention is made

regarding the existence of defaulted sovereign debt of the Government of China. An
excerpt of this section appears below:

“Lonns are the primary source of external debt Non-trade loans accounted for approximately
84.49%, of the tota] external debt oulstanding at December 31, 2002. Commercial loans {i.e., loans
obtnined from any source on commercial terms), official primary government loans (i.e., loans
obtained on fovorable terms from foreign governments and intemational financial organizations
including. the World Bank and Asion Development Bank) and other types of debt financing
accounted for approximately 53.5%, 30.9% and 15.6%, respectively, of total external debt in the
form of loans at December 31, 2002, The central government's current policy is to continue to

4 The U.8. regisiration statement including the prospectus and prospectus supplement pertaining to tha
2003 sovereign bond offering and sole by the Peopla’s Republic of China was prepured by the U.S, law
firm of Sidley Austin Brown & Wood LLP. We note that this is the same law firm that, through its
predecessor firm of Brown & Wood LLE, admitted to orchestrating an artifice which was then operated as
a knowingly fraudufent tax shelter scheme and which defrauded the U.S. Treasury out of an estimated 52.5
billion in tax revenues, and which firm then agreed to make o 540 million payment to settle a eivil class
action lawsuit for tox shelter froud in connection with the very recent KPMG case. This settlement
is in addition to separatz actions brought by the U.S. Department of Justice and the Internal Reverue
Service in the largest criminal tax case ever. Sidley Austin was also the subjest of a special inquiry
conducted by the Senate Permanent Subcommittee on Investipations, Apparently, this law firm not only
enginecred the froudulent tax sheller scheme, but also issued o knowingly fraudulent tax opinion to support
the mnssive multi-billion dollar scheme. We note that Sidley Austin also concenled the fact of o public
hearing entitled, “U.S.-Ching Ties: Reassessing the Economic Relotionship™ conducted by the House
Committee on International Relations, which invited and did include testimony pertaining to the existence
of defaulted sovereign deht of the Government of Ching, and which occurred prior to the date of the 2003
praspectus supplement. We further note the fact that Sidley Austin concenled the existence of a House
Concurrent Resolution (*H.Con.Res.60") in the United States Congress which specifically referenced the
existence of the defaulted sovereign debt of the Government of China. We also note that subsequent to the
receipt of constructive notice provided by the letier prepared by the law firm of Stites & Husbison dated
December 31, 2003, that Sidley Austin failed to take any action to amend the 2003 U.8, registration
statement and prospectus. Such failure evidences the application of a reckless standard of care.
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segk loans from foreign governments and international financial institutions to finance

infrastructure projects in China, At the end of 2002, the lotal outstanding external debt was
USE168.5 billion.”

“The Ministry of Finance, on behalf of the centrel government, has rpised funds in the
international capitnl markets through various debt securities and bond issues since 1993.
The Ministry of Finance’s principal objective is to set up benchmarks for other Chinese
borrowers. Several siate-owned financial institutions and enterprises have also issued

debt securities in the international capital markeis with the approval of the State
Couneil.”

“Unless the ceniral government expressly provides otherwise, the central government
does not guarantee or provide any direct or indirect credit support to any entity in China.
However, debtors that have their external debt registered with the State Administration of
Foreign Exchange have the right o buy foreign currencies as permitted by the central
government at the China Foreign Exchange Trading System rate in order to service the
interest and principal payments on their registered external debt.”

Omission: The language of this section intentionally conceals the existence of a
significant liability of the People’s Republic of China under the successor government
doctrine of settled interndtional law espousing continuity of obligations. The failure to
disclose the existence of the defaulted savereign debt of the Government of China and the
existence of a defaulted class of creditors also exposes purchasers of the offered
obligations to the risk of judicial and other actions brought by the class of defaulted
creditors, the existence of which remains undisclosed, and whose actions to recover
payment on the defaulied obligations would reasonably be considered to be adverse to the
interests of purchasers of newly-offered obligations. The concealment of the defaulted
sovereign debt of the Govemment of China also acts to intentionally deceive
prospective purchasers as to the actual risk of non-repayment inherent to the actions of
the Government of China towards its defaulted creditors and the refusal ta honor
repayment of its outstanding defaulted sovereign debt.

3. Voluntary Disclosure: Recent Developments (page S-6 of prospecius supplement) —

“The credit ratings accorded to Chins’s debt securities by the rating agencies are not
recommendations to purchase, hold ar sell the notes to the extent such ratings do not
comment as to market price or suitability for you. Any rating may not remain in effect for
any given period of ime or may be revised or withdrawn entirely by a rating agency in the
future if in its judpment circumstances so warraat, and if any such rating is so revised or
withdrown, we are under mo obligation to update this prospectus supplement. On
October 15, 2003, Moody's Investors Service, Inc. upgraded China's sovereign rating from
A3 to A2 for long-term foreign-currency denominated debt. The rating outlook is stable.
On October 22, 2003, Standard & Poor’s Ratings Group affirmed its BBB senior unsecured
foreipn currency credit rating for China. The outlook is pesitive. On October 13, 2003,
Fitch IBCA, Inc. affirmed the long-term foreign currency rating of China at A-, The rating

outlook is positive. This rating applies to all of China's senior unsecured long-term
sovereign debt 1ssues.”
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Omission: Any mention of the specific tisks to purchasers arising as a result of the
suspension of the sovereign credit rating of the Government of China owing to a credible
‘and reasonably foreseeable threat of litigation seeking recavery of paymeat on the
defauited sovereign debt of the Government of China. Although the language of this
section of the prospectus supplement does acknowledge the peneric possibility of the
withdrawal of the soversign credit rating of the Government of China, the language fails
to disclose the existence of known facts evidencing the falsity of the prevailing sovereign
credit rating classifications assigned to the Government of China by Standard and Poor’s
Ratings Service, Moody’s Investors Service, and Fitch Ratings and the attendant
prospect for litigation in this regard,” The generic risk disclosure language offered in this
section fails to fully disclose the existence of the actual and Jmown specific risks
attributable to the fajlure to disclose fhe existence of the defaulted sovereign debt of the
Government of Chinz, and which risks would reasonably be expected and foreseeable to
canse the oceurrence of suspension of the sovereign ratings assigned to the Government
of China (i.e., the risk that suspension may occur as a result of an aclion brought in the
future against the credit rating agencies by defaulted creditors of the Government of
China). Such actions brought by defanlted creditors would reasonably be expected to
include tecovery of damages sustained as a consequence of a tort injury - (e.g., the
“taking™ of the defaulted creditors’ ability to enforce the debt contract OCCurying as a

direct consequence of the intentional assignment of a knowingly fraudulent credit rating
classification to the Government of China).

4, Voluntary Disclosure: General Information (page S-11 of the prospectus supplemert) —

“China is neither involved in any litigation, arbitration or administrative proceedings which are
materinl in the context of the issue of the notes nor awere of any such litigation, arbitration or
administrative proceedings, whether pending or threatened.”

“Except as disclosed in this prospectus supplement and the accompanying prospectus, there has
been no significant change in the condition (financial, political, economic or otherwise} or the

uFfairs of China which is malerial in the conlext of the issuc of the notes since December 31,
an02.”

Omission: At the time of the dates appearing on fhe prospectus and the prospectus
supplement, there existed a reasonably anticipated prospect for litigation in the form of 2
judicial action for recovery of repayment of the defanlted soversign debt of the
Govemment of China, including imposition of injunctions and restraining orders acting to
adversely affect the flow of payments to selected classes of creditors, halt trading in

affected securities, and the possible seizure of offering proceeds or interest payments by
defaulted creditors.

5 The three Nationally Recognized Statistical Rating Organizations named above command a dominant
position of the rating business, comprising 8 54494 market share.
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The American Bondholders Foundation, comprising a large group of affiliated U.S.
persons holding defaulted sovereign debt of the Govermnment of China, was organized in
garly 2001 to consolidate the claims of defaulted creditors of the Government of China
and was actively engaged along with other parties in both the United States as well as
outside the United States, in efforts, including possible judicial action(s), to recover
repayment of the defanlted full faith and credit sovereign debt of the Government of
China prior to, at the time of, and subsequent to the dates of the prospectus and
prospectus supplement, and remains actively engaged in such recovery efforts at present.
‘Such efforts, which were widely publicized at the time and so should have been known to
the parties responsible for preparing the prospectus and the prospectus supplement, would
have been reasonably anticipated as of the dates of the prospectus and the prospectus
supplement to produce judicial and other action(s) affecting various creditors of the
Government of China, including purchasers of the 2003 savereign bond offering

The language of this section completely fails to disclose not only the risks to purchasers
of litigation in connection with recovery of the defaulted sovereign debt of the
Government of China, but alse fails to disclose the engagement of the United States
Congress on behalf of the interests of the defaulted class of U.8. creditors of the
Government of China, and the reasonably foreseeable and highly potential prospect of
political and legislative action(s) by the United States Congress to enforce fair trade and
commerce practices and which may adversely affect both the liquidity and the market
price of sovereign bonds issued by the Government of China on which that government
selectively honors payment while refusing to honor payment to its defaulted creditors in
violation of hoth settled international law and the established pari passu legal doctrine
prohibiting discriminatory payments among creditors.” We have previously noted that
public testimony was provided at a public hearing prior to the date of the prospectus
supplement before the House International Relations Committee on October 21, 2003
. describing the very pertinent issue of the unpaid full faith and credit sovereign debt of the
Government of China existing in a state of default, as the Government of China continues

§ Qee news article entitled, U.S. Holders of Pre-1949 China Bonds Sue Rating Agencies. FuroWeek (July
21, 2006). See also, the letter prepared by Sovereign Advisers nddressed to the McGraw-Hill Companies
dated May 18, 2006, providing constructive notice of the taking of defaulted creditors’ ability to enforcs
collection of the defaulted sovereign debt of the Government of China as a result of the intentional
application of o veckless standard of care in developing the previous as well as the prevailing sovereign
credit rating classifications assigned to the long-term foreign currency debt of the Government of China
and which wrongful practices enabled the Government of China to resume intemational financing while
avoiding repayment of the Government of China's defaulted sovereign debt. Identical versions of this
letter were also delivered to Moody’s Investors Service and Fitch Ratings, providing each firm with
constructive notico.

7 See information describing the effect on helders of sovereign debt as a result of the Belgian Court’s
decision in Elliott Assoviates, as well as letters from members of the United States Congress endorsing
regulatory enforcement relating 1o matters pertinent to full disclosure and recovery of repayment of the
defaulted full faith and credit sovereign debt of the Government of China:
(http://www.globalsecuritieswateh.org).
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{o evade repayment to defanlted creditors through actions evidencing a pattern of selective default
and discriminatory settlement.?

In particular regard to litigation disclosure, please note the existence of at least one civil lawsuit
against the Government of China which is presently pending in the U.5. District Court for the
Southern District of New York comprising a judicial action for recovery of repayment on the
defaulted soversign debt of the Government of China.” The occurrence of this action was
reasonably foreseeable in October 2003, and the attendant isks to investors in newly-offered debt
securities of the Government of China were not disclosed to the investing public which relied on
the 2003 prospectus and prospectus supplement, many of whom may have been induced to
purchase the offered securities owing to concealment of both the existence of the full faith and
credit sovereign debt of the Government of China which remains unpaid in a state of default, as
well as the attendant risks posed by this fact, including recent actions evidencing both selective
default and discriminatory setflement by the Government of China."

Please be advised that regardless of the uliimate disposition of the specific instance referenced in
this section (i.e., Marvin L. Morris vs, Peaple’s Republic of China), we expect additional parallel
and derivative actions to subsequently occur as a result of this action. The continuing evasion by
the Government of China as respects repayment of its defaulted sovereign debt necessitates the
aggressive prosecution of judicial actions for recovery. We anticipate the filing of additional civil
suits by various parties seeking recovery of the defaulted sovereign debt of the Government of
China in both U.S. courts and in various foreign jurisdictions as well. We also auticipate the
imminent filing of numerous petitions requesting the grant of injunctions and restraining orders

both in the United States and abroad pursuant to 2 concerted recovery action io collect repayment
of this debt.

¥ See transcript of testimony provided at the public hearing conducted by the House Committes on
International Relations an October 21, 2003 entitled, “U.S,-China Ties: Reassessing the Economic
Relationshipg™ (http:ﬂwwwc.hnusa.guvﬂntemaﬁnnal_RelatEnns/lDS/bian2021.htm). This publicly televised
testimony was presented to members of the House Committee on Intemnational Relations prior to the date of
the prospectus supplement (October 22, 2003), yet the circumstances described in the Congressional
testimony were intentionally and wrongfully omitted from disclosure in both the prospecus and the
prospectus supplement. Both the prospectus and the prospectus supplement noticeably fail to disclose any
reference to, or mention of, the letter sent by the law firm of Stites & Harbison PLLC to the Ministry of
Finance of the People’s Republic of China demanding payment of the claims of defaulted U.S. creditors of
the Government of China (copy enclosed).

3 Qe Marvin L. Moris, Jt. vs. People’s Republic of China (05 CIV 4470) presently pending in the TLS,
District Court for the Southern District of New York:
(hitp://www.globnlsecuritieswatch.org/eivil_complaint.pdf),

19 The Government of China continues to ignore the claims of U.S. bondbolders who are victims of both
selective default and discriminatory settlement by the Government of China (see the 1987 treaty with Great
Britain which setfled the claims of British bondholders), which continues to atiempt to evade repayment in

flagrant violation of accepted conventions of international trade and commerce including rejection of the
succeszor government doctrine of settled international law.
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Accordingly, the grant of such injunctions and resiraining orders may reasonably be expected to
include any of the following on either a pre-judgment or post-judgment basis:

1. Tnjunction(s) enjoining and prohibiting the offer or sale of securities of the Government

of China or any of its state-owned enterprises;

2. Injunction(s) enjoining and prohibiting the transmittal of any proceeds derived from any
securities offering by the Government of China or any of its state-owned eqterprises;'’

3. Injunction(s) enjoining and prohibiting the Government of China from making
discriminatory payments to other creditors in circumvention of payments to defaulted
creditors;'?

4, Injunction(s) enjoining and suspending publication of the sovereign credit rating agsigned
to the Government of China;" :

3. Injunction(s) enjoining and suspending trading activities involving any securities of the
Gavernment of China or any of its state-owned enterprises; and

6.

Enforcement of judgments attaching commercial assets of the Government of China,
including the seizure of proceeds from the offer and sale of securities.

The potential for such actions poses material risks to nvestors holding outstanding obligations of
fhe Government of China which that government selectively homers and on which the
Govemment of China contimues to make discriminatory payments, as well as to investots in
future debt securities issued by the Government of China.

In light of the voluntary disclosures contained in the 2003 prospectus and the prospectus
supplement, the intentional omissions of the “full and complete story” (including materia! facts

and attendant risk factors) constitute violations of Rule 10b-5 and Section 10(b) of the Exchange
Act

In the absence of proactive regulatory enforcement mandating full and complete disclosure as
required by Rule 10b-5 and Section 10(b) of the Exchange Act, we are concemed that investors
who have .purchased previous debt securities issued by the Government of China, as well as
investors solicited for future offerings of debt securities issued by the Government of China or its
state-owned enterprises, may in light of the inadequate disclosure offered in connection with such
offerings and sale, constitute induced purchasers whom have not been fully apprised of the
attendant risks associated with any investment in such securities. We are therefore confident that
the Commission will act promptly to ensure full compliance with the disclosure obligation
imposed by the federal securities laws, and specifically Rule 10b-5 and Section 10(b) of the

Exchange Act, in comnection with future registered offerings in the United States by the
Government of China and its state-owned enterprises.

' An example would be a grant of injunction either preventing any public offering(s) of securities of a bank
owned by the Government of China or preventing the inter-jurisdictional transfer of any proceeds of such
securities offering(s) to the Gavernment of China or any of its state-owned enterprises.

12 goe Elliott Associates, L.P., General Docket no. 2000/QR/92 (Court of Appeals of Brussels, 8™ Chamber,
Sept. 26, 2000). The Court granted Elliott’s ex parte petition for a restraining order against Euroclear.

12 Please refer to copy of letter-dated May 18, 2006 addressed to Mr. Harold MeGraw I, Chairman of the
McGraw-Hill Companies (copy enclosed).
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Sincerely,
w22
Ze Y

Kevin O’Brien

President
KQOsjwe

Enclosures:

1. Copy of letter prepared by the law firm of Stites & Harbison PLLC
addressed to the Ministry of Finance of the People’s Republic of China dated
February 5, 2002, evidencing a demand for payment of the defaulted full faith

and credit sovereign debt of the Government of China held by United States
bondholders.

2. Copy of letter prepared by the law firm of Stites & Harbison PLLC

addressed (o the United States Securities and Exchange Commission dated
January 8, 2003, providing notice to the primary regulatory agency of the United
States Government responsible for enforcement of the federal securities laws
regarding inadequacy of disclosure referencing undisclosed risk factors pertinent
to cormpliance with the disclosure obligation of Chinese Government issuers
engaging in U.S.-tegisterad securities offerings.

3. Copy of letter prepared by the law firm of Stites & Harbison PLLC

addressed to the law firm of Sidley Austin Brown & Wood LLP dated December
31, 2003, providing constructive notice of the existence of full faith and credit
sovereign debt of the Government of China which presently remains unpaid in a

state of default, and including a schedule referencing such debt, prepared by the
Foreign Bondholders Protective Council.

4. Copy of letter prepared by Sovereign Advisers addressed to the
MecGraw-Hill Companies dated May 18, 2006, providing constructive notice of
the taking of defeulied creditors’ ability to enforce collection of the defaulied
sovereign debt of the Govemment of China as a result of the intentional
application of a reckless standard of care in developing the previous as well as
the prevailing sovereign credit rating classifications assigned to the long-term
foreign currency debt of the Government of China and which wrongful practices
enabled the Government of China to resume international financing while
avoiding repayment of the Govemnment of China’s defaulted sovereign debt.
Identical versions of this latter were also delivered to Moody’s Investors Service
and Fitch Ratings, providing each firm with constructive notice.
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ce: Members of the 109" United States Congress

Honorable F. James Sensenbrenner, Ir., Chair
U.S. House of Representatives Committes on the Judiciary

Honorable Sue Kelly, Chair-
U.8. House of Representatives Subcomrnittee on Oversight and Investigations

Honorable Narm Coleman, Chair
Senate Permanent Subcommittee on Investigations

_Honorable Michael J. Garcia
United States Aftorney for the Southern District of New York

Houorable Eliot Spitzer
Attorney General for the State of New York

Honorable Robert M. Morgenthau
New York County District Attorney for the District of Manhattan

Mr. Russ Iuculano, Executive Director
_ North American Securities Administrators Association

Mr. Thurbert E. Baker, President
National Association of Attorneys General

Mr. Eddy Wymeersch, Chairman
Committee of Buropean Securities Regulators

[57 Fareign Securities Commissions]

Mr. Ronald Scott Moss, Esg.
Moss & Associates, P.C.

Mr. John Petty, President
Foreign Bondholders Protective Council

Ms. Jonna Bianco, President
American Bondholders Foundation
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Sovereign Advisers
Specialists in Risk Metrics Analytics
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Tel (USA): 520.327.2482 = Fax: 520.322.8850
Email: info@sov-advisers.com
Website: http://www. sov-advisers,com

February 15, 2007

Mr. Brian G. Cartwright, General Counsel
Office of the General Counsel

Ms. Linda Thomsen, Director
Division of Enforcement

My. John W. White, Director
Division of Corporation Finance

Unitad States Securities and Exchange Comimission
1C0 F Street, N.E.

‘Washington, D.C. 20549

Re: AMENDMENT STATING ALLEGATION OF FRAUD

For incorporation into the following document dated September 1, 2006 and filed

with the SEC Divisions of Enforcement and Corporation Finance and the Office
of fhe General Counsel;

COMPLAINT

Recent actions evidencing failure to comply with disclosure obligations of
registered sovereign issuers under the federal securities laws of the United States
in respect 1o the offer, sale and trading_of sovercipn debt securfies of the
Peaple’s Republic of China: violations of Rule 10b-5 and Section 10(b) of the
Exchange Act.

Dear Mr. Cartwright, Ms. Thomson and Mr. White:

We respectiully write to your atlention in reference to the Complaint dated September 1, 2006
(the “Complaint”, a copy of which is enclosed with this correspondence) as filed with the
Divisions of Enforcement and Corporation Finance and the Office of the General Counsel, to
incorporate the additional specificalion of frand as described below and as appears in “Exhibit A"
attached hereto, as pertains to the failure to disclose the existence of the defaulted sovereign debl
of the government of China in matters involving the registration of recent as well as future offers
and sales of debt securities of the Government of China and its state-owned enterprises witkin the
United States." We reiterate each and every specificalion stated in the Complaint describing the
omission of certain facts and the intentional concealment (as evidenced by the failure to amend
certain stalements in the face of comstructive nolice) of material information comprising
violations of Rule 10b-5 and Seclion 10{b) of the Exchange Act as regards the debt record of the
Chinese government, and now pray leave of the Commission to amend said Complaint to include
the additiunal specifications and allegations as described herein.

! Please note that the Complaint may be accessed and viewed on Lhe world wide web at the following URL:
http:/hnnv.globalsecuritiesatch.org/Sovereign_Disclostre_Obligation.pdf
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Action of the Specifications Articulated in the Complaint:

The action of the specifications articulated in the Complaint presently on file with the
Commission operates to the effect of enabling the government of China to continue to escape the
repayment obligation for its defaulted sovereign debt and to thereby perpetrate 2 deception upon
the investing public through omissions of fact (in the form of “half-truths”) and the intentional
concealment of material facts, and which thereby further operates to misstate the actual risks
endemic to investment in debt obligations of the government of the People’s Republic of China.

Amendment to the Complaint Stating Allegation of Fraud:

The subject of this Amendment to the Complaint pertains to certain representations contained in
the 11.S. Registration Statement, including the Prospectus dated October 16, 2003 and the
Supplement to the Prospectus dated October 22, 2003 as filed with the United States Securities
and Exchange Commission pertaining to the regisiration, offering and sale of U.S. §1 billion of
4,75% notes due 2013 issued by the People’s Republic of China®, and specificelly to the
following language which appears on page 8-7 of the Supplement to the Prospectus describing
the ranking of the obligations publicly registered, offered and sold within the Uniled States in
2003 and which obligations remain outstanding as of the date of this letter:

“Ranking The notes will rank equally with each other and with all other
genernl and (subject to the provisions in the notes providing
for the securing of such ebligations in the event certain other
oblieatons of China are secured) unsecured oblipations of
China for money borrowed and guaraniess given by Chinn in
respect of money barrowed by others. China will pledge its full
faith and credit for the due and punctual payment of the notes
and for the due and timely performance of all oblipgtions of
China with respect o the notes.” (Emphasis added).

The above language, excerpted from the Supplement to the Prospectus, purposefiily conceals the
existence of the defaulted full faith and credit sovereipn debt of the government of China (the
“Defaulted Debt™), and in particular, the Chinese Government Five Per Cent Reorganisation Gold
Loan which was scheduled to matue in 1960 and which remains outstanding, unpaid and in a
state of default as a general obligation of the povernment of China?

? Registration Number 333-108727. The Commeon Code for this offering of notes is 017941941, the ISIN
is TIS712219A130 ond the CUSIP is 712219A13. The Prospectus and the Supplement to the Prospectus
may be accessed and viewed on the world wide web al the following URL:
http:fiwwnw.sec.govidrehives/edgar/data/909321/0001 1455490300134 798681 p ] e424b5 itm

3 Sep nttached schedule of China’s defaulted sovereign debt, prepared by the Uniled States Foreign
Bondholders Proteclive Council. The U.S. Foreign Bondholders Protective Council was established by the
United States Department of State, Department of the Treasury, ond the Federal Trade Commission for the
purpase of assisting U.S. citizens in recovery of repayment of defaulied obligations issued by foreign
govermments. According lo the president of the Foreign Bondholders Protective Council, China represeats
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Actions of the Govermment of China;

A comparison of the factual record with the deseription of China’s actions as stated in the U.S.
Registration Statement and the Prospectus reveals numerous departures fom the truth. The
larignage claiming equal ranking and punctnal payment by China of its sovereign obligations
conceals the existence of the Defaulted Debt and further conceals the wrongful actions of the
sovernment of the People’s Republic of China with respect to its treatment of the gencral
obligation creditors of the Chinese government halding the Defaulted Debt as summarized below:

Post-1949 Actions of the
Government of the People’s Republic of China Date
1. The attempt Lo repudiate the Defaulted Debt! . - 1983
2

. The practice of selective default’ Continues in effect at present

3. The praclice of engaging in discriminatory paymeats to a selected
group of general oblipation creditors, e.g., purchasers of #ts recently
| issued noles, while excluding payment to another proup of general

ubligation creditors, e.g., the holders of the Defaulted Debt® Conlinues in sffect at present

4, Rejection of the successor govermment doctrine of settled

international law’ Continues in effecl al present

5. Discriminatory setiement of (he Defaulted Debt with a selected
gronp of creditors (i.e., citizens of Great Britain) while refusing io
honor repoyment lo other members of the same class of credilors® 1987

the sole instance, in over 40 settlements of defaulted sovereign debt, in which the debtor govermment
" refiises to negotiate the settlement of its defaulled debt. As a result of the continuation of China’s wrongful
actions and the wrongful actions of other parlies actively engaged in the operalion of a profitable scheme to
pssist China in escaping its repaymenl obligation to defaulted creditors, various court actions are either
presently pending or are in the development phose. See, for example, the article describing a second
complaint recently filed in United States District Court for the Southern District of New Yorle
“Bondholders Say China Owes $2.3 Billion”, Bank & Lender Liability Litigation Reporter, Vol. 12,
Issuel6 (Dec. 14, 2006). Thomson West Publishing Company. The article may be accessed and viewed on
the world wide web at the following URL:
hitp:/fwwe.globalsecuritieswatch.org/Bondholders_Say_China_Owes_ 2.3 Billion.doc
* See Aide Mempire issued by the Ministry of Foreipn Affairs of the People’s Republic of China dated
February 2, 1983. That the government of the People's Republic of China understood its obligation for
repayment of the Defaulted Debt is implicit to the decree of repudialion. There would have been no
peeasion for repudiation were there no obligation.
* Toid,
% Ihid. Specifically, interest payments made to purchasers of the Chinese government’s recently issued
penern] obligation notes, while excluding proportional payments to pre-existing general obligation creditors
of the Chinese government. This practice is being addressed in pending court actions in order to restrain

and enjoin non-proportional payments to sefected creditors.
7 e
Ibid.
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The International Claims Settlement Act Excludes Setilement by the U.S. Foreipn Claims

Setilement Commission of Claims Relating to the Government of China’s Defaulted Sovereipn
Deht:

The claims of United States citizens involving the defaulted sovereign debt of the government of
China have not been settled as of the date of this letter’ Certain instances involving such claims
have been brought before the United States Foreign Claims Settlement Commission (the
“Commission”)." The Commission subsequently determined that any claim for repayment of the
Defaulted Debt evidenced by the bonds was not within the purview of Title V of the International
Claims Settlement Act of 1949, as amended, and was therefore outside the authority of the
FCSC.!!' Claims pertaining to the Defanlied Debt have been consistently referred by the United
States Department of State to the United States Foreign Bondholders Protective Council.? As

B S he 1987 treaty between the govemmeats of China and Great Britain which settled the claims of
British citizens holding the Dafaulted Debt.

% See materials cited in supra note 3 (schedule of the Chinese government's defaulted sovereign debt,

repared by the Uniled States Foreign Bondholders Protective Council).

® See, e.g., Jn the Matter of the Claim of Carl Marks & Co. Ine. (Claim No. CN-0420; Decision Ne. CN-
472, entered as a Proposed Decision on June 17, 1970 and reaffirmed as the Final Decision of the
Commission on March 11, 1971); fir the Matter of the Claim of Catharine E. Olive (Claim No. CN-2-012;
Decision No. CN-2-058, entered as a Proposed Decision on October 17, 1979 and reaffirmed as (he Final
Decision of the Commission on Nov. 21, 1979); and In the Matter of the Claim of Welthy Kiang Chen
{Claim No. CN-2-015; Decision No. CN-2-066, eniered as a Proposed Decision on October 17, 1979 and
reaffirmed as the Final Decision of the Commission oo April 1, 1981).

' gee the Final Decision of the Commission in Carf Marks & Co., Inc., Foreign Claims Setlement
Commission, Claim No. CN-0420; Decision No. CN-472, March 11, 1971 (supra note 10). See in
particular, the stalement articulated by the Commission in its decision: ... a claim based upon such bonds
does not come within the purview of Tille V. of the International Claims Settlement Act of 1949, as
pmended.” The Foreign Claims Setllement Commission is an independent quasi-judicinl federal agency
organized administratively s a separzte agency within the United States Department of Justice. The
Commission's primary mission is 1o determine the validity and monetary value of claims of Uniled States
nationals for loss of property or for personal injury in foreign countries, as authorized by Congress, upon
refesral by the Secretary of State, or following government-to-government claims settlement agreements,
The Commission was vested with the authority for adindicating claims against the Chinese Communist
regime arising since 1949. The Foreign Claims Settlement Commission does not have, nor has it ever had,
the authority to seitle any claims against the government of China arising prior to 1949, including any
claims related to the Delaulled Debi, which entered into defauvlt in 1939. See also, the letter dated
December 11, 1979 prepared by the U.S. Department of State and addressed to the Chairman of the U. 5.
House of Representatives Subcommittee on Trade of the Committee on Ways and Means, acknowledging
that the defaulted Chinese bonds owned by American citizens were ourside the scops of the 1979 U.S. -
China Agreement between the governments of the United States and China, and referring United States
claimants to the U_S. Foreign Bondholders Protective Council. .

12 gee lettar prepared by the Foreign Bondholders Protective Council dated July 11, 1979 and addressed to
His Excellency Chai-Zemin, Ambassador of the People’s Republic of China. See also, the letler prepared
by the United States Department of State dated August 13, 2002 and addressed o Mr. Marvin L. Morris, Ir.
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noted previously, the U.S. Foreign Bondholders Protective Council has reperted that in over forty
~ successful attempts to settle the defaulted foreign debt of foreign states, the govemment of China

represents the only instance of a government refusing to negotiate the settlement of its defaulted
sovereign debt. As a resull, the Defaulted Debt remains an outstanding general obligation of the
government of China existing unpaid and in a state of default.

Sumnmary and Conclusion of Allepation Asserting Specification of Fraud:

Under established international law, a nation’s international obligations remain unchanged after a
mere change of government, even if such a change is a radical one, such as from a dictatorship te

a demacracy.” The Defauited Debt therefore remains an vnpaid, defauited general obligation of
the government of China.

China recognized its liability for the repayment of its defaulted sovereign debt owed to British
citizens in 1987, yet continues to attempt to escape its repayment obligation on this same debi
held by citizens of the United States through the making of discriminatory payments to selected
creditors holding China’s general obligation debt, while excluding other creditors from
proportional payments.' The notes registered in the United States and offered and sold to
investors in 2003 pursuant to the registration statement do not rank equally with all other general

obligations of China, and the government of the Peaple’s Republic of China does not honor the
“due and timely performance of all obligations of China.”

13 gee Pieter H. F. Bekker, The Legal Status of Fareign Economic Interesis in Occupied Jrag, American
Saciety of International Law (July 2003). International decisions have recognized that it does not matter
that the former Government represenied a dictatorship. See, e.g., Tinoco Case (Gr. Br, V. Costa Rica),
LLN. Reporis of International Arbitral Awards, Val. 1, 369, 375 (1923), reprinted in 18 ATIL 147 (1924).
The decision held that the new Government of Costa Rica was bound by concessions and bank notes given
by Tinoco, the former dictalor of Costa Rica, to British companies, and dismissed as irrelevant that
Tinoco’s regime was unconstitutiona) under Costa Rican law and had not been recognized by several states.
The United Nations Security Council has never declared null and void the contracts of a former
Government of a UN. member state and its authority lo do so would be questionable. Article 46 of the
' Hague Regulations makes clear that “private property”, which can be said to include proprietary righis
granted in a state contract, “must be tespected”’. See also, Paragraph 17 of the Tnited Nations Security
Council Resalution 687 (1991), whereby the Council decided that Iraqi stalements repudiating its foreign
- deht were null and void. See also, United Nations General Assembly Resoluton V (Dec. 2, 19850)
scknowledging the status of contractual rights s property (“No one shall be deprived of property, inciuding
contractual rights, without due process of law and without payment of just and effective compensation”™).
See nlso, Restatement (Third) of the Foreign Relations Loy of the United States (1986), Section 712(2)
See also, Creditors’ Claims in International Lew, 34 In’] Law. 235 {(2000). See also, the court's reasoning
in Pravin Banker Associates v, Banco Popular Del Peru, 1997 WL 134390 ('3“'j Cir NY) whertin the court
noted that the United States steadfastly maintains the policy of ensuring the enforceability of valid debts
under principles of contract law. The Second Cirenit affirmed the District Court’s ruling that Pravin’s
claims should be recognized.
Prior to the 1987 treaty with Great Britnin, China was barred from the issuance of any debt on the
London market because of its refasal to honor the debis incurred by the pre-194% povermnment.
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The making of a false statement or claim, which in the face of constructive notice' becomes a
Imowingly false statement or claim, and the subsequent failure to take any action to amend such
false statement or claim, and which false statement or claim has the action of misleading the

investing public through concealment of the truth, constitutes a falsehood which rises to the level
of frand.'®

In the absence of proactive regulatory enforcement mandating full and complete disclosure as
required by Rule 10b-5 and Section 10(b) of the Exchange Act, we are concerned that investors
who have purchased previous debt securities issued by the government of China, as well as
investors solicited for future offerings of debt securities issned by the government of China or its’
state-owned enterprises, may in light of the inadequate disclosure offered in connection with such
offerings and sale, constitute induced purchasers whom have not been fully apprised of the
attendant risks associated with any investment in such securities. We are therefore confident that
the Commission will act promptly to ensure full compliance with the disclosure obligation
imposed by the federal securities laws, and specifically Rule 10b-5 and Section 10(b) of the

Exchange Act, in connection with future registered offerings in the United States by the
government of China and its state-owned enterprises.

Sincerely,

Kevin O’Brien

President
KO:;jwec

5 The existence of the Defanited Debt of the Chinese government was explicitly disclosed in a letter
prepared by the law firm of Stites & Harhison PLLC dated December 31, 2003 and delivered to the law
firm of Sidley Austin Brown & Wood LLP. No action has been taken by Sidiey Austin as of the date of
{his wriling to amend the 1.8. Regisiration Stalement describing the notes offered and sold by the Feople's
Republic of China. .

16 See definition of “fraud”, n. 1. 4 knowing misrepresentation of the truth or concealment of a material
Fuct to induce another to act lo his or her detriment. 2. A misrepresentation made recklessly without belief
in its truth to induce another person to act. 3. A tort arising from a lmowing misrepresentation,
concealment of a material fact, or reckless misrepresentation made to induce another to act to his or her
detriment. See in pasticular, “fraud in the inducement”, fraud occurring when a misrepresentation leads
another 1o eiter inlo & lransaction with a false impression of the risks, duties, or obligations involved; an
intentional misrepresentation of a material risk or duty reasonably relied on, thereby injuring the other
party without vitiating the contract itself; esp. abow! a fact relating to value. See also, "mail fraue " an act
of firaud using the U.S. Postaf Service, as in making false representations through the mail to obtain an
economic advantage, 18 USC/A §§ 1341-1347. See also, "wire fraud”, an act of fraud using electronic
communications, as by making false representations on the telephone to obtain money. The Federal Wire
Fraud Act provides that any artifice to defraud by means of wire or other electronic communications {such
as radio or television) in foreign or interstate commerce is a crime. 18 USCA § 1343. Source: Black’s

Law Dictjonury (Eighth Edition). Bryan A. Gamer, Editor in Chief. West Publishing Company (2004).
ISBM 0-314-15199-0.
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Enclosures:

(Vv

]

Reproduction (litled as “Exhibit A”) of page S-7 of the Supplement
dated October 22, 2003, to the Prospectus dated October 16, 2003,
falsely describing the debt obligations of the People’s Republic of China
being registered thereunder and publicly offered and sold in the United
States as ranked equally with all other general and unsecured obligations

of China and the timely performance of payment of all obligations of
China.

Copy of Complaint dated September 1, 2006 filed with the Divisions of
Enforcement and Corporation Finance and the Office of the General
Coungel of the United States Securities and Exchange Commissicn,

Schedule of the defanlted sovereign debt of the Chinese government
prepared by the United States Foreign Bondholders Protective Council.

Copy of letter dated Tuly 11, 1979 authored by Mr. John Petty, President
of the United States Foreign Bondholders Protective Council, addressed
to His Excellency Chai-Zemin, Ambassador of the People’s Republic of
China regarding the matter of the claims of United States citizens

involving the defaulted full faith and credit sovereign debt of the Chinese
government,

Members of the 110" United States Congress

Honorabic Max Baucus, Chairman
United States Senate Commiittee on Finance

Honorable Christopher Dodd, Chairman
United States Senate Committee on Banking, Housing, and Urban Affairs

Honorable Pairick Leahy, Chairman
United States Senate Committee on the Judiciary

Honorable Carl Levin, Chairman
United States Senate Permanent Subcommiltee on Investigations

Honorable Jack Reed, Chairman,
United States Senate Subcommittee on Seeurities, Insurance, and Investment

Honorable Tim Johnson, Chairman
United States Senate Suhcommittee on Financial Institutions

Honorable Craig Thomas, Chairman
Jnited States Senate Subcommittee on International Trade
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Honorable Evan Bayh, Chairman

United States Senate Subcommittes on Security and International Trade and
Finance

Honorable Herb Kohl, Chairman

United States Senate Subcommittes on-Antitrust, Competition Policy and
Consumer Rights

Honorable Charles Schumer, Chairman
Toint Economic Committee

Honorable Henry Waxman, Chairman
U.S. House of Representatives Committee on Oversight and Government Reform

Honarable Barney Frank, Chairman
U.S. House of Representatives Committee on Financial Services

Honorable John Conyers, Ir., Chairman
U.8. House of Representatives Committee on the Judiciary

Honorable Paul Kanjorski, Chairman

U.8. House of Representatives Subcommiltee on Capital Markets, Insurance, and
Goverament-Sponsored Enterprises

Honorable Melvin Watt, Chairman
U.S. House of Representatives Subcommittee on Oversight and Investigations

Honorable Luis Gutierrez, Chairman

U.S. House of Representatives Subcommittee on Domestic and International
Monetary Policy, Trade, and Technology

Honorable Linda Sanchez, Chairwoman

U.S. House of Representatives Subcommittee on Commercial and Administralive
Law

Mr. David M., Waiker, Comptroller General of the United States
United States Government Accountability Office

Honorable Michael 1. Garcia
United States Attorney for the Southern District of New York

Honorable Andrew M. Cuomao
Attorney General for the State of New York
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Honorable Robert M. Morgenthau
New York County District Attorney for the District of Manhattan

Mr. Joseph Borg, President
North American Securities Administrators Association

Mr. Russ Tuculano, Executive Director
North American Securities Administrators Association

Mr. Thurbert E. Baker, President
National Association of Attorneys General

Mr. Eddy Wymeersch, Chairman
Committee of Furopean Securities Regulators

[57 Foreign Securities Commissions]

Mr. Ronald Scoti Moss, Esq.
Moss & Associates, P.C.

Mr. John Petty, President
Foreign Bondholders Protective Council

Ms. Jonna Bianco, President
Amenican Bondholders Foundation



EXHIBIT A

Offering Summary
This offering summary highlighis information contained elsewhere in this prospectus
supplement and the accompanying prospectus. It is not complete and does not contain all the
information that you should consider before investing in the notes. You should read this entire
prospectus supplement and the accompanying prospectus carefuly.

Issuer The People’s Republic of China.

Notes offered US$1,000,000,000 aggregate principal amount of 4.75% notes due 2013,
Issue date October 29, 2003.

Maturity date October 29, 2013,

Issue price  99.426% of the principal amount of the notes plus accrued intersst, if any.

Interestrate  4.73% per year.

Interest April 29 and Qctober 29 of each year, beginning on April 29, 2004,

payment dates

Ranking The notes will rank equally with each other and with all other peneral and (subject to the
provisions in the notes providing for the securing of such obligations in the event cartain
olher obligations of China nre secured) unsecured abligations of China for money borrawed
and guarnntees given by China in respect of money borrowed by others. China will pledge
jis full faith and credit for the due and punctual payment of the notes and for the due and
timely perfommance of all obligations of China with respect to the notes.

Listings . China has applied for listing of and permission to deal in the notes on the Luxembaurg
Stock Exchange and The Stock Exchange of Hong Kong Limited.

Form

The notes will be issued in the form of glubal securities repistered in the name of Cede &
Ca., nomines of The Depository Tiust Company, or DTC.

Clearance and Beneficial interests in the notes will be shown on, and transfer of such beneficial interests

setliement will be effected only through, records maintained by DTC and its participants, unless certain
contingencies oceur, in which case the notes will be issued in definitive form. You may elect
to hold interests in the noles through DTC, Euroclear Bank S.A./MN.V., or Buroclear, or

Clearstream Banlding, société ananyme, or Clearstream, if you are a participanl in these
clearing and seltlement syslems.

Paymentof  Principal and interest on the notes will be payable in U.S. dollars. As Iong s the noles are in

principal and the form of n book-entry seeurity, payments of principal and interest will be mode twough
interest the facilities-of DTC.

Common The Common Code is 017941941, the ISTN is US712219AT30 and the CUSTP 15
Code, ISIN  712210AT3,

and CUSIP
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{ FOREIGN BONDHOLDERS PROTECTIVE COUNCIL, Inc.
17%5 Broadway, New York, M. ¥, 10019

Juily 11, 1979

His Excellency Chai-Zemin

Ambassador of the People's Republic
of China

2300 Comnecticut Avenne

Washington, D.C.

Dear Mr. Ambassador:

Yoo will recall my visit with you on Friday, April 13. At the time,
the Senate Foreign Relations Committee delegation, -under the chairmznship
of Sepator Church, was leaving for Beijinmg and I was to depart the follow-
ing day to meet them. During my visit with you I was speaking in my capa-
city as President of the Foreign Bondholders Protective Council and not in
my corporate responsibility. )

The backgrommd to my visit was set during the course of the various
senior visits by U.S. Government officials which a few years 220 commenced
our mormalization of relations. In those visits and most recently, the
Chairman of the U.S. delegation visiting Beijing in February, cited the
jssue of defaulted bonds and identified the Foreign Bandholders Protective
Comncil, Inc. as the body with which the matter should be Tesolved.

Turing our discussion, I mentioned that the claims arising from the
defaulted govermment bonds were specifically excluded from the Claim Settle-
ment. In particular, the Cowncil understands that the claims of holders of
the publicly issued defaulted obligations of the Government of Chinz with
which the counsel is concerned and which are described in the attached aide
memoiTe are mot claims settled pursusnt to Article I{a) of the Agreement
because all such obligatioms wers in default prior to October 1, 1949 and
the subsequent failure on the part of the People's Republic of China to
rezffirm such obligations does not constitute amy "nationalizstion, expro-
priation, imtervention and other taking of, or special measuTes directed

apainst, property of mationals of the USA on or after Octobey 1, 1949..."
within the meaning of Article I(a).

At our April meeting I believe you indicated your Embassy would be
taking this matter up with the U.S, Treasury and that this. course of action
was prefergble to my pursuit of the matier in Beijing the following week.

T am nowwriting to advance our discussions of this subject.




.5 Excellency Chai-Zemin -2 - July 11, 1978

o The aide memoire attached provides information additional to that
which we discussed in April. Toward the end of this month I would like
to call your office for asnother meeting on this subject.

Sincerely,

olm R. Petty
President

JRP:cm
Attachment [;
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Sovereign Advisers®
Specialists in Risk Metrics Analytics

4901 E, Sunrise Drive = Sults 711
Tuczen = Arizona « B5718

Tel (USA): 520.327.2482 - Fax: 520.322.9850
Emali: Info@sov-advisers.com
Website: http://www.sov-advisers.com

Fax

Ta: Mr, Walter Stachnil, Inspector General
United States Securities and Exchange Commission

cC: 1. House Committee on Appropriations
2. House Committee an the Judiciary
3, House Subcommittes an Qversight and Investigations
4, Senate Pemmanent Subcommitise on Invesligations
8. Consumer Federation of America
B. Transactional Records Access Clearinghouse
From: " Kevin O'Brien, President
Soverelgn Advisers
Re: Evidence of Lax Enforcement Policy Adopted by SEC
Date: Novembear 13, 2008
No. Pages: 12
Messags;

Flease see the following letter addressed jointly to the Honorable Charles Grasslay,
Chalrman of the Senate Commiitee on Finance, and Mr. David Walker, Comptrolier
General of the United States, Government Accountability Office. The letter references
the Complaint dated September 01, 2008 filed with the U.8. Securities and Exchange
Commission, pertaining to Inadequate disclosure by Chinese Govermnment issuers of
securities within the United States. To date, there has been no response forthcoming
from the SEC as regards the matter described in the Complaint. We are concerned that
this incident may be symptomatic of a larger enforcement failure, evidencing a lax
enforcement palicy on the part of the SEC Division of Enforcement. It is reassuring to
learn that an investigation has been initiated by the GAO into the lax enforcement
practices undertaken by the SEC Division of Enforcement. We remain hopeful that this
Investigation will stimulate action on the matter comprising the subject of the Complalnt,

a copy of which follows. Thank you for allowlng us to present the foregoing Infermation
to your atiention,

S[ncerely,

Kevin O'Brien, Presxdent
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-
Sovereign Advisers®
Specialisks in Rislc Melries Analytics

4801 E, Sunrlse Drive - Suite 711
Tumson @« Afzona = B571B

Tel (USA): 520,327,2482 » Fax: 520.322.9850
Emalls info@sov-advisers.com
Webslte: http://www.sov-advisers,com

Via Facsimile and 11.5, Mnil
Qotober 30, 2006

Honorabie Charles Grasslsy, Chairman
TUnited Siates Senate Committes oo Finanoa
219 Dlrksen Senate Offica Building
Washington, D.C, 20510

and

Mr, David M. Walker, Comptrollsr Geperal of the United States
Uhnited Siates Govermment Acnountability Cffice

Mailroom 7100

441 G Street, N.W.

‘Washington, D.C, 20548

Re: SEC Enforcement Posture Reparding Violations of 11.8. Fedsral Securiiies Lows,

Detar Cheirman Graseley ead M, Watlar,

‘Wo respectfully write to your aitention in reference to the motter deseribed in cor Complaint
dated Seplember 1, 2006 (copy enclosed) filed with the UE Senurities and Exchange -
Cummlssmn, and 1o which wa heva received no Tesponse to date.! We belizve that the motisr
cemprising the subjeot of the Complaint is extremely serious, and wa ars concerned whether the
Commizsion®s failure ta aclmowledge, end act upon, the C‘umplu.mt evidences en anforcement

failure and may be symptomatic of & largar problem relating to a lax enfnrcementpustura sdopted
by the Commission in recent yenrs,

Sincerely,
j;%i’% e ey
Kevin O'Bdden
President

EOsjwo

Brelosure

oo; s, Limde C. Thomsen, Direstor of the Division of Enforoement
United Sintes Secoritias end Exchange Commission
Members of the 105% United States Congress
U.5. and international news media (vie newswira relense)

! The Complaiat moy be viewed on the world wide wekb ot the following URT;
ftipsltwiw.globalsecuriileswateh.org/Savereign_Disclosura_Obligntion.pdf
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' Sovereign Advisers®
Specializts in Risk Metrics Analytics

4901 E. Sunrise Drive = Sulte 711
Tueson = Arlzona - B5718

Tel (USA): 520.327.2482 * Fax: 520.322.8850
Emall: info@sov-advlsers.com
Wehsite: http://www.sov-advisers.com

September 1, 2006

Mr, Brien G, Certwright, General Counsel
Qifice of the General Counsel

is. Linda Thomsen, Director
Division of Enforoement

Mr, John W, White, Director
Division of Corpomtion Finanes

United Sintes Securities and Exchanpe Commission
100 F Strest, N.E.
Washington, D.C, 20549

Re:  Recent ections svidencing failurs to comply with disclosure obligstions of
recistored sovarsisn issoers under the fedoral securitfes laws of the United Sintes
in_respect 1o ths offer, snle and tradine of soversign debi seourities of the

People’s Republic of China: violstions of Ruls 10b-3 and Section 18(h} of the
Exchange Act

Deuor Mr. Cortwright, ba. Thomson end Mr. White:

We respectfully write to your attention concerning the metter of the defaulied soversipn debt of
the Government of China as this matter perisins to the disclosore requirements affecting recant,

as well as filury, offers, seles and troding of debt securites of the Gavernment of Chigs sod ifs
state-owned enterprises within the United States,!

I the United States, the disclosure obligations for registered soversign Issuences are govemed by
the Seourities and Exchange Commission’s Schedule B, which afirmatively requires only
minimal disclosura including pricing, payments schedule, nnd volume., However, an affirmative
obligation by registered soversign issuers to spealc with respect to additional disclosure does exist
in that statements made in connection with en offering of securities, elthough literally true, may
ot be mislending through their incompleteness as spacified by Rule 10b-5 and Section 10(b) of

! Plense rofer 1o ihe complaint dated Marok 31, 2005 filed with the SEC Division of Mnrleet Repulation
deseribing the wrongful aotions of the underwriters of receat offerings of debt seeurities of the Government of
China and the eredif roting sgendies In the matier of sdlectively ipnotng the f faith and credit sovareign debt
ofthe Government of China presently existing unpaid and in o stnls of definlt
(htipi/fwww.globoleeouritieswatuh.org/SEC,pdf), The  complaint was subsequently {he subjest of w
vomprehensiva intemal revisw by the BEC b the reguest of numerons membess of the Unlted States Caonpross:
(httpifiwww.globalsecuritieswolotLorp/congrass himl). See also (he leilar dolad May 24, 2005 addrassed 1o the
SEC Chairman by the Hooorabla Jim Sexion, Choinnm of the Toiet Economic Conmites:
(hetp:/fwww.globelscouritizswdoh.orpfcirdiman_sexton_demond for investigation.pdf), We are informed that
the fanis and uirumstences deserihed in the compleint were infiuential in {he recent prssnge of legislation {HR
2930) reforming federal regulutory oversight oFthe eredit wmting nyeacios, : S



United States Securities and Exchange Commission
September 1, 2006
FPags Two

the Fxchenge Act” Under Rule10b-3 end Seotion 10(h) of the Exchangs Ast, a duty is imposed

upon an jssuer to refrain fom disclosing materdally incomplete siatements (i, the prohibition
apainst “halEtuths™).

Accordingly, « source of a soverelgn’s obligation to disclose additional tisks n the offering
documents arises from additional disclosure which the sovereign volunizers. In the eventthot o
registered soveraign issuer may elect to provida ndditional disolosure beyond the requirements
imposed by SEC Schedule B, such staternents must constituts full and complete disclosure and
nat he mislending through their incompleteness. Under Rule 10b-3, statements that ere literally
rue con create liahiliiy if they creste o materinlly misleading interpretation becanse they omit
some key fact (or, in other words, are “half-truths™), The doty not to make “half-truths” under
Rule 10b-5 applies to both registered and non-registered sovareign bood issvances,

We refer now 1o the inadequate disclosure contained in {he prospestus dated October 16, 2003
wntl in the prospecius supplement dated October 22, 2003 perfeining to the repistered offedng,
** sale and issusnce of sovareign obligations of the People’s Republio of Ching, and offer saveral

obvious examples of disclosure obligations required by Rule 10b-3 and SecHon 10(b) of the
- Exchange Act which are omitied from mention in the above offering document?

Examples of Tailures to fully disclose key facts, constititing violntions of Rule 10b-3 and Section
10(b) of the Exchanpe Ack

1. Voluatary Disclosure; Debt Record (page 69 of the prospecius) —

“The ceniral government has always pald when due the full amount of pringipal of, oy infzrest

ond premium on, and any amorlization or sinldng fund requiements of, external end interpal
indebtefiness ncurced by it sines the PRC way founded in 1949,

Omission: This stetement iz mislerding 1o afferees aud prospective purchesars. Roth ihe
prospectus and the prospectus supplement intentionally amit any mention of the existenoe
of pre-1945 defanlted full faih ond oredit sovareign obligations of the Government of
Ching, which under acoepted conventions of international law, the poyment oblization for
such indebtadnsas was fnowryed by the ceniral povernmant of Chioa in 1949 and on which

ibat govenment has sinee seftled with British bondholders while continuing to evads the
clatms of American hondholders.

