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Ms. Elizabeth M. Murphy

Secretary

Securities and Exchange Commission
100 F Street, NE

Washington, DC 20549-1090

Re:  References to Ratings of Nationally Recognized Statistical Rating Organizations;
Release Nos. 33-9069, 34-60790, I1A-2932, 1C-28940; File Nos. S7-17-08, S7-18-
08, S7-19-08

Dear Ms. Murphy:

The Securities Industry and Financial Markets Association (“SIFMA™)* Credit Rating
Agency Task Force (the “Task Force™)?is pleased to again have the opportunity to comment, on
behalf of SIFMA, on the proposed amendments by the Securities and Exchange Commission
(“SEC” or “the Commission”) to Rules 101 and 102 of Regulation M of the Securities Exchange
Act of 1934, as amended (the “Exchange Act”), as well as Rules 10b-10 and 15c¢3-1 under the
Exchange Act, as they relate to references to Nationally Recognized Statistical Ratings
Organizations (“NRSROs”).

The Task Force last year provided a substantive, in-depth response to the Commission’s
request for comment to proposed amendments to the above-referenced rules as well as other
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rules and forms.® Since that time, the Commission has adopted amendments that eliminated
references to NRSRO ratings in Rules 5b-3 and 10f-3 of the Investment Company Act of 1940
and eliminated the investment grade and non-investment grade references in the rules relating to
registration of alternative trading systems (Rule 3a-1 of the Exchange Act and Rules 300,
301(b)(5), and 301(b)(6) of Regulation ATS).

While the Task Force supports the Commission’s efforts to increase investors’
understanding of the scope and meaning of credit ratings that are used to market various
securities, we do not believe that the proposed amendments to Regulation M, Rule 15¢3-1, or
Rule 10b-10 will accomplish that goal. In particular, the Task Force does not believe the
deletion of references to, and use of, credit ratings in these rules will affect investor reliance on
ratings. Indeed, the use of credit ratings in connection with compliance with Regulation M and
Rule 15¢3-1 is invisible to investors and thus we do not see how the deletion of credit rating
references in those rules will reduce undue investor reliance upon them. As for Rule 10b-10, the
Task Force believes that eliminating the requirement to disclose that a security is unrated in a
Rule 10b-10 trade confirmation will result in investor confusion, especially if some broker-
dealers continue to include “unrated” on confirmations while others do not.

Rather than revising rules that reference credit ratings, the Task Force strongly
encourages the Commission to focus upon disclosure by NRSROs in a way that allows investors
to better understand credit ratings and their limitations. Indeed, the Task Force applauds the
Commission’s efforts in this regard as set forth in its companion release Credit Ratings
Disclosure.* Although we have a number of comments and suggestions to the Credit Ratings
Disclosure Release, we firmly support its aim to provide investors with meaningful information
to assist them in making investment decisions. The Task Force will respond to the Credit
Ratings Disclosure Release as well as the Commission’s Concept Release on Possible Rescission
of Rule 436(g) Under the Securities Act of 1933° separately.

In our comments below, the Task Force addresses the proposed changes to Regulation M,
Rule 10b-10, and Rule 15¢3-1.

. Regulation M

The Task Force does not believe that eliminating references to NRSRO ratings in Rules
101(c)(2) and 102(d)(2) of Regulation M will reduce undue investor reliance on credit ratings.
As stated in our September 4, 2008 letter and as quoted in the Release “Regulation M is
primarily directed at the actions of the issuers of securities and the investment banks who
underwrite them; in contrast, the investors with whom the Commission is concerned are not

3 Letter from Deborah A. Cunningham and Boyce I. Greer, Co-Chairs of the SIFMA Credit Rating Agency
Task Force, to Ms. Florence E. Harmon, Acting Secretary of the SEC (Sept. 4, 2008), which is attached
hereto.

