
S&P's Rating of MF Global and improper understanding of Asset Valuation

Lost in the din of MF Global’s bankruptcy filing yesterday is a small footnote- MF Global was 

rated investment grade by S&P till the moment the entity filed for bankruptcy (of course, post 

the filing, the rating was promptly downgraded to D).  Moody’s too had an investment grade 

rating till very late in the day.  If anyone thought that the rating agencies had learned from their 

fallacious ratings of financial institutions and brokerage firms during the run-up to the 2008 

crisis and had retooled their rating methodologies, this should be a wake up call.  Many big 

banks till carry exotically high ratings, completely at variance with common sense and CDS 

market spreads.  

At the root of the erroneous credit assessment was insufficient understanding of the credit story 

of the entities rated and absolute cluelessness on the value of their assets and liabilities (See 

http://crediteye.wordpress.com/2010/11/12/chapter-4-valuation-of-assets-and-liabilities/).

These two factors are central to assessing the credit prospects of any financial institution or 

brokerage firm with large proprietary trading /investment operations.

MF Global’s Credit Fundamentals

The reasons for the poor credit story of MF Global were two fold.  Firstly brokerage revenues 

were under threat as trading volumes kept falling.  Brokerage revenues at brokerage firms never 

recovered their sheen post the 2008 crisis.  Even though volumes recovered somewhat, they 

were nowhere near the good old days.  Secondly, like all revenue challenged financial firms in 

the agency business, they decided to play the markets with their own funds.  But creditors were 

also at fault because they permitted this game to happen.   Creditors, when they are in the 

“yield chase” mode, always choose to forget the lesson we emphasised in our book “Stories in 

Credit Analysis”- creditors should not be dealing with companies that make outsized bets with 

their own funds or run super-sized trading books.   We called this “venture risk” as opposed to 

http://crediteye.wordpress.com/2010/11/12/chapter-4-valuation-of-assets-and-liabilities/


“credit risk” which a creditor is paid to take.  This fateful rolling of the dice, which was ultimately 

to lead to the demise of MF Global, was a direct consequence of fall in revenue in the agency 

business forcing management to look at prop trading/investing business for potential income 

nirvana.  Such brokerage firms forget the risks to the client trading business from the prop 

operations.  Clients of such firms would not only be worried about front running, they would 

also fear that the brokerage firm might suddenly blow up, leaving the client exposed to the risk 

of incomplete transactions and funds being blocked by a bankruptcy court.

Creditors have no business dealing with firms whose assets and liabilities cannot be valued 

within a broad range under various business circumstances.  Here, the rating agencies were at 

bigger fault.  They had the right to seek detailed information on a firm’s financial assets. 

Unfortunately, either they did not do so, or failed to analyze and interpret the data, despite the 

changing character of the firm’s assets and liabilities since mid-2010.  It was only when 

regulators forced MF Global to disclose its bets on sovereign debt issued by countries including 

Italy, Portugal and Spain, did the firm's fortunes quickly began to unravel and the world came to 

know that the firm was swimming naked.

The bankruptcy deal had its share of lighter moments.   It marked another bloomer by private 

equity shop JC Flowers (allegedly with expertise in investing in financial firms) after its stupid 

investment dabbling in German real estate bank “Hypo Real Estate”.  Another funny revelation 

of the bankruptcy filing was that CNBC was an unsecured creditor of MF Global for almost $1 

million for services rendered.   One wonders what those services were- did it, in any shape or 

form include hawking MF Global’s alleged virtues to unsuspecting investors through “planted” 

interviews?  