* The laok of menningful affimetive disclosure obligatlons in the Schedule B context, elevatss the
impartanee of the obligation not io speale in “halEtuths”, See James D. Cox, Reflinkng EL8 Securities
Zenws in the Shadew of International Competition, L. & Cantemp. Problems, Awtumn 1992, at 177, 192-103
(nited at 13, An Empirical Study of Securilies Diselosure Praciices, anthored by Mit Gulet ond Stephen
Choi, Duke Law School Worldng Peper, 2006).

? Registration na, 333-108727, (ISIN US712219A330 / CUSIE 712219AT3). See praspectus dated Qrtoher
16, 2063 end the prospectus supplemeat dated Ocotober 27, 2003;
(btip/fwww.sec.gov/Arahivesfedgar/datn/909321/0001 1455490300134 7/u9868 1 pl ed 2455 hitir).



United States Securities ond Exchange Commission
September 1, 2006
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Az we have previously described, nsiiher the prospectus wor the prospectus supplement
pontein any meotion whatsosver regarding the existencs of defaulied full faith and credit
sovereign debt of the Government of Chioa which remains wnpeid in o state of default
and For which the People's Republic of Chine is liable for repeyment undar seted
intarnational law as the internatiosnly-recognized suceessor govermment of Ching, aud
which govermment continues io engage in actions svidenoing both selective default and
discriminatory settlement under setiled internotional law.! Such actions act to creste the
risk of seizure of procesds of ooy seouritiss offering by the Government of China or any
of its sinte owned enterprises and also actto exposs purchasers of sovareign oblipmions
issued by the People’s Republic of Chinn to the risk of injunctions preventing
discriminetory poyments to such purchesers.

2, Voluntary Disolosure: Bexternal Debt (page 67 of the prospecius) — Nate: this section
oonteins extensive mamative and numerous schedules refersncing the quistanding
nbHgations and external debt of the Govemmsnot of Chine. Nbo manbon is made

st conesopegarding the exdsience of defaulted sovemipn debt of the Government of China. An

* excerpt of this section nppears below:

“Losns are the primary sourcs of exteroel debt. Mon-trede loans accounted for approximately
84.4% of the total external debt ontstanding at December 31, 2002, Commercial loans (i.e., losns
obhined from any sotsoe on commerminl turms), offcisl primary government loses (is., losns
obimined on favorable temms from foreipn governments ood nternationa] fnancinl arganizetions
inoluding the World Baak and Asian Developmest Bank) and other types of debt finencing
aocoumted for spproximately 53.5%, 30.9% and 15.6%, respectively, of tnlal axtsmal debtin the
form of loans at December 31, 2002, The ceniral governmeni’s current policy [s to continus ta

1 ‘The U.S. registration stalement including the prospentus and prospectus supplement psrinloing to the
2003 soversign bond offering and sele by the People’s Republic of Chinn was prepared by the U.S. law
firm of Sidlsy Avstin Brown & Wood LLE. 'We nnte that this Is the some Isw Timm thzt, throuph iy
predecegsor firm of Brown & Woond LLP, admitted to orchestmiing oo artifice which was then operafed s5
8 Jmowingly frandulent tux shelter acheme und which definuded tio 17.9. Treastry out of oo estimated 52,5
billion in tax: revenuey, eod which frm then agreed to mole 2 340 million poyment 1o soitie & civil class
aetion Tewsuit for tax shelter fmud in congsection with the very recent KBMG cose, This sctemant
ig in addiion to separate actions brought by ke 0.8, Depacment of Justice snd the Internal Reveaus
8ervive in the largest orimingl Lk cnsw aver. Sidley Avshin waes also ihe subject of B special inguicy
conducted by the Senate Permazent Subcommittee on Investigations, Apparantly, fhis law fiom nat anly
engineered the faudulent tax sheltzr scheme, but alo ismed & mowingly Faudulent tax opinion to support
the messlve multi-billion dollar scheme. We note that Sidley Austin also conoealed the fact of a publin
hearlng entitled, “TL8.-Chino Ties; Renssessing the Heonomic Relationship™ conducted by ibe House
Committes on Internetional Relatlons, which inviied aod did ficlude testimony pertaining to the existence
of defulted soverelgn debt of the Govarnment of Chine, and which acewrred prior o the date of the 2003
pruspestus supplement. We further nots the fnok that Sidley Austin concealed the existance of & Housp
Concurrent Resolution (“H.CopRes.60") in fhe United Statey Congress which spacifodlly referenced the
oxistenoe of the defaulted suvereign debt of the Government of Chine. We rlso nota fhat subsequect to the
Teeaipt of onusiiastive notice provided by the Tetier prepared by the Taw Hirm of Stites & Barhisno dated
December 31, 2003, that Sidley Ausiin failed to teke ony scHon to smend the 2003 LS, regishation
stafement and prospectus. Such failuce evidences the spplication of o reckless standard of care,
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- geek Jopns from forelgn povernments ond interoations! finepcial institutions to founooe

Infrastructhure projecis in Chinn. At the end of 2002, the tofal oubstanding extomal deht was
USE168.5 billion.”

“The Ministry of Finance, on behelf of the cantal govemment, has raised funds I the
intsmational capital matkets through vorfous debt securities ond hond fssues sinca 18953,
The Ministry of Finance's peincipal objectiva i3 to set up henchmuarks Tor other Chingse
barrowers, Several siafe-owned Hnancisl insHinHons end entorpidses bave also fssned

debt seeurities In the inlerpational cepitol meelets with fhe appraval of the Stats
Counoil.”

"Unless the central govemment expressly provides otherwisn, the central governmeat
does not guarantze or provids ony direct or indirect oredit support to oy entity in Chine
Howsver, deblors thet have thair externnl debt registared with the Stute Administation of
Foreign Ewrchenge have tha right tn huy foreipn oumencles ns permitted by the central
govarnment st the China Forelpn Fxohange Trading Systam rate in order to service +he
inierest nnd principel payments on their rogistered exiernal debt™

Omirsion: The lanpuege of this secfon inteationally conceals the existencé of @
significant liability of the People’s Republic of Chine undar ths suooessor government
doctrine of setiled internntional law espousing continuity of obligations. The failore 1o
disclose the existence of the defaulted soveraign debt of the Government of China aod the
axistence of a defaulted oless of oreditors also exposes purchnsers of the offared
cbligations {0 the risk of judicial ang other notons brought by the olass of defaulted
oreditors, the existence of which remains undisclosed, and whose actons to recaver
paymkdt on the efmlied obligatons Wold redsénably b consideréd 1o be adversa to the
interesis of purchasers of newly-oifered ohlipntions. 'The concealment of the defimilted
goversipn debt of the Government of China also acks fo intentionally decaiva
prospective prrchasers as to the actunt risk of non-repayment inherent to the Actions of
the Govermment of China towards ifs defavited creditors end ihe refisal 1o hooor
repnyment of ifs owistanding defanitad sovareipn debt.

Voluntary Disclosure; Recent Developments (puge §-6 of prospectus supplement) —

“The oredit satings nooorded o Chine’s debt secudties by the rating ogoncies sre mok
renommandations o purchese, hold or sl the notes 1o the extomt such Tetings do not
comment a3 to market prive or suliability for yor, Any rating may ot remain in offect for
eny given period of Gme or-may be revised or withdawn sotirely by 8 mbing spency in the
fturs I In its jndgment olrondstances so wamant, and if any sach mating is 50 rovised or
withdrawn, we mre wnder no obligatfon o updnte fhis prospeotos supplement. On
Gctaber 15, 2003, Maody’s Investors Service, Inc, upgraded Clina’s savereign rating fom
A3 o A2 for long-term forelgn-olrrensy denomiogted debt. Tha rating antloglk i5 stehle.
On Outober 22, 2003, Stondard & Poor's Ratings Group offirmed s BBB sanior unseoured
forelgn oumrency credit raling for China, The outlook 3¢ positiva. Cn Ootober 13, 2003,
Fitch TRCA, Inc. affrmed the Tong-tzrm foreign cinrency rating of Ching st A-. The mting

outlotle & positive. This wtog opplies o el of China®s senior pneesured Ionp-term
sovereign debk jssues™
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Omission: Any mention of the specific rsks to purchasers srising as a result of the
suspension of the soversign cradit rating of the Govemment of China owing to & oradible
and reasonnbly foreseenhls thresf of litigetion seeldnp recovery of poyment on tha
defeulted sovereign debt of the Government of China. Althongh tha lenguage of this
seoton of the prospestus sopplement does aclmowledge the genedo possibility of the
withdrawnl of the sovareipn cradit rating of the Governmeat of Ching, the Iangunge fails
1o disclose the existence of Imown fhois evideneing the falsity of the prevailing sovereign
credit rating classificetions assipned io the Government of China by Standasd end Poor’s
Rafings Service, Moody’s Tnvestors Servios, and PFiich Rafings and the atmndant
prospeot for litigation in this regard.” The generic risk disolosure langunpe offered in this
section feils to fully discloss the existence of the actual end Jmown specific risks
attributable to the failure to disclose the existance of the defuulted soversign debt of the
Govermment of China, and which isks would rensonably be expested and foreseeable 1o
oause the aocumrence of suspension of the soversign ratings assigned to the Government
of China (i.e., the risk that sugpension may occur es a tesult of an nction bronght in the
fubure ngpinst the credit rating agencles by defaulted creditors of the Government of
Chinn). Such actions brought by defaulted creditors would rensonably be expected to
inalude recovery of domnges sustained a5 o consequence of a tort injury (e.p., the
“iaking™ of the defaulted creditors’ ability to enforcs the debt contract ocourding es a

direot consequance of the intentionsl assignment of a lmowingly fraudulent oradit rating
olpssifioation to fhe Guvernment of Ching).

4. Yoluntary Disclosure: General Information (page S-I1 of the prospecius supplement) —

“Chinn I3 neither involved in any [iHgation, wbitration ar administmtive pruceedings which are
zuntecial in the context of the jssue of the noles nor aware of any such lfigation, achitation or
administrative procesdings, whethar pending or threotened.™

“BExeept o5 disclosed in this prospectus supplement and the accompnoying prospectus, thare has
been 1o significant change i the condition (Soesoldl, political, economio or otherwing) or the

affairs of China which is material i the context of the issne of the notss since Dacembor 31,
2002."

Omission; At the time of the dnies appearisg on the prospectug and the prospeoius
supplement, there existed o reasonably anticipated prospeot for litieetion in the fomm of &
Jjudicial action for reoovery of repayment of the defeulizd sovereipn debt of the
Government of Ching, including imposition of injunctions and restraining orders acting in
adversely affect the flow of payments to selectad olasses of creditors, halt trading in

affected secwrities, and the possible seizure of offering procesds ar intsrest payments by
defaulted craditors. '

* The thres Notionally Reoognized Stotiatica] Rufing Orpentzntions named shove commnond n dominent
position of the tating business, comprisiog a 94% madat shara.
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- The Amerean Bondholders Foundation, comprising 2 large group of affifinted US.
persoos holding defaulted sovereipn dsht of the Government of Ching, wes organized in
emly 2007 to conselidate the claims of defanited creditors of the Govemment of China
sad was acively engnzed alang with other parties in both the Uhnited Stades as well as
outside the United States, in efforts, including possible judicisl acton(g), to recover
rapaymunt of the defaulted fill fith sod credit soversign debt of the Government of
Ching pdor to, at the time of and subsequent to the dates of the prospectus nod
prospectns supplement, ond rémains ectively engaged in snch recovery efforts at present.
Such efforts, which wera widsly publicized at the time and so should have hean known 1o
the parties responsible for preparing the prospectus end the prospectus supplement, would
‘inve been reasonably antisipated es of the dotes of the prospectus sud the praspectus
supplemant to produce judicial and cfher sotion(s) affeeting variouy ereditors of the
Qovernment of Ching, including purchesers of the 2003 soversign bond offering’

The language of this seotion complatsly fils to disclose not only the dsks to purchasers
of litigation in coonection with recovery of ihe defhulied soversign debt of the
Govermment of Chinn, but also fils in disclose the angagement of the United States
Congress on behalf of the interests of the defaulied class of 10.8. creditors of the
Govemment of Chine, and the rensonably foreseenble and highly potestial prospect of
political and legislative action(s) by the United States Congress to enforce fair trada and
commerce practices and which may adversely affect both the liquidity and the markst
price of sovereign bonds issued by the Government of China on which that povernment
selentively honors payment while refusing to honor payment {o jts defaulied creditors io
violation of both settled international law aod the edtablished pard passi légnl dotitrine
prokibiting discriminntory pryments among creditors.” We have previously noted that
public testimony was provided et a public hearing prior to the date of the prospectus
supplement hefore the House Internationa! RelaHons Committee on  Ootober 21, 2003
desaribing the very pertinent issue of the unpaid full faith and credit soveraign debt of the
Government of China exisiing in a state of defanlt, as the Guveroment of China continues

% Sea news article aatitlad, UL§. Holders of Pre-1949 China Bonds Sue Rating dgencies, EovoWeele (Tuly
21, 2006). See nlso, ihe Telter prepared by Soverasim Advisas addressed to the MoGraw-Hill Companies
datzd Mey 18, 2006, providing constructive notice of the tnldng of defwlted creditors” shility o enforce
collection of the definlted sovereipn debt of the Govemnrment of China as 2 tesnlt of the intestional
application of e vecldess stenderd of care in developing the previons es well ay the preveiling soVEmiEn
eredit rating olassifications nssigned to the long-term foreign enmency debt of the Goverament of Ching
and which wrongfil practices sosbled the Government of Chino to resume fnternational financing while
avaolding repayment of the Governmast of Chins’s defaulted sovereign debl. Identical versions of this
letter were also deliversd to Moody's Investors Service eod Fitoh Ratings, providing esth firm with
aoastrective notcs, -

7 See informetion describing the effast on holders of soverelgn debt s p result of the Belgim Congt’s
deolsion in Elfintt dssopimies, ag well g letters from membes of the United Siates Congress endorsing

regnilatory enforsement reloting 1o inatters pertinent to il disclosure and recovery of repeyment of {hie
dufitlind fufl fhith end credit soverelzn debt of the Government of China:
(htige/fwrww.globalszouriteswatub,org).
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to evade repaymeat to defaulted oreditors throngh sotions evidencing a pattern of selective default
and discriminatory settlement®

In particular regard to litigation disaloauce, pleass note the existanca of ot least one civil lowauit
against the Government of China which is pressnfly pending in the T.8. District Court for the
Southern Diskrict of Mew York comprising 2 judicial acton for recovery of tepayment on the
defaulted sovarsign debt of the Quvernment of Chine® The occurrence of this action was
reasnnehly foreseenble in October 2003, and the sttendant risles {o Investors in newly-offered debt
securities of the Government of Ching were not disolosed to the investing public which relied on
the 2003 prospeotus and prospectus supplement, mamy of whom may bave been induced to
purchese the offered seourities owing to coneenlmant of both the oxistence of the full frith and
eredlt sovereign debt of the Government of Chine which remaing unpaid in a ste of default, os
well a5 the attendant cisks posad by this fact, ineluding recent aotions evidencing both selectve
default and discriminutary setlament by the Government of China.'®

Please be ndyised thet ragardless of The ultimate disposition of the specifin Instancs referenced o
+this section (i.e., Mervin L., Morrds vs. People’s Republic of Ching), wa expect additional paralle]
and darivative actions to subsequently ooour us & resnlt of this oetion. The continuing evasion by
the Quovernment of China py respeots repayment of its defhnlted sovereipn debt necessituins the
apgressive prosecution of judicie] actions for recovery. Wa anticipats the filing of additiondl civil
suity by vorious parties seelding recovery of ihe definited sovareipn debt of fhe Govemnment of
China in both U.S. courts and in varjous foreign jurisdiotions as well. We also anticipate the
immineat filing of numerous petitions for injunctions and restraining orders both in the United
Siates and abroad pursuant fo & concerted recovery actioli ta enllent repaymént of this debt.

% See transeript of tastimony provided at the publiv beming conducted by the House Committse oo
Internatone! Relstions oo Ootober 21, 2003 entitled, “U1.S.-China Ties Bepssessing the Beonomio
Relntionship™: (hitp:fwwvo.housn pov/internstionnl Relotions/| 08/bian2021.him), This publicly televised
tustimony wos presontad 1o membes of the Housa Committes on Tatemationn) Relations priorto the dats of
the prospestus supplement (Qotober 22, 2003), yet the cirsumstunoes desoribed in the Congressionel
testimony were intentionsly and wrongfully omitted from disclosure In both the prospectus and the
prospectus supplement. Bath the prospestus and {he prospectus mpplement rubveably fil to disclose any
Tafursnce o, or menton of the Tetter sent by the law firm of Stites & Harbison PLLC 4o the Minlsiry of
Finance of the People’s Repuhlic of Chrioa damawding payment of the claims of defulted 11,5, ereditors of
the Government of Ching (copy enplosed),

¥ Sea Murvin L. Morti, Ir. vs. Peopla's Republic of China (05 CIV 4470) presently ponding in the U.5.
District Catrt for the Southern Distrist of Wew York:
(https/fwvrw.globalsoowriBeswatsh.org/oivil_complaink.pdf),

" The Govemmont of China continues to Jgnore the clsims of U.S. hondholdars who oo viotlms of both
seleclive defiult end disoriminatory setflement by the Govamament of Ching (see tho 1987 tresty with Great
Hritain whick settled the clsims of British bondholders), which contioues (o atiempt to evada repaymest i

flagrant violstion of aoeepted nonventions of international rade and commerce including rejestion of the
sugoessor povernment dootrine of getiled inturantional Inw,

[
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Accordingly, the grant of such injunofions and restraining orders mey reasonsbly be expectzd o
include any of the following on either & pre-judgment or post-judgment basis:

1. Injupetion{s) enjoining and prohibiting the offer or sele of securities of the Government
of Chinz or any of il= stote-owned enterprises;

2, Injunetion(s) enjoining end probibifing the transmittal of any praceeds derived ffom any
securities offering by the Goverament of Ching or eny of it sinte-owned enterprises;'”

3. Injunction(s} enjoining and probibiting the Govemment of China fom maling
disurimjmil_)tnry poyments to othsr craditors in circumvention of payments o defultsd
creditorsy’” :

4, Injunction{s) enjoining and snspending publication of the soveraign credit raHng rssigned
o the Gavernment of Chinn™ _

3, Injunction(s} enjoining and suspending trading activities involving any securities of the
Government of China or any of its state-owned snterprises; and

é. Enforcement of judgments attanhing commercinl assets of the Govermnment of China,
including the seizure of procesds fom the offer and sale of securites,

The potsntinl for such acbons poses material risks to investors holding owtstonding obligations of
the Government of China which that povemment sslectively hopors and on which the
Governtment of China continbes to meke -disoriminatory payments, as well ss to investors in
Tuhra debt securities issusd by the Government of Chine, o '

In light of the voluntary disclosures coninined in the 2003 prospectos and the prospectus
supplemant, the intentions] omissions of the “full and complete story™ (including matedal facis

and attendant risk fastors) cdnstituta vidlations of Rule 10b-5 and Section 10(k) of fhe Bxchangs
Act

1In the absenoe of proactive regulafory enforcement mandating foll and complete disolosura Bs
requirad by Rule 10b-5 and Seotion 10(h) of the Bxchonge Act, we ore concemned that inveators
who have purchased prayious debt secusities issued by the Government of Ching, ny well ay
Investors solinfted for fubire offerings of debt secarities issued by the Government of Ching or is
state-owned enterprises, may in light of the inadequate disclosure offered in connention with such
offerings and sale, constitwte induced purchasers whom have not been fully opprized of the
aftondant risks assooiated with any investment in such securities. 'We ave therafore oonfident that
the Commission will act prompily to ensurs full complisnce with the disclogmre obligation
imposed by the Tederal secusities Jaws, and specifically Rule 10b-5 aud Section 10(b) of the

Exchengs Act, in comnecHon with fiulure registered offerings in the Uhnfted Stntes by the
Govemment of China and its state-owned enterprises.

! An exnmple would be & gmnt of injunoton cithor preventing any publin offeriop(s) of seourities of a bas
awned by the Govermment of Chine or preventing the iter-jurisdictional tronsfar of any proceeds of sush
seeurities afforing(s) to the Government of Ching or any of it shte-owned enterprises,

L Sze Blliott Ausocistes, L.P., Genermt Dacketno, 2000/QR/92 (Court of Apperls of Brussels, B* Chamber,
Sept. 26, 2000). The Cowrt gronted Elliolt’s ex parfe petition for o restralning order ngainst Etvoclear.

¥ Plesan refer to copy of letier dated Mey 1B, 2006 eddressed to M. Harold cGraw I, Chairman of tha
McGraw-Hill Compenies (eopy enclosed),
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Sincerely,

%ﬂ%ﬁﬂ

Ieyin O’Brien
Fresident

KOsjwe

Faclosures:

1 Copy of letter prepsred by the law firm of Stites & Harbison FLLC
nddressed to the Ministry of Finance of the People™s Republic of China dated
February 5, 2002, evidenoing & demand for payment of the defaulted full faith

and oredit soversign debi of the Government of China held by United States
bondholders,

a, Copy of letfer prepared by the law firm of Siftes & Harbison PLLC
addressed fo the United Steies Seceriies ond Exchaupge Commission dated
Jaonery 8, 2003, providing notice to the primary regulatory agency of the United
States Government responsible for enforcement of the federsl seourtiss laws
reparding inadequacy of disolosure rafersncing undisclosed dsle faatnes partineat
to compliance with the disclosure oblipation of Chinese Government issuers
engaging in U.8.regisiered securities offerings.

3 Copy of letter prepared by the law firm of Stites & Harbizon PLLC
addressed 1o the law firm of Sidisy Austin Brown & Wood LLP dated December
31, 2003, providing consiructive notice of the existence of Tull faith aod credit
sovereipn debt of the Government of Ching which presently remeins unpeid in &
stata of default, and includiog a schedule referencing such debl, prepored by the
Foreign Bondholders Protective Couneil.

4. Copy of letter prepared by Soversipn Advissis addressed to the
MoGraw-Hilf Companies doted May 1B, 2006, providing consiruniive aolice of
the inking of defiulted creditors® ability 1o eafores collsstion of the defiuibed
soveraign debt of the Government of Ching as & result of the intsotionel
application of & reckless standard of care in developing the praviovs ss well os
the preveiling soverzign oredit rating classificetions assipned to the lonp-term
foreipn currency debt of the Govemment of China and which wrongful prastices
posbled the Govemment of Chine o resume interations! financing while
eveiding repoyment of the Government of China’s defnulied soversipn debt,
Tdenticel varsiong of this letiar ware alzo delivered to Moodys Tovestors Service
and Fitch Ratings, providing ench firm with constructive noties.
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Honorable F. James Sensenbrenner, Jr., Chair
T0.8. House of Representzfives Commities on the Judicisry

Honorsble Sue Kelly, Chair
.5, Flouzs of Representatives Subcommiites on Oversight and Investigations

Honorable Norm Coleman, Chair
Senste Permanent Subcommitize on Investgations

Honorable Miches! 7, Garele
United States Attorney for ths Southern District of WNew York

‘Honorabie Bliat Spitzer
Attormney Genaral for the Stete of New York
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New York County Disiriot Atiomey for the District of Manhatinn

“Ir. Russ Iuculnno, Executive Directar
North American Securities Administrators Association

M. Thurbert E, Bakér, President
Nntional Association of Attorneys General

Mr, Eddy Wymezrsch, Chalrman
Committae of Europssn Seonrities Regnlators
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Mr. Ronald Scott Moss, Esg.
Maoss & Associatas, P.C.

M, Johno Petty, President
Foreigu Bondholders Protective Council

s, Jouna Bianca, Prasident
American Bondholders Foundation
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VYA E-VIARL AND FEDERAL EXPRESS tlney.preeni@stiles com
Huanting Timoihy Li, Esq. ' Henry Haihuz Ding, Esq.

Sidley Austin Brown & Wood LLP Sidley Austin Brown & Wood LLP

Bank of China Tower One China World Tower, Suitc 3527

One Garden Road 1 Jian Gua Men Wai Avenue

Huong Kong SAR, China - Beijing 100004, China

Email: bili@sidley.com Email: hding@sidiey.com

RE: Defaulted Sovereign Debt of China
Dear Mr. Li and Mr. Ding:

We represent the more than 250 American holders of defaulled full faith and credit
sovereign debt of the nation of China who have organized under the auspices of the American
Bondholders Foundation, LILC. Because you are the counsel to the People’s Republic of China
listed on China's registration stalement filed October 15, 2003 with the Uniled States Sccuritivs and
Exchuange Commission related to tho offering of $4,500,000,000 principal amount of debt securities
of China, il scems appropriate that we direct our clienls’ claims to you for proper resolution by your
client, the Government of China. We have previously submitted proper demands for payment on
behalf of our defaulted Chinese Government bond clienls to the People's Republic of China—both
to the Chinese Embassy in Washinglon and to the Office of the Ministry of Finarice in Beijing. To
date, China apparently refuses to acknowledge ils legal obligations under international law and
cstablished commercial law principles o honor Chinese sovereign debi issued prior to 1949,

When the United States and the People’s Republic of China established diplomatic relations
in 1979, the valid claims of Americans owning defaulied pre-1949 Chinese povernment bonds were
lef unresolved. Altempls by the American based Forcign Bondholders Protective Council to settle
the matter lhrnugh communications with the Chinese Ambassador to the Uniled States were

unsuceessful.! I enclose a copy of defanlted unpald Chincse Government bonds cataloged by the
Foreign Bondhelders Protective Couneil.

China continues, inexplicably, to discriminate against American holders of its full faith and
credit pre- 1949 debts even though China paid comparable claims of British holders of similar mre-
1949 Chinese sovereign debt securities pursuant to a June 1987 aprecment with Great Britain®.

! See, for example, the leiter by the Fresxdent of the Foreign Bandholders Protective Couneil datcd ]uly 11,
1979 to the Chinese Ambassador to the Uniled States.
? New York Times June 8, 1987

Atlantz, GA Franklon, KY Hyden, kY  Jedarsonville, 1N Lexinglan, KY  {owisville, KY Mashwlle, TN Vashingtan, 0C
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Contrary to the position submitted by China in an Aide Memoire 1o a representative of the
United States Depariment of State in 1983 purporting to repudiate the obligation of China for its
pre-1949 sovereign debt’, there is no basis in international law lo support the position of the
Chinese government’. Qur clients are the holders of full faith and credit bonds issued by the
internationally recognized government of the nation of-China betwoen 1912 and 1949, In fact, that

gnvemmeﬁl (Republic of China) continued {o be recognized by the United Nations until 1970 and
by the Uniled States uniil 1979,

" The weakness of China’s position asserted in 1983 thal a successor government may
lawflly and unilaterally repudinte the sovereign debts of an inlernationally recognized predecessor
povernment is evident by the Chinese Government's own position today wilh respect to sovereign
Iraqi debts owed to China. The Chinese government has proclaimed that the successor government
in Trag remains responsible for the payment of the sovereign debts issued by the internationally
recognized predecessor government of that nation (even ome as barbaric as the Saddam Hussein
regime of 1979-2003)°. And even if the so-called “odious debt” docirine had validity, ils
applicability would be highly limited and would wot apply to sovereign debls issued by a

government as widcly recognized intemationally as was the Republic of China between 1912 —.
1949,

In addilion to the precedent created by the 1987 setllement between China and Great
Britain, il is noteworlhy that the current post Soviet successor povernment of Russia in the late
1990's nccepted its legal liability for pre-1917 Cuzarist era sovereign Russian debt held by French
bondholders by payment to French bondholders of approximately $400,000,000.°

Our clienls are bowildered by the omission in the October 15, 2003 Registration
Statement/Prospectus of China of informalion regarding thé fifiy years of default by China of its
debl securitics. In the section captioned “Debt Record”™ there is no reference lo China’s repudiation
amd non-payment of pre 1949 full faith and credit Chinese debt securities and how such repudiation
departs from the norms of intemational and commercial law. Nor is there any inclusion of the
judicial battle that China waged in the United States courts in the mid 1980's against American

3 February 2, 1983 Aide Memoire of the Ministry of Foreign Affairs of the People’s Republic of China.
“ See, for example, The Restatement (Third) of the Farcign Relations Law of the United Stgtes, Section
712(2) and Creditors Claims in International Law, The International Lawyer, Vol. 34,-page 235, Spring,
2000). ' '

5

See news reponts related w the visit earficr this week to President Hu JYinlao and Premier Wen Jiabao by
special United States envoy James A. Baker 11 secking the consent of the Chinese Government to Some
reduction in the Iraqi sovereign debt payments to China.

“ Associsted Press article, October 30, 2000.
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holders of defaulted pre-1949 Chinese povernment bonds’ and how American bondholders have
been discriminated agninst in comparison to their British connterparts. Is a future post-Communist

Party-controlied China reserving the right to tepudiate post 1549 Chinese government debt’
securities?

Please contact me prompily so that srrangements can be made for a full and fair settlement
of the proper claims of hundreds of American owners of defaulted full fuith and eredit soversign

debt of China. Thank you.
(szy truly Yours,.

B. Riney Green

BRG:rhe .

cc:  Minisiry of Finance, People's Republic of China
American Bondholders Foundation
Foreipn Bondholders Frotective Council
Chief Counsel, Sceurities and Exchange Comrnission

F0327H:01035Y:563Ad2: 1 -HASHVILLE

7 The Jackson v, Pepple’s Republic of Ching case, United States Districl Court for the Northern District of
Alahama.
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January 8, 2003 . B. Riney Green
7 [61s] 783-241
Hon, Hurvay L Pitt . finey.green@stites.com
Chairman . '
Securities & Exchonge Commission
450 Fifth Strect, NW

‘Washington, DC 20549

Alan L. Beller, Esq.

Director, Corporate Finance Division
and Benior Counselor to the Commission
Securities & Exchange Comunission

450 Fifth Street N W.

‘Washington, DT 20349

Re: Inadegquate Disclosure of Risks to Americon Investors of Unreliable Chinese

Covernyment Economic Data, of Predicted Political Instability in China, and of Prier
Chinese Government Debt Repudiation

Genilemen:

On behalf of our client the American Bondholders Foundation', we request that the
Securities and Exchange Commission carefully examine whether foreign issuers based in China are

adequately disclosing investment rigks to current and prospective Americen owners of Chinese -
corporate or povernment stocks and bonds.

In particular, we request that the Commission evaluate whether Chinese corporate issuérs
who are presently, or who will become, subject to the Conunission’s disclosure requirements under
the 1933 Act or the 1934 Exchange Act, especially thoss issuers with a controlling or large bloc of
equity securilies owned directly or indicec(ly by the Chinese Government (the People’s Republic of
China — PRC), are properly disclusing the known risks posed by (1) the credible ellegations that
official Chinese Government economic stutistics are unveliable and misleading; (2) the adverse
consecuences of increasing and predicted political imstability of the Chiness governmeanl; and (3}
the officiai Chinese Government position of the repudiation of Chinese soversign debts issued by
established predecessor Chinese governments.

' The Américan Bondholders Foundation is an organization of U.S. individual owners of Chinese
Govermment full faith and credit bonds issued prior to 1949 that seek ta require China to honor its sovereiga
and coateactua) obijgations (o bondholders, Although China in 1987 made payments to British holders of
pre- 1949 Chinese povesiment bands io s2tie the claims of British bandholders, China has [niled to refused
10 make any payments to American bondhalders of similar Chinese governiment bonds.
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We believe that current snd future American investors need the protection which the
Commission can provide by ensuring that all Chinese corporate and government issuers make full
and fair disclosure to the investing American public of the unique risks associated with mvestmg in
stocks ur bonds of Chinese companies or of the Chinese govemment.

1. Misleading Chinese Government Economic Data,

In s recent (October 31, 2002) quariér!y filing with the Conunission on Form 6-K, the
China Petroleurn & Chemical Corporation (called Sinopec) (MY SE/symbol:SPN) stated:

“In the frst three quarters of 2002, the PRC economy continued to
maintain rapid .growth, with a GDP growth rate of 7.9%. Benefiting from the
ghave, there was a stable prowth in the domestic demand for refined oil and
petrochemical products....” (emphasis added).

“The Company believes that in the fourth quarter of 2002 .... China's economy
will maintain a steady and healthy growth, which will create more demand for

petrochemical products in China and a positive market environment for the
business of the Compuny.” (emphasis added).

Sinopec is basing its projections of futre profi t'lblhly and stoclkholder value on the
reliability of the Chinese government's rosy economic data. According to a December 16, 2002
report included in the New Republic mepazing, the official Chmesa government claims uf T~ 10%
annual growth during each of the last 20 years "“do not add up”, ? The article further reports that the
actual growth rate during the 1998-2001 period was closer to 4"/‘ and that “China has been plagued
by deflstion, rising unemplnyment and declining energy use.”” The article gocs on to state that
China’s national economic statistics are subject to “political meddling” and "cmmptmn" , that more
than two-thirds of the biggest Chinese companies “falsify their accounting™, that China’s
"economy is becoming less efficient and competitive, that the country is “without a decent legnl
systern”, and that ifs banking syster could be insolvent by 2008. The author concludes that

“Ultimately, China’s economic fagade probably will erack. And, when it does, the consequences
mmay be disastrovs.”

The Commission has correctly focused attention during the Jast year on the accuracy,
campletensss and trensparency of American companies’ financial statements und their

1 uAcia Minar, Is China's Economic Boom n Myth™, by Joshua Kurlantzick, The New Republic, December
16,2002 puge 20.
T1d.
! Id pages 20 and 24
¥ 1d., page 24.
% 1d., poge 25.
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management's analysis. We believe the same level of scrutiny should be applied to those Chinese
based companies whose shares are listed on U.S. exchanges or that otherwise desire to access the
American capital markets. Otherwise, American investors risk significant losses as a result of their
investment in Chinese companies based on their misplaced reliance on information which, if
recently published reporis are accurate, is materially misleading.

We wrge the Comnission to confer with U.S. intefligence and Treasury officials in order to
access the resources available to male an independent analysis of the statements on the

performanca and stability of China's economy contained in filings made with the Commission and
relicd upon by the American investing public.

Aecording to the July 2002 report of the U.8. ~ China Security Review Comsmission
(established and sppointed by the U.8, Congress), “Chinese firms rnising capital or otherwise
srading their securities in the U.S. merkets have predominaicly been major [majority] state-owned
enterprises, some of which have ties to China’s military, defense industry, or intellience services.”
As a result, since the Chinese PRC povermment directly ar indirectly controls 2 majority of the
ownership of most of the Chinese companies which are listed on U.S. exchanges and are subject to
the periodic filing of reports with the Commission, it is doubtful that most such Chinese cormnpanies

have the independence needed to vigorously challenge the accurncy of the Chinese government's
official economic data.

The 1.8, - China Security Review Commission recomunended in July 2002 that the
Scecurities and Exchange Commission more carefully scrutinize the disclosure in the United States
of certain foreign issuers, including cestain Chinese corporate issuers, 1o mipimize coneerns about
U.S. national security risks posed by the activities of certain foreign companies™ . Similarly, the
SEC should carefally serutinize the accuracy of statements and implied optimistic forecasts
contnined in SEC filings of Chinesa issuers whenever such statements and forecasts are based on
the questionable economic data of the Chinese government.

2_ Political Instability of Chinese Goverament,

Expetts and political analysts are expressing increasing doublt about the nbility of the prasent
Communist Party cantrolled Chinese government to either reform or survive. This looming political
crisis poses seal financial risks to Americans investing in Chinese based companies and in debt
secuirities of the Chinese government. The Chinese Government (through soversign bond offerings)
and Chinese state-owned and other enterprises have raiged significant fonds in gverseas capital

7 Chapter 6 of the July 2002 Report ta Congress of the U.S. ~China Review Commission — The Mational
Security Implications of the Economic Relationship Berween the United States and China - “China’s
Presence in U.S. Capital Markets”



Securities and Exchange Cammission
January 8, 2003
Papge 4

markels in recent yeurs, including the U.5. capital markets.? Accordingly, the American
Bondholders Foundation urges the Securities and Exchange Conunission to (1) carefully review
each registration statement and periodic report filed by a Chinese government or corporete issuer
and (2) require the conspicuous inclusion of adequate disclosure that will alert the investing
American public to the material risks posed by this incipient instability and volatility,

In o recent edition of Foreign Affairs one prominent analyst of Chinese political affairs

noted the Increasing dysfunction of the Chinese governmient and the associnted (hreat to econamic
ond political stability.

China's povemance deficits are likely to continue to grow and threaten the
sustuinability of its economic development. The slow-brewing crisis of
governance may not csuse an imminent collapse of the regime, but the
necumulation of severe strains on the political system will eventually weigh down
China's economic modernization as poor governance makes trade and investment

more costly and more risky. The current economic dynamism may soon fude as
long-term stagnation sets in.

Such & prospect raises questions about some prevailing assumplions about China.
...[t}he international business comumunity, I its enthusiasm for the Chinese
market, has greatly discounted the risks embedded in the country's political
system. Few appeer to have seriously considered whether their basic premises
about China's rise could be wrang. These assumptions should be revisited through
o more realislic asscssment of whether China, without restructuring its political
syslern, can ever gain the institutional competence required to generate power and
prosperity on o sustainable basis. As Beijing chenges its leadership, the waorld

needs 1o reexamine its long-cherished views about China, for they may be rooted
in litrle more than wishful thinking"®

The American Bondholders Foundation respectfully requests the Commission 1o ensure ful}
and fair disclosure by Chinese corporele snd povernment issuers of the financial risks posed by
povernmental and political instability within China this so that American investors may meke foily
informed decisions whether to purchase the equity or debt securities of such issuers. Beoause many
of the Chinese corporate issuers subject to the Commission's jurisdiction are majority owned,
directly or indirectly, by lhe very Chinese govemment whaose stability is nt risk, a conflict of

4. The U.S. — China Review Commission estimated that Chinese entities have raised more than 540 billion
in international equity markets since 1992, including $14 billion in U.8. merkets since 1998, An additional
90 billion in U.8 dellar denominated bonds have been sold by Chinese issuers in international offerings
since 1392,

% e hina's Governance Crisis”, September/October 2002 Foreign Affairs, Minxin Pei
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interest may inhibit management of the corporale issuers from making full disclosure of the
potential adverse consequences in the absence of a specific Commission mandate, Accordingly, 2
specific disclosure mandate by .the Commission is warranied in order to ensure protection of
American investors. Such mandated disclosure would be similar to other recent Commission
initiatives to ensure that issuers provide timely and adequate information about the potentially
ndverse conscquences associated with such risks as environmental liabilities, derivatives and
currency [uctuations, and inadequate inteinal accounling controls.

3. Rislc of Debt Repudiation.

The Conunission should adopt a polioy that requires all registration statements (snd
subsequent annual reparts) filed with the Commission for debt securities issued by a Chinese issuer,
including sovereign debt of the Chinese PRC government, to contain # clear statement that the PRC
Governmeni of China hes repudiated the sovereign debt obligations of predecessor Chinese
govemments, Prospeclive American investors are entitled to be fully informed of the official
Chinese govermnent position that the current Chinese government is nol bound by the sovereign
full faith and eredil dsbt obligations incurred by lhe established and intemationally recognized
govermment of China during the pre World War 11 period.'® Such disclosure will alert American
~ investors to the possibility that a future Chipese govemment might be tempted to seek to invake the

precedent of its PRC predecessor by renouncing any obligation to honor Chinese government bonds
issued in the 1990°s or the first years of the 2000 decade.

The position of the cument PRC government of China disclaiming the obligations of an
established and widely recognized predecessar government of the same nation is inconsistent with
the norms of international law. (See the Restatement (Third} of the Foreign Relations Law of the
Unilted States, Section 712(2) and Creditors Claims in International Law, The International Lawyer,
Vol. 34, page 235, Spring, 2000)" In fact, in 1987 China entered into 2 treaty with Great Britain
that recognized the obligation of the current PRC Chinese gavernment for bonds issued prior to the

'® February 2, 1983 Aide Memoire of the Ministry of Foreign Affairs of the People’s Republic of China,
included as pages 81-82 of the American Society of Intemeational Law, Inlernalional Legal Materizls,
22L.L.M. 75 (1983) wherein the PRC declared “The Chinese Gavernment recopnizes no external debts
incurred by the defunct Chinesc governments and hai no obligation to repay them. ...It is & long-established
Frinciple of internationul law that odious debts are not to be succeeded to.”

! The widely reported ussorances of the United Stales and the international community that financial
obligations incurred by the current (Saddam Hussein era) Iraqi government to Russia and to France will be
honored by any new Iraqi govemment following a change of regime is indicative of the prevailing
applicability of this principle of international law. As recenily as the lale 1990’s post Soviet era Russia
acknowledged its liability to French bondholders for pre-1917 Czarist era Russian sovereign debt. -
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1940 change of govermnanrs.”‘ This freaty provided compensation to British holders of Chinese
Govemment bonds issued prior to 1949, American investors are entitled to full disclosure of the
repudiations made by the current PRC Chinese government of the sovereign debts of predecessor
Chinese governments. Such information is critical to epable prospective American purchasers of
Chinese government debt securities to assess the lkelihood that a successer Clinese government
which might emerge from a political transition to a non-Communist Party dominated state will
abide by accepled internationsl law narms and honor debt securities issued by the current PRC
govermment of China. Clearly, as the possibility of political volatility in China becomes
inereasingly noled by credible analysts," the repudiation by the present Chinese govemnment of a

predecessor Chinese govemment's sovereign debt is a highly material fact that a prudent investor
would want to know. '

In summery, the American Bondholders Foundation urges the Commission to edopt policies
and procedures 1o ensure the full disclosure to the Commission and the investing Armerican public

of the unique and materisl risks outlined in this letter of nvesting in Chinese corporste and
governmental securities.

Very truly youss,

B. Riney Green

o Hon. Paul Atldns
Commissioner

Hon. Roel Campos
Commissioner

Hon. Cynthia A. Glassman
Commissioner '

2 A ccording to the New York Times of June 8, 1987, Britain reached 2 settlement with the Chinese
Govemment. "China was previously barred from issuing bonds on the Lendon market because of its refusal
to honar debs incurred by governments before the 1949 Communist Revolution.” The settlement did not
provide full value to the British bondholders, but it does provide official evidence of the Chinese :
gavernment’s willingness, however reluctantly, to recogaize its obligation 1o honor bonds like those held by
American bondholders. )

3 Unfortunately, only British citizens and British companies, and no American bondholders or other non-
British nationals, were eligible to submit claims, Ses Part TV of the Foreign Compensation (Pcople’s’
Republic of China) Order 1987 of Her Majesty's Govarnment.

" Qe Parts 1 and 2 of this Letter.
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Hon. Harvey Goldschmid -
Commissioner

Giovanni P, Prezioso, General Counsel
Forcign Bondholders Protective Council

American Bondholders Foundation

Iﬂ]?:m:ﬂIDJEQ:SHMG:HASHV]LLE
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'SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

DIVISION OF
CORPCRATION FINANCE

Januvary 21, 2003

B. Riney Green, Esq.

Stites & Marbison PLLC
SunTrust Center Suite 1800
424 Church Strest
Nashville, TN 37219-2376

Dear Mr, Green:

Thank you for your January 8" letter to Chairman Pitt and Alan Beller written on behalf
of the American Bondholders Foundation. In your letter, you suggest that we consider certain
factors relating to the adequacy of disclosure provided in filings with the Securities & Exchange
Commission by Chinese governmental issuers and companies based in China. We will consider
the information you provided as we seek to ensure that companies and other issuers whode
securities are registered with the SEC fulfill their responsibility to provide investors with full and
fair information that is material to an investment decision.

L







et

_S‘\L
Sovereign Advisers”
Specialists in Risk Metrics Analytics

4901 E. Sunrise Drive » Sujte 711
Tucson + Arizona = B5718

Tel (U$A): 520.615.4525 « Fax: 520.322.9850
Emall: soverelgn_sdvisers@yahoo.com

Via Certified Mail. Electronic Mail and Facsimile

March 31, 2005

Mr, Michael Macchiaroli, Associate Director
Division of Market Regulation

11.8. Securities and Exchange Commission
450 Fifih Street, N.W.

‘Washington, D.C. 20549

Re: On Behalf of Defaulted Creditors of the Government of China:

COMPLAINT

Misleading Sovereign Credit Ratings and Inadsquate Disclosure Pertaining to the
Oifer, Sale and Tradine of Debt Securities of the People’s Republic of China:
Decaptive Practices and Violations of International Law.

Dear Mr. Macchiaroli:

The following matter is pertinent ta the supervisory and regulatory mandate of the Division of
Market Repulation with respect to the operation of the nation’s securities markets generally, and
specifically the diligent enforcement of regnlations governing the operation of the Natianally
Recognized Statistical Rating Orgnizations (“NRSROs™). Accordingly, on behalf of defaulted
creditors of the Government of China including the United States bondholders organized as the

American Bondhoelders Foundation, we present the following concerns and Complaint to your
attention.!

! As referenced herain, the term “ABF affilinted bondholders™ shall be interpreted to refer to U.5, citizens
affilinted with the American Bondholders Foundation, who are holders of full faith and credit soversign
obligations of the Chinese Government on which that government has defaulled snd continues to evade
payment. As referenced herein, the term “other defaulted creditors” shall be interpreted to refer generally
to all defaulted creditors holding full faith and credit sovereign obligations of the Chinese Government,
regardless of dumicile, who continue to suffer discriminatory treatment regarding settlement of cluims. As
used herein, the term “other defaulted creditors” shall specifically exclude reference to citizens of Great

" Britain who participated in the 1987 settlement accord between Britain and the Govemment of China, and
shall also specifically exclude reference to citizens of France, who are presently engaged in negotiations
with the Government of China regarding settlement of defaulted obligations held by French citizens,
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SECTION1

American Bondholders Foundation and Claims _of American Citizens Hulding Delaulted
Full Faith and Credit Sovereign Bonds of the Government of China,

Defaulted Chinese Government Bonds

The American Bondholders Foundation (the “ABF") is the incorporated national organization
representing the consolidated claims of thousands of United States bondhalders who are holders
of full faith and credit sovereign bonds issued by the Government of China and on which that
government has defaulted and continues to evade payment to both American citizens and non-
U.S. bondholders.? The most prevalent among the defaulted series of bonds which are the subject
of the ABF collection action is the Chinese Govemment Five Per Cenf Reorganization Gold
Loan. This series of bonds was issued by the Government of China s a full faith and credit
obligation of the Chinese Government and was sold to investors in the United States and Eurape
by a global syndicate of international banks. The bonds were scheduled to mature in 1960. The
language of the bond certificates, as well as the language of the Loan Agreement authorizing the
bond issue, mandated that the obligations were ta be considered as binding upon the Govemment
of China and its successors.” The obligations which are the subject of the ABF collection action
have been valued by a recognized specialist in international bond valuation in accordance with
the provisions of the debt covenants as specified in the Loan Agreement. All such bonds which
have been tendered for collection are presently held in trust by the ABF?

? The ABF is a U.S. corporation duly incorporated under the laws of the stale of Delaware. The ABF and
its memkers have retained the law firm of Stites & Harbison to act a5 counsel in the matter of collecting on
the defaulted Chinese government debt. On June 13, 2001, at the direction of the White House Counsel,
the United States Department of State and the Securities and Exchange Commission, the ABF contacted the
Foreign Bondholders Protective Council (the “FBPC™) to initiate collection proceedings on these defauited
obligations. ‘The FBPC was created by Presidential Executive Order to assist U.5. citizens in collecting on
defaulted debts of foreign issuers and has successfully completed collection of 47 previous defaulted bond
setilements. The ABF has been featured extensively by the intemnational priot snd broadcast media,
including the British Broadcast Corporation, Financial Times, Wall Strect Joumal, Associated Press,
Bloomberg Financial News, USA Today, Congressional Quarterly, Voice of America, Business Week and
Barron’s Financial News. The ABF has also hosted a congressional forum with the parficipation of the
Mational Congress of American Indizns. Federnily-recognized American Indizn tribes constitute eligible
recipients of the charilable and humanitarian programs to be funded from the 30% contribution of debt
collection proceeds. The charitable and humanitarjan programs will be administered under the ruspices of
the uffilinted ABF foundation. )
3 Under established conventions of intemational law, a successor government is responsible for payment of
the sovereign obligations of a predecessor government. In fact, the language which appears on the bond
certificates which are the subject of the ABF collection sction explicitly stotes: “These obligations are
intended to be binding upon the Govemment of China and any Successor Government™,

4 Note that Ihe bonds held by ABF affiliated bondholders are exclusive of similar bonds sequired by the

United States Government Office of Foreign Asset Management through the Trading with the Enemy Act
and presently held by the “public-at-large™.
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1987 Discriminatory Settlement

Although repeated demands by individual bondholders to China for payment of these obligations
have been ignored for years by the Chinese Government, the People’s Republic of China has

previously settled payment with the citizens of Great Britain on their holdings of defaulted bonds
from this series in 1987°

Statement of Intent to Resume Payments and Continued Evasion of Payments

Subsequent to defaulting on the sxternal bonded debt represented by this series of bonds, the
Government of China pledged its intention to resume service on the debt when economic
conditions permitted, although the People’s Republic of China has not made any payments to date
on the bonds to the ABF affiliated bondholders or to other defanlted creditors.® The continued
gvasion of payment by the Chinese Government on this series of defanlted bonds represents a
discriminatory attempt to evade payment of full faith and credit sovereign debt by a government
which possesses the financial ability to honor its nation’s valid and binding obligations.”

. Recent Settlement Precedents

In addition to general principles of international law, there exist several recent precedents that are
applicable to the situation described herein:

3 1986

The Government of the Soviet Union settled the claims of British citizens who were
liolders of defanlted pre-1917 Russian government bonds.

4 1987
The Government of the People’s Republic of China settled the claims of British citizens

who were holders of an identical series of defaulted Chinese povernment obligations as
the ABF affiliated bondhclders.

3 The People’s Republic of China negotiated a settlement accord with British bondhalders in June of 1987.
§ See latter dated Decermber 11, 1979 from Mr. J. Brian Attwood, Assistant Secretary for Congressional
Relations, 1.8, Department of State, sddressed to the Honorable Charles A. Vanik, Chairman of the
Subcommitiee on Trade, Committee of Ways and Mesns, U.8. House of Representntives.

7 A complete set of Memorandums nddressed to the United States Congress have been prepared by the law
firm of Stites & Harbison PLLC which present a comprehensive analysis and discussion, including refevant
authorities, of the lability of the Government of the People’s Republic of China for payment of the bonds
held in trust by the ABF uffiliated bondholders. This set of Memorandums may be viewed at the following
URL: hitp:/fwww.globalsecnritieswateh.orglsdhmemorandums him!

According to the Global Association of Risk Professionls, the People’s Republic of China presently has in

-excess of $610 billion in foreign exchange reserves, representing an increase of over 3200 hillion during

the past twelve months. “China Vows Better Forex Manugement”, Riskdlert. February 22, 2005.
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} 1986

The Government of Russia settled the claims of French citizens who were holders of
defaulted pre-1217 Russian government bonds.

“r

2004

Recently, the People’s Republic of China has notified the Government of France that it
intends to setfle the claims of French citizens who are holders of an identical series of
defaunlted Chinese government obligations as the ABF affiliated bondholders.

Selective Default and Discriminatory Settlement Practices

Despite the obligation of the People's Republic of China to honor the claims of the ABF affiliated
bondbolders and other defaulted creditors under internatiopal law, the Chinese Government
continues to blatantly disregard these claims and continues its discriminatory treatment of United
States citizens and other defaulted creditors in an attempt to evade payment. As a direct result,
the ABF affiliated bondholders as well as cther defaulted creditors are victims of both selective
default and discriminatory settlement (i.e., selective repudiation of this specific seres of
Gbligations by the People’s Republic of China and the exclusionary settlement with British
citizens in 1987). Accordingly, in addition to other venues, the ABF is pursuing the resolution
of affilinted bondholders’ claims through the United States Congress. Members of the 107"
United States Congress, including the House Majority Leader and the Chairman of the House
Financial Services Committes, signed a letter to President George W. Bush expressing the
support of the Congress for the Government of China to setile the claims of the ABF affiliated

bondholders.. Subsequently, the 108" Congress held a televised hearing in the U.S, House of
Representatives on this matter.”