4 Release Nos. 33-9070, 34-60797, 1C-28942; File No. S7-24-09 (Oct. 7, 2009).

> Releases 33-9071, 34-60798, 1C-28943; File No. S7-21-09 (Oct. 7, 2009).
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users of Regulation M.” In other words, investors generally are unaware that investment grade
nonconvertible debt securities, nonconvertible preferred securities, and asset-backed securities
are excepted from Regulation M’s requirements for trading in connection with certain securities
offerings. If investors are unaware of this, then it follows that they are not unduly relying upon
the references to NRSROs in Rules 101(c)(2) and 102(d)(2) of Regulation M.

We further believe that replacing the NRSRO rating exception with a “well known
seasoned issuer” (“WKSI”) exception will create anomalous results. The WKSI exception only
would apply to issuers that have issued at least $1 billion aggregate principal amount of non-
convertible securities, other than common equity, in primary registered offerings. This dollar
threshold would impose Regulation M restrictions upon issuers that previously qualified for the
Regulation M exception (many seasoned issuers of investment grade securities with less than $1
billion of registered debt securities) and would exempt issuers that previously could not qualify
for the exception (a number of high yield securities issuers). We note that the investment grade
securities that would be excluded from the exception -- and that would now have to comply with
the Regulation M restrictions -- historically have traded on the basis of yield and spread to
comparable securities and generally are fungible with other similarly rated securities. Based
upon those characteristics, the Commission itself has found that the subject investment grade
securities are less susceptible to manipulation.® Accordingly, the Task Force believes that the
proposed WKSI alternative would cause uneven and erratic results.

Il. Net Capital Rule

The Task Force strongly urges the Commission to retain the references to NRSROs in
Rule 15c3-1 under the Exchange Act (the “Net Capital Rule”). Among other things, we do not
believe that references to NRSROs in the Net Capital Rule in any way causes investors to place
undue reliance on credit ratings and, in addition, deleting such references might cause uneven
application of the rule because some firms do not have the in-house capability to analyze credit
risk to the degree necessary.

While we understand that the Commission’s primary concern is to discourage investors
from placing “undue reliance on NRSRO ratings”, investors are unaware that broker-dealers use
NRSRO ratings in complying with the Net Capital Rule. Indeed, a firm’s compliance with the
Net Capital Rule is not a matter of public record so the Commission’s investor reliance concerns
are not implicated. The Task Force further believes that the use of NRSRO ratings in complying
with the Net Capital Rule is a cost-effective means of enlisting a third party in the determination
of the credit risk of various financial instruments. Moreover, while broker-dealers are

See References to Ratings of Nationally Recognized Statistical Rating Organizations, Securities Exchange
Release No. 34-58070 (July 1, 2008), 73 FR 40088, 40095 (July 11, 2008) (“The current exceptions for
certain investment grade debt and preferred securities rated by a NRSRO were originally based on the
premise that these securities are traded on the basis of their yields and credit ratings, are largely fungible
and, thus, are less likely to be subject to manipulation.”); Anti-Manipulation Rules Concerning Securities
Offerings, Final Rule, Securities Exchange Release No. 38067 (December 20, 1996), 62 FR 520, 527
(January 3, 1997).
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appropriately regarded as generally sophisticated with respect to financial matters, not all have
the resources necessary to evaluate the credit risk inherent in fixed income obligations.
Accordingly, if NRSRO references were deleted from the Net Capital Rule, some broker-dealers
might need to hire outside consultants -- at a potentially high cost -- to analyze credit risk. This
might result in different broker-dealers all analyzing the same bond coming up with a range of
conclusions about the credit risk of that bond. In addition, costs may be raised for broker-dealers
who make markets, as they may need to undertake an independent review of the issuers of the
securities in which they make markets. Indeed, the general impact of the elimination of NRSRO
references in the Net Capital Rule would be the creation of what economists term “barriers to
entry”, which will have a disproportionate impact upon smaller and/or less well capitalized
broker-dealers.