% Sep Ajde Memoire issued by the Chinese Ministry of Foreign Affairs, included as pages 81-RB2 of the
American Society of International Law, Internationa! Legal Materials, 221.L.M75 (1983), whercin the
People’s Republic of China declared “The Chinese Government recognizes no external debts incurred by
the defunct Chinese Govesrnments and has no obligation to repsy them ...". For the matter of
diserimination against the claims of United States citizens and non-U.8. bondholders, excluding citizens of
Grent Brilain, refer to the pravisions of the 1987 treaty between China and Great Britain which provides for
setilement and payment of bondholder claims of British nationals and which does not provide for any
anment on the claims of American or non-U.8. bondholders. _

1t has long been the policy of the United States Department of State that intervention by the United States
Government in bondholder disputes is appropriate in situations involving either debt repudintion or
discrimination. See policy letter addressed to the Honorable Charles A. Vanik, Chairman, Subcommitiee
on Trade Committee on Ways and Means, United States House of Representatives, authored by J. Brian
Abwood, Assistant Secretary of State for Congressional Relations (December 11, 1979), stating that
exmmples in which intervention by the United Stales Government is appropriate in resolving the bondholder
claims of U.8. citizens includes the following: (1) situations in which the obligations are repudiated; and
(2) sitnations in which American nationals are discriminated against, On October 21, 2003, Ms. Jonna Z.
Bisnco, President of the American Bondholders Foundation presented testimony in the United States
Congress on this issue durng the televised public hearing conducted by the International Relations
Committee of the U.S. Honse of Representatives. Other witnesses presented additional testimony ot this
hearing regarding the U.S.~China economic relationship, specifically addressing the loss of approximately
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Deceptive Practices and Misleading Investor Information: New Sovereign Bond Issues

Having provided some background on this important issue, please allow us to now direct your
attention to certain recent events related to the situation deseribed above, which we believe merits
further investipation. On behalf of the American Bondholders Foundation and other defanlted
creditors of the Government of China, the specific complaints described below are hereby
presented to your attention. The ABF affiliated bondholders and other defaulied creditors
continue to suffer economic harm as a result of the actions of the Government of the People’s
Republic of China acting in concert with the major credit rating agencies and the complicity of
various underwriters including Morgan Stanley, I.P. Morgan, Goldman Sachs, Citigroup and
others which are actively assisting the Peaple’s Republic of China in the issuance of new debt
securities in the global capital markets. Such actions, evidencing a blatant disregard for accepted
conventions of international law, established international credit rating protocols and appropriaie

disclosure standards as described in the following sections, represent a grave threat to the
integrity of the international capital markets.

SECTION 2

The Government of China Continues to Fvade Seitlement of Bondholders® Claims and
Continues to Sell Sovereipn Bonds in the International Capital Markets in Reliance on -
Deceptive Practices Including Misleading Credit Ratings and Concealment of an
Outstanding Series of Full Faith and Credit Sovereign Bonds Remaining in Default.

Recent Issuance of NMew Sovereign Bonds

Despite ignoring the claims of the existing bondholders in viclation of international law, The
Govemment of the People’s Republic of China continues to access the international capital
markets through the periedic issuance of global sovereign bond issues. During the most recent
bond sales in 2003 and again in 2004, the Government of the People’s Republic of China sold in
excess of $3 billion in global sovereign bonds to investors in the United States, Europe and Asia.

Global Sale of New Sovereign Bonds in the U.S., Europe and Asia

The 2003 Chinese Government global sovereign bond offering was registered in the United
States, Luxembourg and Hong Kong, and was sold thronghout Europe, the United States and
Asia'®  The 2004 Chinese Govemment glabal sovereign bond offering was registered in
Luxembourg and Hong Kong, and was sold throughout Europe and Asia !

three millivn manufacturing jobs from the U.S. to China since mid-2000. Witnesses presenting testimony
included representatives of the National Association of Menufacturers and the AFL-CIO. A transeript of
the testimony presented at the hearing conducted by the House International Relations Committee on
Qctober 21, 2003 may be viewed at either of the following Congressianal web-links:

hitp:/Avwnve. house.gov/International_Relations/108/bian2021 Jitm
Ittpetwwwnist.govihearings/2003/uschina. ftml

9 According to the prospectus supplement dated October 16, 2003 filed with the United States Securities
and Exchange Commission, the lead undenyriters participating in the offer and sale of People’s Republic of



Division of Market Regulation
March 31, 2005 )
Page Six

§2.03 Comparative Summary of Chinese Government Sovereign Bond Issues

Exhibit 2.01 provides 2 comparative summary of recent Chinese Government soversign hond
gales in the interaational capital marksts.

[This space intentionally left blank]

China sovereign bond offering (common code 0179419415 ISIN US712219A730; CUSIP 712219A13)
include the following firms: Goldman Sachs (Asin) LLC, 1P, Morgan Securities, Inc., Merrill Lynch,
Pierce, Fenner & Smith Incorporated, Banc One Capital Markets, Inc,, Citigroup Global Markets, Inc.,
Credit Suisse First Boston LLC, Daiwa Securities SMBC Europe Limited, The Hong Kong and Shanghai
Banking Corporation Limited, ICEA Securities Limited, Lehman Brothers Internztionsl (Furope), Morgan
Stanley & Co. Internationnl Limited, and Nomura International ple. The notes were registered and listed
for trading with the Luxembourg and Hong Kong Exchanges.

! Public notice published in the Wall Street Journal. October 23, 2004. The {ead underwriiers include the

following firms: Goldman Sachs Group Inc., JF. Morgan Chase & Co,, Merrill Lynch & Co., Margan
Stanley, BNP Paribas SA, Dentsche Bank AG, and UBS AG.
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SECTION 3

Inappropriste and Misleading Sovereien Credit Rating of the Long-Term Foreign
Currency Debt of the Government of the People’s Republic of China,

Improper and Misleading Credit Rating Classifications Assigned to the Government of China

The three major nationally-recognized statistical rating organizations ("NRSROs”), commonly
referred to as credit rating ngencies (i.e., Moody’s Investors Service, Standard and Poor’s Rating
Group and Fiteh Ratings) continue their deceptive practice of selectively disregarding pertinent
facts associated with the situation described herein, particularly the ‘willingness to pay" metric,

which represents a significant and continuing component of embedded osk implicit to general
obligations of the Chinese Government."”

Current Credit Ratings Ignore Repudiation of Sovereign Debt and Selective Default

According to representatives of the U.S. Department of State, the People’s Republic of China
explicitly repudiated all bond claims originating prior to its 1949 assumption of the Government
of China."® Since the assumption and payment of any valid outstanding obligations of a pre-
existing governinent by a recognized successor government is a basic ienant of international law,
the refusal of the People’s Republic of China to abide by this established convention violates
accepted principles of interndtional trade and commerce and demonstrates its unwillingness to
comply with commonly accepted standards of conduct.' The People’s Republic of China
explicitly acknowledged its responsibility for payment of pre-1549 Chinese soversign bonds

pursuant to the 1987 accord which settled the claims of British citizens, thereby establishing a

precedent for collection by other bondholders. Despite the 1987 accord with British bondholders,
the People’s Republic of China continues to attempt to evade payment to the ABF affiliated
bondholders and other defanlted creditors holding the identical series of full faith and credit
sovereign bonds?® Such an attitude, manifested as a form of institutionalized behavior, is

inconsistent with increased recognition of the quality of the Chinese Government's international
cbligations.

7 Naotionally Recognized Statistical Rating Organizations (“NRSROs”). The three organizations
historically comprising this classification of credit rating service providers are Moody's Investors Service,
Standard and Poor’s Rating Group and Fitch Ratings. Dominion Bond Rating Service was recognized in
2003 5 o fourth NRSRO. A.M. Best was recently recognizéd as the fifth NRSRO,

¥ Aide Memoire issued by the Chinese Ministry of Foreign Affairs, included as pages 81-82 of the
American Society of International Law, Intemotional Legnl Materials, 221.L.M75 (1983), wherein the
Penple's Republic of Chinn declared “The Chinese Government recognizes ne extemnal debts incurrad by
the defunct Chinese, Governments ond has no obligation lo repay them ..."

¥ See Restatement (Third) of the Foreign Relations Law of the United States, Section 712(2) and
“Creditors Claims in Intenational Law”, The International Lawyer, Volume 34, pape 235, Spring 2000.
See also, for example, the recent United Nations Security Council resolution on weapons inspections in
Traq which stipulates that o subsequent government in Iraq following a regime change will remain liable for

redecessor national debt ebligations.

A The 1987 ngreement with Great Britain did not provide any settlement for non-British citizens.
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Credit Rating Agencies Continue to Discriminate Against Defaulted Creditors

In preparation for the October 2003 global sovereign bond sale, the major credit rating agencies
conducted a review of the lonp-term foreign cumency sovereign debt rating of the People's
Republic of China, Prior to such review, the omission of significant and material aspects from
the prevailing rating assessments of the Chinese Government, including the situation described
above, was explicitly brought to the attention of the chief executive officers of Moody’s Investors
Service, Standard and Poor's Rating Group and Fitch Ratings in a letter dated November 27,
2002 authored by Ms. Jonna Z. Bianco, President of the American Bondholders Foundation.” To

date, no acknowledgement or response to this letter has been received from any of the three major
credit rating agencies.

Credit Rating Agencies Act to Facilitate Chinese Government's Global Bond Sale

On October 13, 2003 Fitch Ratings affirmed ils investment grade assessment and assigned a
“positive” outlook. On October 15, 2003 Moody™s Investors Service announced that it was
upgrading the long-term foreign currency sovereign credit rating of the Chinese Government
from the previous A3 rating to a newly-assigned rating of A2. Incredibly, on Octobar 22, 2003,
the very day afier the United States Congress House of Representatives Intemnational Relations
Committee conducted 2 televised public hearing on the ABF issue, Standard and Poor’s
Corporation actually affirmed its investment grade assessment of the long-term foreign currency
soversign credit tating of the Chinese Govemment and assigned a “positive” outlock,
Coincidentally, each of these development ocewred during October, 2003, the same month that

the Government of the People’s Republic of China filed o prospectus with the SEC for the offer
and sale of §1 billion in govemment notes. ‘

Summary of Ratings Action Preceding Chinese Government’s 2003 Global Sovereign Bond Sale

The following is a summary of actions taken by the major credit rating agencies during the month
of October, 2003:

e October 13, 2003 _
Fitch Ratings affirmed the long-term foreign currency rating of China at A-~. The rating

outlook is positive. This rating applies o all of China’s senior unsecursd long-term
sovereign debt issues.

4 Qctober 15, 2003

Moody's Investors Service, Inc. upgraded China’s sovereign rating from A3 to A2 for
long-term foreign-currency denominated debt. The rating outlook is stable.

2 The full faith and credit sovereign abligations of the Chinese Government referenced herein exist in a
state of “discriminatory repudiation” due to the 1987 settlement with British bondholders which excluded

non-British bondholders, and the pending settlement-in-progress with respect to French bondholders which
is also expected to exclude U.S. bondholders, among athers.
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» October 22, 2003

Standard & Poor's Ratings Group affirmed its BBB senior unsecured foreign currency
eredit rating for China. The outloal is positive.™

Current Credit Ratings Ignore Defaulied Series of Full Faith and Credit Soversign Obligations

The intentional and willful omission of the existence of a significant dollar value of defanited
obligations of the Chinese Government in the prevailing debt rating assessments of the People’s
Republic of China constitutes a blatant rejection of the generally accepted international standard
that the degree of rigor exercised in assessing the adequacy of issuer disclosures should be
strengthened rather than relaxed. Such egregions and spurious conduct is outrageous, particularly
in light of the fact that the circumstances described herein were previonsly branght to the explicit
attention of the three major credit rating agencies by the ABF. In light of the persistent evasion
by the Chinese Government with respect to payment of its defaulted sovereign obligations and the
potential financial impact arising from the emergence of a significant liability, the present credit
rating classifications assigned to the Chinese Government are inappropriate and misleading,

Current Credit Ratings-Selectively Ignore Pertinent Risk Metrics

As revealed below, not only do the current rating classifications assigned to the long-term foreign
currency debt of the People’s Republic of China by the three major credit rating agencies ignore
fhe existence of a defaulted series of full faith and credit sovereign obligations of the Chinese
Government remaining in default, the current rating classifications also do not reflect an accurate
assessment of the following material risk metbrics:

Judicial risk (i.e., pari passu risk of interest attachment / coupon seizure by defaulted creditors);
Legisiative risl (i.e., risk of U.S. and foreign jurisdiction capital markets or trade sanctions);

Liquidity risk (i.e., risk of U.8. regulatory agency sanctions imposed on dealers and ban on
quotation pursuant to the Johnson Debt Default Act);

Repayment risk accruing from the "willingness to pay" metric (i.e., evasion of payment on
outstanding full faith and credit sovereign obligations in violation of international law and

reassessment of the PRC's willingness to honor outstanding obligations in the event of future
adverse economic conditions); and

International setoff risk (i.e., vulnerability to international setoff, adversely affecting the PRC's

balance of payments position and impairing the PRC's ability to maintain its cument level of
external deht).”

Z gource: People’s Republic of China offering prospectus for the oifer and sale of sovereign gbligations of
the Government.of China fled with the U.S. Securities snd Exchange Commission. Oetober 16, 2003,

B he Global Association of Rigk Professionals recently reported on the downgrade of the long-term credit
of the People’s Republic of China by our firm to sub-investment grade stafus. The justification for tha
downgrade af the PRC’s credit mting is predicated upon the continuing evasion of payment on & series af
defaulted full faith and credit sovercign bonds of the Chinese Government {g.g., the Chinese Government
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§3.08 Comparative Summary of Chinese Government Sovereign Debt Rating Classifications

Exhibit 3.01 presents a comparative analysis of the appropriate and inappropriate rating
classifications for the long-term foreign currency debt of the People’s Republic of China.**

[This space intentionally left blank]

Five Per Cent Reorganization Gold Losn). Discriminatory setilements of the defaullad sovereign series
increases the risk of interest payments seizure by defoulted creditors. The erticle may be viewed online gt
the following URL: hip:/wwnv.garp.com/risknews/newsfeed.asp? Category=10&MyFile=2004-09-21-941 8. hemi

¥ The definition for each specific rating classification was obtained from the respective credit rating
agency website, utilizing the following URLS: Standard and Poor’s: http:/hwww2.standardandpoors.com
Moody's Investars Service: http:/Awww.moodys.com  Fitch Ratings: / ttp:/wwn ffitchratings.com

The Japon credit rating agency Rating and Investment Information, Inc. (“E&I") currently assigns an
inappropriate “A™ sovereign rating classification to the long-term foreign currency debt of the People's
Republic of China. The appropriate R&l rating classification for the long-term foreign currency debt of
fhe People’s Republic of China shonld be “CCC", indicating the existence of defaulted debt.



Exhibit 3.01

People’s Republic of China
Long-Term Foreign Currency Sovereign Debt Rating

CREDIT RATING
AGENCY

INAPFROPRIATE
CHEDIT RATING

DEFINITION

Standard & Poor's

BBB+

An obligor mied “BBB” hos ndequate cnpoeity o meet.ils founcinl
commitments.  However, ndverse economie conditions or changing
cirenmstances are more lkely 1o lead to o wenkened capacity of the obligor
to meet its fnanciol commi@ments, The addion of o “+" symhol denoies
the relative sinnding within the nssipned roting clessification.™

Muoody's

Bonds which are rated “A” possess many fuvorable investment attributes
undd nre 1o be conrsidered ps wpper medivm-grade obligations. Factes giving
security to principal and interest are considered adequute, but elements may
be present which sugpest n susceptibility to impairment some time in the
ftture, The oddition of 2 2" denotes mid-range ronfing within the assigned
rating clossificstion.

Fiteh Ratings

A~

High credit quality, "A” mtings denote 1 Yow expectation of credit risk. The
capacity for timely pryment of finoncial commitments §s cansidered strong,
This eapacity muy, nevertheless, be more vulnemble to changes in
circurstances or in cconosnie conditions thon Is the cage for hipher miinps.

CREDIT RATING
AGENCY

APPROPRIATE
CREDIT RATING

DEFINITION

Standard & Poor's

8D
(Selective Default)™

An obligar rated “SD" (Selective Defult) hes foiled 1o poy one or more of
i1s financial oligetions {rted or unmsted) when it come due. An “SD”

| mting is nssipned when Standorl & Poar's believes thot the obligar hos

selectively definited on o specific issue or class of oblipntions but it will

cantinue to meet ils peyment oblipetions on other issues or classes of
oblipations in o imely monner,”

Moody’s

Ha
(high range)

Cua
(low range)

Bonds which are rated “Be" nre judged to have specuiative elements; their
future eanobt be considered os well-nssured. Often the protection of inierest
mnd princlpnl poymensts moy be very modemte, ond Uierehy not well
safzguarded dudng both good oad bud Hmes over the fiuture. Unceruingy of
position chometerizes bonds in this class, Bands which sre mted ¥Cos" are
of poor standing, Such issues may be in dafult or there moy be present
elements of dungee with respect lo principe] or interest™

Fitch Ratings

DDD

RD {Proposed)

Default. Entitics mied in this colzgory heve defiulted on some or oil of their
obligntiens, Entities mied "DDD" have the highest prospect for resumption
of pecformance or continoed opemtion with or without o fermnl
reargonization process, Proposed new mating clessification: o newly
tntroduced rating of "RD™ (Restrictive Defult) fs propased for ossignment
ta un issuer {{nclinling sovereigns) in coses in which the issuer has defibed

on one or more of its financial commitments, slthough it continues o meet
other obligntions,

B Whes applied to debt issued by a sovereipn issuer, this miting classifiention denutes oo investment grade debt rating
for an issuer which has ao full fuith and credit savereien oblipntions remaining in defuit.

% Qecent instunees in which Standsrd und Poor's has nssipned an “SD" rating clussification o the long-term foreign
enmrency debt of o sovereign ssuer inclode Rusgin in 1998 (which defiulted on its domestic oblipntions while
continuing to scrvice its eurobonds); Argenting, following its sovereign debt defnult in December 2001 and subsequent
restructuring, including on exchenge offer to existing bondholders; and the Dominican Republic in 2005 (which
became delinguent on poyments owed to commercinl bank ereditors while continuing to service its bonded debt). The
“SD" rating remained in full force and effect until oll outstanding defaunlted obligations were resalved.

¥ A prime example of selective default is the eatire series of full faith and credit sovereign obligations issued as the
Chinese Govemment Five Per Cent Reorpanization Gold Loan, scheduled to mature in 1960 ond which series remeins
in defoult as on external puyment obligation of the snecessar government of China (i.., the People’s Republic of Chinn,
which was estoblished on October 1, 1949), The People's Republic of Chine replaced the Republic of China in the
United Nations a5 the recognized goversment of China on November 23, 1971 and was subsequently recognized os the
government of nll China. Taiwon publicly renounced any clnim to the government of all China in 1981,

B This rating clossification is appropriate with respect to acknowledging the judicinl risk inherent to investment in
such oblipstions arising from the discriminniory trentment of different classes of ereditars.
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Current Credit Ratings Ignore International Law and Comparability Among Creditors

Under international law, the Government of the People’s Republic of China is responsible for
payment of the sovereign obligations of the predecessor government (i.e., is the obligor for such
obligations). The U.S. Foreign Sovereign Immunity Act does not convey protection to debtor
povernments in sovereign debt defaults and has been interpreted by U.S. courts to define post-
default sovereign bond sales as a “commercial activity” which constitutes an exemption {from
immunity.”’ The continued payment of selected obligations while simuliancously evading
payment on an entire series of defaulted full faith and credit sovereign obligations which remain
ontstanding in default also constitntes a blatant violation of the doctrine of pari passu as

interpreted by the Belgian commercial couris and represents a direct contravention of the doctrine
of comparability among creditors.™

Tmproper Credit Rating Classifications Mislead Investors and Risk Credit Markets Coatagion

The deceptive practices perpetrated upon the investing public by the major credit rating agencies
in the instance described herein represent an explicit repudiation of the doctrine of comparability
of treatment with respect to creditors holding full faith and eredit sovereign obligations of the
Chinese Government. The oulrageously unconscionable conduct of the three major credit rating
agencies in this matter demonstrates a willful and deliberate disregard of the objective facts and
circomstances and is inconsistent with the important role of the major credit rating agencies as
independent evaluators upon which the public-at-large may depend in confidence.”’ The blatant
failure of the major credit rating agencies to conduct an objective analysis of the pertinent facts
and circumstances, resuiting in the assipnment of inappropriate and misteading sovereign credit
ratings to the long-term foreign currency debt of the People's Republic of China, ignores the
existence of outstanding full faith and credit sovereign obligations which have been repudiated
through the process of selective default and discriminatory settlement and serves not only to
erode the credibility of the agencies but also acts to establish a dangerous precedent for
stimulating a credit markets contagion by emboldening unscrupulons issuers to atternpt to evade
payment of similar obligations. The prevailing and disgraceful situation evidenced by the willful
disregard of established rating protocols by the credit rating agencies in concert with lax

¥ Republic of Argenting v. Weltover, Ine. 504 1.8. 607 (1992). Dorket Number: 91-763.

3 Eiljott Associates, L.P., General Docket No, 2000/QR/92 (Court of Appeals of Brussels, 8th Chamber,
Sept. 26, 2000). See also, Republic of Nicaragun v. LNC Investments and Euroclear Bank SA (Injuncton
issued against paying agent by Belginn Commercial Court, Sept. 8, 2003).

3 gee the revealing comment by Indiana University's Dr. Scott Kennedy, who specializes in China's
political economy: “If you have any credibility, you would probably be rating everything junk in China.”
See also the statement “China doesn’t adhere to international nccounting standards. To make maters
worse, the government issues misleading statistics.” According to Mr. Brian Celton, an analyst who mtes .
China’s sovereign bonds for Fitch Ratings (Hlong Kong): “Sumetimes you have a columa of figures that
don’t add up to the tatal at the bottom. It's that bad.” Wall Street Journal, January 3, 2004. See also the
statement by Mr. Gordon Chang, former partner at Paul, Weiss, Rifkind, Wharton & Garrison in Beijing:
“China has less borrowing capacity than many people think; it is not as creditworthy as many peopla
think.” Watch this Space: Beifing Says it Won't Bring Savereign Bond to U.S. Capilal Murkels — But For

How Long? Publication no. 01-C31. Wiiliam J. Cusey Institute Center for Security Policy, May 21, 2001,
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enforcement of established protocols is highly conducive to the propagation of such a contagion.
Tmmediate corrective action is mandated to restore the integrity of the ratings universe.

SECTION 4

Tnadequate Disclosure of Registration Statements and Offering Documents Pertaining to

the Offer and Sale of Sovereign Bonds of the Government of the People’s Republic_of
China.

Omission of Material Facts and Concealment of Investor Information

Our concerns in this regard involve the prossly inadequate disclosure of investor risk in the bond

offering registration statements and offering documents. We note with concern the following two
specific failures:

(a) Failure to disclose the existence of a series of full faith and credit savereign bonds remaining
in default and on which the Chinese Government continues to evade payment to the ABF
affiliated bondholders as well as to other defaulted creditors in violation of international law; and

(b) Faihwe to disclose the potential risks associated with settlement of securities transactions

involving the issuance and trading of full faith and credit sovereign obligations of the
Government of the Peaple’s Republic of China.

Inadequate Disclosure by the Government of the Peaple’s Republic of China

In.a letter addressed to the United States Securities and Exchange Commission (the “SEC”) dated
Tanuary 8, 2003, Mr. B. Riney Green, a partner of the law firm of Stites & Harbisan articulnied
specific concerns regarding the extent of disclosure provided pursuant to offerings of securifies
within the U.S. capital markets by the Government of the People’s Republic of Chine and its
state-owned entities.”* The following issues were brought to the attention of the SEC as examples

of inadequate disclosure in securities offering filings and investor documents related to offerings
of securities by the People’s Republic of China:

1, Misleading Chinese Government economic data;
2, Political instability of the Chinese Government; and
3. Risk of debt repudiation.

Materal Omissions of Fact Enables the Chinese Government to Circumvent Defanited Creditors

The issues described above adversely affect the resalution of both the ABF and unaffiliated
bondholders’ claims since the Government of the People’s Republic of China continues to enjoy

311 otter dated Junuary 8, 2003 from Stites & Harbison PLLC addressed to the Honorable Harvey L. Pitt,

Chairman, U.S. Securities and Exchange Commission and Mr. Alan Belier, Directar, Corporats Finance
Division, 11,8, Securities and Exchange Commission.
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unfettered access to the international capital markets without any disclosure of the sitoation
described herein, and thus has little incentive to setfle the claims of defaulted creditors. The
Chinese Government and iis U.S. and European underwriters continue to omit mention of
material disclosures related to, among other omissions, the situation described herein. For
example, the People’s Republic of China sovereign bond offering prospectus filed with the U.S.
Securities and Exchange Commission on October 16, 2003 for the offer and sale of 31 billion in
ten year debt securities contains no mention or reference to the ABF collection actlun ar to any
existing defauited full fhith and credit sovereign debt of the Chinese government.

Misleading Statements Appear in the Prospectus Supplement for China’s 2003 Global Bond Sale

The following excerpted statements appear in the prbspectus and the prospectus supplement of

fhe People’s Republic of China dated October 16, 2003 describing the offering of 31 billion of ten
year notes:

b

Papge S-11 of the anspectus Supplement:

“China is neither involved in any litigation, arbitration or administrative proceedings
which are material in the context of the issue of the notes nor aware of any such
litigation, arbitration or administrative proceedings, whether pending or threatened.”

“Except ns disclosed in this prospectus supplement and the accompanying prospectus
there has been no significant change in the condition {financial, political, economic or

otherwise) or the affairs of China which is material in the context of the issue of the notes
since December 31, 2002,

These statements are misleading to prospective investors for the following reasons:
1. The legal counsel to the American Bondholders Foundation has served a formal notice of
demand for payment of the defaulted Chinese Government securities to the Minister of
Finance of the People’s Republic of China in Beijing, as well as to the Embassy of the

People’s Republic of China in Washington, D.C. This fact constitutes an u:nphed threat
of litigation;

The pruspectué supplement omits mention of the existence of a significant quantity of
defaulted full faith and credit sovereign obligations of the Chinese Government;

3. The prospectus supplement omits mention of the Chinese Govemment’s continued
discrimination against the ABF affiliated bondholders as well as other defaulted creditors,

T people’s Republic of China, Securities prospectus dated October 16, 2003. U.S. Securities and
Exchange Commission EDGAR web-link:

httpi/hwww.sec.gov/drehives/edgar/data/909321/000] 1433490300134 7/uBB681ped24b5 him
The conceaiment of the existence of a defaulted series of full faith and credit sovereign obligations of tha

Chinese Goverament occurred again in 2004, whereby the registration statement and prospectus for the
People’s Republic of Chins sovereign bond offering omitted disclosure of the above fact,
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and omits reference to the continuing refusal of the Goverrunent of China to honor the
claims of the ABF affiliated bondhalders as well as other defaulted creditors in violation
of accepted conventions of international Jaw;

The prospectus supplement omits mention of the recent public record testimony on this
matter in the United States Congress;

The prospectus supplement omits mention of the Congressional Resolution (House
Concurrent Resolution 60) introduced in the United Stafes House of Representatives; and

The prospectus supplement omits mention of the recent initiation of seftlement

negotintions by the Chinese Government with citizens of France regarding settlement of
the same series of bonds held by French citizens. '

The preceding factors are directly related to China’s economic affairs.

Concealment of Existence of Defaulted Series of Bonds in the Prospectus Supplement

b

Pape 69 of the Prospectng:

“Pebt Record

The central government has always paid when due the full arnount of principal of, any
interest and premium on, and any amortization or sinldng fund requirements of, external
and internal indebtedness incurred by it since the PRC was founded in 1945.”

This statement is misleading to prospective investors for the following reason:

1.

. The complete omission of the existence of pre-1949 defaulted full faith and credit

sovereign obligations of the Govemnment of China, which under accepted conventions of
international law, the payment obligation for such indebtedness was ingurred by the
central povernment of China in 1949 and on which that government has since settled with
British bondholders and is presently in the process of negotiating a settlement with

French bondholders, while continuing to exclude the claims of the ABF affiliated
bondholders as well as other defanlted creditors.

Greater Disclosure Mandated for Chinese Government Bond Sales

The situation described herein, involving a significant amount of outstanding defaulted Chinese
Govemment debt obligations, and the Chinese Government’s continuing refusal to acknowledpe
or honar such obligations in violation of accepted principles of international law, and the related
ABF collection action, merits disclosure as a material aspect of any offering of full faith and
credit soverzign obligations of the Government of the Peaple’s Republic of China.
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Similar Concerns Expressed by Industry Observers and Watchdog Organizations

Additional concerns regarding inadequate disclosure of the material risks implicit to the offer and

sale of securities of the Chinese Government, or instrumentalities thereof, has recently been
reiterated by each of the following:

’ The Wall Street Journal,

} The Hong Kong Credit and Collection Management Association; and
4 The 1J.8.-China Security Review Commission.*

Inadequate Disclosure Concerns Corroborated by Findings of U.S. Congressional Commission

Pertinent to this Complaint are certain “Key Findings™ of the recent U.S.-China Economic and
Security Review Commission Report to the United States Congress. The conclusions presented
in the section entitled “China’s Presence in U.S. Capital Markets” identify serious concerns
related to inadequate disclosure of the material risks implicit to the offer and sale of securities of

the Chinese Government and instumentalities thereof. Such concerns are summarized in the
following excerpts from the repost:

’ “The TJ.§.  Government lacks adequate institutional mechanisms to monitor national

security concerns raised by Chinese and other foreign entities seeking to raise capital or
otherwise frade their securities in the U.S. debt and equity markets. Moreover, Security
(sic) and Exchange Commission (SEC) reporting requirements for foreign registrants
provide insufficient disclasure to the investing public of the national security risks related
to certain foreign entties' plobal business activities, including the material misks
associated with entities that do business in terrorist-sponsaring states.”

“Chinese issuers have raised an estimated $20 billion over the past decade from
international bond offerings denominated in U.S. dollars.”

“China has also raised significant sums internatiopally through its sovereign and
corporate bond offerings. As shown in Figure 6.2, Chinese sovereign bonds garnered
$8.5 billion and corporate bonds raised $26 billion from 1986 through 2001.”

M gee “China Stocks Evoke the Ghost of Bubble Past”, Wall Street Journal (Janusry 27, 2004), which
stated “Chinese companies, for example, don’t adhere to U.8. or international sccounting standards. And
credit-rating agencies are untble fo rate most of the Chinese companies listing overseas because of a lack of
transparancy and disclosure. Finally, the Chinése Government is involved in one way or another in most of
fhe compenies listed on the markets”. See also “Credit Ratings in China can be Mere Guesswork”, Wafl
Street Journal (January 5, 2004), which stated “But faulty sceounting, poor corporate governance and a
lack of diselosure hamper the raters’ efforts. To make matters worse, the Government issues misleading
slatistics.” For national security concerns pased by inadequate disclosure associated with offerings of
Chinese securities in the U.S. capital murkets, see Repert to Congress of the U.S.~China Security Review
Commission: “The National Security Implications of the Economic Relationship Between the United States

and Chine™. Chapter Six, China's Presence in the U.S. Capital Markets. The U.8.—China Security Review
Commission. July 20032,
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“Marc Lackritz, President of the Securities Industry Asseciation, testified that Chinese
entities had raised $48.3 billion in equity capital oversees from 1991-2000, and that about
7 percent of this amount — or 53.4 billion — had been raised through targeted U.S.
offerings. He further indicated that Chinese issuers of debt raised around £9.7 billion in
the U.S. markets during that time pariod. A report prepared for the Commission on
China’s fundraising activities in the U.8. equity markets concludes that Chinese firms
raised approximately $14.6 billion through IPOs in U.S. capital markets from 1995-2001,

representing 73 percent of the $20 billion Chinese firms raised in total through overseas
TPOs during that time period.”

“The Chinese Government’s bond offerings, which have been purchased by U.S.

institational and ofher investors, provide scant detail on the use of the proceeds raised
from such offerings.”*

“The presence of Chinese debt and equity offerings in the U.5. capital markets raises U.S.
national security concerns that have not been adequately examined to date. The
Commission is concerned mbout the identities and nature of the Chinese companies
accessing the U.S. capital markets. Specifically, the extent to which they have Hes to the
People’s Liberation Army or componenis of China’s defense industry, intelligence
services, or are assisting in the proliferation of weapons of mass destruction ballistic
missile delivery systems® The Commission is also concerned with those entities

operating in U.S.-sanctioned countries, or are otherwise engaged in activities inimical to
11.8. interests.”

“The PRC is using U.S. capital markels as & source of central government funding for
military and commercial development and as a means of cloaking U.S. technology
acquisition efforts by its front companies with a patina of regularity and respectability.”

“Qverlaying these specific concerns is the issue of Chinese sovereign debt iSEUANCES.
Since China’s bond prospectuses generally provide little detail as to how the proceeds
will be spent, the significant monies raised by these offerings could be finding their way
into military spending and other activities that are harmfil to U.5. security interests.
Because money is funpible, finds raised by China from its general-purpose bends are

3 This specific finding would nppeor 1o be ot odds with the explicit message of the February 17, 2004 full-
page display advertisement in the Wall Street Journal by Morgun Stanley, entitled “Look Out World, Here
We Come”, which aggressively touts the profits to be made in Chinese stocks. Sea also the recent quarter-
page display advertisement in the Wall Street Journal by Fred Alger & Company, Inc., distributor of the
China Growth Fund, entitled “The Bull. The Bear. And Now The Dragon™. This advertisement references
China’s $1.3 trillion GDP {2003) and China’s no. 2 global ranking for purchasing power us reasons to
itivest in Chinese securities.

36 gee also the recent public statement: “The bond market is going to become the principal funding agency
for the proliferation of weapons of mass destruction in the twenty-first ventury” (statement by the
Honorable Roger W. Robinzon, Ir., former Senior Director of International Economic Affairs at the
Nationa! Security Counecil and presently Commissioner and Vice Chairman of the 1J.5~China Economic
and Security Review Commission). For an additional example, “Chinese-made missiles capable of
penetrating an M1 Abrams tank are being smuggled into Iraq.™ Newsweek. February 16, 2004 (page 33).
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just as useful for military and other security-related purposes as funds rajsed by a PLA-
affiliated company.”

“The Comumission is concerned shout the use of the U.S. capital markets as a source of
funding for the Chinese military and intelligence services and for Chinese companies
assisting in the proliferation of weapons of mass destruction or ballistic missile delivery
systems. This activity not only poses direct security concerns, but raises issues regarding
investor transparency and material risk as well, Given this dynamie, the Commission is
troubled that neither the U.S. Government nor the U.S. investment communmity is

adequately evaluating security-related risks related to China’s fundraising in the U.S.
capital markets.” '

The foregoing conclusions by a bipartisan congressional investigative commission are indicative
of the seriousness of the implicalions regarding inadequate disclosure of risk by Chinese
securities issuers including the Chinese Government. Past defaults by the Chinese Government
remain outstanding and unresclved. The present practices engaged in by the major credit rating
apencies and the bond underwriters pursuant to the offer and sale of newly-issued debt
obligations of the Chinese Gavernment pose a significant risk to the investing public.

Tharle you for allowing us to express our concerns regarding the grave dangers to the investing
public posed by the sitnation described herein, and to seek your assistance in resolving this matter
including restrictions on the offer, sale and trading of recent and newly-issued sovereign bonds of
the People’s Repiblic of China until such time as the concemns addressed in this Complaint have
been resolved and the appropriate debt tating classifications have been assigned. If I may answer
any questions or provide the Division of Market Regulation with additional information, please
do ot hesitate to contact me directly at (520) 615-4525. Ms. Jonna Z. Bianco, the President of
the American Bondholders Foundation, may be contacted at (931) 359-8781.

Sincerely,

T P By
Kevin O*Brien
President
KO:jwe

ce: United States House of Representatives Committee on Financial Services

United States House of Representatives Committes on the Judiciary
United States House of Representatives Commitiee on Appropriations
United States Senate Committes on Banking, Housing, and Urban Affairs
United States Senate Committee on the Judiciary

United States Senate Committee on Appropriations

North American Securities Administrators Association

National Association of Insurance Commissioners

National Assaciation of Attorney Generals

National Association of State Retirement Administrators
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National Association of State Auditors, Compirollers and Treasurers

National Conference on Public Employee Retirement Systems

National Conference of State Legislators

National Council on Teacher Retirement

Mr. David Brown, Investor Protection and Securities Bureau Chief, New York State
Department of Law Office of the Attorney General

Mr. John Patty, President, Foreign Bondholders Protective Council Ine.

Ms. Jonna Z. Bianco, President, American Bondholders Foundation
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_IJ. Sovereign Advisers
__I_ Specialists in Risk Metrics Analytics

Wrongful and Injurious Actions of the International Credit Rating Agencies

Certain wrongful actions engaged in by the international credit rating agencies continue the
propagation of the tort injury sustained by defaulted creditors holding the Chinese governmant’s
defaulted sovereign -obligations, including the intentional actions involving publication and
distribution of knowingly falss and injurious content. These actions are discussed below,
beginning with a discussion of the velevant standard of care for publishing a rating and the
proximity to injury of the prevailing “investment-grade” intemational sovereign credit rating
classifications assigned to the government of China by the three primary rating agencies, and

which agencies collectively contro! nearly 93% of the total global market, as illustrated in Exhibit
1, below:

Exhibit 1

Global Credit Rating Market
Percentage Matket Share (2005) l

r Credit Roting Agency (%) SII\];;:];I;TMM
Standard and Poor’s ' 40%
Moody's Invesiors Service 5%
Fitch Ratings 15%

As regards the development, assignment, publication and distribution of a debt rating
classification, we observe that the “qualitative assessment” component of a specific international
sovereign credit rating classification is inherently subjective in nature and this metric must not be
recklessly applied (e.g., as evidenced by an instance in which the extant facts contradict the stated
conclusions of the qualitative assessment, as respects, for exampte, the willingness of a sovereign
to repay its debts in the face of a demonstrated and unequivocal unwillingness to pay).

We further observe that the “quantitative assessment” component of a specific international
sovereign credit rating classification is, by contrast, objective in nature and must not be reclklessly
applied (e.g., as would be revealed in an instance in which the rating classification is factually
incorrect or knowingly inaccurate as in the imimediate instance, e.g., the omission of pertinent
facts and the contradictory and inconsistent application of published criteria and definitions to
existing facts, and which may have the action of causing injury as evidenced, for example, by the

inducement of offerees through the misstatement of risk and the taling of rights in contract of
defaulted creditors).

An examination of the facts comprising the immediate instance (i.e., the existence of defaulied
sovereign debt of the government of China) reveals that the prevailing rating classifications

' Source: “Senate Panel Backs Expansion of Credit-Rating Competition”, industry news article by James
Tyson, Bloombers Mews (August 3, 2006). The article cites reference to calculations derived from
campany flings. The article states thot according to Senate Banking Committee Chairman Richard C.
Shelby, "By increasing competition, the bill will profect investors by fmproving ratings guality and
providing greater transparency and accountabilif.” According to the ariicle, Committee Chairman
Shelby further explained, “The thrust behind all this is competition, which is desperately needed. "




assigned by the three largest international credit rating agencies, which collectively coatral nearly
95% of the market, and which ratings track elosely together with litfle variance, fail to conform to
their respective published definitions when confronted with the factual evidence, as illustrated in
Exhibit 2 and Exhibit 3, and so act to conceal the existence of the defaulted sovereign debt of the
Chinese government, upon wlhich that government refuses {o honor repayment in violation of the
successor government principle of settled international law.> The prevailing rating classifications
assipned to the government of China are thus provably false by the application of the agencies own criteria
and the published definitions of their respective rating classifications.’ ‘The following exhibit describes
the prevailing international sovereign credit rating classifications assigned by the three primary
rating agencies to the long-term foreign currency debt of the Chinese government.

Exhibit 2 ‘
Prevailing Artificial Sovereign Credit Rating Classifications
Long-Term Foreign Currency Debt of the Chinese Government 1
Agency Rating Definiticn
Sundard & An obligor rated *A” has STRONG cepacity o meed ils Rnoncial commitmenls but is somewlnt
Foor's A more susceplible to the ndverse effects of chonges in cirumstances und eeonomic conditions ihun

obligors in higher-mied coteporics.

Bands which are mted “A™ possess muny [avoeahle investment nttributes and are 1o be considerd
Moody's A2 us upper medium-gende ohiigations. Fuetors giving security (o principal nnd interest aro
- eowsidered séequute, but elements may be present which suggest o susceptibility to impoirment
some time in e Future. The oddition of n “2" denoles mid-renpe renking within the nssigned
. mtipp clussifctiion.

Fitch A High credit quulity. 'A' mtings denote expectations of Iow credit risle. The copoelty for payment ol
financinl commitments 1s considered slrong. This cepocity may, nevertheless, be mere volnemble
10 chonges in eircsmsionces or in ecanamice conditions thap is the cose for higher raéings.

Compare the above artificial rating classifications with the published definitions maintained by
the same agencies as illustrated in Exhibit 3, which definitions truthfully describe the genuine
rating classifications in light of the factual evidence (i.e., the actions of the Communist Chinese
government with respect to evasion of repayment of its defaulted sovereign debt, including the
actions of repudiation; selective default; rejection of the successor government doctrine of settled
international law; discriminatory settlement with Great Britain; and the practice of preferential,

exclusionary and discriminatory payments to selected general obligation creditors of the
govemment of China).

2 Standard and Poor’s and Moody's Investors Service collectively control 79% of the market. We note that
bath the exislence as well as the effect of the duopoely enjoyed by the two primary internationul credit rating
agencies wos explicitly acknowledged by the U.S. Congress by reference to the title of recently proposed
legislation (H.R. 2950 and S.B. 3850) subsequently enacted as Public Law No. 109-291 on September 29,
20086, i.e., the “Credit Rating Agency Duopoly Relief Act of 2006™. -

? Please see, e.g., Bxhibit 2, which presents a depiction of the prevailing artificial sovereign credit rating
classifications nssigned to the long-term foreign currency debt of the government of China by the primary

international credit rating ngencies, in comparison with the published definitions of the rating
classifications ns illustrated in Exhibit 3.

7 Prevailing long-term foreign currency sovereign credit rafing classifications assigned to the Chinese
government as of August 1, 2006 by the three largest nationslly recognized statistical rating organizations,




Exhibit 3 :
' Truthful and Proper (i.e., Non-Injurious) Rating Classifications
Long-Term Foreign Currency Debt of the Chiness Government
As Determined by Conformance of Agencies’ Published Criteria and Definitions to
Facts Comprising the Actions of the Communist Chinese Government, Including:
{1] Repudiation; [2] Selective Default; [3] Rejection of Successor Government Doctrine of
International Law; [4] Discriminatory Settlement with Great Britain; [3] Preferentlal and-
Discriminatory Payments fo Selected General Obligation Creditors ’

Agency Rating Definition

) . An obligor rated “SD (Selective Defouli) has Filed 1o poy one or more ol ils finoneinl
Standurd & 5D obligations (rated or unraied) when it came due, An “SD" roting is assigned when
Foor's (Selective Defuuly)® | Standard & Poor's believes thal the abligor hins selectively defaulied on a specific fssue
or cinss of obligutions but it will continue jo meet ils payment obllguhuns un other
{ssues or classes of obligntions in o timely monner.”

Bonds which ore reled “Ba" are judged to lnve speculstive elements; their future cannat

B be considered os well-nssured. Ofien the protection of interest nnd principl payments

Moody's {high runpe) may be very moderate, ond thereby not well spfeguarded during bath good and bud
times over the futuwre, Uneertninty of position chamelerizes bonds in this cless. Bonds

Coa which are rated "Caa® nre o poor standing, Such jssues may be in default or there may
{iow mnpe) e present elements of dungcrw;lh Tespect to prineipel or inforest.”
Defauit, Enlitics mted in this nnmgnry lave defnulted on some or all of their |
oblipalions, Entitfes rated *DDDY have the highest prospect for resumption of
DDD performance or eontinued aperition witl or without s formul reorganization process.
Fitch Proposed new mting classifieotion: n newly infroduced mting of “RD™ (Restrictive
RD {Proposed) Defull) is proposed for ossignment to an Tssuer (including sovereigns) in coses in

which the issuer bas defaulted on one or more of its Gnonciol commitments, olthough it
rontinues to meet oller obligotions.

* According 1o the United States Foreign Bondholders Pratective Council, established by the U.s.
Department of State, Department of the Treasury, and the Federal Trade Commission for the purpose of
pssisting U.S. citizens in recovery of repayment of defaulted obligations of foreign governments, the
Communist Chinese povernment represents the only instance, in over 40 successful settiements of

defnulted sovereign debt, of & government refusing to negotiate the settlement of its defaulted sovereign
debt.

b Recent instances in which Standard and Poor’s has assigned an “SD" rating classification to the long-
term Foreign currency debt of a sovereign issuer include Russia in 1998 {which defaulted on its domestic
obligations while continuing to service its eurobonds); Argentina, following its sovereign debt default in
December 2001 and subsequent restructuring, including an exchange offer to existing bondhalders; 2nd the
Dominican Republic in 20035 (which became delinquent on paymenls owed to commercial bank creditors

while continuing to service its bonded debt). The “SD" rating remained in full force and effect until all
outstanding defrulted obligations were resolved.

T A prime example of “Selective Default™ is the series of full faith and credit sovereign obligations issued
ns the “Chinese Government Five Per Cent Reorganization Gold Loan", scheduled to mature in 1960 and
which debt remaing in default as an external ppyment obligation of the successor government of China (i.e.,
the Communist Chinese government, which was estabiished on October 1, 1949). The Communist Chinese
government replaced the Republic of China in the United Nations as the recognized government of China

on November 23, 1971 and was subsequently recognized as the government of il China. Taiwen publicly
renounced any claim to the government of all China in 1991,

" This rating classification is appropriate with respect to acknowledging the judicial risk inherent to

investment in such obligations arising from the discriminatory and preferential treatment of selected
general obligation creditors. :




As illustrated in Bxhibit 3, the Communist Chinese government continues to engage in a pattern
of discriminatory, exclusionary and preferential practices while refusing repayment of its
sovereign abligations for which it is legally responsible as the successor government of all China,
and which actions are concealed by the assignment, publication and distribution of false
intenational sovereign credit rating classifications by the thiree primary rating agencies, the’
published definitions of which do not conform to the fact pattern comprising the immediate
instance.” It is the ability of the Communist Chinese government to engage in international debt
finaneing in reliance upon its prevailing rating classifications, and so establish and maintain a
sovereign benchmark for the benefit of Chinese corporate issuers, which constitutes the
proximate mechanism by which the Chinese govemment is able to escape its repayment
obligation to defaulted creditors. It thus becomes evident that the practices engaged in by the
primary intemational credit rating agencies evidence selective adherence to their respective
published definitions, methodologies and criteria in order to attain a predefined result and so
avoid an inconvenient truth, to the calculated effect of maximizing their profits.”

" See in particulsr the Communist Chinese government’s unwillingness to respect repayment of the
defaulted Foll Taith and credit sovereign obligations held by United States citizens, for which the
government of China is liable under the successor government canvention of settled international law and
which convention was invoked by the 1983 dide Memoire in which the Communist Chinese government
explicitly attempted to repudiate its obligation to repay the debt. We further note the determination by the
United States Foreign Claims Settlement Commission in Cari Marks & Co. wherein the Commission found
fhat the unpaid debt represents & general obligation of the government of China. By their published
definitions, the prevailing sovereign credit rating clussifications assigned to the Communist Chinese
sovernment exclude and thereby conceal the fact of selective default, as shown in Exhibit2 and Exhibit 3.

" 15 this regard, we note the following statement, “NRSROs should be legally accountable for their
ratings," Source: Investment Company Institute, Statement Before the SEC Hearings on Issues Relating to
Credit Rating Agencies (November 21, 2002). See also the statement, “Refiaice by credit rafing agencies
on issuer fees could lead to a conflict of interest and the potential for rating inflation.” United States
Securities and Exchange Commission, Rating Aeencies and the Use of Credit Ratines Under the Federal
Securities Laws (2003). See also the statement, “Given the steps the SEC has taken {o improve levels of
independence for accounting firms and equity analysts, similar action should be required o restore the
eredibility of and confidence in the rating system.” Source: "Is the SEC Going Soft on Credit Rating
Agencies?™ Danvers, Kreag and Billings, B. Anthony, The CPA Journal (May 2004). For further
revealing information conceming the unregulated business pructices of the three primary intetnational
credit rating agencies, see our letter dated June 21, 2005, nddressed to Mr., David Walker, Comptrolier
General of the United States of Americs, and in particular, footnotes #14 (at 6}, #15(at 6,7), #16 (at 7), #19
(at 8,9), and #20 (ot 10). The letter is nccessible on the world wide web and mny be viewed at the
following URL:
http:/hnnv.globalsecuritieswatch.org/GAO_LETTER pdf .
Christopher Maboney, Executive Vice President at Moody's was quoted in a recent arficle entitled,
“China's Pre-WWar Bond Default Stirs U.S. dnger” (Gillian Tett in London, Richard Beoles and Andrew
Parker in New York, and Andrew Yeh in Beijing) published by the Financial Times (Tune 7, 2005} as
stating, “The fact that a country has defavited in the pust is a credit negative, but it does not preciude ... a
high rating today.” This article may be viewed on the warld wide web at the following URL:
http:/hwww.globalsecuritieswatch.org/Financial_Times_June_7,2005_pdf
Mr. Mnhoney is silent as regards the critical aspeet of the sume country continuing to evade repayment of
- its defaulted debt. Interestingly, in this same article an unidentified international banker is quoted as stating
that this matter represents, "...z sensitive issue”, In an article entitled, "US Holders Claim on China for
Pre-War Bonds", BuroWeek (April 8, 2005), an unidenfified Asian ratings analyst is quoted as stafing that
this same matter represents, *'...a hot potato”. According fo a recent article entitied “The Ratings Game"”
by Martin Mayer (July 1999) published by The Intemational Economy, “All ratings ngencies agree that a
debitor is in default when it either misses a payment beyond a grace period or seeks to renegotiate the loan
= ‘anything', says S&P's Marie Cavanaugh, ‘that is not ‘timely service of debi according fo the terms of




Antitrust Injury Arising from the Wrongful Actions of the International Credit Rating
Apgencies ‘

Even the most casual observer will note the prevalence of legal and prudential codification of the
rating classifications assigned by Standard and Poor’s and Moody's Investors Service into
investment policies and financial regulations. The extensive and pervasive nature of this practice

has acted to empower such ratings with the force of law, and has done so in the absence of
regulatory supervision.''

The international credit rating industry is described to us by one independent expert as “an
absolutely closed shop industry”. We also note the statement of the Court in County of Orange v.
The McGraw-Hill Companies: "S&P's position in the securities fleld may have caused if fo
assume an independent professional duty enfarceable in a lort action 12 The Court further noted
that the ratings could be the basis of liability if the plaintiff proved by clear and convincing
evidence that Standard and Poor's acted with kmowledge that the ratings were false or with
reckless disregard of their truth or falsity.”® The First Amendment does not protect actions which
are intentional, knowingly misleading and which cause injury to others. We observe in Jefferson
County School District v. Moody's Investors Service that the court reasoned that Moody’s

fssue’. ™ In Fact, Standord and Poor's own “Selective Defaull" classification states "dn obligor rated 'SD’
(Selective Default) has failed to pay one or more of its financial obligations (rated or unrated) when il
came due. An "SD" rating is assigned when Standard & Poor's believes that the obligor has selectively
defaulted on a specific issue or class of obligations bui it will continue to meel its payment obligations on
other issues or classes of obligations in o timely manner.” See supra Exhibit 5. We observe that the
Chinese government's defnulted sovereign debt, existing unpaid and in a state of default, has come to rest
principally in the hands of individual investors as opposed to institutions, and that the agencies and the
advisers to the Communist Chinese gavernment therefore anticipaied a very minimal risk of objection via a
unified voice as respects the assignment of a long-term foreign currency sovereign credit rating to the
Chinese Government which has the action of concealing the existence of the Chinese Government’s
defaulted sovereign debt, When Standard & Poor's first assigned the rating in 1992, it did not reflect the
existence of the Chinese Government's defaulted sovereign debt and established a new, and artificial,
foundation upon which the Chinese Government could resume international financing without repaying its
defaulted sovereign debt, and also constitute the basis upon which to build the rating over the future term.

" See numerous municipal investment policies (e.g., the City of Seattle, WA), financial industry
regulations, and retirement system portfolio allocation policies. See also the Memeorandum dated July 29,
2005 prepared by the Division of Market Regulation, United States Sacurities and Exchangs Commission,
as o response to diverse inquiries from Members of the United States Congress in regard to the Complaint
filed with the Commission on behalf of defaulted creditors of the Chinese government dated March 31,
2005, wherein the SEC explicitly disclaimed regulatory jurisdiction over the activities of the natonzally
recognized statistical rating organizations (i.e., the international credit rting agencies), thercby depriving
the agencies of an implied immiunity defense ns respects civil claims for injuries sustained by actions
prohibited under the federa! antitrust laws. The Memorandum is addressed to Cynthia A. Glassman, Acting
Chairman and is endorsed by Annetie Nazareth, Director of the Division of Market Repulation. Ms.
Nazareth is presently an appointed Commissioner of the United States Securities and Exchange
Commission. A copy of the Memorandum is attached hereto as Exhibit A.

 County of Orange v. The MeGraw-Hill Companies (no. SA CV 96-0765-GLT, 1997 U.S. Dist., LEXIS
22459, C.D. Cal, June 2, 1597).

B 1d,



publication was protected by the First Amendment because it neither stated nor implied an
asserfion that was provably false."

We further note that the privileged, exclusive, influential and select position of the three primary
international credit rating agencies within the industry, together with the influence of the industry,
constitutes such firms in a “gatekeeper™ role, comprising the unique ability and responsibility to
select which issuers will be admitted into the international financial markets and on what terms.
Note that Standard and Poor's, Moody’s Investors Service, and Fitch Ratings are each registered
with the SEC as Registered [nvestment Advisers and as such, they are regulated under the
Investment Advisers Act of 1940." The fact of registration in conjunction with the position in
the industry of (i) Standard and Poor's, (ii) Standard aad Poor's and Moody's Investors Service,

and (iii) the three major rating agencies collectively, may act to increase the applicable standard
of care required of each of the agencies.

The exclusivity of the franchise, constituted as & duopoly, is the mechanism which empowers the
rating, and it is the rating which operates fo the effect of stimulating, moving and guiding large
capital flows in the international financial markets and in the immediate instance, to a debtor

government in default under established principles of international law. In this regard, we take
particular note of the following statements:

» Statement by Dr. Adam Lerrick, professor of economics at Camnegie Mellon University

gvidencing the proximity between the effect of misleading ratings and the “taking” of defaulted
creditors’ enforcement ability:

“If large-seale financing was supplied {o governments in default, the incentive for the debtor
to conclude a deal was destroyed. " 1

Note that the wrongful assignment of investment grade sovereipn credit rating classifications
pperate fo precisely this effect.”

W Jefferson County School District No. R-1 v. Moody’s Investors Services, Ine. (175 F.3d 848, Tenth
Circuit, 1999). An important distinetion in the immediate instance is the ability to allege forelmowledge as
opposed to asserting knowledge after the fact, as in the event of default. The prevailing artificial sovereign
credit rating clnssifications assigned to the povernment of China by the three primary rafing agencies are
provably false by the application of the agencies’ own criteria and published definitions, For an instructive
discussion of related cirsumstances in which debt rating agencies may be held liable for erroneous
staterments, see, e.g., St. Amant v. Thompson, 390 U.S, 727, 731 (1968). Agencies may be hieid linble in
situations where the apency entertained serious doubts about the truth of its publication. See also, e.g.,
Garrizon v. Louisinnn, 379 U.S. 64, 74 (1968). Agencies may be held liable in situations where the agency
lknew that there was a "“high degree of the mvareness of the probable falsity " of its publication. Such is the

cose in the immediate instance, whers extensive publicotion and constructive nobce can both be
demonstrated.

' Investment Advisers Act of 1940, as amended, 54 Stat. 847, 15 U.S.C. § B0b-1 - BOb-21.

'6 vy Leap of Faith for Sovereign Defauit: From IMF Judgment Calis to Awtomatic Incentives". Lerick,
Adam. Cato Journal, Volume 25, No. 1 {Winter 2005), As a further testament, albeit of an admittedly
colloquial nature, ta the critical role of rating agencies in establishing marketability of debt instruments,

note the widely recognized industry maxim, “brokers are selling machines when backed by agency
retings "

7 See, ¢.g., the revealing comment, “[f you have any credibility, you would probably be rating everything
- junk in China. Source: Dr. Scatt Kennedy, who specializes in China's political economy at Indinna



» Statements appearing in a scholarly research monograph recently published by Cambridge
University Prass:

“Recent decades have witnessed the remarkable rise of a kind of market authority almost as
centralized as the state itself — two credit rating agencies, Moody's and Standard & Poor's.
These agencies derive their influence from two sources, The first is the information content of
their ratings. The second source is both more profound and vastly more problematic: Ratings
are incorporated into financial regulations in the United States and around the world...their
ratings are given the force of law. Moody's and Standard & Poor's are based in New York
hut have an increasingly global reach, Ratings agencies exercise significant and increasing
influence over private capital movements (see Sinclair 2003). No sovercign government
wonld duve to issue debt withaut being rated by one or both of the agencies.” (Emphasis
added; note that this staternent would appear to memorialize the precept that assignment of an
internotional credit rating is proximate to a sovereign government's ability to resume
international financing). "4 small mumber of rating agencies are literally, and legally, the
‘vatekeepers' to the vast US. investing public. The U.S. government thus has put these
winregulated firms in the position to express their interpretation of good econamic policy to
sovereign governments through the process of rating them, Issuers came to see the agencies
as points of access to international capital flows, In this paper, we seek...to describe the host
of problems that arise when their ratings are given the force of leny through incorporation
into financial and prudential regulation. Given the degree of reliance the markets and
regulators place on credit ratings...the major credit rating agencies' fortunes have risen,
Jallen, and risen again in tandem with private capital flows. From their arigin in 1909, the
agencies grew as the bond market expanded from railroad bonds to include isstes by utilities,
manufaciurers, and sovereign govermments, The agencies' spectaculor expansion since the
1970y has, again, effectively mirrored the growth in private capital flows over recent derades.
Among the issuers that have taken part in the rapid expansion of the global bond narlet are a
growing mumber of sovereign governments. The increasingly cenfral role that a smatl
number of prominent rating agencies have come to play in capital markets as they step inio
the information -gathering role previously played by banls. " 1

The foregoing statements by recognized experts in the industry serve to cast additional light upon
the power, influence and operation of the rating classifications assigned to issuers by the three
primary international credit rating agencies and further corroborate the proximity and causality of

injury resulting from wrongful publication. The operation of such effect is further described in
Exhibit 4 on the following page.

The ability of the Communist Chinese government to purchase an international sovereign credit
rating, including the influence and effect of such rating, which deviates from its published
definition and for which China paid and then denied seeking, constitutes the proximate

University. Wall Street Journal (January 5, 2004). See also the statement: “China doesn 't adhere to
international aecounting standards, To make matters worse, tie gavernment issues misleading statistics.”
According to Mr. Brian Colton, an analyst who rates China’s sovereign bonds for Fitch Ratings (Hong
Kong), "Sometimes you have a column of figures that don't add up to the total at the botton. It's that
bad," Wall Street Journal, January 5, 2004. See also the statement by Mr. Gordon Chang, former partner
at Paul, Weiss, Rifkind, Wherton & Garrison in Beijing: “"China has less borrowing capacity than mamy

people think; it is not as creditworthy as many people think,” William J. Casey Institute of the Center for
Security Policy, May 22, 2001.

18 »75 Judge Leviathan: Sovereign Credit Ratings, National Law, and the World Economy”. Bruner,
Christopher M., and Abdelal, Rawi, Harvard Business School. Cambridge University Press (2003).

¥1d,



mechanism by which the Communist Chinese government is able to escape its repayment
obligation for the Chinese government's defaulted full faith and credit sovereign debt and io
engage in a patiern of discriminalory, exclusionary and preferential payments to a select group of
its foreign sovereign creditors. This action has the effect of depriving defaulted creditors of their
contractual rights in the nature of 2 “taking” (i.e., an economie tort injury).

We also note that the position of the United States Secusities and Exchange Commission as
articulated in the Memorandum prepared by the Division of Market Regulation (see supra note 11
and Exhibit A, attached hereto), wherein the Commission disclaimed regulatory jurisdiction over
the activities of the international credit rating agencies, has effectively deprived the agencies of
an “implied immunity” defense as a response to the prosecution of a claim alleging injury arising

from antitrust violation(s).
Exhibit 4

Washington Post Special Feature
Serial Installment Series on the Business Practices of the International Credit Rating Agencies =

Uneheeked Power; The waorld's three bl eredit-rating companies have come to dominete on imporiant seclor

Mondny ol globel Fnence wilhout farmal oversight. The rating system hus proved vulnerable to subjective judgment,
November 22 | manipulotion ond conflicts of interest, people inside and sutside (he industry suy.
2004

» Maoadv's Clgse Conneetions
» When Interests Collide
= Graphle: The Ruting Cume

Shaping the Wealth of Natluns: As more countries rely on the band marleels 1o roise capitst, they nve been
Tuestluy [arced fo necommodute the Shree top rating frms. The credit raters often have more sway over Toreign fscal
MNavember23 | policy than the U.5, govemment.

2004
« Trunseript: Past Writer Alee IKlein
~ Smoathing Way for Debt Markets
« Grophile: Moody's Expanston

Flesing Buslness Muscle; Lack of oversight hes left the rating compunices free to set their awn rules and
Wednesdoy practices, which some corporations sny s led (o sbuses. The credit roters huve ruled comgpnaies ngainst
November 24 | their wishes und micheted up thieir fees without negotiation.

2004

= Graphle: Rulers' Bly Misses

Each of the three primary international eredit rating agencies have wrongfully maintained and
continue to maintain, periodically upgrade, publish, and distribute the prevailing sovereign credit

rating classifications assigned to the government of China and have done so and continue to do so
in the face of constructive notice.

When considering the significance of an international credit rating to an issuer’s ahility to issus
debt internationally, and an issuer's inability to engage in international financing in the absence
of such rating, and the commanding position in the industry occupied by the three main rating
ngencies, and the compensation practices endemic to the agencies’ conduct of their business (as
described in graphic detail in a three-part front page series published by the Washington Post,
reference to which is presented herein as Exhibit 4),and the role of Morgan Stanley as the credit

M See supra note 10, specifically our letter daled June 21, 2005, nddressed to Mr. David Walker,
Comptroller General of the United States of America, and in particular, footnotes #14 (at 6), #15(at 6,7),

#16 (at 7), #19 (at 8,9), and #20 (at 10). The letter is accessible on the world wide web and may be viewed
ut the following URL:

hitp:/ww.globalsecuritieswatch.org/GAQ_LETTER pdf



rating adviser to the Communist Chinese government in 1988, it is revealed that China intended
to acquire an international credit rating in order to resume international debt financing, and did
then engage an adviser for such purpose, and did then commission and solicit the assignment of
an international credit rating on a compensated basis from the primary provider of such ratings,
Standard & DPoor’s. Standard and Poor's was therefore paid by the Communist Chinese
government for the assignment of the initial Tating classification which did not reflect the
existence of China’s defaulted sovereign debt® We may then conclude that the Communist
Chinese govemment, afier an absence of approximately fifty years from the international
financial markets, and in order to establish a sovereign benchmark to facilitate the emergence of
international debt financing by Chinese corporate issuers, purchased an intemational sovereign
credit rating, which it denied seeking, and which rating concealed the fact of the Chinese
government’s defaulted soversign debt, and owing to the power and influence of the provider of
such rating, operated to effectively extinguish any repayment obligation thereof, including the
ability of the defaulted creditors to enforce such repayment obligation. An extensive factual
discovery leads to the inescapable conclusion that the international credit rating agencies did
lnowingly, deliberately and wrangfully act to consiruct and operate 4n enterprise which may be
accurately described as “Capitalist China". We further observe that the exemption of the
international credit rating agencies from regulation under the Fxchange Act, and which
exemption therchy places such activities outside the purview of the federal securities laws, serves
to strengthen a civil RICO claim brought by the injured creditors, We further note that the
" actions of the international credit rating agencies subject such agencies to an enforcement action

brought by the United States Department of Tustice alleging violations of the federal antitrust
laws. '

3 As previously noted and more thoroughly described in the previous section of this Memorandum,
captioned “Wrongful Actions of the International Credit Rating Agencies”, and as pertains to injury arising
from antitrust violations, the three primary international credit rating agencies control nearly 95% of the
market and, in consideration of the extremely prevalent practice of both prudential and regulatory
codification referencing their assigned ratings, and which fact gives such ratings the force of Inw without
any regulatory oversight, constitute the proximate mechanism by which the Communist Chinese
government is able to escape ihe repayment obligation for its defaulted sovereign debt. We note that each
of the rating ngencies has been served constructive notice as regards the specifications described herein.
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Sovereign Advisers
Specialists in Risk Metrics Analytics
4901 E. Sunrise Drive » Suijte 711

Tucson = Arizona - 85718

Tel (USAY: 520.327.2482 - Fax: 520.322.9850
Emall: sovadvisers@aol.com

Via Facsimile and Priority Mail

Tune 21, 2005

Mr. David M. Walker, Comptroller General of the United States
Government Accountability Office

Room 7100

441 G Street, N.W.

Washington, D.C. 20548

Re: 1. Regquest by the United States Congress for Investigation into Complaint Filed with
Division of Market Regulation of the U.S. Securities and Exchange Commission.

2. Enforcement of SEC Regulatory Mandate Pertaining to Nationally Recoznized
Statistical Rating Organizations.

Dear Mr. Walker:

Our firm recently filed a complaint with the Division of Market Regulation of the U.S. Securities and
Exchange Commission (the “SEC™ or the “Commission”).! This complaint was the direct result of an
investigation we conducted into the credit rating classifications presently assigned to the long-term
foreign cumrency sovereign credit of the People’s Republic of China. The investigation was prompted by
the existence of defaulted full faith and credit sovereign obligations of the Chinese government, which
fact has been and continues to be excluded from consideration by Standard and Poor’s, Fitch Ratings and

Moody’s Investors Service in determining the appropriate sovereign credit rating classifications for the
government of China.

The complaint referenced herein was filed with the SEC on March 31, 2005. The complaint requests that
the SEC investigate whether the three Nationally Recognized Statistical Rating Organizations
(*NRSROs") named in the complaint and referenced herein are in violation of the provisions governing
the operation of NRSRO designees by their respective actions (e.g., assignment of deceptive and
misleading ratings resulting from the willful omission of material facts). To date, no acknowledgement
has been received by our firm from the SEC with respect fo this complaint, the allegations of which are
described as “very serious” by the Chairman of the Joint Economic Committee of the United States
Congress in a letter addressed to the SEC (please refer to copy of enclosed letter).

! See “On Behalf of Defaulted Creditors of the Government of China: COMPLAINT Misleading Sovereign Credit
Ratings and Inadequate Disclosure Pertaining to the Offer. Sale and Trading of Debt Securities of the People's
Republic of China: Deceptive Practices and Violations of International Law.” Copy of complaint enclosed with this
correspondence. Testimony presented at a hearing conducted by the House International Relations Committee,

along with lega! memorandums prepared by the law firm of Stites & Harbison PLLC, are accessible on the world
wide web at the following URL: hip:/rwww.globalsecuritieswatch.org
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The complaint referenced herein has begun to attract the attention of numerous members of the
United States Congress, including the Chairman of the Joint Economic Committee, supra, and the
Chairman of the House Appropriations Committee, who have publicly called upon the SEC to

investigate the substance of the complaint (please refer to copies of additional congressional
letters enclosed with this correspondence).’

Unfortunately, despite the emerging concern by the Congress over this matter, the SEC appears
both to be (1) avoiding confronting the issue and (2) avoiding acting upon the complaint. Apart
from the lack of any acknowledgement by the SEC regarding the filing of the complaint,
additional concern as to the SEC’s handling of the complaint is warranted as a result of certain

statemnents regarding the SEC’s position on this matter as published in the June 7, 2005 edition of
the Financial Times in an article entitled:

“SOVEREIGN CREDIT RATINGS
China’s pre-war bond default stirs US anger~

The text of the article includes the following statements:

1. ‘“Although the SEC has yet to issue a formal response to the letters, it is examining
whether any Chinese government debt issues are registered with the regulator, which would give
it jurisdiction”

2. “People close to the SEC suggested the regulator had not yet reached any conclusions on
the matter. However, the SEC is usually reluctant to become involved in the work of credit rating
agencies. It does not have a legislative mandate to police the agencies, but does grant them a
status, known as “nationally recognised statistical rating organisations”, that has entrenched the

dominance of the three main agencies: Fitch Ratings, Moody’s Investors Service and Standard
and Poor's”.!

% See the comment by the Honorable Jim Saxton, Chairman of the Joint Economic Committee of the United
States Congress, “The [rating agencies] should reclassify the sovereign credit ratings of the People’s
Republic of China [to reflect this]”. “SOVEREIGN CREDIT RATINGS China's Pre-War Bond Default Stirs

U.S. Anger”. Gillian Tett in London, Richard Beales and Andrew Parker in New York, and Andrew Yeh in
Beijing. Financial Times (June 7, 2005).

3 Gee “SOVEREIGN CREDIT RATINGS China’s Pre-War Bond Default Stirs U.S. Anger”. Gillian Tett in
London, Richard Beales and Andrew Parker in New York, and Andrew Yeh in Beijing. Financial Times
(June 7, 2005). See also *“People’s Republic Called to Account”. Gillian Tett, Richard Beales and Andrew
Yeh, Financial Times (June 7, 2005). Copy of articles enclosed with this correspondence.

% See also in the same article, the revealing statement: “Brian Coulten, senior director at Fitch, said “[These
complaints] are not something we take any account of in our rating of the PRC*”. Such a statement would



Mr. David M. Walker, Comptroller General of the United States
June 21, 2005
Page Three

Such statements would appear to indicate that the SEC may be adopting a lax enforcement
posture with respect to (1) its responsibility and authority to regulate the NRSROs under the
Tnvestment Advisers Act of 1940, infia, and (2) its responsibility and authority to mandate
adequate disclosure in registration statements and offering documents filed with the SEC (e.g.,
the supplement to the prospectns filed with the SEC on October 22, 2003 periaining to the
offering by the People’s Republic of China of U.S. §1 billion in notes due 2013, which fails to

disclose the existence of defaulted full faith and credit sovereign obligations of the Chinese
government).”

As both yourself and members of the Congress are undoubtedly aware, this is not the first
instance of the SEC failing to take action on related issues with the subsequent result of extremely
unfortunate (i.e., catastrophic) consequences to the investing public. On January 8, 2003 Mr. B.
Riney Green, Esq. of the law firm of Stites & Harbison PLLC notified the SEC Chairman in
writing of specific concerns pertaining to (1) misleading Chinese government economic data, (2)
political instability of the Chinese government, and (3) risk 'of debt repudiation by Chinese
securities issuers.® On January 21, 2003 the SEC Division of Corporation Finance issued a three-
sentence acknowledgemeni of receipt of the correspondence with no forther response received to
date from the SEC. Tt is interesting to note that less than twelve months after the date of Mr.
Green’s letter to the SEC Chairman, China Life Insurance Company engaged in a $3.46 billion
initial public offering of shares, including offering to investors within the United States. Just one
month after this offering, a class action civil suit was filed on behalf of participating investors

seeking to recover damages resulting from an alleged $652 million “massive financial frand”
perpetrated by the company."'

appear to suggest an attitude on the part of at least one rating agency that they do not allow inconvenient
facts to interfere with a predisposition to assign a specific rating classification.

3 See QOctober 22, 2003 supplement to the prospectus dated October 16, 2003 filed with the United States
Securities and Exchange Commission pursnant to Rule 424(b)(5). Registration No. 333-108727. The
supplement to the prospectus may be accessed on the world wide web at the following URL:
http:twww.sec.govidrehives/edgar/data/909321/0001 14554903001 347/u08681pled24b5.hitm

§ See letter addressed to the Honorable Harvey L. Pitt, Chairman and Mr. Alan L. Beller, Director,
Corporate Finance Division, Securities and Exchange Commission dated January 8, 2003, wherein Mr. B.
" Riney Green, Esq. articulated numerous concerns pertaining to inadequate disclosure in registration
statements and offering documeénts utilized in the offer and sale of Chinese corporate and government
securities in the United States. Copy of letter enclosed with this correspondence. See also the SEC's

response to this letter, dated January 21, 2003. Copy of letter of response enciosed with this
correspondence,

7 See untitled news item published in the Wall Street Journal (March 18, 2004). See also “As Investors
Rush inte China, Cautionary Tales Start to Pile Up”. Peter Wonacott. Fall Street Journal (May 17, 2004).
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From an analysis of the preceding events, and in particular the circumstances which are the
subject of this letter, it is obviously and demonstrably not in the public interest for the SEC to
maintain a lax enforcement policy and continue to evade its legal authority with respect to
enforcing adequate disclosure standards and enforcing regulation of the NRSROs in compliance
with existing law. The designation of NRSRO status upon an applicant conveys a high degree of
respansibility to the investing public and merits a level of diligence upon which the public-at-
large may depend in confidence. The apparently intentional failure to recognize the existence of
a series of full faith and credit sovereign obligations remaining in a state of default while the
successor government evades payment in violation of international law represents an egregious
breach of the public trust and failure of fiduciary duty by Standard and Poor’s, Fitch Ratings and
Moody’s Investors Service. The willful omission of such a material fact also reveals a practice of
aiding and abetting the circumvention of an outstanding default by the Chinese government.

Each of the three most prominent NRSROs (Standard and. Poor’s, Fitch Ratings and Moody’s
Investors Service) are registered as investment advisers pursuant to the Investment Advisers Act
of 1940 (the “Advisers Act™).! As registered investment advisers, the rating activities and
professional conduct of these three NRSROs are subject to SEC review and sanctions.” The
business activities of the three named NRSROs, supra, certainly exert a significant and profound
effect on the financial markets through the issuance of their rating opinions.

The language of Rule 102(a)(4)-1 Unethical Business Practices of Investment Advisers states:

“A person who is an investment adviser or a federal covered adviser is a fiduciary and
has a duty to act primarily for the benefit of its clients. The provisions of this subsection
apply to federal covered advisers to the extent that the conduct alleged is fraudulent,
deceptive, or as otherwise permitted by the National Securities Markets Improvement Act
of 1996 (Pub. L. Neo. 104-290). While the extent and nature of this duty varies according
to the nature of the relationship between an investment adviser and its clients and the
circumstances of each case, an investment adviser or a federal covered adviser shall not
engage in unethical business practices, including the following:

... 20. Engaging in any act, practice, or course of business which is fraudulent, deceptive,
or manipulative in contrary to the provisions of section 206 (4) of the Investment
Advisers Act of 1940, notwithstanding the fact that such investrnent adviser is not

registered or required to be registered under section 203 of the Investment Advisers Act
of 1940".1°

¥ Investment Advisers Act of 1940 as amended. August 22, 1940. 54 Stat. 847, 15 U.S. Code §80b-1 -
80b-21, as amended.

® See page 34, “Rating Agencies: [s There a Conflict Issue?”.” Roy C. Smith and Ingo Walter. New York
University (February 18, 2001).

1% Adopted April 27, 1997; amended April 18, 2004.
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The language of Section 206 Prohibited Transactions by Investment Advisers states:

“Section 206. It shall be unlawful for any investment adviser, by use of the mails or any
means or instrumentality of interstate commerce, directly or indirectly:

(1) To employ any device, scheme, or artifice to defraud any client or prospective client;

(2) To engage in any transaction, practice, or course of business which operates as a fraud
or deceit upon any client or prospective client;

... (4) To engage in any act, practice, or course of business which is fraudulent, deceptive,
or manipulative. The Commission shall, for the purposes of this paragraph (4) by rules
and regulations define, and prescribe means reasonably designed to prevent, such acts,
practices, and courses of business as are fraudulent, deceptive, or manipulative™.!!

The language of Section 209 Enforcement of Title states:

" “Sgction 209, (a) Whenever it shall appear to the Commission, either npon complaint or
otherwise, that the provisions of this title or of any rule or regulation prescribed under the
anthority thereof, have been or are about to be violated by any person, it may in its
discretion require, and in any event shall permit, such person to file with it a statement in
writing, under oath or otherwise, as to all the facts and circumstances relevant to such
violation, and may otherwise investigate all such facts and circumstances.

... (2} (2) (C) (D) Such violation directly or indirectly resulted in substantial losses or
created a significant risk of substantial losses to other persons™."

The wiliful exclusion or omission from consideration of the existence of a defaulted series of full
faith and credit sovereign obligations and the attendant effect of such defanlted obligations on the
“willingness to pay” metric implicit in the presently assigned sovereign credit ratings of the
People’s Republic of China is also inconsistent with the Commission’s proposed definition of the
term “NRSRO” as an entity that, inter alia, “uses systematic procedures designed to ensure
credible and reliable ratings ... Such willful disregard or exclusion of a material fact in
determining a rating classification for an issuer who is in default may also be considered as
“reckless” and constitute a breach of fiduciary duty to both clients and the public-at-large. This is
particularly the case given consideration of the fact that the three major NRSROs referenced
herein were specifically notified in writing of the existence of the defaulted full faith and credit
sovereign obligations of the government of China in 2002, and have avoided any inclusion of this
fact into their present rating classifications assigned to the government of China."”

" Investment Advisers Act of 1940. Section 206.

2 Investment Advisers Act of 1940. Section 209.

3 See fetter dated November 27, 2002 addressed to Mr. Clifford L. Alexander, Chairman and Mr. John
Rutherfund Jr., President and Chief Executive Officer, Moody's Corporation, describing the existence of a
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The foregoing provisions of the Advisers Act must be held by the SEC to apply to the firms
designated as NRSROs, supra, not only because each NRSRO is a registered investment adviser
pursuant to the Advisers Act and therefore subject to the regulations prescribed under the
Advisers Act, but also in light of the very high degree of reliance by the public-at-large upon their
assigned ratings classifications and the resultant extraordinary influence upon capital markets
decisions and transactions exercised by these three firms due to their unique NRSRO
designation.”® To exempt the NRSROs from the provisions of the Advisers Act under which they
are registered would defeat the purpose of the Advisers Act as a mechanism for protecting the
public-at-large, including potentially negative effects resulting as a consequence of actual as well
as potential undisclosed condlicts of interest to which the NRSROs are vulnerable. .

One of the more pervasive examples of such vulnerability to conflicts of interest in the immediate
instance, in which a definite potential exists for a very serious conflict of interest involving the
supposedly “objective” assessment of the sovereign credit rating of the People’s Republic of
China, is the acquisition of significant business opportunity resulting from providing rating
services to corporate issuers and govermment-owned enterprises. Such potential is extremely
significant with respect to both the Chinese market and the Asian region. 2 :

defaulted series of full faith and credit sovereign obligations of the Chinese government. Copy of letter
enclosed with this comrespondence.

14 See the statement: “As we testified at the hearings held last year by the Commission on issues relating to
credit rating agencies, institutional investors are substantial users of information from credit rating agencies
and the credit ratings published by rating agencies play a key role in their investment decisions, It is
therafore essential that the quality and integrity of these ratings are maintained”. Source: Investment
Company Institute.” Letter addressed to Mr. Jomathan G. Katz, Secretary, Securitics and Exchange
Commission (Tuly 28, 2003). See also the statement: “It is our view that maintaining the integrity and
quality of the credit ratings is essential to investor confidence and to the proper functioning of our capital

markets”. Source: Investment Company Institute. Statement before the SEC Hearings on Issues Related to
Credit Rating Agencies (November 21, 2002).

15 See the following statement for a recent example of how the prospect of future government and corporate
business may influence sovereign ratings: “In early 2000 controversy erupied over the major rating
agencies’ respective assessment of Mexico’s economic prospects. It was alleged that the respective
competitive positions of S&P and Moody's in the Mexican ratings business could perhaps explain their
very different assessments of the country’s debt service prospects. Moody's had put the country’s long-
term foreign currency debt under review for a possible upgrade from junk to investment grade status, citing
Mexico's improving debt service burden and reflecting analysts’ perceptions of reduced risk. Standard and
Poor's rated Mexico’s long-term foreign currency debt as non-investment grade, one notch below Moody’s,
and indicated that it would not be considering an upgrade until after the Presidential elections in July 2000,
Mexican presidential elections have frequently coincided with substantial economic and financial turmoil
and policy changes. Moody’s announcement was widely praised by the Mexican government and sparked
a rally in local bond and equity markets, bolstering Moody's chances of winning mandates for a long gnene
of government entities and corporates planning to issue bonds in the ensuing months. Moody’s denied that
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The ability of the NRSROs to realize this potential business opportunity may reasonably be
expected to be greatly diminished in the event that the NRSROs were to actually perform an
objective evaluation of China’s sovereign rating, which would therefore include the “willingness
to pay” metric as evidenced by the existence of the defaulted series of full faith and credit
sovereign obligations of the Chinese government, which have been neither settled nor discharged,
and therefore remain in a state of default.'® The implied potential for a serious conflict of interest
resulting from the prospect of future business remains undisclosed to the public-at-large and
represents an egregious risk to investors who rely solely upon the NRSRO ratings classifications
when determining the risk of investing in sovereign obligations of the Chinese government and
who have no prior knowledge of the existence of a defaulted series of obligations which have
been neither settled nor discharged, and which fact is not reflected in the present ratings."”

its aggressive selling effort had anything to do with the unexpected upgrade six months before the
Presidential election, citing the primacy of reputation and credibility as the firm's key selling tool (see
“Moody's, S&P Are at Odds Over Future of Mexico™, Jonathan Friedland and Pamela Druckerman, Wall
Street Journal (February 7, 2000). Some observers noted that in the presidential elections six years earlier,
in 1994, it was S&P that was bullish on the country and Moody’s was more cautious, coinciding at that
time with a strong marketing effort in the country by S&P.” See also the statement: “The rating agencies
have not been alone in feeling the pressure of governments in response to their assessments. In February
1999 Goldman Sachs analysts tarpeted the financial condition of Thailand’s largest bank, Bangkok Banl,
as a potential threat to the country’s financial stability, driving down the price of its shares. The Thai
Ministry of Finance immediately chastised Goldman Sachs and implicitly threatened to withdraw
government business, which in turmn was coupled to the threat of lost private-sector business from
companies hesilant to incur the disfavor of the Ministry of Finance.” Source: “Rating Agencies: Is There
an Agency Issue?”, Roy C. Smith and Ingo Walter. New York University (February 18, 2001),

16 See the statement: “In the same vein, commentators noted that Morgan Stanley had been dismissed in

1997 as financial adviser to Shandong Intermational Power Development in China after publishing a

negative research report and that retribution in the case of unfavorahle research was hardly unusual in Asia,

where links between government, private companies and powerful families are much closer than in some

other parts of the world.” Source; “Investment Banks Must Soothe Asian Sensibilities”. Mark Landler.

. New York Times (March 12, 1999), as cited in: “Rating Agencies: Is There an Agency Issue?”. Roy C.
Smith and Ingo Walter. New York University (February 18, 2001).

1" See the statement: “All ratings agencies agree that a debtor is in default when it either misses a payment
beyond a grace period or seeks to renegotiate the loan ~ anything, says S&P's Marie Cavanaugh, that is
not “timely service of debt according to the terms of issue” (emphasis added). Source: “The Ratings
Game”, Martin Mayer, The International Economy (Tuly 1999). Thus, from an examination of the facts in
the immediate instance, it would appear that Standard and Poor's is engaged in altering adherence to its
own internal procedures on a selective basis in order to accommeodate the attainment of a predefined
outcome and thereby avoid an inconvenient fact {(e.g., the willful omission of the existence of a defaulted
series of full faith and credit sovereign obligations of the government of China in its savereign ratings
classification assipned to China). See also the following statements: “NRSROs should be legally
accountable for their ratings™. Source: Investment Company Institute. Statement before the SEC Hearings
on Issues Relating to Credit Rating Agencies (November 21, 2002). “As registered investment advisers,
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In addition to obtaining regulatory jurisdiction over the activities of the NRSROs by virtue of the
explicit language of the Advisers Act, supra, the SEC also obtains jurisdiction over the related
issue of inadequate disclosure on the basis of the People’s Republic of China having filed a
statement as a 424(b)(5) registrant with the Commission pertaining to China’s global sovereign
bond offering in the month and year of October, 2003 which received an investment grade rating
from the three named NRSROs, supra, and which filing contains no mention of the existence of
defaulted full faith and credit sovereign obligations of the Chinese govemment

We are concerned that the lack of acknowledgement by the SEC of the complaint referenced
Derein, in conjunction with the remarks published in the June 7, 2005 Financial Times article and
the SEC’s prior response to the corcerns raised in the January 8, 2003 Stites & Harbison letter to
the SEC Chairman, may constitute the precursor of an attempt by the SEC to evade jurisdiction or
repulatory enforcement action with respect to the willful omission by Standard and Poor’s, Fitch
Ratings and Moody's Investors Service of a material fact which acts to significantly affect the
risk profile of securities of the associated issuer (i.e., the existence of a defaulted series of full
faith and credit sovereign obligations of the Chinese Government and the implicit “willingness to-
pay " metric) and also serves to aid and abet the circurnvention of the defaulted obligations by the

issuer (i.e., the government of Chma as well as Chinese corporate issuers subject to the sovereign
benchmark).”

the corrent NRSROs have a legal obligation to avoid conflicts of interest or disclose them fully to
subscribers. Reliance by credit rating agencies on issuer fees could lead to a conflict of interest and the
potential for rating inflation™. Source: “Rating Agencies and the Use of Credil Ratings Under the Federal
Securities Laws”. U.S. Securities and Exchange Commission (2003). “Given the steps the SEC has taken
to improve levels of independence for accounting firms and equity analysts, similar action should be
required to restore the credibility of and confidence in the rating system”. Source: “Is the SEC Going Soft
on Credit Rating Agencies?” Kreag Danvers and B, Anthony Billings. The CPA Journal (May, 2004).

18 See prospectus supplement dated October 22, 2003 filed with the United States Securities and Exchange
Commission.

1 See the statement: “At a hearing today on *‘Examining the Role of Credit Rating Agencies in the Capital
Markets', AFP President Jim Kaitz called on Congress ‘To hold the SEC accountable by demanding
immediate action on the issues’, including questions about the credibility and reliability of credit ratings
and conflicts of interest and abusive practices in the rating process™, Source: Testimony before the Senate
Committee on Banking, Housing and Urban Affairs. Association for Finance Professionals (February 8,
2005). See also the statement: “These issues are far too important for the SEC to remain silent while the
world waits for it to act”. Source: Testimony before the Senate Committee on Banking, Housing and
Urban Affairs. Association for Finance Professionals (February 8, 2005). See also the statement: “The
SEC has failed to exercise any meaningful oversight of the recognized credit rating agencies to ensure that
they continue to merit recognition”. Source: Testimony before the Senate Committee on Banking, Housing
and Urban Affairs. Association for Finance Professionals (February 8, 2005). See also the statement: “If
the SEC does not act immediately to aggressively address concerns that have been raised at this hearing, we
urge members of this committee to act to restore investor confidence in the credit ratings process™. Source:
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In light of the circumstances described herein including recognition of the undue influence
exerted by NRSROs and the extent of reliance by market participants on the NRSRC rating
classifications, including the grave danger posed by any failure to fully investigate the reason for
inappropriate and misleading sovereign ratings presently assigned to the Chinese government, we

are compelled to bring this matter to your attention in the expectation of further investigation
from the office of the GAQ.

Sincerely,

. /s/ Kevin O’Brien
President

Attachments in Sequence:
1. Copy of complaint filed with the SEC Division of Market Regulation.

2. Copies of letters issued by members of the 109th Congress requesting the SEC to
investigate the matter comprising the subject of the complaint.

3. Copy of two recent articles which appeared in the Financial Times daily news periodical
regarding this matter.

4, Copy of a guest commentary submiitted for publication to the Financial Times daily news
periodical regarding this matter. ‘

5. Copy of letter from Sovereign Advisers addressed to Ms. Jonna Z. Bianco, President of
the American Bondholders Foundation. '

6. Copy of Letter from Mr. B. Riney Green, Esq., Stites & Harbison PLLC addressed to the
Honorable Harvey L. Pitt, Chairman and Mr. Alan L. Beller, Director, Corporate Finance
Division, Securities and Exchange Commission.

7. Copy of response from SEC Division of Corporation Finance to letter sent by Mr. B.
Riney Green, Esq.

Testimony before the Senate Committee on Banking, Housing and Urban Affairs. Association for Finance
Professionals (February 8, 2005).
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8. Copy of letter dated November 27, 2002 addressed to Mr. Clifford L. Alexander,

Chairman and Mr. John Rutherfund Ir., President and Chief Executive Officer,

Moody’s Corporation, describing the existence of a defaulted series of full faith and
credit sovereign obligations of the Chinese government.”

cC; Members of the 109th United States Congress.
Congressional Committee Offices.
United States-China Economic and Security Review Commission.
Congressional Record.
United States Securities and Exchange Commission.
United States Department of Justice.
United States Federal Trade Commission.
Haonorable Eliot Spitzer, Attorney General for the State of New Yaork.
Honorable Robert M. Morgenthau, District Attorney for New York County.
Ms. Gillian Tett, Capital Markets Editor, Financial Times.

Ms. Jonna Z. Bianco, President, American Bondholders Foundation.

20 Mr. Clifford Alexander served as a Director of WorldCom Corporation. It is therefore revealing to note
the following statement: “Finally, the tone set at the top of the rating organizations alarms many observers.
Consider Moody’s chairman Clifford Alexander, who was a board member of WorldCom and resigned
only one year before the firm became the largest bankruptcy in U.S. history. It is interesting that Alexander
believes this relationship did not compromise Moody's ratings of WorldCom’s debt instruments,
notwithstanding -that Moody’s did not downgrade WorldCom's debt to subinvestment grade until shortly
before its collapse™. Source: “Is the SEC Going Soft on Credit Rating Agencies?” Kreag Danvers and B.
Anthony Billings. The CPA Journal (May 2004). Sce also the statement: “Credit rating firms are partly
blamed in the major corporate failures for their lack of diligence in identifying credit problems. Indeed,
Standard and Poor’s (S&P) and Moedy’s did not reduce Enron’s credit ratings from investment grade to
junk leve! until four days before Enron's doors shut”. Source: “Is the SEC Going Soft on Credit Rating
Agencies?” Kreag Danvers and B. Anthony Billings. The CPA Journal (May 2004).
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Sovereign Advisers®
Specialists in Risk Metrics Analytics

4901 E. Sunrise Drive » Sujte 711
Tucson - Arizona - 85718

Tel (USA): 520.327.2482 « Fax: 520.322,8850
Email: sovadvisers@aol.com
Website: http://www.sov-advisers.com

Via First Class Mail and Facsimile

Avpust 4, 2005

Honorable Christopher Cox, Chairman
1J.S. Securities and Exchange Commission
100 F Street, N.E.

‘Washington, D.C. 20549

Re: Complaint filed with the Division of Market Regulation on behalf of defaulted creditors
of the Government of China,

Dear Mr. Cox:

Please allow me to express my congratulations regarding confirmation of your appointment as SEC
Chairman. I firmly believe that market participants as well as the public-at-large will benefit from your
appointment. The central purpose of my writing is to respectfully direct your attention to the matter
described herein, On March 31, 2005 our firm, acting on behalf of defaulted creditors of the Chinese
Government and the public-at-large, filed a complaint with the SEC Division of Market Regulation.! The
complaint referenced above describes specific concerns involving inadequate disclosure in registration
statements and offering documents pertaining to the offer, sale and trading of debt securities of the
Government of China and inappropriate and misleading sovereign credit ratings presently assigned to the
long-term foreign currency debt of the Government of China by the three major nationally recognized
statistical rating organizations (i.e., Standard and Poor's Ratings Service, Moody’s Investors Service and
Fitch Ratings, collectively referenced herein as “the three major NRSROs™).

The issue of inadequate disclosure is addressed in detail in the complaint, and is not reiterated in this
fetter. The specific concerns pertaining to the inappropriate and misleading sovereign credit ratings
presently assigned to the Chinese Government by the three major NRSROs are summarized as follows:

r That under accepted conventions of international law, the Government of China remains in
default on full faith and credit sovereign debt of the Chinese Government;

! Gee “On Behalf of Defaulted Creditors of the Government of China: COMPLAINT Misleading Sovereign Credit
Ratines and Inadequate Disclosure Pertaining to_the Offer. Sale and Trading of Debt Securities of the People’s
Republic of China: Deceptive Practices and Viclations of International Law.” Complaint filed with the SEC
Division of Market Regulation (March 31, 2005). Copy of complaint enclosed with this correspondence.
Testimony presented at a public hearing conducted by the House International Relations Committee, along with
legal memorandums prepared by the law firm of Stites & Harbison PLLC describing the legal authority for U.S.
citizens’ claims, are accessible on the world wide web at the following URL: uép://wwnv.globalsecuritieswalch.org
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U.S. Securities and Exchange Comrmission
Angust 4,2005

Page Two

‘That the claims of British holders of this series of defaulted debt obligations were settled by the
Chinese Government in 1987; '

That the 1987 British setflement excluded from setflement any claims of American bondholders;

That the Chinese Government continues to evade settlement of claims of American bondholders
while continuing to honor payment to other creditors of its sovereign obligations;

That such practices as described above constitute both selective default and discriminatory
settlement against U.S. citizens;

That such extant facts and circumstances are not reflected in the sovereign credit ratings presently
assigned by the three major NRSROs to the Government of China in violation of fiduciary
responsibilities implicit to NRSRO status, and which omission constitutes a “reckless” standard of
care particularly since each of the three major NRSROs have established rating classifications
which describe the extant facts and circumstances (e.g., “selective default” in the case of Standard
and Poor's) and failed to act after each was explicitly notified in writing in November 2002 of the
existence of defaulted sovereign debt of the Chinese Government;”

That by the willful omission and exclusion of such pertinent and material facts and circumstances,
including disregard of the “willingness to puay” metric, the three NRSROs named above have
improperly applied their own procedure for establishing & rating, and in so doing have perpetrated
a false, manipulative, deceptive, misleading and fraudulent action on the public including
concealment of material risk factors. Failure to fale into account the extant facts and
circumstances in properly assipning the appropriate rating classifications which accurately
describe the extant facts and circumstances represents violations of both the rating apencies’
internal policies and procedures as well as the Investment Advisers Act of 1940 (“the Advisers
Act™, und;:r which the three NRSROs named above are registered as “Registered Investment
Advisars”;

2

That the three major NRSIQ.OS should be regulated under the provisions of the Advisers Act under
which they are registered as the opinions issued by each of the three major NRSROs are
particularly influential and are relied upon by the investing public and should therefore reflect 2
standard of care upon which the public may depend in confidence;

? Qee the statement “All ratings agencies agree that a debtor is in defanlt when it either misses o payment beyond o
grace period or seeks to renegotiate the loan — anytling, saps S&P's Marie Cavanangh, thaet is not ‘timely service

of debt according to the terms of issne™ (emphasis added). Source: “The Ratings Game™. Martin Mayer, The
International Economy (Tuly 1999).

3 fnyestment Advisers Act of 1940 as amended. Augnst 22, 1940. 54 Stat. 847, 15 U.8. Code §80b-1 - BOb-21, as
amended. For application of the Investment Advisers Act of 1940 in the immediate instance, sce specifically Rule
102(n)(4)-1 “Unethical Business Practices of Investment Advisers” (esp. subsection 20), end Section 206
“Prohibited Transactions by Investment Advisers”. See also Section 209 “Enforcement of Title” (esp. subsection (a)
.nnd subsection (€)(2)(C)(ID)). For a description of each of the three major NRSROs' rating classifications deseribing

the state of selective default, see the complaint dated March 31, 2005 filed with the Division of Market Regulation,
Copy of complaint enclosed with this correspondence.
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That such practices as described in the complaint (e.g., concealment and omission of material
facts in assigning credit ratings to the sovereign debt of the Government of China) directly harm
1.8, creditors holding defaulted debt of the Chinese Government by enabling the Government of

China to continue to circumvent payment on its full faith and credit sovereign debt without
incurring adverse credit ratings;

» That such practices expose the investing public to serious danger and represent a source of
potential harm to the public-at-large, which depends upon the diligence of the three major
NR3ROs in furmulahng investment decisions; and

]

That as Re@stered Tnvestment Advisers, the three major NRSROs by their actions and conduct in
the instance described herein and in the complaint, are subject to enforcernent and sanction

pursuant to the provisions of the Advisers Act as well as pursuant to other regulatory powers of
the Commission.

As of the date of this letter, we have mnot received any acknowledgement whatsoever from the SEC
regarding the complaint filed with the Division of Market Regulation. After a period of almost ninety
days from the date that the complaint was filed, and acting in accordance with a sense of the Congress, we
have notified Mr, David M. Walker, Comptroller General of the United States, informing the Guvemment
Accountability Office of the complaint and the nature of the facts and eircumstances described therein.”

‘We respectfully reiterate our request for an investigation by the SEC into the very serious matter
referenced herein and more fully described in the complaint and in the letter to Mr, Walker.

Sincerely,

twf'I && ﬁcﬁ’l

Kevin O'Brien
President
KO:jwe

Aftachments in Sequence:

1. Copy of complaint filed March 31, 2005 with the SEC Division of Market Regulation,

(%

Copies of letters from members of the 109th United States Congress requesting the SEC to
investipate the mnatter described in the complaint filed with the SEC.

3. Copy of letter dated June 21, 2005 addressed to Mr. David M. Walker, Comptrolier General of
the United States.

4 Sec various letters addressed to the SEC Chairman by members of the 109" United States Congress including the
Honosable Jim Saxton, Chairman of the Joint Econemic Commities, requesting the SEC to conduct en investigation
into the matter described in the complaint. Copies of seversl Copgressional letters enclosed with this

correspondence. See also the letter dated June 21, 2005 addressed to Mr. David M. Walker, Comptroller General of
the United States. Copy of letter enclosed with this correspondence,
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Papge Four

Attachments in Sequence: (continued)

4, Copy of recent Thomson £, indLaw® reference to complaint.

5. Copy of letter dated November 27, 2002 addressed to Mr. Clifford L. Alexander, Chairman and
Mr, John Rutherfund Jr., President and Chief Execufive Officer of Moody's Corporation,

describing the existence of defaulted full faith and credit sovereign debt of the Chinese
Government,

oe: Members of the 109th United States Congress

Mr. David M., Walker, Comptroller General of the United States
Government Accountability Office

United States Depariment of Justice
United States-China Economic and Security Review Commission

Honorable Eliot Spitzer, Attorney General for the State of New York
New York State Department of Law, Office of the Attorney General
(Internal Reference No.: 05/001211)

Mr, Mic‘nael Macchiaroli, Associate Director
Division of Market Regulation, U.8. Securities and Exchange Commission

Mr, John Petty, President
Foreign Bondholders Protective Council, Inec.

Ms, Jonna Z. Bianco, President
American Bondhoelders Foundation
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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 205489

DIVISION OF
MARKET REGULATION

. August19,2005 -

Mr, Kevin O’Brien

Sovereign Advisers

4901 E. Sunrise Drive, Suite 711
"Tucson, Arizona 85718

Dear Mr. O'Brien:

We have received your letters dated August 4, 2005 to Chairman Cox and August
1, 2005 to Annette Nazareth, You refer to a letter sent to the Division of Market
Regulation on March 31, 2005 on behalf of the American Bondholders Foundation
(“ABF")! alleging that three credit rating agencies assigned inappropriate and misleading
sovereign credit ratings to the long-term foreign currency debt of the People’s Republic
of China. The March 31 letter refers to bonds issued before 1949 that, according to the
ABF, are now in default. The ABF asserts that these bonds, by their terms, are binding

upon the government of China and its successors, but that the People’s Republic of China
has stated that 1t has no obligation to repay them.

The ABF states that three of the Nationally Recognized Statistical Rating
Organizations ("NRSROs™), Moody’s Investors Service Inc., the Standard & Poor’s
Division of the McGraw Hill Companies, Inc., and Fitch, Inc., have failed to conduct
objective analyses of the pertinent facts and circumstances related to the long-term
foreign currency debt issned by the People’s Republic of China. According to the ABF,
this failure resulted in the assignment of inappropriate and misleading sovereign credit
ratings to this long-term foreign currency debt. The ABF also complains that misleading

statements appear in the prospectus supplement for the People’s Republic of China’s
issuance of sovereign debt in 2003.

According to the ABF, it is the incorporated national organization representing the consolidated
claims of thousands of United States bondholders who are holders of full faith and credit
sovereign bonds issued by the Government of China,



The Commission has no express authority to regulate NRSROs as such? Aswas
described in a recent rule proposal, the Commission has the authority to define the term
NRSRO for purposes of Commission regulations.” The goal of the NRSRO rule proposal
is to provide greater clarity and transparency to the process of determiming whether a
credit rating agency's ratings should be relied on as an NRSRO rating for purposes of
Comsmission rules and regulations. The proposed definition and interpretalions are
intended to provide credit rating agencies with a better understanding of whether they
qualify as NRSROs. The Commission does not, however, have the aunthority to require
an NRSRO to revise a debt rating classification. The NRSROs in fact have asserted that
such authority could infringe upon their First Amendment rights.

The ABF discusses various areas in which it believes the disclosure in offering
documents was inadequate. Commission staff will use this information as we seek to
ensure that issuers whose securities are registered with the Commission fulfill their

responsibility to provide investors with full and fair information that is material to an
investment decision.

Sincerely,

AR

Michael A. Macchiaroli
Associate Director

-

While Moody's, Standard & Poor's, and Fitch are registered investment advisers under the
Tovestment Advisers Act of 1940 (“Advisers Act”), the ABF does not raise allegations of
undisclosed conflicts of interest that could potentially violate the Advisers Act.

See Definition of Nationally Recognized Statistical Rating Organization, Release Nos. 33-8570;
34-51572; IC-26834 (April 19, 2005), 17 CFR Part 240 (April 25, 2005).
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Sovereign Advisers®
Specialists in Risk Metrics Anaiytics

4801 E. Sunrise Drive » Sujte 711
Tucson = Arizopa + 85718

Tel (USA): 520.327.2482 » Fax: 520.322.9850

Emall: info@sov-advisers.com
Website: http://www.sov-advisers.com

Via First Class Mail, Elecironic Mail and Facsimile

September 21, 2005

Honorable Christopher Cox, Chairman
United States Securities and Exchange Commission

Honorable Ammette Nazareth, Commissioner
United States Securities and Exchange Commission

Mr. Michael Macchiaroli, Associate Director
Division of Market Regulation

U.8. Securities and Exchange Commission
100 F Street, N.E.

Washington, D.C. 20549

Re: SEC response to complaint filed with the Division of Market Regulation on behalf of
defaulted creditors of the Government of China.

Dear Chairman Cox, Commissioner Nazareth and Mr. Macchiaroli:

We are in receipt of the SEC’s response to the concerns expressed in our March 31, 2005 complaint (the
“complaint™) filed with the Commission on behaif of the American Bondholders Foundation (the “ABF"),
and subsequently articulated in our correspondence to Ms. Nazareth and Chairman Cox.! Upon reviewing
Mr. Macchieroli’s August 19, 2005 letter, we note that although the Commission acknowledges the
validity of the concerns expressed in the complaint, the Commission apparently believes that it lacks the
express statutory authority to obiain emforcement jurisdiction in the matter referenced, including
application of the federal statutes codified as the Investment Advisers Act of 1940 (the “Advisers Act™.?