In further support of our argument for maintaining references to NRSRO ratings in the
Net Capital Rule, we note that we are unaware of a situation in which reliance upon an NRSRO’s
ratings has resulted in the failure of a broker-dealer. Given that investors are unaware of the use
of NRSRO ratings in broker-dealer compliance with the Net Capital Rule and given that use of
those ratings has, in the Task Force’s opinion, worked reasonably, we strongly urge the
Commission to reconsider its view and maintain the references to NRSRO ratings in the Net
Capital Rule.

The following are responses to the Commission’s request for responses to particular
questions.

Q. Are there factors other than creditworthiness and liquidity that should be required to
be considered in determining the appropriate haircut for a proprietary securities position?

A. The Task Force believes that, because the purpose of the Net Capital Rule is to ensure
that a broker-dealer has sufficient liquid assets to cover customer claims, only creditworthiness
and liquidity need to be considered in determining the appropriate haircut for a proprietary
securities position.

Q. What would be the cost to broker-dealers to develop, document, and enforce internal
procedures to evaluating the creditworthiness and liquidity of proprietary securities positions?

A. Given the broad spectrum of broker-dealers in the Unites States, it is impossible to
quantify the cost to each firm, or even the average cost, to develop, document, and enforce
internal procedures to evaluate the creditworthiness and liquidity of proprietary securities
positions. Some broker-dealers may have the necessary in-house capabilities to perform these
analyses while others may have to retain consultants, and consultant fees could range
considerably based upon the number of fixed income positions being held as well as their
complexity. It is possible that the cost to comply may be prohibitively high for small or boutique
broker-dealers.

! The Financial Industry Authority (“FINRA”) states on its webpage that it oversees almost 4800 brokerage

firms. See http://www.finra.org/AboutFINRA/.
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Q. Do certain broker-dealers lack sufficient resources or expertise to independently
assess the creditworthiness of securities?

A. Yes. As indicated above, not all broker-dealers are alike and many may lack
sufficient resources or expertise to independently assess the creditworthiness of securities.
Indeed, expertise in areas such as advising on M&A transactions, investing in real estate, and
valuing private equity -- all of which involve complex considerations -- does not translate into an
ability to determine the creditworthiness of fixed income obligations. Even major trading firms
who have a capacity to evaluate the creditworthiness of their counterparties may not have a
capacity to evaluate the creditworthiness of all issuers of fixed income obligations.

Q. How could the concern that a broker-dealer would have an incentive to downplay the
credit risk associated with a particular security to minimize capital charges be addressed?
Would reviews of internal procedures by examiners be sufficient to address this concern? Are
there other methods, such as reviews by internal or external auditors, that could effectively
address this concern? Do other objective measures of credit risk exist, and could they be used in
place of NRSRO ratings to address this concern?

A. If time and resources were no object, examiners might be able to address any conflicts
of interest that might arise by examining a firm’s internal procedures. As a practical matter,
however, in a world of approximately 4800 broker-dealers, we believe that regulators could be
overwhelmed by this responsibility. As for using outside auditors to accomplish this, the cost to
broker-dealers could be significant and may, in some cases, be prohibitive. The Task Force
therefore submits that the use of NRSROs -- third parties that can establish a “bright line -- is the
most effective means to perform this function. We note that we are unaware of a widely
accepted objective alternative to them that can be used in assessing credit risk.

Q. If the Commission decides to adopt the proposal to replace the current NRSRO
ratings-based criterion with a requirement that the instrument be subject to a minimal amount of
credit risk and have sufficient liquidity, and permits broker-dealers to continue to rely on credit
ratings of NRSROs as one means of complying with the proposed amendments, should the
Commission nevertheless require that the standard that results in a higher determination of
credit risk be used for each individual instrument?