! See letter dnted August 19, 2005 nuthored by Mr. Micheel Macchisroli, Associate Director, Division of Market
Regulation, In this letter, Mr, Macchieroli, writing for the Commission, sets forth the position of the SEC that the
Standard and Poor's Division of the McGraw Hill Compsnies, Inc., Moody's Investors Service, and Fitch, Inc. are not
subject to SEC aversight and sanction. For & description of specifications pgainst the three major nationally recognized
statistical teting organizations (“NRSROs"), see “On_Behalf of Defuulted Creditors of the Government of Chine:
COMPLAINT Mislending Sovereisn Credit Ratings and Inndequate Disclosure Periaining to the Offer. Sale and Trading

of Debt Securities of the Prople’s Republic of China: Deceptive Proctices and Violations of International Law.”
Complaint filed with the SEC Division of Market Regulation (March 31, 2005). See also the letier addressed to Mr. David
M. Walker, Comptroller General of the United States (Fune 21, 2005) and the letter nddressed to the Honorable
Christopher Cox, Cheirman of the Commission {August 4, 2003). The foregoing documents along with testimony
presented at A public hearing conducted by the House International Relations Committee and legal memorandums
prepared by the law firm of Stites & Harbison PLLC describing the legal authority of U.S. citizens® claims are accessible
on the world wide web at the following URL: Jtp:/www.globalsecuritieswaich.org

? Investment Advisers Act of 1940 s amended. August 22, 1940. 54 Stat. 847, 15 U.B. Code §B0b-1 — BOb-21, ns
gmended. For application of the Investment Advisers Act of 1940 in the immediate instance, see spacifically Rule
102(n)(4)-1 “Unethical Business Practices of Investment Advisers™ (esp, subsection 20), and Section 206 “Prohibited
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Lack of Enforcement Action Sets Dangerous Precedent

From the substance of Mr. Macchiarali’s letter, it also appears to be the position of the Commission that it
is content not to investigate the disclosure violations occurring in 2003, and that it will continue to permit
the operation of certain business practices by Standard and Poor’s Ratings Service, Moody’s Investors
Service and Fitch Ratings (the “three major NRSROs") which constitute the application of (i) a teckless
standard of care with respect to development of their respective ratings classifications assigned to the
long-term foreign currency debt of the People’s Republic of China, as well as (ii) violations of the
Investment Advisers Act pursuant to which the three major NRSROs are duly repistered.’  The
Commission’s posture in this regard is undoubtedly reassuring to Goldman Sachs, I.P. Morgan Securities,
Merrill Lynch, Pierce, Fenner & Smith, Bane One Capital Markets, Citigroup, Credit Suisse First Boston,
Daiwa Securities, Hong Kong and Shanghai Banldng Corporation Limited, ICEA. Securities Limited,
Lehman Brothers International, Morgan Starley & Company and Nomura Intemational, along with the
three major NRSROs which in the absence of a lax enforcement policy would be unable to escape
culpability for their Tecent actions. It is regrettable that the Commission’s refusal to act forcefully on
previous transgressions will no doubt provide encouragement for the continuation of such deceptive
practices, including the intentional failure to disclose the existence of defaulted sovereign debt of the
Gavernment of China in future registration and offering materials; selective application of estsblished
internal rating procedures in developing sovereign ratings for the foreign currency debt of the
Government of China; intentional disregard of the “willingness to pay™ metric in establishing such
ratings; application of a teckless standard of care in developing and publishing ratings including
iritentional disregard for the doctrine of a successor government’s liability for a predecessor government’s
abligations under accepted conventions of international law (e.g., the payment cbligation assumed by the
government of the Peaple’s Republic of China as the recognized government of China, including “the
Taiwan region of China”)’, and continuation of a pattern of conduct which evidences numerous violations
of applicable provisions of the Advisers Act as outlined in our letter to Mr. David M. Walker,

Transactions by Investment Advisers”, See nlso Section 209 “Enforcement of Title” (esp. subsection (n) and subsection

{)(2C)(I).

3 Through statistical analysis end advanced mathematical modeling techniques, Mellios and Papet-Blanc
demonstrate that a prime determinant of sovereign credit ratings is the “willingness to pay” metric and the existence
of past defaults (default history). “Phich Factors Determine Sovereign Credit Ratings?' European Financial
Management Association (2005 conference research mopograph). The obvious significance of the authors’
empirical research in the immediate instance is the revelation of an inexplicable deviation from the normal
procedure for establishing a sovereign credit rating, in the case of the Government of China. Inexplicable, that is,
unless we consider the existence, and the effect on the development of 4 rating, of a material undisclosed conflict of
interest on the part of the three major NRSROs ns pertains to China.

* This aspect is particularly revealing with respect to the undisclosed credit risk endemic to sovereign obligations of
the Chinese povernment, which is forecasted to become the world’s fourth largest economy by 2010, accordiag to
the Organisation for Economic Cooperation and Development (“OECD"). Financial Times (September 17, 2005).

¥ See white paper entitled, “China’s Endeavors for Arms Control, Disarmament and Non-Proliferation” (Septernber
1, 2005). Ministry of Foreign Affairs of the People's Republic of China. The white paper is accessible on the world
wide web at the following URL: http:/Avww,fmpre.gov.cn/engiwib/zzigliks/jloov/t209613.him
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Comptroller General of the United States.® We are incredulous that the Commission apparently believes |
such egregious conduct by the three major NRSROs to be exempt from regulatory enforcement,

Tn addition to acting to facilitate China’s evasion of payment on its full faith and credit sovereign
obligations to American citizens, such a position by the Commission is unfortunate for both the public-at-
large as well as for advocates of transparency within bath the United States and the international capital
markets. ‘To ascertain the probsble future consequences of the Commission’s Jack of enforcement
reparding the adequacy of disclosure with respect to Chinese issuers in the United States capital markets,
an observer need only look to the China Life initial public offering fiasco which occurred in 2004. We
note that the U.S.-China Economic and Security Review Commission appointed by the United States
Congress to investigaie such issues concurs in expressing serious concerns over the adequacy of
disclosure pertaining to offerings by Chinese securities issuers in the United States.” The SEC’s apparent
faflure to enforce the provisions of the Advisers Act in the immediate instance, as well as to impose
sanctions on the firms responsible for inadequate disclosure in the 2003 prospectus supplement periaining
to the offer and sale of sovereign bonds of the Chinese Government, appears to be directly at odds with

the view expressed by the U.S.-China Commission regarding the threat to U.S. investors posed by
misleading data.

In tegard to certain practices and actions engaged in by the three major NRSROs which constifute
violations of the Advisers Act, we note with interest that reference to the June 21, 2005 letter to Mr.
David M. Walker is noticeably absent from Mr. Macchiaroli’s letter. 'We find this omission very curious,
since a copy of the letter addressed to Mr. Walker (complete with attachments) was provided to persons at
the SEC, including Mr. Macchiaroli, and also due to the fact that the aforementioned letter presents a
comprehensive description of the practices of the three main NRSROs revealing a pattern of deceptive
and manipulative practices in violation of specific provisions of the Advisers Act.

When we first became aware of the existence of defaulted sovereign debt of the Chinese Government, we
were astonished to discover that the Government of China enjoys an investment-grade foreign currency
credit rating assigned by the three major NRSROs, despite the fact that U.S. creditors continue to be
victims of both selective default and discriminatory settlement, even though U.S. creditors are ranked
pari passu with UK. creditors who were offered setflement of their defaulted claims in 1987.

We subsequently undertook extensive research to determine the complete fact pattern involving the
existence af defaulted debt of the Chinese Government. We shared our findings with the chief executive
officers of the three major NRSROs in a letter sent in November of 2002,

§ Qee letter dated June 21, 2005 addressed to Mr. David M. Walker, Comptroller General of the United States. A

copy of this letter including a complete set of attachments was provided to the Securities and Exchange Commission
and is also reproduced herein in relevant part.

7 See the statement by Richard D’ Amato, U.S.-China Commission Chairmen: *I am concerned that U.S. investors
may not have sufficient information to make informed decisions about the risks of these investments”. See also the
statement “Mr. D' Amate told the FT that he would ask Christopher Cox, the newly installed chairman of the SEC,
to look at a varety of issues to prevent what he characterized as a polential ‘Chins Bubble’ as damaging to U.5.
investors a8 the dot-com boom mnd bust”. Source: *Rush of Chinese IPOs Poses Threat to 171.8. Investors™
Financial Times {August 12, 2005). See also testimony presented at the 1J.8.-China Commission public hearing
entitled, “Hearing on China and the Capital Markets™ (August 11, 2003). Transcripts of testimony presented at this
hearing are available on the world wide web at the following URL: http:/fwnwusee.gav



United States Securities and Exchange Commission
September 21, 2005
Page Four ’

No response or acknowledgement to this letter has been received to date from the three major NRSROs.
We subsequently discovered that each of the three major NRSROs are Registered Investment Advisers
under the Advisers Act, and are subject to the provisions of the Advisers Act. We discovered that the
three major NRSROs are exempt from liability ardsing from performing activities and engaging in
business practices which fail to meet an ordinary standard of care, but may be held liable for performing
activities and engaging in business practices which equate with a reckless standard of care.

Upon completion of the discovery process, we drafted a complaint on behalf of defanlted creditors of the
Government of China and filed the complaint with the Securities and Exchange Commission on March
31, 2005. After a period of almost ninety days from the date that the complaint was filed and having
received no response from the SEC, and acting in accordance with a sense of the Congress we notified
Mr. David M. Walker, Comptroller General of the United States, informing the Government
Accountability Office of the complaint filed with the SEC and the nature of the facts and: circumstances
described therein.® A copy of the letter addressed to Mr. Wallker was also sent io persons at the SEC. The
letter to Mr, Walker describes in detail the issue of violations of the Advisers Act in the immediate
instance, and {s therefore reproduced in relevant part elsewhere in this letter.

Reclkless Standard of Care Evident i1_1 thie Immediate Instance

The existence of defaulted sovereign debt of the Chinese government was entered into the public record
during congressional testimony in October 2003. The three major NRSROs were explicitly notified in
writing of the existence of defaulted sovereign debt of the Chinese government in November 2002
Immedintely subsequent to the congressional hearing in October 2003, Standard and Poor’s Ratings
Service upgraded the sovereign rating classification for the government of China. Based upon their own
procedures, criteria and definitions’, the three major NRSROs have continued to maintain improper tating
classifications for the sovereign debt of the Chinese government with the knowledge that such rating
classifications intentionally omit and ignore matedal facts inciuding (2) the existence of selective default;
{h) the existence of a discriminatory setflement'®; (¢) the continuing existence of defaulted full faith and

% See various letiers addressed to the SEC Chatrman by members of the 109" United States Congress including the

Honorable Jim Saxton, Chairmen of the Joint Economic Committee, requesting the SEC to conduct an investigation
into the matter described in the complaint.

? For a discussion of the definitions of the relevant debt rating classifications in the immediate instance, see “Exhibit
3,01 People’s Republic of China Long-Term Foreign Currency Sovereign Debt Rating”. On Behalf of Defaulted
Creditors_of the Gavernment of China; COMPLAINT Misleading Soversign Credit Ratings and Inndenuate
Disclosure Pertaining to the Offer, Sule and Tradine of Debt Securities of the People’s Republic of China: Deceptive

Practices and Violations of International Taw. Cormplaint filed with the SEC Division of Market Regulation (March
31, 2005).

"0 See the 1987 accord negotiated by the Chinese government with citizens of Great Britain, providing for settlement
of claims peririning to defaulted sovereign debt obligstions of the government of China, The British settlement
accord excluded the claims of American citizens and other non-U.K. citizens, whom have suffered and continue to
suffer default on similar oblipations. Although the Chinese government has selectively defaulted on eertain
soversign debt obligations and continnes to discriminate against certrin defaulted creditors including United States
tifizens, the Chinese povernment offers periodic interest payments to other creditors holding its recently-issued
sovereign debt obligations in violstion of the pari passu docirine of equality of treatment among creditors, creating
the risk of imierest payments seizure by defaulted creditors of the Chinese povernment. Such facts and
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credit savereign debt of the Chinese government which China refuses to honor; (d) the assigned rating
classifications are inconsistent with accepted conventions of international law; () the assigned rating
elassifications fail to adequately reflect the actual risk endemic to sovereign debt obligations of the
Chinese govermunent by failing to properly evaluate the “willingness to pay metric” as evidenced by the
extant facts, as well as the exposwre to interest attachment'’ by defaulted creditors; (f) the selective
application and misapplication of established internal procedures for developing credit rating
classifications; (g) the indisputable fact that that the prevailing rating classifications, which are
demonstrably misleading, manipuletive and deceptive, may be demonstrated to cause economic harm to
defaulted creditors of the government of China by enabling the Chinese government to retain access 1o
global capital markets despite the existence of defaulted sovereign debt and thereby circumvent the ability
of defaulted creditors to enforce the sovereign debt contract in order to obtain payment. The issue of the

application of a reckless standard of care in the immediate instance is more fully examined in the
following section, : . :

First Amendment Fails as Defense in the Immediate Instance

Tn his letter, Mr. Macchiaroli expresses concerns periaining to the First Amendment rights of the
NRSROs to publish their opinions (i.e., ating classifications), deceptive though such opinions may be."”
We wish to respectfully direct Mr. Macchiaroli’s attention to the following statement (referencing the
credit rating organizations including the three major NRSROs): :
“Finally, I would mention that any suggestion that this legislation infringes on anyone's First
Amendment righis is a red herring not fo be taken seriously, in my view"

Honorable Michael G. Oxley, Chairman
Committee on Financial Services

The United States Supreme Court has held thet “publishers” are not automatically entitled to First
Amendment pmtc‘ctinn.” Thus, an NRSROs’ status as a *financial publisher” does not necessarily entitle

cirenmstances ore intentionaily excluded from the sovereign credit rating classifications presently assigned to the
Chinese government by the three major NRSROs, as described herein and in the complaint, and the three major

NRSROs thus intentionally misrepresent the actual risks associated with investment in sovereign obligations of the
Chinese government.

U Por a discussion of the rigk of interest attachment by defuulted creditors, see Elliott Associates, L.P., General
Docket No. 2000/QR/92 (Cotrt of Appenls of Brussels, 8th Chamber, Sept. 26, 2000). See also, Republic of
Nicaragua v. LNC Investments and Euroclear Bank SA (Injunction issued against paying agent by Belgian
Commereial Court, Sept. 8, 2003) and Red Mountain Finance, Inc. v. Demacratic Republic of Congo and National
Bank of Congo, Case No. CV00-0164R (C.D.Cal. May 29, 2001).

12 We refer to the following statement: “The NRSROs in fact have asserted that such authority could infringe upon

their First Amendment rights”. Letter authored by Mr. Michael Macchiareli, Associate Director, SEC Division of
Market Regulation {August 19, 2005).

¥ Honomble Michael G. Oxley, Chairman, House Committee pn Financial Services. Prepared Opening Statement
for the hearing on HLR. 2990 conducted by the Subcommittee on Capital Markels, Insurance, and Govermnment
Sponsored Enterprises entitled, “Legislative Solutions for the Rating Agency Duopoly™ (Tune 29, 2005).
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it to heightened protection under the First Amendment.” It is widely recognized that in the absence of a
contract, fiduciary relationship, or intent to cause injury, a-newspaper publisher is not liable to a member
of the public for a non-defamatory negligent misstatement of an item of news, “unless he

willﬁlllyé ..circulates it kmowing it to be false, and it is calculated to and does,...result in injury to another
I
person.

In order to ascertain the ability of the three major NRSROs to successfully invoke the protection afforded
by the First Amendment, three obvious questions present themselves: (1)} whether the three major
NRSROs may credihly assert that the business practices in which they engage constitute newspaper
publication, (2) whether the actions and business practices engaged in by the three major NRSROs are
oalculated to and does cause injury to another person, and (3) perhaps of greatest importance, whether the
actions of the three major NRSROs as described herein and in the complaint are the result of mere

negligence, or are indicative of a reckless standard of care in which event the first two questions are
rendered moot,

Let us examine these questions.

(1) With respect to the actions of the three major NRSROs as described herein and in the complaint, we
concur with the following statement: “While they communicate a lot of information, and represent much
work, it is not immediately obvious that bond ratings were what the framers had in mind when they
proposed the First Amendment. If they are protected at all, then bond ratings are the world’s shortest
editorials.”'” Whether the business practices of the three major NRSROs constitute newspaper publishing
is highly uncertain, and a significant degree of doubt exists regarding the validity of such a claim. We
note with particular interest that in instances in which “speech” has a profit motive (as is demonstrably

the case with each of the three major NRSROs), courts may be less stringent in affording First
Amendment protection.'®

(2) Upon an analysis of the relevant facts and circumstances, it becomnes evident that the substantial
conflicts of interest which are manifest in the business practices employed by the three major NRSROs

" See, e.g., Fist Nat. Bank of Boston v. Bellott, 435 U.S. 765, 802, 55 L. Ed. 2d 707, 98 8. Ct. 1407 (1978)
(Burger, C.I., concurring).

Y See, e.g., the Court’s reasoning in County of Orange v. McGraw-Hill Cos., No. 8A CV 96-0763-GLT, 1997 U.S.
Dist. LEXIS 22459 (C.D. Cal. June 2, 1997) (denying Standard & Poor's motion to dismiss lawsuit arising from its
investment grade rating of Orange County’s bonds, which later defauited).

6 See, .g,, First Equity I, 670 F. Supp. at 117. The Court cited Jaillet v, Cashman, 115 Misc. 383, 384, 189 N.Y.S.
743, 744 (Sup, Ct. 1921), aff'd mem., 202 A.D. B93, 194 N.Y.8. 947 (App. Div. 1922), aff°d mem., 235 N.Y. 311,
139 N.E. 714 (1923). The Court noted that the First Amendment requires a showing of falsity or at least

recklessness before n court may constitutionally impose Hlahility on a newspaper for publishing a non-defamatory
nisstatement, '

7 Source: “What Standard of Care Should Govern the World’s Shortest Editorials? An Analysis of Bond Rating
Apency Liability”, Gregory Husisian 75 Cornell L. Rev. 411 (January, 1990).

® See, ez, Dun & Bradstreet, Inc. v. Greenmoss Builders, Inc., 472 11.5. 749 (1985). The Court found that,

because the speech was for a profit motive (speech which is less likely to be deterred by imposing ﬁability for libel),
there was less need fo fear the chilling effect on publication.
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constitute a reasonable and persuasive premise that such actions may effectively function as “calculated to
and does” (cause harm) in that (z) such practices enable defaulted creditors to fail in the enforcement of
the sovereign debt coniract by the defaulted isswer, whereby such issuer reaps significant economic. and
political benefits from its ability to retain access to global capital markets by virtue of an artificial
sovereign rating classification for which it has paid the rater a significant fee, and which rating does not
reflect material facts (e.g., existence of defaulted sovereign debt; discriminatory setflement; et.al.); (b) the
defaulted issuer (i.e., the gpovernment of China) and all present and future corporates subject fo the
jurisdiction of the defaulted sovereign issuer benefit significantly from the economic injury sustained by
the defaulted creditors’ inability to enforce the sovereipn debt contract in the face of an artificial
sovereign credif rating; and (c) that the three major NRSROs retain the ability to impose rating review
and maintenance fees on the defaulted sovereign issuer and corporates subject to its jurisdiction. Any
assertion(s) that the proper rating classifications presently exist are provably false by any reasonable
standard, including the undeniable existence of defaulted full faith and credit sovereign debt of the
Chinese Government under accepted conventions of international law, and which is excluded in the
present sovereign credit ratings assigned by the three major NRSROs to the government of China,

Tt becomes epparent that upon examination and consideration of the extant facts and circumstances, it is
1ot unreasonable to state that the practices of the three major NRSROs constitute a form of debt relief to
the government of China through aiding and abetting circumvention of the pre-existing sovereign debt
coniract, for which the Chinese government gratefully compensates the three major NRSROs for
excluding the “willingness to pay” metric from their respective soversign ratings. As an additional
incentive to assign an artificial sovereign benchmark, the three major NRSROs stand to reap potentially
very lucrative business revenue from rating the debt of emerging Chinese corporaie issuers, which are
empowered by an artificial benchmark to raise debt financing in the global capital marlets.

(3) A comprehensive examination of the relevant facts and circumstances in the immediate instance also
demonstrates beyond 2 teasonable doubt that the egregious conduct of the three major NRSROs in
developing and subsequently “publishing” the rating (e.g., having forekmowledge of the falsity of stating a
“default free” record; an awareness of the issuer’s continuing evasion of payment of full faith and credit
sovereign obligations in violation of accepted standards of international law; a partial settflement of the
issuer's defaulted sovereign debt which discriminated against U.S. creditors; and the economic harm
inflicted upon defaulted U.S. creditors through the action of a misleading and deceptive credit rating
which enables the defanlting issuer to circumvent payment to defaulted U.S. creditors) is willful and in
complete disregard of the extant facts which are manifest in the public domain. In the face of such willful
actions, the conduct of the three major NRSROs meets the accepted definition of a reckless standard of
care, depriving the three major NRSROs of the protection otherwise afforded by the First Amendment,

It is apparent that the temptation to assign and maintain an artificial sovereign benchmark in order to
acquire the prospect of additional ratings revenue from the “huge potential of China’s corporate bond
market”™ has prompted the three major NRSROs to “cross the line” and deviate from their established
credit rating procedures in pursuit of the significant business opportunity offered by the Chinese corporate
market and the fear of retaliation arising from assignment of a proper credit rating refiscting the extant

¥ See article entitled, “Huge Potential of China's Corporate Bond Market”. Consulate General of the People’s
Republic of China in New York. The article is accessible on the world wide web at the following URL:
Itip:/hwww.ryconsulate.prehina.orglenglew/t31429.hem. - See also, the analogous statement: “Senior investroent
‘bankers complain that, in private, Asian companies often put pressure on them to tame analysts with the veiled (or

explicif) threat to take their prized equity and mergers and acquisitions business elsewhere,” Financial Times
{Beptember 2, 2003).
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facts. The three major NRSROs have failed to duly consider contraindicative information made available
fhrough both explicit notification®™ as well as the extensive presence of relevant facts in the public
domain. Accordingly, each of the three major NRSROs had foreknowledge that the information
underpinning the Chinese government sovereign rating classifications which they disseminated was false
due to the omission of material facts and the resnltant rating classifications are the product of intentional
misapplication of internal procedures for developing a rating. Each of the three major NRSROs
subsequently issued, and continue to maintain, a sovereign credit rating classification which is
inconsistent with the extant circumstances with the knowledge that it was and remains false or with
reckless disrepard of whether it was and remasins false, Such practice equates with a reckless standard of
care, The existence of defaulted sovereign debt of the Chinese government under accepted conventions
of international law and the existence of a discriminatory settlement are provable facts which are
contraindicative of the present sovereign credit rating classifications assigned to the Chinese government
by each of the three major NRSROs as described according fo their own published criteria, definitions
and procedures (i.e., assertions by the three major NRSROs which are provably false). The foregoing
situation is indicative of either flawed systems for developing ratings or the intentional misapplication of
established procedures. Either explanation equates with a reckless standard of care. Thus, by their

respective actions, the three major NRSROs are denied protection otherwise afforded by the First
Atnendment.™

In light of the foregoing, we find it remarkable that the Commission apparently chooses to ignore the
omission or exclusion of extant and material facts with respect to (a) regisiration statements and offering
materials and (b) the development of rating classifications (e.g., empirically-evident deviation from
established mating procedures and intentional misrepresentation of sovereign default risk based upon
published definitions) which a reasonable observer would conclude collectively constitutes a reckless
standard of care as well as violations of the Advisers Act, which is within the SEC's enforcement
mandate. Apparently, judging from the response we received from the Division of Market Regulation,
the Commission considers such practices as unworthy even of investigation.

NRSROs Subject to Civil RICO Action
‘We note that the recurring pattern of deceitful and manipulaﬁvé practices as described herein and in the

complaint renders the three major NRSROs subject to enforcement and sanction pursuant to the
provisions of the Racketeer Influenced and Corrupt Organizations (“RICO™) Act.™ The practices of the

* Ses letter dated November 27, 2002 sent to the chief executive officers of each of the three major NRSROs,
describing the existence of defaulted filll faith and credit sovereign debt of the government of China,

! See the estsblished doctrine which holds that the First Amendment does not offord protection in circumstances
involving statements made with the knowledge that the statement was false or with reckless disregard for whether or
pot it was true. Hustler Magazine v. Falwell, 485 T.S. 46, 56, 99 L. Ed. 2d 41, 108 8. Ct. 876 (1988). Fora
discussion of related circumstances in which bond rating apencies may be held liable for erroneons statements, see,
E.g., St. Amant v. Thompson, 390 U.S. 727, 731 (1968). Agencies may be held liable in situations where the agency
enfertained serious doubts about the truth of its publication, See also, e.g., Gerrison v. Louisiana, 379 U.8. 64, 74

(1968). Agencies may be held liable in situations where the agency kmew that there was a “high degree of
awareness of the probable falsity” of its publication.

* 18 U.5.C. §1961-68. Secction 1964(c) of the Racketeer Influenced and Corrupt Organizations (“RICO") Act
allows civil claims to be brought by any person injured in their business or property by reason of 8 RICO viclation,
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three major NRSROs in the immediate instance in conjunction with their use of the mails and other means
of interstate commerce to disseminate various communications, if hield to constitute a reckless standard of
care, may also be demonstrated to have caused significant harm to defaulted creditors of the Government
of China with respect to their lawful attempts to enforce payment of a sovereign debt contract, thereby
exposing the three major NRSROs to civil RICO proceedings.

Tovestment Advisers Act Prohibits Registrants from Engnging in Certain Business Practices

Each of the three major NRSROs are registered under the Advisers Act. As registrants pursuant to the
Advisers Act, the three major NRSROs are be tequired to comply with the provisions of the Advisers Act
and are subject to regulation thereunder. We are particularly alarmed by the apparent unwillingness of
the Commission to enforce the provisions of the Advises Act in the immediate instance. Are we to
therefore understand that it is the SEC’s position that the three major NRSROs are not subject to the
Advisers Act under which each is registered? If we comectly understand the SEC's position in this
regard, we are confronted with concerns of an even greater magnitude then previously expressed. We
therefore reproduce herein an excerpt of our June 21, 2005 letter to Mr. David M. Walker, Comptroller
General of the United States, and request that the following information and specifications be

incorporated into the complaint filed with the Commission on behalf of the ABF and other defanlted
creditors of the Governiment of China.

[The fallowing section is an excerpt from our letter addressed to Mr. David M. Walker, Compiroller
General of the United Siates (June 21, 2005) wherein we describe the applicable pravisions of the
Advisers det in the immediate instance. Please nate that the sequence of page munbering and the
sequence of footnote numbering in the reproduced section will differ from ihat of the original leiter]

Dissemination of misleading, fiondulent or deceptive rating classifications derived through the misapplicaﬁun of
internal procedures, failure to apply an acceptable standard of care, or transgressions of speclﬁc provisions the
Advisers Act mny have acted to create, and continue to create, violations of the federal mail and wire frand statutes,
thereby creating civil liahility pursuant to the RICO Act. With respect to prohibition of fraudulent, deceitful and
manipulative practices, see applicable provisions of the Advisers Act which prohibit fraudulent, deceitful and
‘manipulative pm::t:u:es Defanlted U.S. creditors as a class bave suffered, and continue to suffer serious economic
harm from the actions of the three major NRSROs including the npplication of & reckless standard of care and
violations of the Advisers Act. With respect to establishing a pattern of fraudulent, deceitful and manipulative
practices in the immediate instance, see the letter dated Jume 21, 2005 addressed to Mr. David M. Walker,
Comptroller General of the United States {relevant sections reproduced herein),
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The complaint referenced herein has begun to attract the attention of numerous members of the United
States Congress, including the Chairman of the Joint Economic Comumittee, supra, and the Chairman of
the House Appropriations Committee, who have publicly called upon the SEC to investigate the

substance of the complaint (please refer to copies of additional conpressional letters enclosed with this
correspondence).”

Unfortunately, despite the emerging concern by the Congress over this matter, the SEC appears both to be
(1) avoiding confronting the issue and (2) avoiding acting upon the complaint. Apart from the lack of any
acknowledgement by the SEC reparding the filing of the complaint, additional concern as to the SEC’s
handling of the complaint is warranted as a result of certain staterments regarding the SEC’s position on
this matter as published in the June 7, 2005 edition of the Financial Times in an article entitled:

*SOVEREIGN CREDIT RATINGS
China’s pre-war bond default stirs US anger~

The text of the article includes the following statements:

1. “Although the SEC has yet to issue a formal response to the letters, it is examining whether any
Chinese government debt issues are registered with the regulator, which would give it] urisdiction”

2. “Peaple close to the SEC suggested the regulator had not yet reached any conclusions on the
matter. However, the SEC is usually relnctant to become involved in the work of credit rating agencies.
Tt doss not have a legislative mandate to police the agencies, but does grant them a status, kmown as
“nationally recognised statistical rating organisations”, that has entrenched the dominance of the thres
" main agencies: Fitch Ratings, Moody’s Investors Service and Standard and Poor's™ >

B See the comment by the Honorable Jim Saxton, Chairman of the Joint Economic Committee of the United States
Congress, “The [rating agencies] should reclassify the soverzign credit ratings of the People’s Republic of China [to
reflect this]”. “SOVEREIGN CREDIT RATINGS China's Pre-War Bond Default Stirs U.S. Anger”. Gillian Tett in

London, Richard Besles and Andrew Parker in New York, and Andrew Yeh in Beijing. Financial Times (Tuae 7,
2003).

M gep “SOVEREIGN CREDIT RATINGS China's Pre-War Bond Defanlt Stirs U.S. Anger™.  Gillian Tett in
London, Richard Beales and Andrew Parker in New York, and Andrew Yeh in Beijing. Financial Times (Tune 7,
2005), See also “People’s Republic Called to Account”. Gillian Tett, Richard Beales and Andrew Yeh Financial
Times (Tune 7, 2005). Copy of articles enclosed with this correspondence.

% Qee also in the same arficle, the revealing statement: *Brian Coulton, senior director at Fitch, said ‘[These
complaints] are not something we tnke any account of in our rating of the PRC™. Such a statement would appear to

suggest an attitude on the part of at least one rating sgency that they do ot allow inconvenient facts to interfere with
a predisposition to assign a specific rating classification.
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Such statements would appear to indicate that the SEC may be adopting a lax enforcement posture with
respect to (1) its responsibility and authority to regulate the NRSROs under the Investment Advisers Act
of 1940, infig, and (2) its responsibility and authority to mandate adequate disclosure in registration
statements and offering documents filed with the SEC (e.g., the supplement to the prospectus filed with
the SEC on Qctober 22, 2003 pertaining to the offering by the People’s Republic of China of U.S. 1

billion in notes due 2013, which fails to chscluse the existence of defanlted full faith and credit sovereign
obligations of the Chinese government).*®

As hoth yourself and members of the Congress are undoubtedly aware, this is not the first instance of the
SEC failing to take action on related issues with the subsequent result of extremely unfortunate (i.e.,
catastrophic) consequences to the investing public. On January 8, 2003 Mr. B, Riney Green, Esq. of the
law firm of Stites & Harbison PLLC notified the SEC Chairman in writing of specific concemns pertaining
to (1) misleading Chinese government economic data, 7)) polmcal instability of the Chinese government,
and (3) risk of debt repudiation by Chinese securities issuers.”’ On January 21, 2003 the SEC Division of
Carporation Finance issued a three-senténce acknowledgement of receipt of the comrespondence with no
further response received to date from the SEC. 1t is interesting to note that less than twelve months after
the date of Mr. Green’s letter to the SEC Chairman, China Life Insurance Company engaged in a $3.46
billion initial public offering of shares, including offering to investors within the United States. Just one
month after this offering, a class action oivil suit was filed on behalf of participating investors seeking to

TEcover damages resulting from an alleged $652 million “massive ﬁnanclal fravd” pempetrated by the
company.” :

From an analysis of the preceding events, and in particular the circumstances which are the subject of this
letter, it is obviously and demonstrably not in the public interest for the SEC to maintain a lax
enforcement policy and continue to evade its legal authority with respect to enforcing adequate disclosure
standards and enforcing regulation of the NRSROs in compliance with existing law. The designation of
NRSRO status upon an applicant conveys a high degree of responsibility to the investing public and
merits a level of diligence upon which the public-at-large may depend in confidence. The apparently

* gee October 22, 2003 supplemeant to the prospectus dated October 16, 2003 filed with the United States Securities
and Exchange Commission pursmant to Rule 424(b)(5). Registration No, 333-108727. The supplement to the
prospectus may be accessed on  the  world  wide web at  the following URL:
htip:/fwww.sec.gov/drehivesiedgar/data/909321/0001 14554903001 347/u98681pled24b5.him

37 gge letter addressed to the Honorable Harvey L. Pitt, Chairmen and Mr. Alan L. Beller, Director, Corpomte
Finance Division, Securities and BExchange Commission dated Janvary B, 2003, wherein Mr. B. Riney Green, Esq,
articulated numerous concerns pertaining to inadeguate disclosure in registration statements and offering documents
utilized in the offer and sale of Chinese corporate and povernment securities in the United States. Copy of lstier

enclosed with this correspondence. See also the SEC's response to this letter, dated January 21, 2003. Copy of
letter of response enclosed with this correspondence,

* Qee untitled news item published in the Wall Street Jowrnal (March 18, 2004). See elso “As Investors Rush into
China, Cautionary Tales Start to Pile Up”. Peter Wonacott. Wall Street Journal (May 17, 2004).
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intentional failure to recognize the existence of a series of full faith and credit sovereign obligations
remaining in a state of default while the successor government evades payment in violation of
international law represents an egregious breach of the public trust and failure of fiduciary duty by
Standard and Poor’s, Fitch Ratings and Moody's Investors Service. The willfil omission of such a

material fact also reveals a practice of aiding and abetting the circumvention of an outstanding default by
-the Chinese government,

Hach of the three most prominent NRSROs (Siandard and Poor’s, Fitch Ratings and Moocdy's Investors
Service) are registered as investment advisers pursuant to the Investment Advisers Act of 1940 (the
“Advisers Act™.”® As registered investment advisers, the rating activities and professional conduct of
these three NRSROs are subject to SEC review and sanctions.® The business activities of the three

named NRSROs, supra, certainly exert a significant and profound effect on the finaneial markets through
the issuance of their rating opinions.

The language of Rule 102(a)(4)-1 Unethical Business Practices of Investment Advisers states:

“A person who is an investment adviser or a federal covered adviser is a fiduciary and has a duty
to act primarily for the benefit of its clients. The provisions of this subsection apply to federal
covered advisers to the extent that the conduct alleped is faudulent, deceptive, or as otherwise
permitted by the National Securities Markets Improvement Act of 1996 (Pub. L. No, 104-290).
‘While the exient and nature of this duty varies according to the nature of the relationship between
an investment adviser ond its clients and the circurnstances of each case, an investment adviser ar
a federal covered adviser shall not engage in unethical business practices, including the following:

... 20. Engaging in any act, practice, or course of business which is fraudulent, deceptive, or
manipulative in confrary to. the provisions of section 206 (4) of the Investment Advisers Act of
1940, notwithstanding the fact that such investment adviser is not registered or required to be
Tegistered under section 203 of the Investment Advisers Act of 1940™."

The langnage of Section 206 Prohibited Transactions by Investment Advisers states:

“Section 206. It shall be unlawful for any investment adviser, by use of the mails or any means or
instrumentality of interstnte commerce, directly or indirectly:

(1) To employ any device, scheme, or artifice to defraud any client or prospective client;

* Investment Advisers Act of 1940 as amended. August 22, 1940. 54 Stat. B47, 15 U.S. Code §B0b-1 - 80b-21, as
amended.

* SQee puge 34, "Rating Agencies: Js There a Conflict Issne?”. Roy C. Smith and Ingo Walter. New York
University (February 18, 2001).

3 Adopted April 27, 1997; amended April 18, 2004.
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(2) To engage in any transaction, practice, or course of business which operates as a fraud or
deceit upon any client or prospective clisnt;

.. (4) To engage in any act, practice, or course of business which is frandulent, deceptive, or
manipulative. The Commission shall, for the purposes of this paragraph (4) by rules and
regulations defing, and prescribe means reasonsbly designed io prevent, such acts, practices, and
courses of business as are fraudulent, deceptive, or manipulative™?

The langusge of Section 209 Enforcement of Title states:

“Section 205. (a) Whenever it shall appear to the Comumission, either upon complaint or
otherwise, that the provisions of this title or of any ruls or regulation prescribed under the
anthority thereof, have been or are about to be violated by any person, it may in its discretion
Tequire, and in any event shall permit, such person fo file with it a statement in writing, under oath
or otherwise, as to all the facts and circumstances relevant to such violation, and may otherwise |
investipate all such fhets and eircumstances.

.. (e} (2) {C) () Such viclation directly or md.uectly resulted in substantial losses or created a
s:gmﬁcant tisk of substantial losses to other persons™.

The willful exclusion or omission from consideration of the existence of a defaulted series of full faith
and credit sovereign abligations and the attendant effect of such defanlted obligations on the “willingness
to pay” mefric implicit in the presently assigned sovereign credif ratings of the People’s Republic of
China is also inconsistent with the Commission’s proposed definition of the term “NRSRO” as an entity
that, inter alia, “uses systematic procedures designed to ensure credible and reliable ratings ...”". Such
willful disregard or exclusion of a material fact in determining a rating classification for an issuer who is
in default may also be considered as “reckless” and constitfute a breach of fiduciary duty to...clients..
This is particularly the case given consideration of the fact that the three major NRSROs referenced
herein were specifically notified in writing of the existence of the defaulted full faith and credit sovereign
obligations of the government of China in 2002, and have avmded any inclusion of this fact into their
present rating classifications assigned to the povernment of China.**

The foregoing provisions of the Advisers Act must be held by the SEC to apply to the firms designated as
NRSROs, supra, not only because each NRSRO is a registered investment adviser pursuant to the
Advisers Act and therefore subject to the regulations prescribed under the Advisers Act, but also in light
of the very high degree of reliance by the public-at-large upon their assigned ratings classifications and
the resultant exiraordinary influence upon capital markets decisions and transactions exercised by these

* Tnvestment Advisers Act of 1940. Section 206,

¥ Investment Advisers Act of 1940. Section 208.

3 geg letier dated November 27, 2002 addressed to Mr. Clifford L. Alexander, Chaitman and Mr. John Rutherfind
Ir., President and Chief Executive Officer, Moody's Corporation, describing the existence of a defaulted series of

full faith and credit sovereign obligations of the Chinese povernment. Copy of letter enclosed with this
correspondence.
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three firms due to their unique NRSRO designation. To exempt the NRSROs from the provisions of the
Advisers Act under which they are registered would defeat the purpose of the Advisers Act as a
mechanism for protecting the public-at-large, including potentially negative effects resulting as a

consequence of actnal as well as potential undisclosed conflicts of interest to which the NRSROs are
vulnerable.

One of the more pervasive examples of such vulnerability to conflicts of interest in the immedinte
instance, in which a definite potential exists for a very serious conflict of interest involving the
supposedly “objective” assessment of the sovereign credit rating of the People’s Republic of China, is the
acquisition of significant business opportunity resulting from providing rating services to carporate

issuers and government-owned enterprises. Such potential is extremely significant with respect to both
_ the Chinese market and the Asian reg;ion.“

3 See the statement: “As we testified at the hearings held Inst year by the Commission on issues relating to credit
tating agencies, institutional investors are substantial users of information from credit rating agencies and the credit
rntings published by rating agencies play a key role in their investment decisions, It is therefore essential that the
quality and integrity of these ratings are maintained”. Sowce: Investment Company Tnstitute. Letter addressed to
Mr. Jonathan G, Katz, Secretary, Securities and Exchange Commission (July 28, 2003). See also the statement; “It
is our view that maintaining the integrity and quality of the credit ratings is essential to investor confidence and to
the proper functioning of our capital markets”. Sowrce: Investment Company Institute. Statement before the SEC
Hearings on Issues Related to Credit Rating Agencies (November 21, 2002).

3% See the following statement for a recent example of how the prospect of future government and corporate business
may influence sovereign ratings: “In early 2000 conboversy erupted over the major rating agencies’ respective
assessment of Mexico’s economic prospects. It was alleged that the respective competitive positions of S&P and
Moady's in the Mexican ratings husiness could perhaps explain their very different assessments of the country's
debt service prospects. Moody’s had put the couniry’s long-term foreign currency debt under review for a possible
upgrade fiom juok to investment grade stafus, citing Mexico’s improving debt service burden and reflecting
analysts’ perceptions of reduced dsk, Standard and Poor's aied Mexico’s long-term foreign currency debt as non-
investment grade, one notch helow Moady’s, and indicated that it would not be considering an upgrade until after
the Presidential elections in July 2000, Mexican presidentinl elections have frequently coincided with substantial
economic and financial turmoil and policy changes. Moody’s announcement was widely praised by the Mexican
government and sparked a rally in local bond and equity markets, bolstering Moody’s chances of winning mandates
for a long queue of government entities and corporates planning to issue bonds in the ensuing months, Moody’s
donied that its aggressive selling effort bad anything to do with the unexpected upgrade six months before the
Presidential election, citing the primacy of reputation and credibility as the firm’s key selling taol (see “Moody’s,
S&P Are at Odds Over Future of Mexico™. Jonathan Friedland and Pamela Druckerman, Wall Street Jowrnal
(February 7, 2000). Somes observers noted that in the presidential elections six years earlier, in 1994, it was S&P
that was bullish on the country snd Moody’s was more cautious, coinciding at that time with a strong marketing
effort in the country by S&P.” See also the statement “The rating agenciez have not been alone in feeling the
pressure of governments in response to their assessments. In February 1999 Goldman Sachs analysis targeted the
financial condition of Thailand's Jargest bank, Bangkok Baok, as a potential threat to the country’s financial
stability, driving down the price of its shares. The Thai Ministry of Finance immediately chastised Goldman Sachs
and implicitly threatened to withdraw government business, which in turn was coupled to the threat of lost private-
sector husiness fom companies hesitent to incur the disfavor of the Ministty of Finaoce.” Source: ‘Rating
Apencies: Is There an Apgency Iszue?’. Roy C. Smith and Ingo Walter. New York University (Febroary 18, 2001).
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The ability of the NRSROs to realize this potential business opportunity may reasonably be expected to
be greatly diminished in the event that the NRSROs were to actually perform an objective evaluation of
China’s sovereign rating, which would therefore include the “willingness to pay” metric as evidenced by
the existence of the defaulted series of full faith and credit sovereign oblipations of the Chinese
government, which have been neither settled nor discharged, and therefore remain in a state of default.®’
The implied potential for a serions conflict of interest resuliing from the prospect of future business
remains undisclosed to the public-at-large and represents an egregious risk to investors who rely solely
upon the NRSRO ratings classifications when determining the risk of investing in sovereign obligations
of the Chinese government and who have no prior knowledge of the existence of a defauited series of

ubligatiﬁns which have been neither settled nor discharged, and which fact is not reflected in the present
ratings.

In addition to obtaining regulatory jurisdiction over the activities of the NRSROs by virtue of the explicit.
language of the Advisers Act, supra, the SEC also obtains jurisdiction over the related issue of inadequate

1 See the statement: “Tn the same vein, commentatoss noted that Morgan Stanley had been dismissed in 1997 as
financial adviser to Shandong International Power Developmient in China after publishing a nepative research report
nnd that retribution in the case of unfavorable resenrch wes hardly unusual im Asia, where links between
government, private companies and powerful families are much closer than in some other parts of the world.”
Source: “Investment Banks Must Snothe Asian Sensibilifes”, Mark Landler. New York Times (March 12, 1999), as

cited in: “Rating Agencies: Is There an Apency Issue?”. Roy C. Smith and Ingo Walter. New York University
{February 18, 2001).

* See the statement: “All ratings agencies agres that a debtor is in default when it either misses z payment beyond a
grace period or secks to renepotiate the loan — anything, says 8&P's Marie Cavanangh, that is not “timely service
of debt according to the terms of issue” (emphasis added). Source: “The Ratings Game"”. Martin Mayer. The
Intermational Economy (Tuly 1999). Thus, from ao exnmiontion of the facts io the immediate instance, it would
appear that Standard and Poor’s is engaged in altering adherence to its own internal procedures on a selective basis
in order to accommodate the atirinment of a predefined outcome and thereby avoid an inconvenient fact (e.g., the
willful omission of the existence of a defaulted series of full faith and credit sovereipn oblipations of the government
of Chipa in its sovereign ratings classification assigned to China). See also the following statements: “WNRSROs
should be legally accountable for their ratings”. Source: Investment Company Institute. Statement before the SEC
Hearings oo Issues Relating to Credit Reting Agencies (November 21, 2002). “As registered inyvestment advisers,
the current NRSROs have a legal obligation to avoid conflicts of interest or disclose them fully to subscribers.
Reliance by credit rating agencies on issuer fees could lead to a conflict of interest and the potental for rating
inflation”, Source; *“Rating Apencies and the Tfss of Credit Ratings Under the Federal Securities Laws”, U.S,
Securiies and BExchange Commission (2003). - “Given the steps the SEC has taken to improve levels of
independence for accounting firms and equity analysts, similar action should be required to restore the credibility of

and confidence in the rating system"”. Source: “Is the SEC Going Soft on Credit Rating Agencies?” Kreag Danvers
and B. Anthony Billings. T/e CPA Journal (May, 2004),



United States Securities and Exchange Commission

September 21, 2005 '

Pape Sixteen ‘

[Reproduction of Junz 21, 2005 Letier to Mr. David M. Walker, Comptroller Gengral gf the United States]

disclosure on the basis of the People’s Republic of China having filed a statement as a 424(b)(5)
registrant with the Commission pertaining fo China’s global sovereipn bond offering in the month and
year of October, 2003 which received an investment grade rating from the three named NRSROs, supra,

and which filing contains no mention of the existence of defaulted full faith and credit sovereign
ohligations of the Chinese government™

‘We are concerned that the lack of acknowledgement by the SEC of the complaint referenced herein, in
conjunction with the remarks published in the June 7, 2005 Financial Times article and the SEC's prior
response to the concems raised in the January 8, 2003 Stites & Harbison letter to the SEC Chairman, may
constitute the precursor of an attempt by the SEC to evade jurisdiction or regulatory enforcement action
with respect to the willful omission by Standard and Poor’s, Fitch Ratings and Moody’s Investors Service
of a material fact which acts to significantly affect the risk profile of securities of the associated issuer
(i.e., the existence of a defaulted series of full faith and credit sovereign obligations of the Chinese
Government and the fmplicit “willingness to pay” metric) and also serves to aid and abet the

circumvention of the defanlted obligations by the issuer (i.e., the government of China as well as Chinese
corporate issuers subject to the sovereign benchmarl).*

In light of the circumstances described herein including recognition of the undue influence exerted by
NRSROs and the extent of reliance by market participants on the NRSRO rating classifications, including
the prave danger posed by any failure to fully investigate the reason for inappropriate and misleading
sovereign ratings presently assigned to the Chinese government, we are compelled to bring this matter o
your attention in the expectation of further investigation from the office of the GAO.

3 See prospectus supplement dated October 22, 2003 filed with the United States Secusities and Exchange
Commission. ' '

" See the statement: “At a hearing today on *Examining the Role of Credit Rating Agencies in the Capital Markets',
AFP President Jim Kaitz called on Congress *To hold the SEC accountzble by demanding immediate action on the
issues’, including questions about the credibility and religbility of credit ratings and conflicts of interest and abusive
practices in the rating process”, Source: Testimony before the Senate Committee on Banking, Housing and Urban
Affairs, Associntion for Finance Professionals (February 8, 2005). See also the statement: “These {ssues are far too
important for the SEC to remain silent while the world waits for it to act”. Source: Testimony before the Senate
Commitize on Banking, Housing and Urben Affairs, Association for Finance Professionals (February 8, 2005). See
also the statementt “The SEC has failed to exercise any meaningfil oversight of the recognized credit rating
apencies to ensure that they continue to merit recognition”. Saource: Testimony before the Senate Commitiee on
Banking, Housing and Urban Affairs. Association for Finance Professiopals (February 8, 2005). See elso the
statement: “If the SEC does not act immediately to aggressively address concerns that have been raised at this
hearing, we urpe members of this commitiee to oct to restore investor confidence in the credit ratings process”.

Source: Testimony before the Senate Committee on Banking, Housing and Urban Affairs. Associsfion for Finance
Professionals (February B, 2003).
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Attachment:

Copy of letter dated November 27, 2002 addressed to Mr. Clifford L. Alexander, Chairman and Mr. John
Rutherfund Jr., President and Chief Executive Officer, Moody’s Corporation, describing the existence of
a defaulied series of full faith and eredit sovereign obligations of the Chinese povernment.”

(End of excerpt)

[Letier of September 21, 2003 continues on following page]

4L My, Clifford Alexander served as a Director of WorldCom Corporation. It is therefore revealing to note the
following statemeant: “Finally, the tone set at the top of the rating organizations alarms many observers. Consider
Moody's chairman Clifford Alexander, who was & board member of WorldCom and resigned oaly one year before
the firm became the larpest bankmptcy in T.8. history. It is interesting that Alexander believes this relationship did
not compromise Moody's ratings of WorldCom's debt instruments, notwithstanding that Moody's did not
downgrade WorldCom's debt to subinvestment grade until shorily before its collapse™. Source: “Is the SEC Gaing
Soft on Credit Rating Agencies?” Kreag Danvers and B. Anthony Billings, The CP4 Journal (May 2004), See also
the statement: “Credit rating firms are partly blamed in the major corporate failures for their lack of diligence in
identifying credit problems. Indeed, Standard and Poor's (S&P) and Moody’s did not reduce Enron’s credit ratings
from investment grade to junk level until four days before Enron's doors shut”. Source: “Is the SEC Going Soft on
Credit Rating Apgencies?” Kreag Danvers and B. Anthony Billings. The CPA Journzl (May 2004).



United States Securities and Exchange Commission
September 21, 2005

Page Eighteen

We have previously noted that in the event a recurring pattern of reckless, deceitful and manipulative
practices may be proven to exist, such pattern of conduct renders the three major NRSROs subject to
enforcement and sanction pursuant to the provisions of the Rackeieer Influenced and Corrupt
Organizations (“RICO"™) Act.”* The practices of the three major NRSROs in the fimmediate instance, if
held to constitute a reckdess standard of care, may also be demonstrated to have caused significant harm to
defaulted creditors of the Government of China, thereby exposing the three major NRSROs 1o eivil RICO
proceedings. In addition to requesting an investigation by the Commission into the concerns expressed
herein and in the complaint, in conjunction with an eppropriate enforcement response, we believe that it is
appropriate at this time to refer the matter for review for a possible civil RICO tort class action.

Existence of Undisclosed Conflicts of Interest

Numerous experts have testified publicly attesting to the vulnerability of the business model employed by
the three major NRSROs to the effects of conflicts of interest. In the immediate instance, the significant
influence exerted by the promise of China’s emerging corporate bond issuance activity and the
commensurate potential for improperly affecting development of rating classifications camnot be
overstated, The potential for improper development of rating classifications is magnified by the prospect
of initial public offerings of shares by China’s largest banks which are expected to occur in the fourth
quarter of 2005 and during 2006. The importance of the sovereign benchmark to the ratings industry
revenue model and the three major NRSROs* dependency on issuer fees create an implied motivation to
enable an increasing quantity of corporate entrants into the bond market and may reasonably be expected
to tesult in artificially inflated credit ratings to facilitate revenue growth (i.e., the “sovereign ceiling”
aspect discussed previously).” Compounding this aspect is the fact that China’s largest banks are
sovereign-supporied entities, as well as subject to the sovereign benchmark with respect to their
individual credit ratings. When confronted by such motivations, concerns regarding the existence and
effects of potential and undisclosed conflicts of interest can be neither overstated nor easily di smissed.*

# 18 U.S.C. §1961-68. Section 1964(c) of ths Racketeer Influenced end Corrupt Organizations (“RICO"} Act
ailows civil claims to be brought by any person injured in their business or property by reason of a RICO violation,
Dissemination of misleading, fraudulent or deceptive rating classifications dedved through the misapplication of
internal procedures, failure to apply an acceptable standard of core, or transgressions of specific provisions the
Advisers Act may have acied to create, and coatinue to create, violations of the federal mail and wire fraud statutes,
thereby creating civil liability pursuant to RICO. With respect to prohibition of faudulent, deceitful and
manipulative practices, see opplicable provisions of the Advisers Act which prohibit fraudulent, deceitful and
manipulative practices. Defaulted U.S. creditors as a class have suffered, and continue to suffer serious economic

harm from the actions of the three major NRSROs including the application of a reckiess standard of care and
violations of the Advisers Act, '

 Qee the statement: “An investment grade credit rating has become an sbsolute necessity for nny company that
wants to tap the resources of the capitzl markets..., The government, through hundreds of laws and regulations,
Tequires ratings, Corporate bonds...must be rated if they are to be considered appropriate investments for
institntional investors™. Source: Rating the Raoters: Enron and the Credit Rating Agencies, Hearing before the

Scnate Comumittee on Governmental Affairs (107" Copgress, 2002). Statement of Sen. Joseph Liebermen,
Chairman,

# The three major NRSROs generally acknowledge that they correlate their ratings of China's banks to the
sovereign debt ratings of the government’s bonds. For a comparative perspective which provides the basis for
thoughtful consideration of the existence of potential conflicts in the immediate instance, see the revealing comment
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The existence of undisciosed conflicts of interest is the only rational explanation for why each of the three
major NRSROs have assigned and continue to maintain investment grade rating classifications for a
sovereign issuer which refuses to honor its defanlted sovereign debt in violation of international law. In
seeking to validate an explanation to account for this apparent paradox, we again teke notice of the
revenue model employed by the three major NRSROs, whereby the majority of revenue is derived from
fees paid by issuers in exchange for the assignment of a credit rating.

From even a cursory examination of the revenue model, it becomes reasonably evident that a strong
motivation exists on the part of the three major NRSROs fo assign an artificial sovereign benchmark in an
attempt to maximize revenue. In the immediate instance, it becomes evident that a failure to conform to
the expectations of the rated sovereign issuer as well to create an environment conducive to expanded
debt issuance by corporates subject to the sovereign’s jurisdiction, may reasonably be expected to result
in retaliation, loss or decline of the NRSRO's ratings franchise and a commensurate loss of poiential
revenue opportunity for the NRSRO.

We note that such conflicts of interest are endemic to the business practices enpaged in by the three major
NRSROs and are in fact predictive of the present sitvation, which suggests that undisclosed conflicts of
interest account for the most likely explanation for the present sovereign credit rating classifications
assigned to the Chinese government by the three major NRSROs. To the extent that such conflicts are

admitted to by the three major NRSROs and have therefore been disclosed, we question the adequacy of
such disclosure. '

Please note that we do not intend to suppest that the SEC attempt to compel the NRSROs to revise their
rating classifications as suggested by Mr. Macehiaroli in his letter,”” On behalf of defaulted creditars of
the Government of China including United States citizens affiliated as the American Bondholders
Foundation, we seek to amend the complaint to incorporate each of the specifications and allegations
contained herein, including the addition of the specification of undisclosed conflicts of interest in
violation of the Advisers Act, and respectfully reiterate our request that, rather than ignoring the extant
facts in the immediate instance, the SEC conduct an investipation into the matter in order to determine (a)
whether an appropriate standard of care has been applied in developing and disseminating the rating
classifications in the immediate instance (including whether an arbitrary or selective application of
established procedures or standards for developing a credit rating classification may in fact account for
the present rating classifications); and (b) whether violations of specific provisions of the Advisers Act

by Indiana University’s Dr. Scott Kennedy, who specializes in China's political econemy: “E you have any
credihility, you would probably be rating everything junk in China.” See also the statement: “China doesnu’t adhere
to international accounting standards. To mnke matters worse, the government issues misleading statistics.” Wall
Street Journal (January 5, 2004), Please note that it hag recently come to our attention that certain Chinese state-
owned banks are alleged to have engaped in business relations or transactions with the government of North Korea
and ifs state-sponsored enterprises. ‘We are concerned nbout the possible implications arising from such allegations,
pending investigation, and the effect such practices, if proven to exdist, would have on any public offerings of shares

in the T.S. capital markets by potential issuers who have engaged in transactions which are prohibited by entities
subject to U.8. jurisdiction.

4% We refer to the following statement: “The Commission does not have the authority, however, to require an

NRSRO to revise a debt rating classification”. Letter authored by Mr. Michael Macchiaroli, Associate Director,
SEC Division of Market Regulation (August 19, 2003),
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may have oceurred and may possibly be continuing to occur with respect to the issues presented herein,
including the existence of undisclosed conflicts of interest. Such issues are within the jurisdiction and
enforcement mandate of the Commission.”® An investipation is particularly warranted since numerous

- institutional investors codify reliance on credit tating classifications developed by the three major
NRSROs into their official investment policies.”

Sincerely,

y 7229

Kevin O’Brien
President
EOjwe

Attachments in Sequence:

1. Copy of article published in the Foreign Policy News section of The Hill — T, he Newspaper for
and abaut the U.S. Congress entitled, “China’s Unfair Advantage: How China’s Artificial Cradit

Rating Hurts U.8. Manufacturers — Improper Sovereign Benchmark Gives Chinese Compaunies
Cheap Access to Foreign Capital”,

2. Copy of article published in the Financial Times entitled, “Rush of Chinese IPOs Poses Threat to
U.s. In_vestors".

ce: In re Legislutive Affairs:
Members of the 109th United States Congress

Honorable Richard D’ Amate, Chairman
United States-China Economic and Security Review Commission

In re Federal and State Regulatory Enforcenent:

Mr. David M. Walker, Comptroiler General of the United States
Government Accountability Office

Mr. Walter Stachnik, Inspector General
United States Securities and Exchange Commission Office of the Inspector General

5 See, e.g., the statement, “Therefore, NRSRO designation is a component of securities law and should be analyzed

in that context” Source: “Private Ordering of Public Markets: The Rating Agency Paradox”. Steven L. Schwarcz.
U. I L. Rev. 1 (2002). ;

%7 See, e.n, City of Seattle Investment Policy, which mandates investment portfolio allocations based upon credit
tating issued by at least two NRSROs.
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Honorable Michael Garcia, United States Attorney for the Southern District of New York
United States Attorney’s Office for the Southern District of New York

Honorable Eliot Spitzer, Attorney General for the State of New York
New York State Department of Law, Office of the Attorney General
(Internal Reference No.: 05/001211)

Honorable Robert M. Morgerithau, Bsq.
District Attorney for New York County

In re Inter-Creditor Proceedings:

Mr. Michael] Straus, Esq.
Straus & Boies, LLP

In re Civil RICO Tort Class Action:

Request for Review re Tort Claim Analysis / PSLRA:
Mr. David N. Kelley, Esq.
Cahill Gordon & Reindel, LLP

Mr. Patrick J. Coughlin, Esqg.
Lerach Coughlin Stoia Geller Rudman & Robbins, LLp*

Request for Review re Civil RICO Claim Analysis:
Mz, Jeffrey E. Grell, Adjunct Professor of Law
The University of Minnesota Law School

Request for Review re First Amendment dnalysis:
Mr. Jerome A, Barron, Harold H, Greene Professor of Law
The George Washington University Law School

Request for Review re Class Action Analysis:
Robert H. Klonoff, Professor of Law
Kansas City School of Law, University of Missouri

In re Defaulted American Creditors:

M. John Petty, President
Foreign Bondholders Protective Coungil, Inc.

Ws. Jonna Z. Bianco, President
American Bondholders Foundation

* Under separate cover, inquiring as regards the possibility of prosecuting a private tort class action claim, ond
query regarding the applicability of SEC Rule 10b and 10b(3} in the immediate instance.
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Mr. B. Riney Green, Esq.
Stites & Harbison, PLLC

In re News Media:

Ms. Gillian Tett, Capital Markets Editor
Financial Times
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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20548

O1VISION OF
MARKET REGULATION

QOctober 11, 2005

Mr, Kevin O’Brien

Sovereign Advisers

4901 E. Sunrise Drive, Suite 711
Tucson, Arizona 85718

Dear Mr. O°Brien:

The Commission staff received your letter, dated September 21, 2003, to
Chairman Cox, Commissioner Nazareth and Michael Macchiaroli, Associate Director, in
which you raise questions with respect to our letter dated August 19, 2005,

The staff has carefully considered the arguments made in your most recent letter;
however, we have not altered our position as articulated in our previous response.

Sincerely,

Robert L.D. Coilé/

Deputy Director
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EAr

Sovereign Advisers®
Specialists in Risk Metrics Anaiyfiics

4901 E. Sunrise Drive » Suite 711
Tucson « Arizona - 85718

Tel {(USA): 520.327.2482 « Fax: 520,322.9850
Emazll: Info@sov-advisars.com
Webslte: hitp://www.sov-advisers.com

October 11, 2005

Mr. Walter Stachnik, Inspector General
Office of the Inspector General

United States Securities and Exchange Commission
100 F Street, N.E.
Washington, D.C. 20549-1107

Re: Failure by the U.S. Securities and Exchange Commission to Enforce the Federal
Securities Laws in the Following Matter:

On Behalf of Defaulted Creditors of the Government of China:
COMPLAINT

Misleading Sovereisn Credit Ratings and Inadequate Disclosure Pertaining io the
Offer. Sale and Trading of Debt Securifies of the People’s Republic of China:
Deceptive Practices and Viclations of Tnternational Law.

Dear Mr. Stachnile

We write on behalf of the American Bondholders Foundation (the “ABF") and the affiliated U.S.
bondholders holding defaulted full faith and credit sovereign obligations of the Chinese
Government. The ABF is the incorporated organization representing aver five thousand U.S.
citizens who are holders of full faith and credit sovereign obligations of the Government of
China, on which that government has defaulted and continues to evade payment in violation of
accepted conventions of international law.! The bondholders have suffered both selective default
and discriminatory settlement by the actions of the Chinese Government, and continue to suffer
economic injury in their attempt to recover payment on the defaulted obligations of the Chinese.
Govermment as a result of the willful and tortious actions of the three major international credit
rating agencies (i.e., the Standard and Poor’s Division of the McGraw Hill Companies, Inc.,
Moody's Investors Service, and Fitch, Inc.), designated by the U.S. Securities and Exchange
Commission (the “Commission”) as nationally recopnized statistical rating organizations
(referred to collectively herein as the “three major NRSROs"), which have acted in blatant
disregard of the extant facts and have assigned and continue to maintain investment-grade credit
ratings for the sovereipn debt of the Government of China in a manner which constitutes
fraudulent, deceitful, and manipulative business practices, and which rating classifications do not
conform to the respective agencies’ established criteria for developing a rating,

! See the complete set of memorandums prepared by the law firm of Stites & Harbison PLLC, describing
the legal authority for defauited U.S. creditors’ claims and affirming U.S. creditors' claims under
established conventions of international law (copies attached).
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Recently, members of the United States Congress have requested the Commission to investigate a
complaint” filed by our firm on behalf of the ABF against the three major NRSROs regarding
their misleading, deceptive, manipulative and deceitful practice of maintaining investment-grade
sovereign credit ratings for the Government of China in the face of the existence of outstanding
defaulted sovereign debt of the Chinese Government.® The U.S. Congress has become involved
in the tesolution of this matter as a result of testimony presented at hearings conducted by both
the House International Relations Committee and the World Bask! In responding to the
Congress, the Commission has adopted the position that the three major NRSROs are not subject
to regulation under the federal securities laws, and that the Commission has no express statutory
authority to impose sanctions on the agencies.®

When we first became aware of the existence of defaulted sovereign debt of the Chinese
Government, we were astonished to discover that the Government of China enjoys an investment-
grade foreign currency credit rating assigned by the three major NRSROs, despite the fact that
1J.8. creditors continue to be victims of both selective default and discriminatory settlement

even thourh U.S. creditors are ranked pari passu with UK. creditors who were offered settlement
of their defanlted claims in 1987. :

We subsequeritly undertoolc extensive research to determine the complete fact pattern involving
the existence of the defaulted sovereign debt of the Chinese Government. We shared our findings
with the ABF president, who subsequently apprised the chief executive officers of the three major
NRSROs of the existence of defeulted sovereign debt of the Government of China in a letter
dated Navember 27, 2002. No response or acknowledgement to this letter has yet been received
by the ABF from the three major NRSROs. We subsequently discovered that each of the three
major NRSROs is registered with the Commission as a “Registered Investment Adviser” pursuant

? See complaint dated March 31, 2005 filed with the Division of Market Regulation of the United States
Securities and Exchange Commission on bebalf of defaulted creditors of the Government of China (copy
attnched), and subsequently amended and enlarged through incorporation by reference to include the
additional specifications described in the letter dated June 21, 2003 addressed to Mr. David M. ‘Waller,
Comptroller General of the Uniled States (copy attached), and the additional specifications, including
undisclosed conflicts of interest described in the letter dated Septernber 21, 2005 addressed to the
Honarable Christopher Cox, Chairman, the Honorable Annette Nazareth, Commissioner, and Mr, Michael
Macchinroli, Associate Director, Division of Market Regulation, United States Securities and Exchange
Commission {copy attached), and the additional specifications described in this letter, collectively referred
to herein as “the carnplaint” or “the complaint {as amended)”,

3 See varions letters addressed to the former Chairmuan of the Commission by members of the 105" United
States Congress including the Honorable Tim Saxton, Chairman of the Joint Economic Committee and the
Honorable Jerry Lewis, Chairman of the House Appropriations Committee, requesting the Commission to
conduct an investigation into the matter described in the complaint (copies attached).

% See transcript of testimony presented to the World Bank on September 23, 2005 {copy attached). A
transcript of testimony presented to the House International Relations Committee on October 21, 2003 is
accessible on the world wide web at the following URL:

bt/ globalsecuritieswatch.org

5 See memorandum dated July 28, 2005 which sets forth the Commission's position on the matier {copy
attached).
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to the Investment Advisers Act of 1940 (the “Advisers Act”), and each of the three major
NRSROs is therefore subject to compliance with, and regulation under, the provisions of the
Advisers Act® “We also discovered that the three major NRSROs have enpaped in wrongful
actions and deceptive business practices evidencing a reckdess standard of care, which has caused
injury to defaulted U.8. creditors of the Government of China,

Upon completion of the discovery process, we drafted a complaint on behalf of defaulted
creditors of the Government of China, describing the wrongful actions and deceptive business
practices engaged in by the three major NRSROs, end filed the complaint with the Securities and
Exchange Commission on March 31, 2005, After a period of almost ninety days from the date
that the complaint was filed and having received no response from the Commission, and acting in
accordance with a sense of the Congress, we notified Mr, David M. Walker, Comptroller General
of the United States, informing the Government Accountability Office of the complamt filed with
the Commission and the nature of the facts and circumstances described therein.’ A copy of the
letter addressed to Mr. Walker was also seat to persons at the Commission. The letter to Mr.
Walker describes in detail the issue of violations of the Advisers Act in the immediate instance.

We also assert that the three major NRSROs have received, or agreed to receive or salicit money
becanse of, or with an intent to be influenced with respect to, their actions, decisions, or other
_duties or obligations, and have engaged, and continue to engage in an enterprise which affects
interstate commerce and includes the use of the U.S. Mail system and the telephone system to
falsely inform their clients and the investing public, By fheir actions as described in the
complaint and summarized herein, the three major NRSROs have lmowingly and willingly
executed and continue to execute a scheme or artifice to cobtain money by means of false
representations, and have engaged in a “racketeering” actwﬁy as defined pursuant to the
Racketeer Influenced Corrupt Organizations (*RICO™) Act.”

i Investment Advisers Act of 1940 as amended. Aupgust 22, 1940. 54 Stat. 847, 15 U.S. Code §80b-1 -
BOb-21, as amended. For application of the Investment Advisers Act of 1940 in the immediate instance,
ses specifically Rule 102(n)(4)-1 “Unethical Business Practices of Investment Advisers” (esp. subsection
20), and Section 206 “Prohibited Transactions by Investment Advisers™. See also Section 209
“Enforcement of Title” (esp. subsection () and subsection (e){2}(C){IN).

7 See letter dated June 21, 2005 addressed to Mr, David M. Walker, Comptroller General of the Umniled
States (copy attached).

"18 U.8.C. §1961-68. Section 1964(c) of the Rackeieer Influenced and Corrupt Crganizations (“RICO™
Act sllows civil claims to be brought by any person injured in their business or property by resson of a
RICO violation. The dissemination of misleading, freudulent or deceptive rating classifications derived
through the misapplication of internal procedures, the application of a reckless standard of care resulting in
injury, and multiple transgressions of specific provisions the Advisers Act may constitute violations of the
 federal moil and wire fraud statutes, thereby creating civil liability pursuant to the RICO Aet. With respect
' to esteblishing a pattern of fraudulent, deceitful and manipulative practices, see applicable provisions of the

Advisers Act which prohibit fraudulent, deceitful and manipulative practices, Defaulted U.S. creditors as a

class have suffered, and continue to suffer serious economic harm from the actions of the three major

WRSROs including the application of a reckless standard of care and violations of the Advisers Act. With
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Summary of Complaint (as Amended)

In this section, we present a summary of the complaint {(as amended) filed with the Commission
on behalf of the defanited creditors of the Government of China affiliated with the American
Bondholders Foundation. The primary specifications of complaint which we assert against the
three major nationally recognized statistical rating organizations, namely the Standard and Poor’s
Division of the McGraw Hill Companies, Inc., Moody’s Investors Service Inc., and Fitch, Inc.
include the following:

b That the three major NRSROs have acted, and continue to act willfully and with
forelmowledge of the existence of defaulted sovereign debt of the Chinese Government under

established conventions of international law in developing and mainiaining credit rating
classifications;

¥ That the three major NRSROs did intentionally develop and subsequently assign credit rating
classifications to the long-term foreign currency sovereign debt of the Government of China
which are provably false by the application of the agencies’ own criteriz and definitions to the
extant facts (e.g., selective default and discriminatory settlement);

b That the actions of the three major NRSROs constitute fraudulent, deceptive, and manipulative
‘business practices in violation of the Advisers Act, under which the three major NRSROs are
Tegistered;

b That the actions of the three major NRSROs muy be explained as a result of certain conflicts

of interest which are endemic to the business practices of the three major NRSROs and which
predict the present situation;

* That an examination of the extant facts in comparison with the criteria published by the
respective agencies which describes the subject rating classifications evidences the application of
a reckless standard of care in the development of the subject rating classifications;

» That the actions of the three major NRSROs have caused, and continue to cause economic

injury to defaulted creditors of the Government of China in their attempt to enforce the sovereign
debt coniract;

¥ That the actions of the three major NRSROs have created a tort claim on the part of defaulted
creditors of the Government of China;

b That repetitive upprades and continued maintenance of provably false credit rating
classifications assigned to the Chinese Governent by the three major NRSROs constitute a pattern
of deceitful and harmful actions and, in conjunction with the use of the mails and other means of
interstate commerce by the three major NRSROs to disseminate their ratings, constitute
violation(s) of the Racketeer Influenced Corrupt Orgamnizations Act;

respect to establishing a pattern of fraudulent, deceitful and manipulative practices, see the letter dated June
21, 2005 addressed to Mr. David M. Walker, Comptroller General of the United States.
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¥ That the actions of the three major NRSROs (e.g., application of a reckless standard of care,
foreknowledge of contrary facts, intentional deviation from esteblished procedures, infliction of
injury on defaulted creditors, and violations of the Advisers Act under which the three major

NRSROs are registrants) deprive the three major NRSROs of the protection otherwise afforded
by the First Amendment; and

P That an examination of the extant facts demonstrates that immediate enforcement action is
appropriate and mandated by the United States Securities and Exchange Commission.

In the following sections, we include &n expanded discussion of certain aspects of the complaint.

Application of a Reckless Standard of Care

Under established conventions of international law, full faith and credit sovereign debt of the
Government of China exists in & state of both selective default and discriminatory settlement.
The three major NRSROs received explicit notification of this fact in a letter dated November 27,
2002, and despite having explicit forelmowledge of the extant facts comprising the immediate
instance which contradict an investment-grade credit rating pursuant to the agencies’ own rating
classification definitions’, and in developing their respective sovereipn credit ratings for the
Chinese Government, the three major NRSROs willfully ignored and continue to willfully ignore
hoth the existence of defaulted full faith and eredit sovereign debt of the Chinese Government
and established conventions of international law goveming the payment obligation of this debt.
The resultant rating classifications do not conform to the respective agencies’ own criteria for the
definition of the respective rating classification.”® Such egregious conduct evidences the
application of a reckless standard of care in developing their respective sovereign credit rating
classifications for the long-term foreign currency debt of the Government of China.

? For a discussion of the definifons of the relevant debt rating classifications in the immediate instance, see
“Bxhibit 3.01 People’s Republic of China Long-Term Foreign Currency Sovereign Debt Rating”. On
Behalf of Defaulted Creditors of the Government of Ching: COMPLAINT Misleading Sovereipn Credit
Ratines_znd Inedequate Disclosure Pertaining to the Offer. Sale and Trading of Debt Securities of the
People's Republic of China: Deaceptive Practices and Violations of International Lew. Complaint dated
March 31, 2005 filed with the Division of Market Regulation of the United States Securities and Exchange
Commission. The sovereign credit ratings presently assigned to the long-term foreign currency debt of the
Government of China do nat conform fo the criteria and definitions promulgaied by each of the three major
NRSROs when confronted by the exiant facts in the immediate instonce, and are provably fulse by a
comparison of the extant facts with the respective sgencies’ rating classification definitions and criteria.

' See, e.p., the statement by Mr. Raymond McDaniel, President and Chief Operating Officer, Moody's
Investors Service: “We have a codification of all of our methodologies which are available publicly and
there is & requirement that those methodologies be followed and we aveid concentration. of fees from
issuers,” Source: “The Credit Rating Agencies* Conflict of Interest”, Mightly Business Report (produced
by NBR Eaterprises, a division of WPBT Television and distributed. by the Public Broadeast Service
"(“PBS"). February 8, 2005. Transcript of broadeast is accessible on the world wide web at the following
URL: hitp:/Awvwnv.nbr.com/transeript/2005/transcript020303. Iumivsrory3
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Wrongful Actions and Deceptive Practices Inflict Tort Injury on Defaulted Creditors

Defaulted U.S. creditors have suffered and continue to suffer economic injury by the willful and
intentional actions of the three major NRSROs, which have acted and continue fo act with the
foreknowledge of the falsity of their publications, and with the reasonable expectation that such
wrongtul actions and deceptive practices may reasonably be expected to cause harm to defauited
U.S. creditors in their attempt to enforce the soversign debt contract, and which actions did cause
and continue to cause injury to in excess of five thousand affiliated persons, whom have sustained
and continue to sustain serious tort injury as 2 class by the wrongful and deceptive actions of the
three major NRSROs, whose wrongful and deceptive actions have served to wealen, and
continue to weaken, the ability of defaulted U.S. creditors to enforce the sovereign debt confract
under established conventions of international law. The Chinese Govermment has relied on the
investment-grade sovereign credit rating assigned by the three major NRSROs to issue sovereign
bonds in the global capital markets, most recently in 2003, and again in 2004. In both instances,
the Chinese Government was empowered to raise substantial sums of capital while continuing o
escape the payment obligation on its defaulted sovereign debt. This was aided and abetted to &
significant degree by the wrongful assignment of a provably false, misleading and deceptive
investment-grade soversign credit rating by the three major NRSROs to the long-term foreign
gurrenicy debt of the Government of China. By their actions, the three major NRSROs may be
shown to have caused serious injury to defaulied U.S. oreditors.

*Conflicted Business Practices in Violation of the Advisers Act

“The three major NRSROs each derive revenue directly from, and are compensated by, the
Government of China and its numerous related entities, which seek to avoid payment of defaulted
sovereign debt and are able to a significant degree to escape such obligation by the willful acts of
the thres major NRSROs in ignoring the existence of such defaulted debt in circumvention, -
disregard, variance, and deparfure from their own published criteria for developing a rating

classification. The actions of the three major NRSROs in the immediate instance may be
reasonably interpreted to have been calculated to enable the Chinese Government to evade
payment on its defaulted sovereipn debt at the expense of defaulted U.S. creditors, and at the
profit of the three major NRSROs. As a result of the business practices employed by the three
major NRSROs, each derives or may reasonably be expected to derive significant revenue
directly from the Chinese Government and its state-owned enterprises (“"SOEs"), which revenue
is directly influenced by the ability of the Chinese Government and its SOEs to issu¢ debt in the
international credit markets. The sbility of the Chinese Government and its SOEs to issue such
debt, and thus the ability of the three major NRSROs to acquire incremental revenue growth, is
directly linked to the sovereign rating classification assigned by the three major NRSROs. Each
of the three major NRSROs may reasonably be expected to derive sipnificantly greater future
tevenue as o result of an increase in issuance of debt by Chinese corporations, which ability is
directly linked to the sovereign credit rating assigned to debt issued by the Chinese Government
(the “sovereign benchmarlk™). It may be reasonably demonstrated that it is in the interest of the
three major NRSROs to maintain a sovereign credit rating classification for the Chinese
Government which facilitates (a) evasion of payment of its defaulted sovereign deb, and (b) the
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increased issuance by Chinese corporations of debt in the international credit markets, thereby
maximizing revenue for the three major NRSROs. Such business practices act to create an
incentive for maintaining an artificial rating classification which is contradicted by the extant
facts in the immediate instance, and when confronted by such facts, fails to conform to the
definitions promulgated by each of the three major NRSROs, As a result, the present rating
classifications significantly deviate from, and remain at variance with, the agencies’ own
definitions, internal procedures, as well as established conventions of international law.

The Advisers Act, under which the three major NRSROs are registered, prohibits unethical

business practices, including engapging in any aot, practice or course of business which is
fraudulent, deceptive, or manipulative.

The language of Rule 102(a)(4)-1 Unethical Business Practices of mvestment Advisers states:

“A person who is an investment adviser or a federal covered adviser is a fiduciary and
has n duty to act primarily for the benefit of its clients. The provisions of this subsection
apply to federal covered advisers to the exient that the conduct alieged is fraudulent,
deceptive, or as otherwise permitied by the National Securities Markets Improvement Act
of 1996 (Pub. L. No. 104-200). While the extent and nature of this duty varies according
to the nature of the relationship between an investment ndviser and its clients and the
circumstences of esch case, ¢n investment adviser or a federal covered adviser shall not
engage in unethical business practices, including the following:

... 20. Engoping in any act, practice, or course of business which is fraudulent, deceptive,
or manipulative in contrary to the provisions of section 206 (4) of the Investment
Advisers Act of 1940, notwithstanding the fact that such investmeat adviser is naot

registered or required o be registered under section 203 of the Investment Advisers Act
of 1540"." ‘

The language of Secton 206 Prohibited Transactions by Investment Advigers states:

“Section 206, It shall be unlawfiul for any investment adviser, by use of the mails or any
means or insirumentality of interstate commerce, directly or indirectly:

(1) To employ any device, scheme, or artifice to defraud any client or prospettive client;
{2) To engage in nny transaction, practice, or course of business which operates as a fraud

or deceit upon any client or prospective clisnt;

.. (#) To engage in any act, practice, or course of business which is fraudulent, deceptive,

or manipulative. The Commission shall, for the purposes of this paragraph (4) by rules

and tegulations define, and prescribe means reasonably designed to prevent, such acts,

practices, and conrses of business as are fraudulent, deceptive, or manipulative” =

.

' Adopted April 27, 1997; amended April 18, 2004

" Investment Advisers Act of 1940. Section 206.
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The language of Section 209 Enforcement of Title states:

“Section 209, (a) Whenever it shall appear to the Commission, either upon complaint or
otherwise, that the provisions of this tifle or of any rule or regulation prescribed under tha
snthority thereof, have besn or are about to be viclated by any person, it may in its
discretion require, and in any event shall permit, such person to file with it a statement in
writing, under cath or otherwise, 8s to all the facts and circumstances relevant to such |
violation, and may otherwise investigate all such facts and circumstances.

... (&) (2) (C) (I0) Such vioclation directly or indirectly resulted in substantisl losses or
created a significant risk of substantial lasses to ather persons”.?

The willful exclusion and omission from consideration of the existence of a defaulted series of
full faith and credit sovereign obligations and the attendant effect of such defaulted obligations on
the “willingness to pay” metric implicit in the presently assigned sovereign credit ratings of the
Peaple’s Republic of China is also inconsistent with the Commission’s proposed definition of the
term “NRSRO” as an entity that, inter aliz, "uses systematic procedures designed to ensure
credible and telisble ratings ..". The willful distegard or exclusion of material faci(s) in
determining a rating classification for an issuer who is in default (and which fact is evident from
an examination of information widely disseminated and available in the public domain) may
reasonably be construed to constitute a reckless standard of care and a breach of fiduciary duty to
clients, as well as & deliberate attempt to deceive and manipulate the public-at-large. This is
particularly the case given consideration of the fact that the three major NRSROs referenced
‘herein were specifically notified in writing of the existence of the defaulted full faith and credit
sovereign obligations of the government of China in 2002, and have avoided any inclusion of this
fact into their present rating classifications assigned to the Government of China." By the willful
exclusion and omission of pertinent and material facts and circumstances, including the
intentional disregard of the “willingness to pay” metric, the three NRSROs named above have
improperly applied their own procedure for developing d rating, and in so doing have perpetrated
a false, manipulative, deceptive, misleading and frauduient action on the public including

3 Investment Advisers Act of 1940, Section 209.

4 Gee lettor dated November 27, 2002 addressed to M. Clifford L. Alexander, Chairman and Mr. John
Rutherfund Ir., President and Chief Executive Officer, Moody's Corporation, deseribing the existence of a
defaulted seres of fill faith and credit sovereign obligations of the Chinese government. Copy of letter
enclosed with this correspondence, See zlso, the previously referenced statement by Mr. Raymond
McDaniel, President and Chief Operating Officer, Moody's Investors Service: “We have a codification af
all of our methodologies which are available publicly and there is o requirement that those methodnlogies
be followed and we svoid concentration of fees fiom issuers.” See also, the statement: “All Tatings
agencies agree that o debtor is in default when it either misses a payment beyond a grace period or seeks to
tenegotiate the loan — anything, saps S&P's Marie Cavanaugh, that is not “timely service of debt
according to the terms of issne” (emphasis added). Source: “The Ratings Game”, Martin Mayer. The
International Economy (July 1999), Thus, from an examination of the facts in the immediate instance, it
wauld appear that Standard and Poor's is engaged in altering adherence to its own internal procedures on a
selective basis in order to accommodate the attainment of a predefined outcome and thereby avaid an
inconvenient fact {e.g., the willful omission of the existence of a defaulted series of full faith and credit
sovereipn obligations of the government of China in its sovereign ratings classification assigned to China).
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concealment of material risk factors. Failure to take into account the extant facts and
circumstances in properly developing the appropriate rating classifications which accurately
describe the extant facts and circumstances represents violations of both the rating agencies’
internal policies and procedures as well as the Advisers Act, under which each of the three major
NRSROs is registered as a “Registered Investment Adviser”.

Tortious Actions Not Protected by First Amendment

We note firstly that as registrants pursnant to the Advisers Act, such registration modifies the
freedom of expression which may be otherwise available under the First Amendment to the three
major NRSRQOs, to a manner and standard which is fully compliant with the provisions of the
Advisers Act. As described in our June 21, 2005 letter to Mr. Walker, the Advisers Act explicitly
prohibits certain expressions which are kmowingly deceptive and misleading. It is provable by
the extant facts in the immediate instance to demonstrate beyond dispute that the three major
NRSROs are, by their actions in the immediate instance, in violation of certein provisions of the
Advisers Act, inclnding prohibitions against such actions.

Second and even more importantly, the wrongfil actions of the three major NRSROs in the
immediate instance, which evidence the application of a recklsss standard of care and which are
calculated to,"” and do cause injury to an entire class of defaulied creditors, are nat afforded
protection pursuant to the first amendment. The rating classifications developed by the three
major NRSROs for the sovereign debt of the Chinese Government are, by the application of the
agencies’ own respective criteria, provably false when confronted by the extant facts and can be
shown to have caused injury. Such actions deprive the three major NRSROs of protection of
freedem of expression otherwise afforded by the First Amendment.

Deceptive Business Practices and Tortions Actions Subject to Civil RICO Proceedings

We assert that the intentional, wrongful and tortious actions perpetrated by the three major
NRSROs, including their conflicted and deceptive business practices, constitute a recurring theme
or pattern, and in conjunction with their use of the U.S. Mail system and other means of interstate
commerce, acls to create civil liability pursuant to the RICO Act, as described previously.

"% See preceding section entitled, “Conflicted Business Practices in Violation of the Advisers Act” for a
description of the conflicts of interest which may reasonably be expected to motivate the three major
NRSROs to conspire to acquire revenue growth and to enable the Chinese Government to evade payment
on defaulted sovereign debt, thronph the relationship between the revenue models employed by the three
major NRSRO's and the Chinese Governrment’s sovereign benchmark.
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Regulatory Enforcement Necessary and Mandated

For the reasons stated herein and articulated further in the enclosed materials, including the
complaint dated March 31, 2005, we respectfully request that the Office of the Inspector General
conduct a formal investipation to determine whether the response we received from the
Comrmission with respect to the complaint (as amended, including the incorporation of additional
specifications as referenced herein) filed with the Division of Market Regulation represents a
failure by the Commission to enforce the federal securities laws in the immediate instance.

/
Z{wf & “‘ﬁ.cm,\

Kevin O'Brien
President

Sincerely,

KOjgjwe
Attachments in Sequence:

1 Copy of complaint dated March 31, 2005 filed with the United States Securities and
Exchange Commission on behalf of defaulted creditors of the Government of China
affiliated with the American Bondholders Foundation.

2. Copies of various letters sent by members of the United States Congress to the former
Chairman of the United States Securities and Exchange Comunission, requesting an -
investigation into the matter described in the complaint,

3. Copy of letter dated June 21, 2005 addressed to-Mr. David M. Walker, Compiroller
General of the United States, United States Government Accountability Office.

4, Copy of letter dated August 4, 2005 addressed to the Honorable Christopher Cox,
Chairman, United States Securities and Exchange Commission.

5. Copy of letier from the Commission dated July 29, 2005 addressed to the Honorable
Robert Beauprez, Member of Congress, and copy of memorandum dated July 29, 2005
addressed to the Honorable Cynthia Glassman, Acting Chairman, received from the
United States Securities and Exchange Commission in response to complaint dated
March 31, 2005 filed with the Commission.

G. Copy of letter dated Septentber 21, 2005 addressed to the Honorable Christopher Cox,
Chairman, the Honorsble Annette Nazareth, Commissioner, and Mr. Iichael

Macchiaroli, Associate Director, Division of Market Regulation, United States Securities
and Exchange Commission. :
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10.

11.

{4

Copy of letter dated November 27, 2002 addressed to Mr. Clifford L. Alexander,
Chairman and Mr. John Rutherfund, Jr., President and Chief Executive Officer, Moody’s
Corporation.

Copies of legal memorandums prepared by the law firm of Stites & Harbison PLLC,
describing the legal authority for defaulted U.S. creditors’ claims and affirming U.S.
creditors’ claims under established conventions of international law.

Transcript of testimony presented to the World Bank by Ms. Jonna Bianco, President of
the American Bondholders Foundation (September 23, 2005).

Copy of article published in the Foreign Policy News section of The Hill — The
Newspaper for and about the U.S. Congress entitled, “China’s Untair Advantage: How
China’s Artificial Credit Rating Huris U.S. Manufacturers — Improper Sovareign
Benchmark Gives Chinese Companies Cheap Access to Foreign Capital” (July 25, 2005).

Copy of article published in the Financial Times entitled, “Bush of Chinese IPOs Poses
Threat to U.S. Investors” (August 12, 2005),

Copy of comparnion articles published in the Financial Times under the gubject heading,

“Sovereign Credit Ratings™ entitled, “China’s Pre-War Bond Default Stirs U.S. Anger”
and, “People’s Republic Called to Account” (June 7, 2005).

Members of the 109® United States Congress

United States — China Economic and Security Review Commission
‘United States Department of Justice

United States Government Accountability Office

Honorable Christopher Cox, Chairman, Ifnited States Securities and Exchange
Commission

Honoarable Eliot Spitzer, Attorney General for the State of New York (Internal Reference
No. 05/001211)
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Sovereign Advisers®
Specialists in Risk Metrics Analytics

4901 E. Sunrise Drive » Suite 711
Tucson + Arizona « 85718

Tel (USA): 520.327.2482 - Fax: 520.322.9850
Email: info@sov-advisers.com
Website: http://www.sov-advisers.com

November 1, 2005

Mr. Walter Stachnik, Inspector General
Office of the Inspector General
United States Securities and Exchange Commission
100 F Street, N.E.
Washington, D.C. 20549-1107

Re: Failure by the U.S. Securities and Exchange Commiission to Enforce the Federal
Securities Laws in the Following Matter:

On Behalf of Defaulied Creditors of the Government of China:
COMPLAINT
Misleading Sovereign Credit Ratings and Inadequate Disclosure Pertaining to the

Offer, Sale and Trading of Debt Securities of the People’s Republic of China:
Deceptive Practices and Violations of International Law.!

Dear Mr, Stachnik:

We recently wrote to the Office of the Inspector General on behalf of the American Bondholders
Foundation (the “ABF™) and the affiliated U.S. bondholders holding defaulted full faith and credit
sovereign obligations of the Chinese Government.? The ABF is the incorporated organization
representing over five thousand U.S. citizens who are holders of full faith and credit sovereign
obligations of the Government of China, on which that government has defaulted and continues
to evade payment in violation of accepted conventions of international law. The bondholders
have suffered both selective default and discriminatory settlement by the actions of the Chinese
Government, and continue to suffer economic injury in their attempt to recover payment on the
defaulted obligations of the Chinese Government as a result of the willful and tortious actions of

! For a description of specifications against the three major nationally recognized statistical rating
organizations (“NRSROs"), see “On Behalf of Defaulted Creditors of the Government of China:
COMPLAINT Misleading Sovereign Credit Ratings and Inadequate Disclosure Pertaining to the Offer,
Sale and Trading of Debt Securities of the People's Republic of China: Deceptive Practices and Violations
of International Law.” Complaint filed with the SEC Division of Market Regulation (March 31, 2005).
See also the letter addressed to Mr. David M. Walker, Comptroller General of the United States (June 21,
2005) and the letter addressed to the Honorable Christopher Cox, Chairman of the Commission {August 4,
2005). The foregoing documents along with testimony presented at a public hearing conducted by the
House International Relations Committee and legal memorandums prepared by the law firm of Stites &

Harbison PLLC describing the legal authority of U.S. citizens’ claims are accessible on the world wide web
at the following URL: hitp:/Awww.globalsecuritieswatch.org

? See letter dated October 11, 2005 addressed to the Office of the Inspector General.
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the three major international credit rating agencies (i.e., the Standard and Poor’s Division of the
McGraw Hill Companies, Inc., Moody’s Investors Service, and Fitch, Inc.), designated by the
U.S. Securities and Exchange Commission (the “Commission”) as nationally recognized
statistical rating organizations (referred to collectively herein as the “three major NRSROs”),
which have acted in blatant disregard of the extant facts and have assigned and continue to
maintain investment-grade credit ratings for the sovereign debt of the Government of China in a
manner which constitutes fraudulent, deceitful, and manipulative business practices, and which

rating classifications do not conform to the respective agencies’ established criteria for
developing a rating.

We now respectfully direct your attention to the following document (copy enclosed with this
correspondence):

“Report on the Role and Function of Credit Rating Agencies in the Operation of the Securities
Markets™.

The above document is dated January 2003 and was prepared by the U.S. Securities and

Exchange Commission pursuant to the requirements of Section 702(b) of the Sarbanes-Oxley Act
of 2002.

In reference to our previous letter to you describing the Commission’s failure to enforce the

federal securities laws in the matter set forth in our complaint, we refer to the following language
which appears in the document named above:

“C. Recopnition of NRSROs

1. NRSRO Recopnition Criteria

The single most important factor in the Comunission staff’s assessment of
NRSRO status is whether the rating agency. is “nationally recognized” in the
United States as an issuer of credible and reliable ratings by the predominant
users of securities ratings. The staff also reviews the operational capability and
reliability of each rating organization. Included within this assessment are: ...;
(5) the rating organization’s rating procedures (to determine whether it has

systematic procedures designed to produce credible and accurate ratings);
..." (emphasis added).

3 See pages 9-10, *Report on the Role and Function of Credit Rating Agencies in the Operation of the
Securities Markets”, U.S. Securities and Exchange Commission (January 2003).
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Presumably, the NRSROs are required to continue to comply with the recognition criteria
established by the Commission, in the conduct of their business practices subsequent to
recognition by the Commission as an NRSRO. Accordingly, the Commission has failed to
enforce any such requirement as regards maintenance of NRSRO status by the three credit rating
agencies referenced herein. We are concerned in instances wherein the three major NRSROs
collectively and intentionally engage in the selective application of established procedures and
criteria to develop sovereign rating classifications, and which misapplication of established
procedures and criteria causes and continues fo cause the defaulted creditors to suffer economic
injury through the impairment of the defaulted creditors’ ability to enforce the debt contract in the
face of sovereign rating classifications which are the product of intentional misapplication of
established procedures and criteria, and in which circumstances the Commission fails to take
enforcement action to uphold and enforce its own standards, including an order of cessation of
publication of injurious and tortious falsehoods.

For the reasons stated herein (as further described in the enclosed document), and in our letter
dated Qctober 11, 2005, and as stated in the complaint dated March 31, 2005, we respectfully
reiterate our request that the Office of the Inspector General conduct a formal investigation to
determine whether the response we received from the Commissian with respect to the complaint
(as amended, including the incorporation of additional specifications as referenced herein) filed
with the Division of Market Regulation represents a failure by the Commission to enforce the
federal securities laws in the immediate instance.’ '
Sincerely,

o 2

iy B L

A}g:] o 7/4;,4,56»‘14
Kevin O’Brien
President

KO:jwe

Enclosure

ces Honorable Christopher Cox, Chairman, U.S. Securities and Exchange Commission
Honorable Eliot Spitzer, Attorney General for the State of New York

Ms, Jorna Z. Bianco, President, American Bondholders Foundation

* 1t would also be interesting, and possibly quite revealing, to discover whether any of the three major
NRSROs presently provide, or contemplate the provision of, advisory services to the Government of China,
any of its state-owned enterprises, or any Chinese private sector corporations (e.g., potential debt issuers).
If such relationships are proven to exist, the NRSROs are subject to additional requirements as desenibed in
the relevani sections of the enclosed document.
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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20548

OFFICE OF
INSPECTOR GEMERAL

Qctober 27, 2005

Kevin O’Brien
President

Sovereign Advisors
4901 E. Sunrise Drive
Suite 711

Tucson, AZ B5718

Dear Mz, O’Brien:

We have reviewed your October 11, 2005 letter, along with other letters and materials you
provided to us, concerning your representation of creditors holding defaulted bonds of the
Government for the People’s Republic of China. In that letter, and in a complaint filed with the
Securities and Bxchange Commission (Commission), you allege that three major credit rating

agencies acted fraudulently in continuing to maintain an investment-grade credit rating for this
debt.

In your October 11 letter to me, you request that the Office of Inspector General (OIG) conduct a
formal investigation to determine whether the Commission’s Division of Market Regulation’s
response to your complaint presents a failure to enforce the federal securities laws, That

response stated, among other things, that the Commission has no authority fo require the credit
rating agencies to revise a debt rating classification.

The investigative role of the OIG is limited to investigating allegations of misconduct by
Commission staff and contractors. The OIG does not act as an appellate body. Asa
consequence, there does not appear to be any role for the OIG in this matter.

- Walter Stachnik :
Inspector General
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Summary of Complaint

Filed with the U.S. Securities and Exchange Commission on Behalf of Defaulted U.S. Creditors

Defaulted Sovereign Debt of the Government of China

American Bondholders Foundation
October 5, 2005

Summary of SEC Complaint (as Amended)

The primary specifications of complaint which we assert against the three major nationally
recognized statistical rating organizations (“NRSROs"), namely the Standard and Poor's Division of

the McGraw Hill Companies, Inc., Moody's Investors Service Inc., and Fitch, Inc. (the “three major
NRSROs") include the following:

¥ That the three major NRSROs have acted, and continue to act willfully and with foreknowledge of
the existence of defauited sovereign debt of the Chinese Government under established conventions
ofinternational law in developing and maintaining credit rating classifications;

b That the three major NRSROs did intentionally develop and subsequently assign credit rating
classifications to the long-term foreign currency sovereign debt of the Government of China which

are provably false by the application of the agencies' own criteria and definitions to the extant facts
(e.g., selective default and discriminatory settlement);

* That the actions of the three major NRSROs constitute fraudulent, deceptive, and manipulative

business practices in violation of the Investment Advisers Act, under which the three major NRSROs
are registered;

» That the actions of the three major NRSROs may be explai‘ned as a result of certain conflicts of

interest which are endemic to the business practices of the three major NRSROs and which predict
the present situation;

*» That an examination of the exiant facts in comparison with the criteria published by the respective
agencies which describes the subject rating classifications evidences the application of a reckless
standard of care in the development of the subject rating classifications;

» That the actions of the three major NRSROs have caused, and continue to cause economic injury

to defaulted creditors of the Government of China in their attempt to enforce the sovereign debt
coniract;

¥} That the actions of the three major NRSROs have created a tort claim on the. part of defaulted
creditors of the Government of China;

¥ That repetitive upgrades and continued maintenance of provably false credit rating classifications -

assigned to the Chinese Governent by the three major NRSROs constitute a pattern of deceitiul and
harmful actions and, in conjunction with the use of the mails and other means of interstate
commerce by the three major NRSROs to disseminate their ratings, constitute violation(s) of the
Racketeer Influenced Corrupt Organizations ("RICO") Act;

¥ That the actions of the three major NRSROs (e.g., application of a reckless standard of care,
foreknowledge of contrary facts, intentional deviation from established procedures, infliction of injury
on defaulted creditors, and violations of the Advisers Act under which the three major NRSROs are

registrants) deprive the three major NRSROs of the proiection otherwise afforded by the First
Amendment; and '

» That an examination of the extant facts demonstrates that immediate enforcement action is
appropriate and mandated by the United States Securities and Exchange Commission. .
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China's Unfair Advantage

How China’s Artificial Credit Rating Hurts U.S. Manufacturers -

Improper Sovereign Benchmark Gives Chinese Companies Cheap Access
to Foreign Capital

TUCSON, Ariz., July 25 — It's not just low wages that gives China a major competitive
advantage over U.S. manufacturing companies. U.S. manufacturers are aiso hurt by the
assignment of an improper and artificial investment-grade sovereign credit rating to the
government of China, which enables Chinese companies to raise foreign capital for
expansion of operations more cheaply than would be the case if the Chinese
government’s credit rating reflected the existence of China’s defaulted sovereign debt.
According to a 2002 report issued by the U.S.-China Commission, Chinese corporations
raised an estimated $20 billion over the past decade from international bond offerings
denominated in U.S. doliars, including approximately $9.7 billion from U.S. markets. In
an aggressive bid to set the stage for a fresh round of debt issuance by Chinese
corporations and secure additional ratings business, Standard & Poor's Rating Service
last week raised China's sovereign credit rating from “BBB+" to “A-"

Sovereign Advisers, a private financial research and investment analysis firm, recently
filed a complaint with the U.S. Securities and Exchange Commission Division of Market
Regulation and the Committee of European Securities Regulators, pertaining to the
inappropriate and misleading sovereign credit ratings assigned to the People's Republic
of China (http://www.globalsecuritieswatch.org/SEC.pdf). The complaint, predicated
upon the existence of defaulted full faith and credit sovereign obligations of the Chinese
government, was filed on behalf of U.S. bondholders and has begun to draw the
attention of the U.S. Congress. The Chairman of the Congressional Joint Economic
Committee has rightfully demanded that the SEC open an investigation into this very
serious matter, which also has broad implications with respect to both CNOQOC's
financing of its unsolicited takeover bid for Unocal as well as to U.S. manufacturing
companies facing competition from Chinese companies.

In commenting on the complaint and the prospect of an SEC investigation into the
matter, Mr. Christopher Mahoney, Executive Vice President of Moody's Investors
Service, was recently quoted as stating that a country's past default "does not preclude
... @ high rating today." Mr. Mahoney's statement presupposes that the past default was
cured through discharge or settlement of the debt. Such is not the case in the instance
described in the complaint, wherein the defaulted debt was settled in the U.K. but neither
settled nor discharged in the U.S., where it has been left cutstanding and continues to
be evaded by the government of China. According fo Mr. John Petty, president of the
Foreign Bondholders Protective Council, “Mr. Mahoney seleciively disregards this
discrimination against U.S. citizens. This kind of behavior by Mocdy's and S&P- ignoring
an issuer's defaulted obligations when assigning a credit rating-hurts Americans who
have been discriminated against in foreign government bond defaults.”



Foreign Bondholders. Protective Council, “Mr. Mahoney selectively disregards this-
discrimination against U.S. citizens. This kind of behavior by Moody's and S&P- ignoring
an issuer's defaulted obligations when assigning a credit rating-hurts Americans who
have been discriminated against in foreign government bond defaults.”

The "nationally recognized statistical rating organization" status enjoyed by Fitch
Ratings, Moody's and Standard & Poor's entails a very high degree of responsibility to
the investing public. Unfortunately, such diligence is not evident in their respective China
sovereign credit ratings. Statements such as those offered by Mr. Mahoney, which
dismiss an obvious fact, do nothing to enhance the overall credibility of the rating
agencies. This aspect is described in detail in a letter prepared by Sovereign Advisers
and delivered to Mr. David M. Walker, Comptroller General of the United States
{(http://www.globalsecuritieswatch.org/GAO_LETTER.pdf).

China’'s “Willingness to Pay” Ignored in Setting Benchmark Rating

China possesses a reported $691 billion in foreign exchange reserves, yet continues to
shamefully evade payment of its defaulted sovereign debt in violation of international
law. Such behavior is blatantly inconsistent with the "willingness to pay" metric implied in
an investment-grade rating. As Richard Brookhiser stated in his recent article on
Alexander Hamilton, entitled "Alexander the Great" (Wall Street Journal, June 30th}, "Mr.
Hamilton knew that if the United States started picking and choosing among its creditors,
its credit would go back into the outhouse." This same standard need not apply to the
government of the People's Republic of China so long as the three major rating agencies

continue to aid and abet China's evasion of payment on iis defaulted sovereign debt
through artificially inflated credit ratings.

China’s Defaulted Sovereign Debt: Selective Default vs. Investment Grade

All ratings agencies agree that a debtor is in default when it either misses a payment
beyond a grace period or seeks to renegotiate the loan — anything, says S&P's Marie
Cavanaugh, that is not “timely service of debt according to the terms of issue.” In fact,
S&P's own “Selective Default” classification states "An obligor rated "SD" (Selective
Default) has failed to pay one or more of its financial obligations (rated or unrated) when
it came due. An “SD" rating is assigned when Standard & Poor’s believes that the obligor
has selectively defaulted on a specific issue or class of obligations but it will continue to
meet its payment obligations on other issues or classes of obligations in a timely
manner." Unfortunately, S&F selectively ignores that fact that a prime example of
selective default is the Chinese government's refusal te honor the series of full faith and
credit sovereign obligations issued as the Chinese Government Five Per Cent
Reorganization Gold Loan, scheduled to mature in 1960 and which remains in default
under international law as a payment obligation of the People's Republic of China as the
successor government. Failure to assign a "Selective Default® rating to the Chinese
government represents a violation of S&P’s own internal policy. Commenting on last
week’s upgrade, Sovereign Advisers president Kevin O'Brien stated “an investment-
grade sovereign rating is not warranted for China, given the existence of defaulted
sovereign debt of the Chinese government. Last week's upgrade by S&P is a
transparent attempt to protect its China ratings franchise in the face of anticipated
competition resulting from new legislation (H.R. 2890) introduced by Representative
Mark Fitzpatrick (R-PA) which will open up the credit rating industry to new entrants.”



China's Artificial Credit Rating Hurts U.S. Manufacturers

The assignment of the proper rating classification for sovereign debt of the Chinese
government (i.e., "Selective Default") would effectively function to prevent bond-financed
takeovers of U.S. corporations by Chinese state-owned enterprises, since a “"default’
rating of the Chinese sovereign benchmark (which generally acts as the international
credit rating ceiling for all Chinese corporations) would no longer permit Chinese
corporations to access international debt financing at an artificially-subsidized cost until
such time as the sovereign default is cured. Such a ratings adjustment to reflect the
existence of defaulted aobligations of the Chinese government would help to level the
playing field for American businesses in competition with Chinese manufacturers, which

enjoy cheap access to capital as a result of the Chinese government's investment-grade
sovereign rating.

Congress Takes Action on China’s Defaulted Sovereign Debt

The U.S. Congress is finally taking action to remedy this inequity. In addition to Rep.
Fitzpatrick's legisiation, the chairmen of both the Joint Economic Committee and the
House Appropriations. Committee, along with influential members of several other key
Congressional committees have written to the SEC calling for the agency to investigate
the conduct of the credit rating agencies in setting the sovereign credit rating for China
(http:/iwww.globalsecuritieswatch.org/congress.himl). Congress is also poised fo take
further action pending introduction of anticipated legislation intended to halt the issuance
of new Chinese government securities in the U.S. capital markets until the Chinese
government cures its defaulted sovereign debt.

As holders of full faith and credit sovereign obligations of the government of China, U.S.
bondholders continue to suffer from both selective default and a discriminatory
settlement (i.e., the 1987 settlement with British bondholders which excluded U.S.
citizens). There is no excuse for the major international credit rating agencies to continue
to pretend otherwise. China's credit ratings should reflect evasion of payment on the
country's defaulted sovereign debt. It is unfortunate that the prospect of losing a
significant share of the Asian corporate ratings business would sway S&P, Moody's and
Fitch Ratings to assign an investment-grade rating to a government in default. It is also
interesting to note that Goldman Sachs and JP Morgan, which have pledged $3 billion in
bridge financing for CNOOC's takeover bid, would find it difficult to sell bonds to
investors if China's credit rating reflected the existence of defaulted sovereign debt. In a
similar vein, perhaps the Chinese government should cure its defaulted debt before
allowing its state-owned enterprises to launch takeover attempts on U.S. companies.

References

Reference to Mr. Christopher Mahoney's quote:
hitp:/fiwww.globalsecuritieswatch.org/press.html

Reference to the Joint Economic Committee:
hitp://www.globalsecuritieswatch.org/chairman_saxion demand for investigation.pdf
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June 29, 2007

Editorial

Hats off to Frank Gaffney for his excellent and incisive analysis of how Communist

China operates to exploit the current administration's ruinous trade policies ("China's
double standard," Commentary, Tuesday).

Now we learn that in addition to supplying weapons and ammunition to Taliban fighters
and Iraqi insurgents with which to kill American soldiers {"China arming terrorists,”
Inside the Ring, June 15), China is gamering a share of post-liberation Iraq's oil. In mid-
2003, our firm prepared a briefing circular that warned of the dangerous consequences to
U.S. national security of leaving Iraq's Saddam Hussein-era sovereign debt owed to the
Comrmunist Chinese government outstanding. A copy of our brief was provided to both
Karl Rove and Condoleezza Rice, who then was the president's national security adviser,
and in it we predicted the eventuality of China's gaining access to Iraq's national
petroleum reserves through a negotiated debt-canceliation scheme. The administration
took no action, with the result that Communist China enjoys enhanced energy security at

the cost of the lives of many hundreds of U.S. servicemen and women who fought to
liberate Iraq.

Even the most casual observer has to wonder whether it is the permissive stance of this
adminisiration toward China's refisal to honor repayment of its defaulted sovereign
obligations held by Americans that directly encourages the Chinese government to write
its own rules of intemational conduct. According to the president of the U.S. Foreign
Bondholders Protective Council, in more than 40 settlements involving defaulted national
debt, the Communist Chinese government is the only nation that steadfastly has refused
to negotiate the settlement of its defaulted sovereign debt held by Americans.

We consider the present situation to be nothing short of ontrageous. The president,
proudly bestowing upen himself the title of "war president,” supports trade policies with
China that actively undermine the national security interests of the United States and our
armed forces. The existing policies only serve the interests of the Chinese government,
certain multinational corporations and a select few Wall Street institutions. In this regard,
we should not fail to note that under the administration's prevailing trade policies,

America's chief export to China consists of U.S. jobs, which are disappearing at an
estimated rate of 2,250 per day. '



It also is revealing to note the shift in policy recently announced by Treasury Secretary
Henry M. Paulson Jr., who stated that the emphasis is shifting away from China's
currency manipulation, which constitutes the most proximate cause for the dislocation of
U.S. jobs and entire indusiries, and toward the lessening of restrictions on cutbound
investment from mainland China. This policy shift may be expected to further the erosion
of the 1J.S. employment base while assisting certain Chinese actors in recycling profits
earned from the U.S.-China trade imbalance into U.S. assets. The recent acquisition of
9.9 percent of the U.S. buyout fund Blackstone is just the precursor of the change in
ownership of U.S. assets for which the stage is being set hastily.

We join with Mr. Gaffney in urging readers to actively express their support to Congress

in favor of H. Con. Res. 160 and similar legislation in an attempt to reform the prevailing
policy of coddling Communist China while selling out America.

KEVIN O'BRIEN
President
Sovereign Advisers

Tucson, Ariz.
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Washington Post
Special Investigative Series

Business Practices of the
International Credit Rating Agencies

Unchecked Power: The world's three big credit-rating companies have

Monday come to dominate an important sector of global finance without forrnal
November 22 oversight. The rating system has proved vulnerable to subjective judgment,
2004 manipulation and conflicts of interest, people inside and outside the industry
say.
* Moody's Close Connections
» When Interests Collide
» Graphic¢: The Rafing Game
Shaping the Wealth of Nations: As more countries rely on the bond
Tuesday markets to raise capital, they have been forced to accommodate the three
November 23 top rating firms. The credit raters often have more sway over foreign fiscal
2004 policy than the U.S. government.
» Transcript: Post Writer Alec Klein
« Smoothing Way for Debt Markets
» Graphic: Moody's Expansion
Flexing Business Muscle: Lack of oversight has left the rating companies
Wednesday free to set their own rules and practices, which some corporations say has
November 24 led to abuses. The credit raters have rated companies against their wishes
2004 and ratcheted up their fees without negotiation.

» Graphic: Raters' Big Misses

Wall Street Journal

How the Business Practices of the Credit Rating Agencies

Fueled the Global Subprime Meltdown

Wednesday How Rating Firms® Calls Fueled Subprime Mess: Benign View of
August 15 Loans Helped Create Bonds, Led to More Lendin
2007
Friday Ratings Firms’ Practices Get Rated
September 7

2007




Borrowers Find System Open to Conflicts,
Manipulation

By Alec Klein
Washington Post Staff Writer
Monday, November 22, 2004; Page AO1

In the months leading to the collapse of WorldCom Inc., its shares were in a nose-dive,
traders were selling its bonds at junk levels and its chief executive was forced out. But
not until investors lost several billion dollars did Congress and others begin to rivet
attention to a little-known player in this unfolding drama: the credit raters.

WorldCom rose to prominence through voracious acquisitions, including the bold 1998
purchase of MCI, the District-based long-distance telephone company. And it couldn't
have done it without the rating companies. WorldCom borrowed money through the sale

of bonds, which the rating firms approved by giving them good grades, a signal that they
were relatively safe investments.

As it turned out, nothing could have been further from the truth. But the rating firms were
among the last to recognize it. It wasn't until weeks before WorldCom disclosed massive

fraud and filed the biggest bankruptcy in U.S. history in 2002 that the credit raters finally
cut the firm's debt to junk status,

The rating companies say they are not in the business of detecting fraud; rather, they say
they give an opinion of the creditworthiness of a company, municipality or nation. But
some critics say the WorldCom case highlights a broader problem: that the world's big
three credit raters -- Moody's Investors Service, Standard & Poor's and Fitch Ratings --
have become some of the most important gatekeepers in capitalism without the
commensurate oversight or accountability.

From their Manhattan offices, they can, with the stroke of a pen, effectively add or
subtract millions from a company's bottom line, rattle a city budget, shock the stock and
bond markets and reroute international investment, Without their ratings, in many cases,
factories can't expand, schools can't get built, highways can't be paved. Yet there is no
formal structure for overseeing the credit raters, no one designated to take complaints
about them, and no regulations about employee qualifications.

The big three ostensibly function as a disinterested priesthood. When a company, town or
entire nation wants to borrow money by selling bonds, the market almost always requires
that the rating companies bless the move by running a kind of credit check. Bonds they

deem safe get a good rating. The higher the rating, the lower the interest rate the borrower
must pay.
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But at the heart of the increasingly profitable
business is a conflict: The rating companies get the
bulk of their revenue from the fees they charge to the
very entities they are rating. Industry insiders say the
desire of a rater to hold on to a paying client - or

recruit a new one -- at times has interfered with the
objectivity of a rating.

Dozens of current and former rating officials,
financial advisers and Wail Street traders and
investors interviewed by The Washington Post say
the rating system has proved vulnerable to subjective
judgment, manipulation and pressure from
borrowers. They say the big three are so dominant
they can keep their rating processes secret, force

clients to pay higher fees and fend off complaints
about their mistakes.

Many of those interviewed declined to criticize the

THEWASHINSTON POST oredit raters publicly, saying they did not want to

anger those who hold so much sway over their financial fortunes.

Those who disagree with a rating have little recourse. Lawsuits generally have been
unsuceessful because courts have upheld the rating companies' argument that they are
publishers of opinions, like newspapers, and that their views are protected by the First

Amendment.

With little public debate about the industry, the rating business has eluded a series of
reforms that have been imposed on other parts of the U.S. financial system. For example,
while hundreds of companies and institutions, such as the New York Stock Exchange,
have eliminated potential conflicts on their boards, Moody's directors continue to serve

on the boards of companies that also are Moody's clients. (Moody's officials say that their
directors play no role in ratings decisions.)

And even as accounting firms have curtailed offering consulting services to their clients
to avoid conflicts, some credit raters have begun to sell their own consulting services,
raising concerns that clients may feel pressured to buy them.

For their part, the credit raters say they ably manage potential conflicts. They say they
adhere to strict codes of conduct, such as prohibiting any link befween the pay and
bonuses of their rating analysts and the fees that come in from the companies those
analysts rate. The rating companies also say they perform a public service by allowing
investors to compare the relative risk of buying bonds from almost any seller.

And the credit raters say their success over time shows the ratings process works, and that
their ratings bring stability to the markets, giving companies and countries access to



capital. "Qur ratings are essentially a public good," said Frances G. Laserson, a Moody's
spokeswoman.

Laserson also said that The Post was raising questions about a small number of cases
among thousands of Moody's ratings.

Million-Dollar Decisions

The rating companies say they do their job without regard to the impact, basing their
ratings largely on statistical calculations of a borrower's likelihood of default. Subjective
factors sometimes come into play, rating officials say, given that there are some two
dozen categories ranging from the best, "AAA," to alow of "C" or "D."

That subjectivity can be costly. For a borrower, the difference of a single rating notch
could mean millions of extra dollars in interest payments.

Few question the need for a credit-rating system, but many argue that the big rating firms
have become too powerful and insulated. In the past decade, the indusiry has been

scrutinized by regulators and policymakers, but no action has been taken to strengthen
oversight.

"Here we have a huge issue that has a significant impact on the U.S. economy and the
global economy, and nobody seems to be paying attention," said James A. Kaitz, chief
executive of the Association for Financial Professionals, which represents more than
14,000 U.S. corporate finance officials.

The association and its counterparts in Britain and France issued a statement in April
saying investors have lost confidence in the credibility and accuracy of the big three's
ratings and called for a new global code of conduct.

Last year, the Investment Company Institute, whose members include more than 8,000
mutual funds and other investient firms, recommended to regulators that the major
rating companies disclose conflict-of-interest policies.

The rating companies officially fall under the purview of the Securities and Exchange
Commission. But even as the SEC has clamped down on accountants, stock analysts and
investment bankers, the regulator has not imposed rules on the rating companies. The
SEC, which declined to comment for this article, said it continues to study the issue.

The SEC made one regulatory move that enhanced the credit raters' power. In the mid-
1970s, after the raters failed to anticipate a major railroad default, investors grew nervous
about the debt markets. The SEC decided to require that brokerage firms maintain a

certain amount of cash, bonds and other assets. How much depended in part on the
quality of those bonds.



Regulators weren't sure how to assess those bonds. So the SEC created a category of

credit raters called Nationally Recognized Statistical Rating Organizations, or NRSROs.
The SEC initially recognized Moody's, S&P and Fitch.

Investors have come to consider the designation as the U.S. government's stamp of
approval, and it is used by institutions, such as mutual funds, as a main criteria for

investing only in bonds approved by such rating companies. That has helped the big three
secure their monopoly, their critics say.

Last year, the government added to its list a fourth company, Dominion Bond Rating
Service Ltd., a small Canadian firm. Competing rating companies have complained about
their failure to achieve the designation because there are no laws or regulations
explaining how to qualify.

Despite their complaints, the industry has received little public attention largely because
its workings are complex and its clients are institutions rather than people. (The
creditworthiness of consumers is rated by a different set of companies, which operate
under extensive federal and state regulation.) But after the collapse of such companies as
WorldCom and Enron Corp., Congress ordered the SEC to consider whether new rules
were needed. During a 2002 hearing, Annette L. Nazareth, the SEC's market regulation
director, wrestled with that question, saying the industry lacks transparency. The debt
markets, she said, are "the dark comer” of the securities industry.

A Private Vote

The big three credit-rating firms wield power through letter grades they hand out. They

explain their ratings approach in pamphlets and on their Web sites. But the process itself
has remained a mystery of finance.

Committees of rating analysts, headed by one lead analyst, meet privately to weigh the
financial strengths and weaknesses of those who want to sell bonds. Then, they emerge to

give the bond a rating, announcing it to the world. The companies don't say who voted or
how the vote broke down.

Over the decades, the rating companies and their supporters say, the system has proved
its value and integrity.

"S&P has, in fact, been very successfil in flagging deterioration in credit of companies,
and that is why our opinions continue to be highly valued information to investors," said
Vickie A. Tillman, executive vice president of the company's credit market services. S&P
cited several examples of ratings that anticipated problems, at such companies as US
Airways Group Inc., AT&T Corp. and France Telecom SA. Moody's also furnished
examples, including its work on Air Canada and Conseco Inc.

The rating companies say they get their ratings right most of the time, pointing to their
own studies showing that the higher the rating, the lower the rate of defanit. Out of 98



defaults in 2003, S&P said, only three were companies that had in the past 12 months
held investment-grade ratings, which are considered relatively safe for investors. SHll,

since only a tiny fraction of all bond issuers ever default, the odds of being right are very
high, some critics point out.

Tillman said that because it takes a majority of the committee to approve a rating, no one
person can skew the process. Those familiar with the process, however, say the

committee usually follows the lead analyst because the others often don't have the time to
review the work as closely.

The lead analyst's recommendation is "the basis on which everything is turning" and is
upheld about 80 percent of the time, said Hans van den Houten, a former Fitch and
Moody's executive who also served as an outside recruiter for S&P until earlier this year.

That can sometimes tempt the lead analyst to let personal feelings influence the review of
a client's finances. This happened to a former Moody's analyst rating a company at which
one executive was a close friend from a previous job.

"] bent over backward to come up with the best result because I care for this person,” said
the analyst, who spoke on the-condition that neither he nor the company he was rating be

identified. Later, after the company's performance sagged, the analyst came to see that he
had rated it too high.

If an analyst's feelings go the other way, it can cost a company money. Computer
Associates International Inc., which has had recent run-ins with U.S. authorities about its
accounting, earned a tough reputation for the way it deals with rating analysts. "They

were definitely aggressive and abrasive and engendered a combative response from the
rating agency," a former rating analyst said.

Computer Associates, which declined to comment, held a rating last year barely at
investment -grade. Based on financials alone, it would likely have been higher, but its
combative executives alienated some analysts. The company's rating ended up lower than
expected, costing it potentially millions in extra interest payments. "Maybe a full notch is
[due to] their personality," the former analyst said.

Analysts say it's reasonable to use their judgment to assess how well a company's
executives make business decisions. But reservations about management will not
necessarily show up in the rating firm's public report.

"You don't want to say you don't like these guys," another former rating official said.
"You have nothing to point to, but it was discussed in the committee.”

Moody's president, Raymond W. McDaniel Jr., declined to discuss specific cases. "The
ratings process is produced by human beings, and human beings have views and

emotions about certain things," he said, adding that Moody's tracks the quality of its
ratings.



"We do not deny there are latent or inherent conflicts of interest in our business,”
McDaniel said. "The important thing is, how do we manage those conflicts?”

Credit raters say that other industries, including newspapers, have to cope with similar
conflicts. "Our practice is no different from The Washington Post who will run ads from
Ford, AT&T, Merrill Lynch or dozens of other companies while at the same time
reporting on them every day,” Fitch said in a written response to questions.

Some rating companies cited a 2003 study by two economists who work for the Federal
Reserve who found "no evidence" that ratings are affected by conflicts of interest, but

rather that credit raters "appear to be relatively responsive to reputation concerns and so
protect the interests of investors."

At the Water Cooler

Because the major rating companies juggle tens of thousands of debt issues at any given
time, many are given cursory attention, according to current and former rating analysts
and those they rate. An analyst will cover as many as 55 borrowers at once. And in recent

years, the credit raters say analyzing debt has become more complicated, involving more
financial provisions.

"You can't monitor all those companies," one fdrmer rating analyst said.
So why don't raters hire more analysts? "It would cut into their profitability," he said.

The credit raters say they have a sufficient number of analysts to cover companies
throughout the world. Still, at Moody's at least, according to some current officials and

former analysts, committee meetings on occasion are hastily arranged, include only two
analysts and last minutes, or seconds.

"We had a colloquial term for that,”" said W. Bruce Jones, a former Moody's official who

works for a small competitor, Egan-Jones Ratings Co. "We called it a 'water cooler
rating.' "

One meeting that took only minutes involved Omnicare Inc., a supplier of pharmaceutical
services to nursing homes, when it announced plans to acquire competitor NCS
HealthCare Inc. in 2002, according to another former Moody's analyst.

As soon as the deal, worth more than $400 million, looked imminent, the analyst said he
dropped into a supervisor's office and quickly explained that he assumed Omnicare
would sell bonds to make the acquisition. As a result, he was going to put its rating on
review for a potential downgrade.

He didn't need to explain why: By carrying more debt, the company would become a
bigger credit risk. The supervisor promptly gave the analyst approval to proceed.



That was the committee meeting.

Within about a half-hour, the decision flashed to some 5,000 news services around the
globe. About six months later, however, Moody's took Omnicare's credit off review. The
company planned to use stock, not just loans, to buy its competitor. That meant
Omnicare's debt wouldn't be as large as the Moody's analyst had anticipated.

McDaniel of Moody's said his company works diligently to provide well-researched

ratings. "We treat the ratings committee process very seriously,” he said, but added, "We
don't want to waste people's time."

The rating companies said they already have strong internal controls designed to
minimize mistakes or conflicts, including codes of conduct at S&P and Moody's.

Moody's, for instance, instructs employees to do nothing that "might, or might appear to,

compromise the integrity" of the rating process. The credit raters say they also conduct
ethics training in-house.

Still, some lawmalers - Republicans and Democrats -- say the system is flawed. Ina
House hearing last year, Rep. Paul E. Kanjorski (D-Pa.) said the credit raters' failure to
identify problems at WorldCom and other major companies "ultimately resulted in the

loss of billions of dollars for American investors who little understood the true credit
risks."

Staff researcher Richard Drezen contributed to this report.

© 2004 The Washington Post Company



Moody's Board Members Have Ties to Clients

Firm Says Such Links Have No Impact on Ratings

By Alec Klein
Washington Post Staff Writer
Monday, November 22, 2004; Page A(09

A slew of corporate scandals in recent years has prompted hundreds of companies to

eliminate the appearance of conflicts of interest on their boards of directors. A notable
exception: Moody's Corp.

Most of its board members serve as directors of companies it rates. The higher the rating,
the cheaper it is for these companies to borrow money by issuing bonds.

One case that illustrates the potential conflict involves Clifford L. Alexander Jr., former
chairman of Moody's, parent of Moody's Investors Service, its rating division. He spent
19 years on the board of MCI Communications Corp., staying as a director through the
long-distance company's growth and absorption by WorldCom Inc.

Alexander resigned from WorldCom's board in December 2001, about six months before
it went bankrupt. Moody's had long maintained a solid investment-grade rating on
WorldCom, which has since reverted to its old name, MCI. Even while bond traders were
selling WorldCom at "junk” levels, an indication of financial trouble, Moody's continued
to give the telephone giant a high rating about four months after Alexander's departure.

Moody's cut the telephone company to junk status that May. About a month later,
WorldCom fired its chief financial officer after discovering nearly $4 billion in improper
accounting. WorldCom subsequenlly filed the largest bankruptcy in U.S. history, and
stock and bond investors lost several billion dollars.

In 1999, Alexander exercised stock options in the company worth more than $1.7 millien,
according to public records. At the same time, he sold shares worth nearly $692,000.

Alexander said he also lost $460,000 in WorldCom investments last year. In October
2003, Alexander retired from Moody's.

Alexander said he played no role in WorldCom's ratings. "At no time did I in any way

talk to anyone or do anything that would attempt to influence any rating," he said in an
interview.

Moody's president, Rayimond W. McDaniel Jr., said: "The board has nothing to do with
our professional ratings practices. They are not involved in individual rating actions.”

As proof, Moody's analyzed its ratings in response to questions from The Washington
Post. In cases where its ditectors serve on companies rated by Moody's, the credit rater



found its ratings are in line with industry trends. Moody's also said its ratings are lngher
than S&P in five cases, lower in two and the same in eight.

Some industry observers say the board's affiliations present at least an appearance of a
conflict of interest.

"We have some concerns about the effectiveness of the board," said Nell Minow,

chairwoman of the Corporate Library, a research firm that assesses corporate governance.
She said board conflicts turn on the question: "How do they handle it?"

Standard & Poor's and Fitch Ratings, the other two major rating companies, are not

subject to the same clear-cut questions of board conflicts because they are units of larger
diversified companies.

Alexander, the former Moody's chairman, also serves on the board of another firm it rates
-- Wyeth, the pharmaceutical giant. He joined the board of Wyeth, then called American
Home Products Corp., in 1993, the same year he was appointed a director of Dun &
Bradstreet Corp., which then owned Moody's Investors Service. In 2000, A_lexander sold
Wyeth shares worth $297,600, according to public filings.

Wyeth's financial fate depended to some degree on Moody's, as well as S&P. Last year,
the drug company sold $1.8 billion in notes, which contained "step up" language tied to
its credit ratings, which were investment grade, or thh quality. What that meant was,
each ratings downgrade, by Moody's or S&P, would raise its interest rate by 0.25 percent

up to 2 percentage points, according to its public filings. Each downgrade would cost
Wyeth about $4.5 million in additional annual interest expenses.

"The fact that Mr. Alexander once served on Moody's had absolutely no impact on
Wyeth's credit rating,” Wyeth spokesman Lowell Weiner said.

Alexander also is president and founder of Alexander & Associates Inc., a firm that helps
Fortune 500 companies recruit women and minorities. Alexander declined to disclose his
clients, or the fees they pay, but he said, "I'm sure at some point they must have been"
clients that were also rated by Moody's. He said, however, to call such an association a
conflict is "really a stretch."

John Rutherfurd Jr., Moody's chief executive who assumed the chairmanship after
Alexander's retirement, is a member of the board of governors of the National
Association of Securities Dealers. The association polices virtually all brokerage houses
and securities dealers in the United States -- about 5,400 firms. As part of NASD's
enforcement power, it can impose fines or expel individuals and firms from the industry.



Bond Ratings

These are Moody's retings.
Other compantes have
similar grades.

Robert R. Glauber, another Moody's director, is
NASD's chairman and chief executive.

Nancy Condon, an NASD spokeswoman, said
enforcement actions are done at the "staff level,"
which are separate from Rutherfurd's and Glauber's
positions.

Moody's directors Henry A. McKinnell Jr., Mary
Johnston Evans, Connie Mack ITI, Basil L. Anderson,
John K. Wulff and Ewald Kist also serve on boards
of companies, or units of companies, rated by
Moody's.

Some current and former members of Moody's board
concede the appearance of conflicts of interest but
say they are unavoidable. They argue there is a
limited field of directors from which to choose and
that Moody's is seeking those most qualified. "Since
we rate the largest corporations and financial
institutions in the country," McDaniel said, "that is
naturally a place we would find some of the best
thinkers."

© 2004 The Washington Post Company



When Interests Collide

Credit Raters Subject To Client Pressure

By Alec Klein
‘Washington Post Staff Writer
Monday, November 22, 2004; Page AQ09

When Allied Signal Inc., the big aerospace company, acquired rival Grimes Aerospace in

1997, it seemed like a simple thing. But then there was the question of how to deal with
the rating companies.

Allied sought to pay off $125 million in Grimes debt, which was held in unrated bonds
becanse Grimes was privately held. Investors were willing to sell their bonds to Allied to

retire the debt, but they wanted the major rating companies to grade the securities to help
set the right price.

A rating likely would have raised the bonds' value, increasing Allied's cost to buy them.
So an Allied official called one of the rating companies, warning it not to rate the debt,
according to Edwin P. Dean, a bond analyst representing some of the investors. Dean said
he got the story directly from the rating official whom Allied called. Allied said it "would

be very unhappy if that agency rated Grimes," Dean recalled in an Aug. 17, 1998, letter
to another rating firm he was considering hiring.

Dean, of the investment firm First Albany Cos., wrote that the rating company told him it

feared losing the fees that it charged Allied, whose debt it already rated; as a result, it
backed off from rating Grimes.

"Thal rating agency said candidly that Allied was a source of rating income and they
would not jeopardize the relationship," he said in his letter, which The Washington Post
obtained from another source. In a recent interview, Dean said he had approached
Moody's Investors Service, Standard & Poor's and Fitch Ratings to get the bonds rated.
"What the rating agencies were saying was, 'T'm not going to [tick] this guy [Allied) off,
" Dean recalled. They told him, "Allied was a good customer."

Dean said he holds no grudge against the rating companies. "Customers always have
some leverage," he said.

The recipient of Dean's letter, Sean J. Egan, managing director of Egan-Jones Ratings
Co., a small competitor of the three major credit raters, differs.

What happened with Allied "should be illegal," Egan said. By catering to Allied, he said,
the credit-rating companies ignored the basic reason for their ratings: to serve the
investing public. When the major raters declined to rate Grimes's debt, Dean hired Egan's
firm to do a rating. Egan-Jones gave Grimes a "BBB+" rating, a solid grade.



Honeywell International Inc., which merged with Allied in 1999, declined to comment.

Vickie A. Tillman, S&P's executive vice president of credit market services, said in a
written statement to The Post: "Standard & Poor's would never compromise its
objectivity and reputation by choosing not to rate an entity out of deference to an issuer."

Fitch said in an e-mail, "Fitch goes to great efforts to assure that our receipt of fees from
issuers does not affect our editorial independence.”

Moody's declined to comment on Allied, but Raymond W. McDaniel Jr., Moody's

president, said that in general, if a borrower does not furnish enough information about its
debt, it can make it difficult for Moody's to rate it.

© 2004 The Washington Post Company
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Credit Raters Exert International Influence

By Alec Klein
Washington Post Staff Writer
Tuesday, November 23, 2004; Page AO1

Second of three articles

Canada's finance minister was fuming.

On the 21st floor of the government complex in Ottawa, Paul Martin glared at his aides
and demanded: "Who the hell are they to pass judgment on us?"

The target of Martin's anger: Moody's Investors Service, which had just made an
announcement that stunned the financial markets. Moody's, one of the world's major
credit-rating companies, had placed Canada's debt "on review for a possible downgrade™
-- a signal that it was concerned about the country's finances.

News spun around the world. Almost instantly, the Canadian dollar dropped by about a
half-cent against the U.S. dollar. The central bank didn't announce it, but behind the
scenes it scrambled to stop the slide by buying back several hundred million dollars of its
money. Investors dumped Canada's bonds and drove their interest rates higher, which
would cost the government hundreds of millions of dollars.

The warning by Moody's in late February 1995 -- not even the downgrade itself, which
came later - was enough to roil financial markets and send a major sovereign nation
scurrying to restore order.

Martin, now Canada's prime minister, acted quickly to allay Moody's main concern.
According to government officials present at the time, he inserted stronger language into
his budget speech to emphasize the need to attack the nation's debt, using such sturdy
terms as putting "our fiscal house in order" and citing the "dangers of the deficit."

At the time, nations were just beginning to awaken to the widening influence of credit-
rating companies. Since the Canadian clash, changes in the global economy have further
strengthened the patekeeping role of Moody's and its main competitors, Standard &
Poor's and Fitch Ratings. The flow of international capital has surged, and nations that
want to borrow their share have been forced to accommodate the big three rating firms.



Worldwide Influence
The role of the mafor credit raters
in international finance has grown
dramatically i rocent pears.

With the credit raters' stamp of approval, nations
borrow about $20 trillion -- about 40 percent of the
debt floating worldwide -- to build roads, schools and
other projects that help to define a society. But

access doesn't come cheap. From Canada to the
Dominican Republic, many have complained bitterly
250 when their bonds were graded lower than they

S5 sep [ Moodys thought they should have been and their cost of
borrowing rose accordingly.

Nurmber of covmtries rated By Mooy and SEP,

For the credit-rating compantes, there's an incentive
to rate as many nations as possible: They make
money by directly billing each country for the
service. At Moody's, for instance, international
operations, which include sovereign ratings,
accounted for about a third of its total revenue last
year, and grew by 32 percent -- nearly double the
growth rate of Moody's U.S. operations.

SGURSES: RAhiy ecxipheies, itdustry repurls

THE WASHISSTON pOST

The expansion abroad is having a tangible effect as credit raters often have more sway
over foreign fiscal policy than the U.S. government. Last year, for example, American
politicians accused China of keeping its currency artificially low to maintain an
advantage over American manufacturers. But when President Bush tried to marshal
international pressure on China to revalue its currency, rating firms took the wind out of
the U.S. campaign by saying it would jeopardize China's credit rating.

Publicly, the rating companies say their international clout is overstated, but privately,
officials take note of their growing global importance. About a year ago, when S&P
issued a report anticipating more downgrades of European companies, "immediately my
phone lights up like a Christmas tree," recalled one S&P official, who spoke on condition
she not be identified. "The bond market traded down. I'm not necessarily proud of that,

but there's an influence there. We have an immediate impact. Prices get hit across the
board."

Qther major players in the global financial markets have power, too, though not in the
same way. Banks wield much influence through their lending and dealmaking, but there
are many of them from many nations, all jostling in a competitive marketplace -- and in
many countries they operate under tight banking laws. The International Monetary Fund,
World Bank and United Nations have vast economic reach as well, but they are
ultimately accountable to their member nations. The big three rating companies are
regulated by no international bodies, checked by no significant competition.

Jochen Sanio, president of Germany's financial regulator, BaFin, said the major rating
companies generally do a good job, but they nevertheless have become "uncontrolled
world powers." He said there are "only three rating agencies who dominate the market,"



and they do so without international regulations "to guarantee independent and
transparent rating procedures."

Regardiess of regulations, the rating companies say their integrity depends upon being
disinterested. If they abused their role, they say, investors would soon stop using their
services. They also say their global reach allows more nations and companies to raise
money by issuing bonds at reasonable rates.

"We've played an invaluable role in terms of the growth of the capital markets," said
Vickie A. Tillman, S&P's executive vice president. That includes "countries being able to
raise capital so they're able to invest in their businesses, expand their businesses, create
infrastructure projects” such as roads and schools.

Fitch declined to make its officials available for comment, but spokesman James Jockle

said in an e-mail, "We believe that if ratings begin to disappoint investors, they will stop
using them as a tool to assess credit risk."

Moody's President Raymond W. McDaniel Jr. said his company's work has "benefited
both investors and market efficiency. That is a verifiable track record."

A Quiet Power Broker

Martin wasn't the only Canadian in 1995 wondering who was behind the questioning of
his country's finances. The press went looking, too. They found Vincent J. Truglia.

Until then, Truglia was an cbscure Moody's employee in his forties, a Bronx native and
one of hundreds of credit analysts based at headquarters in New York. But soon Canada's
news media were calling him more powerful than the prime minister. Interest in Truglia,
the lead analyst on Canadian debt, got so intense that reporters tried without success to
learn the color of his eyes. (Brown.) But in keeping with the stance of Moody's and other
credit companies, who like to keep their analysts in the background, Truglia declined to
reveal much about himself. (He remains reticent today. Moody's declined to show his
office to outsiders and wouldn't allow his photograph to be taken.)

Perhaps for good reason: Moody's made a lot of Canadians mad. When the credit rater
considered cutting Canada's debt, and its interest rate rose, the government suddenly
faced the prospect of about $300 million in added payments on its bonds.

While just a fraction of Canada's overall debt, it was a significant cost for a cash-strapped
government about to lay off 45,000 employees. The government, for example, spent
about $300 million on the annual compensation of about 5,000 civil servants and the
same amount on the yearly pensions of about 50,000 senior citizens.

Making matters worse, the finance minister thought Moody's got it wrong. Indeed, in a
news conference just after his budget speech, the finance minister took the credit rater to



task, saying, "It doesn't take a stroke of genius to understand that we have broken the
back of the deficit and, in fact, that the rating agencies should have no concerns.”

Moody's was unmoved. That April, the credit rater pulled the trigger, downgrading
Canada's domestic debt rating to "Aal," a notch below the coveted "AAA." S&P had a
different take, affirming Canada's triple-A domestic rating, but it did revise its outlook on
Canada's foreign-currency debt, changing it to "negative" from "stable."

Whether Moody's was right remains debatable. This much isn't: It took Canada more than

seven years to get that triple-A rating back in May 2002. Martin declined to comment
about Canada's rating. '

Truglia played down the impact of the credit rater. "We're the metaphor for the market,"
he said, "There's definitely an influence, but I think it's greatly exaggerated.”

Some governments disagree, especially those of poorer nations that often depend on
tapping the debt markets to fund growth. "It is sometimes joked that the most important
event for a developing country is having an official from a rating agency come visit

them," the Financial Policy Forum, a nonprofit educational institute, said in a report last
year.

The visit comes at a price. Governments usually pay six-figure annual fees for their
sovereign ratings, plus $30,000 to $220,000 for each bond offering, according to rating
and governmerit officials. What a nation gets in return is an assessment of the
government's ability -- or willingness - to pay its debts.

Dominican Difficulties

Rating nations is similar to analyzing companies; whether the borrower is a government
or corporation, it usually goes to an investment bank to arrange its financing. The bank
also typically picks the rating companies it wants to grade the debt offering,

But sovereign ratings come with more unknowns, such unpredictable things as poverty,
recessions, social unrest, wars and coups.

Many developing nations, in particular, have a love-hate relationship with credit raters.
They often prefer to borrow money on the open market by selling bonds rather than
raising taxes or cutting spending as a condition of borrowing from the IMF and other
international organizations. As a result, an increasing amount of rating revenue is coming
from developing nations, and some critics argue that puts even more global power in the
hands of the rating companies. Indeed, bond offerings have become so popular that they

recently surpassed bank lending as a source of private capital to developing nations,
according to the Financial Policy Forum.

But countries sometimes resent putting their financial fate in the hands of foreign
influences. That is certainly the case in the Dominican Republic.



During the 1990s, it had one of the fastest-growing economies in Latin America. But
building projects often went neglected for decades, overshadowed by the social needs of

a nation with more than half of its 9 million people living in poverty on an island about 1
1/2 times the size of Maryland.

The Dominican Republic debuted its first international bond in September 2001, raising
$500 million in a five-year issue with a 9.5 percent interest rate. Moody's rated the nation
"Ba2," a slightly speculative grade. S&P, using its own grading system, gave it
essentially the same score. Dominican officials said they have paid about $100,000 to
each credit rater.

Andres Dauhajre was frustrated with the nation's rating. The head of an economic think
tank in the Dominican capital, Dauhajre was hired by the government to handle its debt
offering on Wall Street. The rating companies, which he said spent about a week visiting
his couniry, focused largely on the central bank's relatively low levels of foreign cash
reserves while overlooking a decade of economic strength, he felt.

S&P said its analysts visit the Dominican Republic at least once a year, but the company

did not provide details of those visits. Moody's also declined to describe the extent of its
visiting.

Things got worse last year when the nation was rocked by a banking scandal that cost the
country more than $2 billion. People began stuffing money in their mattresses. The peso
went south. And the cost of paying the nation's debt in foreign currency went north.
Moody's and S&P downgraded the nation. By the fall of 2003, the Dominican Republic
was languishing with the unenviable tag of "very speculative.”

Since then, economic conditions have become even worse, and the major rating
companies downgraded the Dominican Republic again this year, saying the government

may default. Still, some economic experts say the rating companies have acted too
quickly.

"The economy is in moderately bad shape, but I wouldn't say it's in the worst position
compared to other countries," such as Argentina, said Claudio Loser, the IMF's former
director of the Western Hemisphere who is now a senior fellow at the Inter-American
Dialogue, a Washington think tank.

Argentina defaulted on $82 billion in foreign debt -- the largest default in history -- in
2001. Economic experts do not expect anything in the Dominican Republic on a par with
Argentina's meltdown even if conditions detericrate further. But rating companies "tend

to overreact and, if a country is in a difficult situation, they may aggravate the situation
and make it worse," Loser said.

Painful Choices



Economists say it is all but impossible to isolate the impact of a ratings downgrade from
other factors influencing a nation's financial fortunes -- elusive things such as pecuniary
politics and monetary policy that indirectly fouch the lives of a country's people.

But in the case of the Dominican Republic, some of the nation's choices after the
downgrade were painful. Among the first things to go were road building and repairs. On
a recent trip, visitors were greeted by the smooth asphalt of Las Americas Highway,
which snakes from the airport to the capital, Santo Domingo, but ends in a mass of
concrete slabs and steel roads. The government was supposed to finish the 12-mile-long
road but work halted this year when the borrowing stopped.

Road repair also stopped in the heart of the Neiba region near the Haitian border, where
farmers like Rigoberto Caesar Jimenez felt the consequences. To reach Jimenez's grape
farm, produce trucks must navigate a dirt road with a ditch along one side. When
government crews stopped coming around to fix the road, it became even more of a
problem. "Sometimes, I use people who transport grapes by basket on foot," he said.

The government also dropped plans for water-purification projects in impoverished rural
areas about 200 miles west of the capital. In one dusty hamlet carved out of the sugar
cane fields, the only source of drinking water remained a polluted stream. Altagracia
Gonzalez and her family run a pipe from the stream into a concrete pit near their hut. She
pours Ajax Cloro, a disinfectant, into the murky, gray puddle to make it drinkable.

But, she said, "I don't know how clean the watef is." Sometimes she carries her 18-
month-old niece several miles to a public hospital for a stomachache that won't go away.

Many others have claimed hardships resulting from rating downgrades. When Malaysia's
credit rating was cut in 1998, the government immediately put the brakes on a $2 billion
bond offering that was aimed at helping to resurrect its economy. In recent years, Japan
and South Korea have complained about the economic effects of downgrades as well.
And in a 2002 IMF working paper, the author wrote that rating companies have been
criticized for "precipitous downgrades that exacerbate already stressed situations."

The rating companies say their opinions aren't the cause of economic problems, but rather
a reflection of them, as in the Dominican Republic. And yet, Truglia, now the managing
director who oversees Moody's sovereign rating unit around the world, isn't sure whether

the recent downgrades have compounded the country's economic woes. "It's hard," he
said, "to separate it out."

Staff researcher Carmen E. Chapin contribuied to this report.

© 2004 The Washington Post Company



Credit Ratings

Alec Klein
Washington Post Staff Writer
Tuesday, November 23, 2004; 2:00 PM

‘Washington Post reporter Alec Klein was online Tuesday, Nov. 23, at 2 p.m. ET to talk
about his three-part series on the enormous power wielded by Wall Street's three major

credit-rating firms -- Moody's Investors Service, Standard & Poor's and Fitch
Ratings.

In Part I of the series, titled "Unchecked Power,"” Kiein looked at how the three firms
have come to dominate an important sector of global finance without formal oversight.
Part 11 focused on how the credit-rating firms influence the ability of nations to borrow
capital, and Part ITI will look at the firms' business practices, which some corporations
say has led to abuses.

A transcript of the discussion is below:

Editor's Note: Washingtonpost.com moderators retain editorial control over Live Online

discussions and choose the most relevant questions for guests and hosts; guests and hosts
can decline to answer questions.

washington, d.c.: Enjoying the series. After reading today's instaliment [ wondered why
more international organizations haven't objected to the power of the rating companies.
Are they too frightened to challenge them&#63;

Alec Xlein: Good question. Many companies, both domestic and international say they
are too afraid to speak out against the rating companies because the credit raters hold so
much sway over their financial fortunes. But some sovereign nations--from Japan to
Canada--have complained bitterly about what they perceive as unfair or inaccurate
ratings. Various international organizations also have called for industry reform. But so
far, there's been no action. The Securities and Exchange Commission, which oversees the

industry, has studied the issue for more than a decade, and it says it continues to look into
it.

Fairfax, VA: Excellent work ! In the first two article you folks have explained the issue
very well. But other than insistence of "some regulatory oversight” I did not see any
concret suggestion for any solution. Problem stated without potential solution is just a
"complaint". I suppose in the third article I would see some potential solutions. My
suggestio is UN version of GAO can solve many problem uncluding this one.



Keep up the good work.

Alec Klein: Thanks. If regulatory solutions are to emerge, they will likely come from
Congress or the SEC--or from regulators abroad. All have expressed serious misgivings
about the credit rating business. Republicans and Democrats have been especially
disturbed by what they see as the credit raters' failure to anticipate such meltdowns as
Enron and WorldCom. At the SEC, officials are looking at such issues as conflicts of
interest, access to confidential data and potential anticompetitive practices.

Arlington, Va.: Are we really to believe that the directors of these rating companies,
who sit on boards of companies that get rated, have no influence on ratings&#63;

Alec Xlein: Moody's says that its board members have no involvement in the ratings of
companies on which its board members serve. But the situation raises at least the
appearance of a conflict of interest, according to industry critics. Moody's, for its part,
says that it has little choice because it wants the best people to serve on its board, and it
believes that some of those people come from the companies it rates. It stands in confrast

to much of the reform sweeping across corporate America, but so far, Moody's board
hasn't been challenged by regulators.

washingtonpost.com:

The Series:

Day One: Borrowers Find System Open to Conflicts, Manipulation

Day Two: Credit Raters Exert International Influence

Day Three (Wednesday): Flexing Business Muscle — Lack of oversight has left the
rating companies free to set their own rules and practices, which some corporations say
has led to abuses. The credit raters have rated companies against their wishes and
ratcheted up their fees without negotiation.

Rockville, MD: Mr. Klein: Why do you think the credit rating companies have operated
under the radar for so long&#63; I guess T used to think they were some kind of

government-created agencies. | was surprised to discover they are profit making
companies,

Alec Klein: Given the raters' power, it is indeed remarkable that the industry has
operated under the radar, Some of it has to do with the fact that it's a complicated
business that many don't understand. Also, it's clients are businesses, not individuals. In
addition, until Enron and WorldCom and other corporate meltdowns, there was little



political pressure for Congress to take action. Even when there has been a call to reform
the industry, it hasn't lasted.

Madison, Wisconsin: Good Morning,

T found your articles on the rating agencies to be very well done. As a CIO for a life
insurance company its nice to finally find someone who is willing to look at the reality of

the rating process and not just the outcomes. My question, comment, or gripe is as
follows:

The rating agencies are susposed to do two primary things; (1) rate companies and
entities over the business cycle and (2)understand the business models of the entities they
rate. This means that a rating should be stable (predictable) and reasonable as compared
to other entities with the same rating.

1 see neither of this by either of the big two agencies. When you did your research did
you discuss rating volitility? After 9/11 and post Enron, the rating agencies (an analyst in
general)showed their ignorance in understanding business models and helped to create a
situation where many good companies were endangered of not being able to roll debt
over. They have done the same thing with "insurance" post Marsh Mclean - they didn't
understand the business model and now the insurance industry has ratings risk. When
40% of M/M earnings are tied to commission rebates, I view this as material information
and someting a rating agency/analyst would be aware of. Its not their view - today!

Bottom Line: The rating agencies look at default ratios. I think a more telling graph is the
number of rating changes per year. Rating agencies do frack up/downgrades, but they
don't look at rating changes as a problem. As an investor, this is my biggest issue. Their
ratings should be stable for the long-term, becanse the debt instruments they are rating
are long-term contracts. Also, the rating agencies are using possitive and negative
outlooks to bias the investiment community on situations without ever making changes. In
other words, if they don't change the rating and something goes wrong they "speak about

the negative outlook" and if something doesn't go wrong or then they say they didn't
change the ratings. ‘

Thanks,
Bob

Alec Klein: Thanks. You're describing a situation that I've heard from others in the
corporate world. There's a palpable sense among many I've interviwed that the rating
companies have it both ways. They serve, on the one hand, an almost regulatory function
by approving the bond sale of companies and countries alike, and yet the raters

themselves are virtually unregulated. Few, however, have come forward to publicly
complain to federal regulators.



Jeddah, Saudi Arabia: 1. Do credit rating companies use uniform standards that
facilitate the comparisons of their rates?

2. Do governments (e.g. U.S. government) have any influence on the outcome of the
rating?

Thank you

Alec Klein: The rating companies say that they assess the finances of companies and
countries through a combination of qualitative and quantitative factors. It's not simply a
matter of punching in a series of numbers and coming out with a letter grade, they say.
So, to that extent, their work differs. And yet, for the most part, their ratings tend to be
similar. As for your second question, government officials throughout the world say they
wish they had more of a say in the ratings process, and many say they are concerned that

the rating companies in some cases have more influence on economic policy within their
own borders.

Monterey, CA: Please forgive my lack of information...
Do these firms rate the credit-worthiness of the US Government? I know they rate states.

Have they downgraded any national, state, or local government's financial viability to a
dangerous level yet?

Is that something that could happen sooner than later?

Alec Xlein: Good questions, all. The first--yes, they do rate the U.S., along with scores
of other sovereign nations. And yes, they have downgraded nations and municipalities to
the extent that some have complained that the credit raters' have hindered their ability to
raise money to deal with significant economic problems. Officials of the Dominican
Republic, for one, say that its economic woes have been compounded by rating

downgrades, and now it's in jeopardy of defaulting. Such complaints come from various
comners of the globe.

Rockyville, MD: What impact do the credit rating agencies have on people like me who
have a significant amount of retirement savings in pensions, 401k and IR As&#63; Are

there other ways in which "typical Americans" can be hurt by the oligopoly power held
by Moody's and S&P &#63;



Alec Klein: A good question. At a recent hearing, Congressman Kanjorski made the
point that investors little understood the risks associated with such companies as Enron
and WorldCom because they had been given strong ratings by the credit raters. The
result, he pointed out, is that investors lost billions of doliars. Such losses would

potentially impact retirement savings and other investment accounts of investors across
the world.

rochester, ny: No question the rating agencies are powerful and far from omniscent. To
me, it seems your series blames themn. But shouldn't investors bear the responsibility?
Who says investors have to listen to the agencies?

Alee Klein: Investors do have responsibilty. But what sometimes confuses the issue is
that the federal government has given a select number of rating companies a national
designation, and investors have come to view that as the U.S. government's stamp of
approval. Now, various mutual funds and other investment portfolios will only invest in
bonds given good ratings by those credit raters given that national designation. When
they miss big financial meltdowns at Parmalat, among others, it at least raises the
question about that national designation. There are, for instance, no regulations or laws
about how a rating agency can get the designation.

Boston, MA: Seems like you fault the agencies for being too slow in some instances
(Worldecom, Enron), and too quick and harsh in other instances (Canada, Dominican
Republic). How do you propose this "can't-win" situation be remedied&#63;

Alee Klein: That's what the rating companies say. They feel they get criticized for being
too quick to react to problems, or too slow. They say they serve the public by giving
investors a sense of the creditworthiness of a company or other entity. But their business
model has raised questions. The big three rating companies get paid fees by the very
entities they are rating, and some critics say that has proven to influence the process.

Washington, D.C.: It seems that big companies are worried that rating firms -- even
individuals at the firms -- hold their destinies in the palms of their hands, potentially
subject to the slightest whims. But they don't complain because they're terrified of
offending the raters. Why do they put up with it&#63; These are people who are willing
to send lobbyists into the halls of government to spit in some senator's eye.

Alec Klein: In interviews, some companies say they simply can't afford to alienate the
credit raters when they depend on the ratings to access the debt markets and issue bonds
to fund their growth. In some cases, companies and municipalities say they have been
punished with what they call a hostile rating—a lower rating than they say they deserve--



because they did not want to cooperate with the rating companies. They say they feel the
impact in real terms: If the rating companies lower a company's ratings, it can raise its
interest raise and cost it potentially millions in additional payments.

Princeton, NJ: Since Moody's rates virtually every publicly listed corporation, who
would you propose should serve on their Board of Directors who would not have a
current or past relationship with a rated entity&#63;

Alec Klein: Moody's makes a similar point. They say they want to have the most
qualified people on its board, and they believe they tend to come from the corporate
world it rates. And yet, some industry observers believe that there enough qualified
candidates outside of the rater's realm of ratings. Board conflicts have become paramount
in many circles, as the New York Stock Exchange can attest.

Silver Spring, MD: You have described many troubling issues associated with the big
three credit-rating agencies. Is the SEC—-who I see didn't comment for your articles--
really that interested or concerned about the performance of Standard & Poors, Moody's,
and Fitch&#63; I remember hearing about them studying this issue ten years ago without
them acting. If the government is not interested, are there other organizations that are
trying to identify the solutions&#63;

Alec Klein: Good memory. Over the past decade, the SEC has periodically studied the
rating industry, but taken no action. Usually, the regulators have stepped up their activity
in the wake of a particular corporate meltdown. But when the issue dies down, so it
appears docs the scrutiny. The SEC, it's fair to point out, has been busy with a host of
major corporate issues. But it says it is studying the issue now and hopes to make
recommendations relatively soon. If the SEC doesn't act, some members of Congress
have said they might take matters into their own hands to try to reform the industry. That
includes Rep. Kanjorski of Pennsylvania and Rep. Baker of Louisiana.

Hyattsville, MD: Are there specific formulae involved in how credit ratings are
assipned? How much rationale is made public? If an individual applies for a bank loan,
for example, the bank is furnished with a detailed credit history report, not just a number.
If the individual sees errors in the report, she can (arduously) work to get these corrected.

Do firms and countries rated by Moody's, S&P, or Fitch's have similar access to their
records? Is there any process for appeal?

Alec Klein: The rating companies say they make their methodologies publicly available
through pamphlets and the Web, but many companies, nations and those on Wall Street
say that the ratings process remains largely a mystery. The rating companies do not



reveal who within their firms voted on borrower's rating. They don't reveal how the vote
broke down. They do, however, publish their results, including the letter grade and the
rationale for the rating. Still, the big rating companies say that their deliberations remain

a private matter, and how they come up with a conclusion is a mixture of qualitative and
quantitative factors.

Virginia: If all the big companies pushed for reform, wouldn't they get it&#63; Do they
benefit in some way from an unregulated rating industry&#63;

Alec Klein: There has been a quiet but growing call for regulatory action. The
Association for Financial Professionals, which represents thousands of corporate
financial officials in the United States, has done various surveys that show its members
are unhappy with the accuracy and timeliness of their ratings. Counterparts in Great
Britain and other parts of Europe have made similar complaints and called for similar
action. Other complaints have emerged from Asia and Latin America. It still remains to
be seen, however, how the SEC will respond to these concerns.

Rockville, MD: To what extent are the models open for these ratings&#63; I'm sure the
consumers of this information in the financial markets like the ratings but they're sort-ofa
synical lot (working in the equities research part of the industry myself). Does Fitch,

Moody's or S&P license the underlying data elements and weighting or just the end-result
ratings&#063;

Alee Klein: The rating companies they their models are generally open, and in some
cases, they do sell some proprietary financial models. But many in the corporate world
say the basic ratings process remains too opaque; many say they would like to see how

the raters handle conflict of interest issues and how they handle the use of confidential
corporate data.

Alexandria, VA: How do these companies stand up to standards they check&#63; Do
they have AAA credit ratings&#63;

Alec Xlein: Moody's does give an investment-grade rating to S&P's parent company,

McGraw-Hill. The rating companies, however, say they have little interaction with each
other otherwise.

Washington, D.C.: Recently, a Northern Virginia polifical leader advised that the reason
Virginia's AAA bond rating was in peril last year was because Gov. Warmner forced the



rating agency to do that - Warner wanted to use that as a reason for his propposed tax
inereases. I seriously doubt that the agencies could give a damn about political leaders.
Do you think that partisan politics ever plays a role in ratings?

Alec Klein: Hard to speculate, but I've interviewed others who have explained how
governments have at least sought to state their case to the credit raters. The raters say
they do not allow such political pressure to influence their ratings.

Washington, DC: Mr. Klein: I've missed your reporting. Glad to see you've been
working on such an important issue. What made you decide to tackle this particular
subject&#63; Jennifer Sheffield

Alee Klein: Thanks; credit goes to my editor, Larry Roberts, who asked that I look into
this little-known industry.

Fairfax, VA: If these rater rate US, then how come US Congress and SEC regulators will
not create "conflict of interest” situation &#63;

Alec Klein: It's a persistent question among many on Wall Street and throughout the

world. The question, though, remains largely unanswered as regulators continue to study
the issue.

Jeddah, Saudi Arabia: You mentioned in the first article that a company may appeal its
rating with the respective rating company. This may be reasonable for companies in the
US since they have the chance to dispute the rating through the judicial system. However,
for sovereign nations to appeal their rating with a company may not be appropriate and in
most cases they would not have access to the same courts. What are your views on this

issue&#63; and is there any other proposed mechanism to handle disputes
internationally &#63;

Thank you.

Alec Klein: Many government ask the same question. In the United States, the credit
raters have successfully defended their rating as opinions protected by the First
Amendment. Overseas, many governments have complained that the credit raters are
outside influences trying to dictate their own national policies. So far, there is no

recourse. But in Europe, especially, regulators are beginning to band together to see if
there's a way to confront the issue.




washingtonpost.com:

Thank you all for your questions. The third day of Alec's series will appear in
Wednesday's paper and online at http://www.washingtonpost.com/wp-dyn/business.
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Smoothing the Way for Debt Markets

Firms' Influence Has Grown Along With World's Reliance on Bonds

By Alec Klein
Washington Post Staff Writer
Tuesday, November 23, 2004; Page A18

The credit-rating business was the creation of a young man who got his start at a Wall
Street bank in 1890 as an errand boy for $20 a month.

Dreaming of becoming a millionaire, John Moody had an epiphany one morning while
reading the newspaper. With so little known about a growing number of corporate
securities, someone was bound to publish an industrial manual offering financial

information to investors. "When it comes," he recalled thinking in his autobiography, "it
will be a gold mine."

In 1909, Moody started mining. He published a book about railroad securities, using
letter grades to assess their risk. Investors looking for more certainty liked the idea, and
the Moody business took off. So did Poor's Publishing Co., which began rating corporate
debt in 1916, according to its successor company, Standard & Poor's. Standard Statistics
Co. followed suit in 1922. Fitch entered the rating business in 1924,

In the ensuing decades, corporate America has increasingly turned to credit raters to
smooth the way for its loans. As recently as the 1980s, companies did about half of their

borrowing from banks. Now, the vast majority comes from the debt markets, which offer
lower rates.

Over the past 30 years, the credit raters have also made significant inroads overseas,
rating sovereign governments. In the 1970s, S&P rated only the United States and
Canada; Moody's Investors Service added a third, Australia. None was a risk. That began

to change when sovereign ratings took off in the 1980s and 1990s. By the year 2000, the
major companies were rating about 100 nations each.

By most measures, the influence of the rating companies has continued to grow along
with the size of the market for bonds and other debt, which is about $52 trillion
worldwide. In the United States alone, about $21 trillion in debt was in the market in
2003 -- about 50 percent more than the value of all shares of stock being traded in the
U.S. markets -- and almost none of that money could flow without a rating.

Today, as many as 150 credit rating agencies operate worldwide. But effectively, only
two - possibly three -- matter.

Wall Street confirms this fact when brokers buy or sell a bond for a client. When they call
up the issue on the computer screen, the screen almost always has only two or three spots
for credit ratings. Investors expect ratings from Moody's and S&P, each of which controls



about 40 percent of the market. "You basically have to go to Moody's and S&P," said

Dessa Bokides, a former Wall Street banler. "The market doesn't aceept it if you don't go
to both of them.”

Third-ranked Fitch Ratings, which has about a 14 percent market share, sometimes is
used as an alternative to one of the other majors.

"You're talking about an oligopoly," said Lawrence J. White, a former bank regulator and
now economics professor at New York University's Leonard N. Stern School of
Business. "Somebody who wants to buy wheat in the wheat market has a whole lot more
choice than someone who wants to get a rating on a bond. There's three to choose from,

and if you need more than one [rating], then you have to select two out of three, which in
essence means you have one degree of freedom.”

Staff researcher Meg Smith contributed to this report.

© 2004 The Washington Post Company
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Credit Raters' Power Leads to Abuses, Some Borrowers
Say

By Alec Klein
Washington Post Staff Writer
Wednesday, November 24, 2004; Page A0l

Last of three articles

The letter was entirely polite and businesslike, but something about it chilled Wilhelm
Zeller, chairman of one of the world's largest insurance companies.

Moody's Investors Service wanted to inform Zeller's firm - the giant German insurer
Hannover Re -- that it had decided to rate its financial health at no charge. But the letter
went on to suggest that Moody's looked forward to the day Hannover would be willing to
pay.

In the margin of the letter, Zeller scribbled an urgent note to his finance chief: "Hier
besteht Handlungsbedarf."

We need to act.

Hannover, which was already writing six-figure checks annually to two other rating
companies, told Moody's it didn't see the value in paying for another rating.

Moody's began evaluating Hannover anyway, giving it weaker marks over successive
years and publishing the results while seeking Hannover's business. Still, the insurer
refused to pay. Then last year, even as other credit raters continued to give Hannover a
clean bill of health, Moody's cut Hannover's debt to junk status. Shareholders worldwide,
alarmed by the downgrade, dumped the insurer's stock, lowering its market value by
gbout $175 million within hours.

What happened to Hannover begins to explain why many corporations, municipalities
and foreign governments have grown wary of the big three credit-rating companies --
Moedy's, Standard & Poor's and Fitch Ratings -- as they have expanded into global
powers without formal oversight.

The rating companies are free to set their own rules and practices, which sometimes leads
to abuse, according to many people inside and outside the industry. At times, credit raters
have gone to great lengths to convince a corporation that it needs their ratings -- even
rating it against its wishes, as in the Hannover case. In other cases, the credit raters have
strong-armed clients by threatening to withdraw their ratings -- a move that can raise a
borrower's interest payments.



And one of the firms, Moody's, sometimes has used its leverage to ratchet up its fees
without negotiating with clients. That's what Compuware Coip., a Detroit-based business
software maker, said happened at the end of 1999.

Compuware, borrowing about $500 million, had followed custom by seeking two ratings.
Standard & Poor's charged an initial $90,000, plus an annual $25,000 fee, said Laura
Fournier, Compuware's chief financial officer. Moody's billed $225,000 for an initial
assessment, but didn't tack on an annual fee.

Less than a year later, Moody's notified Compuware of a new annual fee -- $5,000, which
would triple if the company didn't issue another security during the year to create another
Moody's payment. Fournier said Mooedy's didn't do anything extra to earn the fee. But the
company paid it anyway -- $5,000 in 2001; §15,000 a year later.

"They can pretty much charge the fees they want to," she said. "You have no choice but
to pay it."

Moody's declined to comment on Compuware, but the firm said it now charges an annual
flat fee of $20,000 for monitoring a corporate borrower to remove any confusion.

Dessa Bokides, a former Wall Street banker who founded a ratings advisory group at
Deutsche Bank AG, said rating firms are continually finding new circumstances to

extract fees. Frequently, she said, they charge clients for many different securities, even if
the ratings all amount to the same thing: an assessment of a company's finances.

"They are rating every [bond issue] and charging for each [bond issue], but in reality,

they're only rating the corporate" health, Bokides said. "It's a great business if you can get
it." .

For Moody's, the numbers add up: It rates more than 150,000 securities from about
23,000 borrowers, whose debt amounts to more than $30 trillion. Its revenue more than

doubled in four years, to $1.25 billion in 2003, while its profit jumped 134 percent in that
time.

The company said a rating costs between $50,000 and $300,000 for corporate borrowers.
Moody's declined to provide a fee schedule, but according to a list obtained by The
‘Washington Post, if it is the applicant's first rating in the past 12 months, there's an
additional $33,000 fee. Then there's the monitoring fee ($20,000), a "rapid turnaround
fee" ($20,000) and a cancellation fee (at least $33,000). For $50,000 more, a client can
get an initial confidential rating.

S&P's fees are similar, according to a price list obtained by The Post.
The former finance chief of a major telecommunications firm was stunned when Moody's

and S&P sent their initial bills. Each was six figures, not counting the annual
maintenance fee. "I remember thinking their fees were outrageous,” said the former



executive, who spoke on the condition of anonymity for fear of angering the rating firms.
When he asked his banker about the fees, the banker said, "You've got to pay S&P and
Moody's."

So he paid.

"Yeah, it's expensive for a few phone calls and a little analysis," the former executive
said. "But guess what? Especially when you're a public company, your options are
limited. Really, you've only got S&P and Moody's."

Many schools and cities take the same view. The credit companies rate their debt as well,

but charge much less, typically in the thousands or tens of thousands, depending on the
size of the bond offering. Still, every fee seems to count.

Louis J. Verdelli Jr., a financial adviser to school districts and other localities, knows as
much. A municipality dissatisfied with a credit rater can have a difficult time getting rid

of it, said Verdelli, a managing director of Public Financial Management Inc. of
Philadelphia.

If, for example, a municipality stops paying a rating fee, the credit company may remove
its ratings on previous bonds, which could raise questions in investors' minds and make it
harder for the municipality to sell new bonds.

One investment banker in the Southwest said he encountered such a situation. Several

years ago, he began representing a cash-strapped school district. Things had gotten so
bad, the district raised the price of school meals.

To save money, the banker suggested that the district drop one of its two credit ratings.
That would save less than $10,000, but would be better than cutting textbooks. Moody's
fee was lower, so the banker decided to drop S&P. That is, until he heard from S&P. The

credit rater gave him an option: Pay $5,000 for S&P's service, or it would pull all of its
ratings.

The investment banker said he had no choice: He decided to pay for both ratings, which
the school district continues to do. "We're just paying off Standard & Poor's, and we're
costing taxpayers an additional $5,000, because we're concerned that the negative
association of their pulling the rating would cost more than $5,000," he said. He spoke on

the condition of anonymity, declining to identify the school district for fear of angering
the credit raters.

Vickie A. Tillman, S&P's executive vice president, said, "We reserve the right to
withdraw our opinion” when the firm does not have enough information to reach a

conclusion, and S&P would never "compromise its objectivity and reputation” by
withdrawing it for any other reason.

Unsolicited Opinions



Some U.S. lawmakers have raised another area of concern: The credit raters have a

privilege but little responsibility under a government rule that gives them access to
confidential information from a company being rated.

The rating companies say they need such inside data, But when they miss financial
meltdowns such as Enron Corp., WorldCom Inc. and the Italian dairy company Parmalat
Finanziaria SpA, the raters argue that despite having had insider access in many cases,
they can't be blamed for investor losses because they can't detect fraud. "The job of
insuring the accuracy of those source materials belongs to auditors and regulators," said
Frances G. Laserson, a Moody's spokeswoman.

Rating companies sometimes give yet another perspective about inside information.
When rating a company without its cooperation, the credit raters occasionally say they
don't need non-public information. They call such ratings "unsolicited"; others in the
industry call it a hostile rating.

Moody's estimates that less than 1 percent of its ratings are unsolicited. Tillman said S&P
rarely does unsolicited ratings, and generally only if a company borrows more than 550
million, explaining that the credit rater considers it a public service to rate major
offerings. James Jockle, a Fitch spokesman, said that more than 95 percent of the
companies it rates "agreed to pay our fees."

However, corporate officials, investment bankers and others familiar with the rating
firms' strategies say there's a reason unsolicited ratings don't appear common: Companies

approached that way by credit raters usually agree to pay a fee rather than risk a weak
rating made without their cooperation.

An S&P executive, who spoke on the condition of anonymity because the firm hadn't
authorized her to comment, said that S&P maintains a sales force -- what it calls an

"origination team" -- whose goal is to improve revenue by finding companies to rate and
charge a fee. "Some of it is cold calling," she said.

Northern Trust Corp., the big Chicago -based bank, said in a recent letter to the SEC that
it "has been sent bills by rating agencies for ratings that were not requested by Northern,
and for which Northern had not previously agreed to pay." In his letter, James I. Kaplan,
then the bank’s associate general counsel, continued, "On occasion, we have paid such
invoices in order to preserve goodwill with the rating agency, but we feel that this
practice is prone fo abuse." Northern Trust declined to elaborate.

In 1996, the Justice Department looked into similar unsolicited practices by Moody's. At
about the same time, a Colorado school district sued Moody's, claiming it got an
unsolicited negative rating - a hostile rating -- because the district had refused to buy the
Moody's service. The Colorado case was dismissed in 1997, after a judge ruled the rating
firm's statements about the school district were opinions protected by the First
Amendment. Justice took no action, but did fine Moody's $195,000 in 2001 for
obstructing justice by destroying documents during its investigation.



Fitch also has been criticized for unsolicited ratings. In the late 1990s, after being
dropped as a paid credit rater of Simon Property Group Inc., the largest U.S. owner of
regional shopping malls, Fitch did an unsolicited rating of the company. Some mall

company officials were dismayed that Fitch didn't announce that its rating was done
without Simon's cooperation.

Fitch said any requirement that it disclose unsolicited ratings would "inappropriately
interfere in the editorial process of the rating agencies."

When asked by The Post about unsolicited ratings, S&P's Tillman said her firm is "in the
process"” of changing its policies so investors will be able to tell whether they are looking
at a rating done with a borrower's cooperation. Moody's said the last time it issued an
unsolicited rating without identifying it as such was in 2000. And in October, the
company began to publicly identify unsolicited ratings.

Greg Root, a former official of the Canadian rater Dominion Bond Rating Service Ltd.
who also worked at S&P and Fitch, said that making such disclosure is important
because, "when a rating agency does a rating, there's the impression there's a formal due

diligence and that they get non-public information. Investors assume there's a strong
ongoing dialogue."

Whether an unsolicited rating 1s a form of coercion to earn fees is another matter, Root
said: "It's always a fine line."

A Hard Sell

Moody's danced along that line when it began its push into Europe in the late 1980s,
according to former company officials. It began writing letters to European companies,
saying it was planning to rate them. Moody's invited the companies to participate in the
ratings process; however, if they didn't, the credit rater said it felt it had adequate public
information to do a rating anyway.

"That was the hook. That's where we were trying to get into the door and send them the
bill," said W. Bruce Jones, now a managing director at Egan-Jones Ratings Co ., a small
rival of Moody's. "The implied threat was there."

Moody's took a similar approach in mid-1998 when it approached Hannover, the big
German insurance company that provides msurance for other insurance companies,
helping to spread the risk in the event of a major catastrophe.

Hannover had become one of the largest reinsurers in the world, with about half of its
business in the United States. Insurers must be able to demonstrate to outsiders that they
have the financial strength to make good on their policies. Hannover was already paying

fees for that purpose to S&P and A.M. Best Co., a leader in the insurance rating industry.
They had both given Hannover high ratings.



"So we told Moody's, "Thank you very much for the offer, we really appreciate it.

However, we don't see any added value,' " said Herbert K. Haas, Hannover's chief
financial officer at the time.

As Haas recalls it, a Moody's official told him that if Hannover paid for a rating, it "could
have a positive impact” on the grade.

Haas, now chief financial officer at Hannover's parent company, Talanx AG, laughed at
the recollection. "My first reaction was, "This is pure blackmail.’ " Then he concluded
that, for Moody's, it was just business. S&P was already making headway in Germany
and throughout Europe in rating the insurance business. Moody's was lagging behind.
And, Haas thought, Hannover represented a fast way for the credit rater to play catch-up.

Within weeks, Moody's issued an unsolicited rating on Hannover, giving it a financial
strength rating of "Aa2," one notch below that given by S&P. Haas sighed with relief.
Nowhere in the press release did Moody's mention that it did the rating without
Hannover's cooperation. But, Haas thought, it could have been worse.

Then it got worse. In July 2000, Moody's dropped Hannover's ratings outlook from
"stable" to "negative." About six months later, Moody's downgraded Hannover a notch to
"Aa3." Meanwhile, Moody's kept trying to sell Hannover its rating service. In the fall of
2001, Zeller, Hannover's chairman, said he bumped into a Moody's official at an industry
conference in Monte Carlo and arranged a meeting for the next day at the Cafe de Paris.
There, the Moody's official pressed his case, pointing out that the analyst who had been

covering Hannover -~ a man whom the insurer disliked -- had left Moody's. Zeller still
declined Moody's services.

Two months later, Moody's cut the insurer's rating by two more notches to "A2." In
December 2002, the rating firm put Hannover on review for another possible downgrade.
Somewhere along the way, Haas appealed to his boss to yield.

"I said, Ultimately, you cannot win against the rating agency. Let's bite the bullet and
pay,' " Haas recalled. "But for Willie [Zeller], it was a matter of principle. He said, Tm
not going to pay these guys.'"

In March 2003, Moody's downgraded Hannover's financial strength rating by two notches
and lowered its debt by three notches to junk status, sparking a 10 percent drop in the
insurer's stock. S&P and A.M. Best, both of which were privy to the German insurer's
confidential data, continued to give Hannover a high rating.

Industry analysts were confounded. "The scale of the Moody's downgrade was a
surprise," said Damien Regent, an analyst at UBS AG, in a research report at the time.
"There was no new information in the public domain to justify a three-notch downgrade.”

Larry Mayewski, A.M. Best's executive vice president, said he thinks Moody's has been
using unsolicited ratings to get companies like Hannover to buy its services.



Moody's declined to comment for this article about Hannover, but in its reports on the
insurer, it said it was concerned that the German company had "high levels of financial
and operational leverage" and a "high level of reinsurance recoverables” due to it. Since
then, Moody's has softened its stance, raising Hannover's outleck from "negative” to
"positive." But it still rates Hannover's debt as junk.

Zeller called the latest downgrade "ridiculous." But when his company's stock dropped
sharply, he began to wonder whether he had any recourse.

As in the United States, lawmakers in Germany and elsewhere in Europe have taken a

look at credit raters. But there has been no action. And Zeller isn't optimistic about the
prospects of change.

"They have built up such a franchise," he said, "it's difficult, if not impossible, {o do
anything against it."

© 2004 The Washington Post Company
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Credit and Blame: How Rating Firms' Calls Fueled Subprinte ©Mess ---
Benign View of Loans Helped Create Bonds, Led to More Lending

The Wall Street Journal

By Aaron Lucchetti and Serena Ng

15 August 2007

Al

English

(Copyright (c) 2007, Dow Jones & Company, Inc.)

Tn 2000, Standard & Poor's made a decision about an arcane corner of the morigage
market. It said a type of mortgage that involves a "piggyback,” where borrowers

simultaneously take out a second loan for the down payment, was no mere likely to
default than a standard mortgage.

While its pronouncement went unnoticed outside the morigage world, piggybacks soon
were part of 2 movement that transformed America's home-loan industry: boom in
"subprime" mortgages taken out by buyers with weak credit.

Six years later, S&P reversed its view of loans with piggybacks. It said they actually were
far more likely to default. By then, however, they and other newfangled loans were ey
parts of a massive $1.1 trillion subprime-mortgage market.

Today that market is a mess. As defaults have increased, investors who bought bonds and
other securities based on the mortgages have found their securities losing value, or in
some cases difficult to value at all. Some hedge funds that feasted on the securities
imploded, and investors as far away as Germany and Australia have suffered. Central
banks have felt obliged to jump in to calm turmoil in the credit markets.

Tt was lenders that made the lenient loans, it was home buyers who sought out easy
mortgages, and it was Wall Street underwriters that turned them info securities. But
credit-rating firms also played a role in the subprime-mortgage boom that is now
troubling financial markets. S&P, Moody's Investors Service and Fitch Ratings gave top

ratings to many securities built on the questionable loans, making the securities seem as
safe as a Treasury bond.

Also helping spur the boom was a less-recognized role of the rating companies: their
collabaration, behind the scenes, with the underwriters that were putting those securities
together. Underwriters don't just assemble a security out of home loans and ship it off to
the credit raters to see what grade it gets. Instead, they work with rating companies while

designing a mortgage bond or other security, making sure it gets high-enough ratings to
be marketable.

The result of the rating firms' collaboration and generally benign ratings of securities
based on subprime mortgages was that more got marketed. And that meant additional
leeway for lenient lenders making these loans to offer more of them.



The credit-rating firms are used to being whipping boys when things go badly in the
markets. They were criticized for being late to alert investors to problems at Enron Corp.
and other companies where major accounting misdeeds took place. Yet they also
sometimes get chastised when they downgrade a company's credit.

The firms say that since first asked to rate securities based on subprime loans more than a
decade ago, they've done the best they could with the data they've had. “The housing
market has proven to be weaker than a lot of expectations," says Warren Kornfeld, co-
head of residential mortgage-backed securities at Moody's. This summer, the firms
downgraded hundreds of mortgage bonds built on subprime mortgages. They say those
bonds represent only a small part of the subprime-mortgage market.

The subprime market has been lucrative for the credit-rating firms. Compared with their
traditional business of rating corporate bonds, the firms get fees about twice as high when
they rate a security backed by a pool of home loans. The task is more complicated.
Moreover, through their collaboration with underwriters, the rating companies can
actually influence how many such securities get created.

Moody's Investors Service took in around $3 billion from 2002 through 2006 for rating
securities built from loans and other debt pools. This "structured finance" -- which can
involve student loans, credit-card debt and other types of loans in addition to mortgages -

- provided 44% of revemme last year for parent Moody's Corp. That was up from 37% in
2002.

When Wall Street first began securitizing subprime loans, rating firms leaned heavily on
lenders and underwriters themselves for historical data about how such loans perform.
The underwriters, in turn, assiduously tailored securities to meet the concerns of the
ratings agencies, say people familiar with the process. Underwriters, these people say,

would sometimes take their business to another rating company if they couldn't get the
rating they needed.

"It was always about shopping around" for higher ratings, says Mark Adelson, a former
Moody's managing director, although he says Wall Sireet and mortgage firms called the
process by other names, like "best execution" or "maximizing value."

" Executives at both ratings firms and underwriters say the back-and-forth stopped short of

bargaining over how to construct securities or over the criteria used to rate them. "We
don't negotiate the criteria. We do have discussions," says Thomas Warrack, a managing
director at S&P, which is a unit of McGraw-Hill Cos. He says the communication
"contributes to the transparency" preferred by the market and regulators.

Some critics, such as Ohio Attorney General Marc Dann, contend the rating firms had so
much to gain by issuing investment-grade ratings that they let their guard down. They
had a "symbiotic relationship” with the banks and mortgage companies that create these

products, says Mr. Dann, whose office is investigating practices in the mortgage markets
and has been talking to rating firms.



Tn assembling a security such as a mortgage bond, an underwriter first pulls together
thousands of loans that will serve as collateral. Before marketing the security, the
underwriter slices it into perhaps 10 "tranches" with varying levels of risk and return.

The riskiest iranche has the highest potential return, but it ought to, because the buyer 1s
taking a great risk: This tranche will absorb the first defaulis that occur in the pool of
mortgages. The next-lowest tranche is the second-hardest-hit by any defaults. Because of
this structure, most of the higher tranches traditionally were considered well-enough

insulated from defaults to merit investment-grade ratings -- in some cases, triple-A
ratings.

The process, in a bad market, is like prisoners walking the plank on a pirate ship. The
holders of the riskiest securities are at the front of the line and go overboard first. What's
happening in the subprime-mortgage market is that investors further back than many
imagined possible are going overboard as well.

Had the securities initially received the risky ratings that some of them now carry, many
pension and mutual funds would have been barred by their own rules from buying them.
Hedge funds and other sophisticated investors might have treated them more cautiously.
And some mortgage lenders might have pulled back from making the loans in the first
place, without such a ready secondary market for them.

Many money managers lacked the resources to analyze different pools of assets and
relied on ratings companies to do so, says Edward Grebeck, chief executive of a debt-
strategy firm called Tempus Advisors. "A lot of institutional investors bought these

securities substantially based on their ratings, in part because this market has become so
complex," he says.

Back in 2000, piggyback mortgages were just one among a handful of new loan varietias
that credit analysts were having to evaluate. Until that point, few borrowers used
piggyback loans to streich beyond their means. But lenders began proposing these
structures as a way to make homes affordable as their prices rose.

Because buyers putting less than 20% down may have less incentive or ability to avoid
default, they normally had to buy private mortgage insurance to protect the lender if they
fail to make the payments. But as interest rates slid and home prices rose, plenty of '

lenders were willing to provide a second, piggyback mortgage for all or part of the 20%,
without insisting on mortgage insurance.

The big mortgage buyers Fannie Mae and Freddie Mac wouldn't purchase these
piggyback deals, which didn't meet their standards. But Wall Street firms would, because
they found they could turn them into high-yielding securities. And there were plenty of
buyers for such securities: With interest rates low, many investors were in search of
higher-yielding instruments.



Data provided by lenders showed that loans with piggybacks performed like standard
mortgages. The finding was unexpected, wrote S&P credit analyst Michael Stock in a
2000 research note. He nonetheless concluded the loans weren't necessarily very risky.

S&P didn't let loans with piggybacks completely off the hoolk. S&P said in 2001 that it
wouldn't penalizs a subprime mortgage pool so long as the value of loans with
piggybacks didn't exceed 20% of the overall value. Any more than that, and it would

impose a rating penalty, S&P said. The firm notes that its assumptions "remained
appropriate for several years."

Despite this limit, S&P's stance was good news for underwriters and lenders. For
underwriters, the S&P decision made it easier to create investment-grade securities based

on pools of subprime loans. And underwriters' appetite for the loans, in turn, made it
easier for lenders to originate them.

Trends then converged to create explosive mortgage-marlket growth. Falling interest rates
-- as the Federal Reserve sought to prop up the economy after the tech-bubble burst -
made home financing less expensive. New technologies let bankers construct bonds from
the payments of thousands of different mortgages. The fastest-growing segment was
subprime loans. Lenders brought out loans in which borrowers didn't have to document
their income, or could at first pay only interest and no principal -- or could use a
piggyback to, in effect, borrow the whole cost of the home.

At first, underwriters creating mortgage securities made sure the loan pools they based
them on didn't have more than 20% with piggybacks. But by 2006, some were willing to
accept a ratings penalty. They created securities like those structured from a pool of
14,500 loans from Washington Mutual Inc.'s mortgage arm. About 52% of the pool's
value consisted of loans with piggybacks, a prospectus showed.

By 2006, S&P was making its own study of such loans' performance. It singled out
639,981 loans made in 2002 to see if its benign assumptions had held up. They hadn't.
Loans with piggybacks were 43% more likely to default than other loans, S&P found.

In April 2006, S&P said it would raise by July the amount of collateral underwriters must
include in many new mortgage portfolios. For instance, S&P could require that mortgage
pools have extra loans in them, since it now expected a larger number to go bad.

Still, S&P didn't lower its ratings on existing securities, saying it had to further monitor

the performance of loans backing them. It thus helped the market for these loans hold up
through the end of 2006.

Some investors, however, grew concerned, as newer morigage securities appeared that
were based not just on piggyback loans but on loans with other risly attributes as well.
One money manager, James Kragenbring, says he had five to 10 conversations with S&P
and Moody's in late 2005 and 2006, discussing whether they should be tougher because
of looser lending standards. "I'd think there would be more protection to gnard against



defaults,” Mr. Kragenbring, from Advantus Capital Management, says he said to the
rating companies.

He says he was told that for much of 20035 and 2006, subprime loans were performing
about the same as in previous years. Other analysts recall being told that ratings could

also be revised if the market deteriorated. Said an S&P spokesman: "The market can go
with its gut; we have to go with the facts."

In the second half of 2006, Mr. Kornfeld at Moody's noticed a troubling trend. In an
unusually large number of subprime loans, borrowers weren't making even their first
payments. The market's great strength "could not continue," Mr. Kornfeld recalis thinking
at the time. He called staff meetings to discuss his concern, and in November Moody's
said publicly it saw signs of deterioration.

In March 2007, S&P said it expected home prices to be stagnant this year but grow 3% to
4% in 2008. By early July, S&P had lowered this forecast. It said its chief economist

projected that home prices would fall 8% from the 2006 peak to a trough expected in the
first quarter of 2008.

Defaults and delinquencies rose. Hard-pressed borrowers found it harder to get a new
loan to bail them out or to sell their homes and pay off the loan that way. By July, almost
a third of the loans in Washington Mutual's subprime pool were delinquent or in
foreclosure. This performance, much worse than what credit-rating firms had expected,
forced Moody's and S&P to slash their ratings on several secirities backed by those

loans. On some, S&P cut an initial A-minus investment-grade rating by five notches, to a
below-investment-grade BB.

The downgradmg, begun late last year, became an avalanche this summer. On July 10,
Moody's cut ratings on more than 400 securities that were based on subprime loans. S&P
put 612 on review, and downgraded most two days later. The moves jolted financial

markets and prompted some investors to criticize the ratings firms for misjudging the
market.

The firms said that the soaring marlet of 2005-06 had reduced the relevance of their
statistical models and historical data.

Money mangers unloaded on a July 12 conference call with Moody's analysts. "You had
reams upon reams of data," said Steve Eisman, a managing director of hedge fund
Frontpoint Partners, which had made bets against the subprime market. "Despite all that
data, your original predictions of the performance of 2006 loan pools have proven to be
completely and utterly wrong." He asked why the rating firms waited to take major steps.

The chief credit officer at Moody's, Nicholas Weill, replied that some of the original
subprime data provided to rating firms weren't "as reliable as expected." He also said
Moody's put out "early wamings" of downgrades as far back as November 2006, Tnstead
of cutting ratings right away, he added, Moody's needed time to see whether the loans



would start to recover. "What we do is assess information available at the time," Mr.
Weill said.

S&P, Moody's and Fitch Ratings have reacted by repeatedly toughening their ratings
methodology for new subprime bonds, requiring significanily bigger cushions. They now

assume more and quicker defaults among pools of loans, especially those with
piggybacks.

The changes have had an effect. About 27% of loans made in the first quarter of this year
had piggybacks attached, down from 35% a year earlier, according to S&P research.
Overall, issuance of subprime-mortgage bonds is down 32.5% this year through June,

according to Inside Mortgage Finance. That is resulting in lower Wall Street profits and
tighter lending standards for consumers.

Commiittees in the U.S. House and Senate are broadly examining the mortgage market, as

are various state and federal agencies. It's not clear whether ratings firms will become a
focus of the inquiries.
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securities have become a major profit driver at Moody's.
‘ From 2003 to 2006, the growth in the mortgage market helped Meody's
L Eeee g AP e stock price triple, while its profit climbed 27% a year on average. The
? firm's CEQ, Raymond McDaniel, received a compensation package of
e o mom w W $8.2 million last year, about double his pay package in 2005 and triple
: o what his predecessor made in 2000. S&P, as a unit of a larger public
| Sauite Themsan Datastieam company, isn't required to release compensation figures,

This type of financial information is likely to be scrutinized by the
various state and federal regulators. While ratings firms generally disclose the amount they collect to rate

9/12/2007

Yostordiay's clase: $46.03
» Change since the end of Sept. 2000; up 253%

1} 60......-......_............................‘. O T L B A
g




Page 2 of 3

different kinds of bonds, the SEC wants to see whether clients that sell more deals -- and thus generate more
revenue for ratings firms, tend to get better ratings. While there is no evidence so far of this kind of
preferential treatment, regulators are interested in examining the question given the lucrative nature of the
mortgage market, one person familiar with the matter said.

: "We're going in to look at the conflicts of interest, both in how they are paid and in
their standards for rating," said Erik Sirri, director of the SEC's division of market
regulation, after testifying on Capitol Hill on Wednesday.

In New York state, Attorney General Andrew Cuomo has subpoenaed documents from
S&P and Fitch as part of a broader probe inte the mortgage market. In Ohio, Attorney
General Marc Dann is looking into the ways that rating firms interacted with Wall
Street underwriters. "The more we look at it, the more we realize that these firms are
| important,” said Mr. Dann.

B Ratings firms, which say they did nothing improper, contend they remained
S independent evaluators of the securities even as their ratings business grew with the
I exploding mortgage-backed security market.
S&P and Fitch spokesmen said their firms are cooperating with the investigations and
they look forward to discussions about how the ratings process works, S&P's
spokesman added that the firm's ratings criteria are "publicly available, non-negotiable
and consistently applied." A Moody's spokesman said: "We have received various government inquiries and
we will fully assist with each of these."
The ratings firms are only one piece of the vast mortgage market. But they are an important cog at a time
when the business is under scrutiny. The Senate Banking Committee and the House Financial Services
Committee are planning hearings about the role of ratings firms in subprime mortgages (or those made to
less-creditworthy borrowers), which have been hit by the recent decline in housing prices. Investors have
lost billions of dollars and many homeowners face foreclosures, prompting ratings firms to lower ratings on
hundreds of mortgage-backed bonds.
Ratings firms publish bond ratings that express an opinion about the likelihood of default. Firms like
Moody's and S&P have been rating corporate bonds for generations, using ratings from safer triple-A bonds
down to junk-bond levels. Recently, one of the fastest-growing segments of their business has been rating
complicated pools of mortgages and other consumer-backed debt.
Their role can be tricky because the firms are paid by the companies that issue the bonds and not the buyers.
Making things tougher is the desire by bond issuers to have their bonds evaluated by the firm willing to give
the highest rating,.
Issuers often work with the rating firms to restructure the securities that are deemed high-risk, or even
attempt to get another firm to rate the bonds. Earlier this sumimer, Moody's said its market share dropped to
25% from 75% in rating commercial mortgage deals after it increased standards, making it harder for Wall
Street firms to get high ratings on the bonds they sold.
Ratings firms employ both analysts and committees to evaluate securities in a kind of checks-and-balances
system to minimize conflicts of interest. The analysts don't participate in fee negotiations and their pay
doesn't depend on the fees garnered from deals they rate.
While overall compensation at Moody's rose about 17% a year from 2003 to 2006, much of that was the
result of additional staff. Since 2002, Moody's spending on compensation and benefits roughly doubled, to
about $650 million last year from about $330 million in 2002.
According to the Moody's data, the average compensation package at the firm, including benefits, rose about
24% from 2002 to 2006, to about $194,000 from $157,000. The Moody's spokesman said the firm's
"compensation practices are in line with the industry."
Those salaries are low by the standards of Wall Street, where many analysts find jobs after working for the
ratings firms. That has led some critics to question whether analysts might go easy on bond ratings so they
don't alienate issuers who might be prospective employers down the road.
Sylvain Raynes, a former Moody's analyst who is now a principal at valuation advisory firm R&R.
Consulting, argues that such direct moves should be prohibited unless the analyst takes at least two years
away from the ratings business.
Tulia Whitehead, a senior adviser at boutique investment bank Miller Mathis, says it would be hard to
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change the model of bond issuers paying ratings firms, but she argues ratings firms should be held more
accountable when they do a poor job rating bonds.
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Credit crunch gallery of guilt

The causes of the present credit crisis are many and varied. From the
Fed's policy of cheap money to the bonus-driven fee structure of the
City and Wall Street, there are plenty of culprits in the debt market
meltdown.Sean Farrell, Sean O'Grady and Stephen Foley identify some
of the major dramatis personae

Published: 05 September 2007
Central bank
Alan Greenspan, chairman of the US Federal Reserve, 1987 to 2006

The man who underwrote the bubble. After the collapse of the dotcom boom In 2000, the attacks of 11 September 2001 and the Enron/
accounting scandals of 2002, the Fed lowered interest rates until they reached a nadir of 1 per cent in June 2003, where they stayed fora
year before gently rising. Such historically low levels (negative In real terms), had the desired eifect of bolsterlng financial markets, but also
fed through to inflation and, more dangerously, a real estate and financial bubble. It also created the "Greenspan put”. Homeowners
borrawed and spent, ofien on goods made in China, hence America's vast trade deficit. The Fed is also responsible for banking regulation,
but Greenspan was phlegmatic about the sub-prime phenomenan: "Where once more-marginal applicants would have been denied credit,
lenders are able to quite efficiently judge the risk posed by... applicants and to price that risk appropriately.” Sub-prime mortgage lending,
which stood at 1 to 2 per cent of the market in the early 1990s, rose rapidly to 10 per cent of the market,

Politicians

George Bush, US President

When Bush entered the White House In 2001, the US federal government was in the black. That was before 11 September and the war on
terror. A combination of radical tax cuts and higher defence spending has left America's public finances in a woeful condition. A $1.35
trillion {£670bn) tax cut put money in the pockets of the middle classes. This year, the federal budget deficit Is now predicted io come in at
$2056n, down from its recent peak of $413bn in 2004, Since the beginning of the Bush administration, US deficits have added $2.6 trillion
to the total national debt, which now stands at more than $8.2 trillion. The Bush administration will leave a legacy of a huge budgetary
crunch when members of the baby-boom generation begin retiring in large numbers.

Big UK banks

Boh Diamond, president of Barclays

It is not only the big swinging dicks on Wall Street who have taken part In the buying and selling of repackaged debt. The big UK banks
have got in on the act, either by structuring and seliing the stuff, investing In potentially toxic debt through obscure invesiment vehicles, or
setting up these vehicles for clients. At the centre of the furore has been Barclays Capital, Barclays' investment bank, run by Bob Diamend.
The departure of Edward Gahill, BarCap's head of collateralised debt obligations, fuelled concern about BarCap's exposure to complex
debt funds. Mr Diamond has been reassuring investors there was nathing lurking in Barclays' balance sheet.

Hedge funds
Jim Simons, founder, Renaissance Technologies

http://mews.independent.co.uk/business/analysis_and_features/articie2927120.ece 9/5/2007
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The most expensive hedge-fund manager in the world, Jim Simons' first job out of college was as a mathematician working for the Defense
Department cracking enemy codes during the Vietnam War. Now his hedge fund Renalssance Technologies controls §24bn in assets and
charges clients 5 per cent a year to look after their cash, plus a 44 per cent of returns beyond a certain level.

What they are paying for is so-called "black box" computer programmes that harvest tiny profits from millions of automated trades. Funds
such as Renalssance lost billions of dollars in the first week of August after a combination of events that their statistical models sald
wouldn't happen, helping spread the panic from the sub-prime morigage sector.

Regulators
Christopher Cox, chairman, Securities & Exchange Commission

Wall Street's regulator, the Securities & Exchange Commission, has been trying to gat a grip on the ballooning hedge fund industry — but it
has failed. Itis a difficult-to-measure industry, based largely offshore to avoid tax and disclosure rules, but it is certainly huge, with about
9,000 offshore funds holding assets estimated at around $2bn (E1bn). The SEC under Mr Cox brought in a rule requiring most hedge funds
to register with the agency. Many simply ignored the rule. The SEC's approach to regulation has been in disarray ever since.

Debt investors

Herbert Suess, former CEQ of Saschen LB

Someone had to buy all this stuff, and mast investors only have themselves to blame for believing in the free lunch of returns without risk.
At the bottom of the chain are the growing new class of wealthy individuals — from footballers and entertainers to entrepreneurs and sellers
of family businesses — wha were urged to invest in hedge funds. The hedge funds then bought into credit products they didn't understand,
using borrowed money from investment banks. Pension funds also invested in fixed-Income securities aiter the bursting of the dotcom

bubble of the late 1990s caused fears about investing too heavily in shares. With huge demand for highly rated fixed-income assets, the
investment banks had every reason to create them using ever-mare complex structures,

As ever, the market attracted institutions less able io understand the investments than the hedge fund geniuses. Slespy German
institutions such as IKB and Sachsen LB stunned the market with massive losses on sub-prime securities and saw their CEOs depart as
they had to be balled out to the tune of mare than €20bn (£13.5bn). Peter Hahn, a fellow at Cass Business School and a former managing

director at Citigroup, said: "People said, "l want low risk and high returns' and you had a massive buying spree by people who didn't really
know what they were buying."

Credit rating agencies

Kathleen Corbet, president of Slandard & Foor's

The ratings agencles apply grades to bonds and debt-related invesiments depending on the level of risk. Standard & Poor's and Moody's,
the top two agencies, have been lambasted on both sides of the Atlantic for giving high ratings to bonds and complex credit funds linked to
risky debt, particularly US sub-prime morigages.

Critics claim agencles maintained high ratings on securities as defaults on sub-prime mortgages ballooned. S&P says [t alerted the market
two years ago and the fall in value of the securities Is not its responsibility.

The agencies receive fees for giving ratings, meaning the mare investments they grade, the more money they make. Critics say the
agencies work too clasely with the banks structuring debt investments, undermining the independence of their ratings.

Kathleen Catbet, the president of Standard & Poar's, resigned last week as criticism mounted, though S&P sald her departure was a
coincldence. The European Commission is Investigating whether S&P and Moody's had conflicts of interest.

Private equity
Henry Kravis, founder of Kohiberg, Kravis, Roberts

The original barbarian at the gate, the private equity pioneer was still at the apex of the leveraged buy-out phenomenen 20 years after the
battle for RJR Nabisco. But he was In danger of losing the crown to Stephen Schwarzman of Blackstone, and thelr battle pushed bath into
bigger deals. KKR's acquisitions of TXU, and First Data are amongst the biggest buy-outs of all time, at $44bn and $29bn respectively.
Because LBO debt was sliced and diced and parcelled out for sale to investors acrass the world, no one seemed to notice s the deals got
riskler, with Henry Kravis and his rivals paying higher prices that would gave them much less room to cope with any trading downturn.

Wall Street

http://mews.independent.co.uk/business/analysis_and_features/article2927120.ece 9/5/2007
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James Cayne, chief executive, Bear Stearns

On the day that Bear Steamns was bailing out one of its hedge funds to the tune of $3.2bn, the bank's chief executive was on a New Jersey
golf course. The Wall Street veteran has faced a storm of criticism for falling to understand the scale of the credit crisis, despite running a
bank that is among the most heavily exposed to the mortgage-backed bond market. The Bear Stearns funds had made more than $20bn of
bets on the US sub-prime mortgage market, mainly funded by debt advanced by other banks on Wall Street. When the bels went wrong in
June, the funds were wiped out. Investors were forced to admit their investments in martgage-backed debt instruments were unsellable,
while lenders began to cut the amount of leverage allowed to hedge fund clients.

Mortgage lenders

Angelo Mozilo, chief axecutive, Counfrywide Financial

As the head of the largest independent mortgage lender in the US, Angelo Mazilo was the face of the industry as it offered too-good-to-be-
true mortgage deals to milions of Americans previously deemed too poor or too irresponsible to own their own home. Thanks to the
innovative financing available from Wall Street, Countrywide and its smaller brethren were able to offer extraordinary "teaser” rates, which

lured customears with a low introductory interest rate. With each new wave of these loans that reset to a higher, variable rate, defaults have
been ratcheted higher and are now at record levels, with worse to come.

© 2007 Independent News and Media Limited
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al Representatives Demand to
Oversee U.S. Markets

September 3, 2007 | From theTrumpet.cam

The unfolding *made in America” worldwide subprime mortgage crisis has foreign bankers

demanding international regulation of American markets, banks and rating agencies.
BY ROBERT MORLEY
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n his foreign-policy speech on August 27, French President Nicolas Sarkozy called for an enhanced global rule
I hook to avoid financial crises. Sarkozy, who has vowed to “moralize financial capitalism,” sald such crises could

reoccur if “the leaders of major countries” did not take “concerted action to foster transparency and regulation
of international markets.”

International bankers and investors frem China to France and Germany have lost billlons of dollars because U.5.
investments, sold as safe, turned out to be far riskier and worth much less than what American investment-rating
agencies and banks led them to believe. They don’t want to be deceived again.

The international worry is that American regulators are not praperly monitoring the products or alerting Investors to
the risks. As the subprime crisis in America has unfolded and millions of homeowners have started to default on
thelr mortgages, the incredibly lax lending practices of American companies and banks have come to light.

Over the past five years, high-risk subprime loans, known as “liar's loans” (where applicants simply stated their
income, knowing there would be no verification) and NINJA loans (so-called because they are loans made to people
with No Income, No Joh or Assets) became commonplace. These loans were then packaged, marketed as high-
guality securities by U.S. banks and rating agencies, and in many cases sold to international investors.

Now international investors are asking not only why American banks were allowed to originate hundreds of
thousands of mortgages to home buyers whom they knew would likely be unable to repay them, but also why these
risky investments were pawned off with top ratings to unsuspecting investors.

“We need an international approach, and the United States needs to be part of it,” said Peter Bofinger, a member of
the German government’s economic advisery board.

Dick Bryan, a professor of economics at the University of Sydney, agrees. "[T]here is the need to challenge the
sovereignty of national regulators—why should the rules of lending In the U.S. be left to U.S. regulators when the
consequences go everywhere?” he said. In this globalized world, investors in Australia were hit particularly hard by
exposure to U.S, subprime loans. “[A] problem in one location is a problem everywhere,” Bryan said.

If and how long Washington will be able to resist International pressure is unclear, but America will probably fight
hard to limit foreign regulation, especially since financial products and services are one of America‘s most dynamic

and most important export industries. So far, the response from Washington is that it wants “no form of oversight.”

However, while regulators in the U.S. have been unreceptive to international menitoring, Europe and Asia, unlike In
years past, now have growing financial leverage up their sleeves.

“America depends on the rest of the world te finance Its debt,” reminded Bofinger. “If our institutions stopped
buying their financial products, it would hurt.”

http://www.thetrumpet.com/print.php?q=4208.2381.0.0 9/5/2007



International Representatives Demana to Uversee U.o. vIarkets — 1he trumpet.com ragt £ Ol <

Foreign willingness to purchase U.S. debt has kept Interest rates low in America—thereby creating millions of jobs in
real estate, home construction, remodeling and other associated industries. If foreigners stop lending to America
because of difficulty assessing borrower credit-worthiness, the cost of borrowing could go way up.

But a potentially bigger concern is the effect the subprime disaster could have on America’s reputation as a financial
safe haven. As the world’s largest debtor nation, America borrows hundreds of billions of dollars per year from the

rest of the world. America needs foreign money, and its ability to attract it depends on its perception as a stable and
trustworthy borrower.

The exposed corruption associated with America’s housing bubble, which Includes mortgage originators, banks and
rating agencies, may be irrevocably damaging the nation’s economic reputation and its ability to finance its debt.

Jim Willle, statistical analyst and financial editor of the Hat Trick Letter, wrote:

The U.S. financial system is teetering. Its U.S. dollar currency is losing global support, with some outright
revolts in crucial territories. The chief private sector export from the U.S . financial sector has been fraud-
ridden asset-hacked bonds [largely compaosed of risky mortgages] and their toxic credit derivatives. ... For
years an institutional dishonesty within all things financial in the United States has been engrained,
spreading ... The Wall Street hucksters exported fraud. The backlash might be more severe than the soft
soap gurus anticipate. Look for an international boycott. The shock waves in the U.5. financial markets are
preliminary symptormns of bigger events soon to came.

America’s ecanomic recklessness seems to be coming home to rooest. Politicians, regulators and financial specialists
putside the United States are seeking a role in oversight of American financial institutions and rating agencies in the
wake of recent mortgage and banking problems. Indebtedness is eroding more than America’s economic
independence—it's eroding its status as a superpower. @
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Upgrade History of China’s Sovereign Credit Rating
by S&P, Moody’s and Fitch Ratings

The Chinese government’s refusal to honor repayment of its defaulted
sovereign debt first became widely published in June 2001. Since that time,
the three primary NRSROs have upgraded China's international sovereign
credit rating (i.e., the "long-term foreign currency sovereign credit rating"
assigned to China) SIX (6) times, as follows:

S&P: Three (3) upgrades:

From "BBB" (affirmed in 2001) to "BBB+" (February 2004)
From "BBB+" to "A-" (July 2005)

From "A-" to "A" (July 2006)

S&P has maintained an "investment grade" rating for China since 2001,
which S&P defines as an issuer not having any defaulted full faith and credit
sovereign debt outstanding and unpaid. S&P presently maintains a "Positive”
outlook for China, indicating an imminent fourth upgrade of China's credit
rating. Note that S&P affirmed China's "investment grade” credit rating the
very next day (October 22, 2003) following the Congressional hearing on the
ABF, in order to strengthen the sale of China's sovereign bonds and notes
registered in the U.S. the same month (October 2003). Compare the
published definition of China's prevailing artificial investment grade rating
with the definition of the truthful rating of "Selective Default":

http://globalsecuritieswatch.org/Sovereign Ratings Definitions and Criteria
Moody's: Two (2) upgrades:

From "A3" to "A2" (October 2003)

From "A2" to "A1" (July 2007)

Fitch Ratings: One (1) upgrade:

From "A-" to "A" (September 2006)

Fitch Ratings presently maintains a "Positive" outlook for China, indicating a
second upgrade of China's credit rating is imminent.

[Data range: June 2001 - August 2007].




The following information is directly pertinent to the periodic upgrades:

1. Explicit notification (i.e., constructive notice) was provided to Norman
Feitz, Senior Counsel to Goldman Sachs for Regulatory Affairs and
Compliance, in a letter dated January 2, 2002. This is important because
Goldman Sachs served as the credit rating adviser to China in 2003 as
regards the sovereign notes and bonds registered in the United States and
sold by China in 2003. The 2002 letter included the following enclosure:

http://www.globalsecuritieswatch.ora/Sovereign Rating Research Bulletin/C
hina.pdf

2. Explicit notification (i.e., constructive notice) was again provided to the
Chief Executive Officers of all three primary NRSROs in a letter dated
November 27, 2002

http://www.globalsecuritieswatch.org/letter to Moodys from ABF

3. The prevailing artificial ratings assigned to China by the three primary
NRSROs were included in the specifications describing the wrongful actions of
certain parties in a letter dated April 8, 2004 sent to the Hon. Eliot Spitzer,
Attorney General for the State of New York (see pages 11-17):

http: //www.globalsecuritieswatch.org/Letter to EliotSpitzer AG New York f
rom_Sovereign_Advisers.pdf

4. Explicit notification (i.e., constructive notice) was provided yet again in
a letter dated May 18, 2006, which was sent via certified U.S. mail to the
Chief Executive Officers of each of the three primary NRSROs: |

http://www.globalisecuritieswatch.org/Letter from_Sovereign Advisors to S
tandard and Poor's _Corporation

5. Note that S&P upgraded China most recently during July 2006. Also note
that both this upgrade, as well as the previous upgrade during July
2005, occurred subsequent to the Financial Times articles on China's
defaulted sovereign debt (June 7, 2005), which articles included comments
by senior representatives of the credit rating agencies:

htip: //www.alobalsecuritieswatch.ora/Financial Times Article.re.China's Def
aulted Sovereign Debt

6. EuroWeek Capital Markets magazine published two separate articles
related to China's artificial sovereign credit rating (April 2005 and 3uly
2006). The 2006 article contained denials of wrongdoing from S&P, Moody's
and Fitch.




7. Moody's most recently upgraded their rating on July 26, 2007 from A2 to
Al. Both Standard & Poor's and Fitch Ratings presently maintain a "positive
outiook™ for China, which indicates an imminent upgrade by both agencies.
The higher the rating, the more issuers such as corporations and sovereign
governments will pay for the rating in order to issue debt. Moody's freely
admits on their website visitor agreement that they may charge issuers
upwards of $1 million for a single credit rating!

8. In addition to the complaints filed with the SEC andthe GAO, a
comprehensive description of the wrongful actions of the primary
international credit rating agencies as regards China, including an excellent
analysis by the Washington Post of the conflicted and self-serving business
practices of the international credit rating agencies, is accessible at:

http: //www.globalsecuritieswatch.org/Wrongful Actions of the International
Credit Ratings_Agencies

9. A narrative describing China's artificial sovereign credit rating is
accessible at:

http://www.alobalsecuritieswatch.org/Forbes Article.re.China's_Artificial Sov
ereign_ Credit Rating

10. It is revealing to note that China reportedly denied seeking a credit
rating in 1988, after which it bought and paid for a rating from S&P which
concealed China's defaulted sovereign debt.

http://www.qglobalsecuritieswatch.org/China Denies Seeking Sovereign Cre
dit Rating

As demonstrated by our research into this matter, the prevailing "investment
grade" sovereign credit ratings assigned to the communist Chinese
government by the three primary NRSROs evidence the application of a
reckless standard of care, when compared to their respective published
definitions.




Moody's upgrades HK and
China

HONG KONG, China (Reuters) --International ratings

agency Moody's Investors Service upgraded its debt
ratings on China and Hong Kong in a move that will

further tempt investors to snap up China's upcoming
$1 billion bond.

Moody's on Tuesday raised its foreign currency debt rating on China by one notch to
A2 from A3, putting China just four notches below the agency's top AAA level,

Tt raised Hong Kong's foreign currency ratings, which apply to bonds and bank
deposits, by two notches to Al from A3.

The move pushed forwards contracts on the Hong Kong dollar and China's yuan
higher, a sign that investors expected these currencies to strengthen in coming
months despite the fact that both are pegged to the U.S. dollar.

Moody's said the rating outlook on both Hong Kong and China was stable, meaning it
is not likely to shift the new ratings anytime soon.

The move follows an upgrade of China's long-term foreign currency rating outlook by
Fitch Ratinas on Monday and comes as China kicks off investor presentations for a

alobal bond sale, its_first since May 2001, which will also include a 500 million euro
bond.

HK ahead of China

Moody's said that although Hong Kong and China were becaming more closely
linked, via projects such as the planned bridge linking Hong Kong to Macau and
Zhuhai, the former British colony's freer economy and stronger institutional structure
justified its higher rating.

"The ratings upgrade is justified because things in Hong Kong are really improving,"
said Henry Tsoi, senior economist at Hang Seng Bank.

Moody's cited Beijing's policy of keeping its foreign debt, both government and
private sector, at a prudent level as a major reason for China's upgrade,

China's economy is growing around eight percent a year with exports leading the
charge helped by a flood of foreign investment in its factories.

The surge in foreign investment, growing export revenues and speculative funds
betting that China will allow its currency to appreciate in coming months have led to
a dramatic rise in the country's foreign exchange reserves.

At the end of August these reserves stood at $364.7 billion, second only to Japan's.
"These factors make even more remote the possibility that the central government
would default on its foreign currency bonds,” Moady's said in a statement.

"Officlal foreign exchange reserves that are close to twice the total amount of



external debt make for an exceptionally strong external payments position," it said.
George Leung, China economist at HSBC in Hong Kong, said Moody's move was
justified and not really surprising for markets.

"“They have cited accumulation of foreign reserves and the strengthening ability to
meeting external payments. It is all quite visible in the past year, so it's not

surprising and neither exciting for the market because everyone has been well aware
of the situation,” he said.

Find this article at:
http: //www.cnn.com/2003/BUSINESS/10/16/moodys.hkchina/index.html