A. We do not believe that this would be effective. Under such an approach, every
broker-dealer would be required to conduct its own credit assessment of every financial
instrument before it could know whether that assessment resulted in a higher charge than using
the NRSRO rating. This would undercut the point of having the NRSRO rating in the Net
Capital Rule because, among other things, there would be no consistency among firms.

Q. If the Commission replaces the current NRSRO ratings-based criterion with a
requirement that the instrument be subject to a minimal amount of credit risk and have sufficient
liquidity such that it can be sold at or near its carrying value within a reasonably short period of
time, should the Commission also require that broker-dealers consult credit ratings of NRSROs
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for that instrument, comparing which method requires the higher capital charge, and require
that the broker-dealer take the higher capital charge?

A. If reference to NRSROs ratings are removed from the Net Capital Rule, it would be
counter-intuitive to nonetheless require their use.

Q. Conversely, if broker-dealers continue to rely on credit ratings of NRSROs, either
because the Commission does not remove the reference to NRSROs from the Net Capital Rule or
as one means of complying with the proposed amendments, should the Commission require an
analysis of the debt instrument that is independent of the NRSRO credit rating (e.g., an internal
risk assessment or one performed by a third-party vendor) to support the use of the credit rating
of NRSROs, and if the analysis does not support the credit rating, require that the broker-dealer
take the higher capital charge?

A. As indicated in a previous answer, the Task Force believes that requiring an
independent analysis of each debt instrument in question would defeat the purpose of having the
NRSRO references in the Net Capital Rule.

1. Rule 10b-10

Unlike the proposed amendments to Regulation M and the Net Capital Rule, investors
will see any changes in disclosures on trade confirmations and, as a result, the Commission
should proceed cautiously when making any changes to Rule 10b-10 of the Exchange Act. The
Task Force believes that the deletion of Paragraph (a)(8) of Rule 10b-10 will lead to investor
confusion, especially if some broker-dealers decide to continue to disclose that a debt security is
unrated by an NRSRO while others do not. For almost 15 years, broker-dealers have been
required to disclose on trade confirmations whether debt securities, other than government
securities, are unrated by an NRSRO. This has led customers to expect to see “unrated” on their
confirmations if the securities are, in fact, unrated. The disappearance of this disclosure could be
confusing to customers because they might, among other things, presume that a security was
rated even if it was not. In addition, leaving the decision of whether to include “unrated” in
confirmations to each broker-dealer will end uniformity, likely leading to additional confusion
for an investor who uses more than one broker-dealer, where one broker-dealer continues to
place “unrated” on its confirmations while another broker-dealer does not do so.

If the Commission were to amend Rule 10b-10, it should do it in a way that has uniform
results. The Commission further would need to give broker-dealers a transition period of at least
one year so that broker-dealers could make any necessary system changes and, if the proposal is
adopted as it now stands, so that they could determine whether to adopt an alternative method of
disclosing unrated status in order to meet their sales practice obligations to customers. If Rule
10b-10 were amended as currently proposed, the Task Force strongly encourages the
Commission to allow broker-dealers to determine if they have any obligation to disclose the
unrated status of a security and how to make any such disclosure.
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IV.  Other Proposed Amendments

Although the Commission is deferring consideration of action on additional rules and
forms (Rule 415 and Forms S-3 and F-3 under the Securities Act of 1933, Rules 2a-7, 3a-7, 5b-3,
and 10f-3 under the Investment Company Act of 1940, and Rule 206(3)-3T under the Investment
Advisers Act of 1940), the Task Force notes that it remains concerned that deletion to references
to credit ratings in those rules and forms will not achieve the Commission’s stated goal of
reducing undue investor reliance on credit ratings and could, in fact, have unintended negative
consequences. As discussed in this letter as well as in the Task Force’s letter of September 4,
2008 (attached), the use of credit ratings in securities regulations in many cases provides an
appropriate independent minimum threshold and also provides an important data point for
investors. We intend to provide more detailed comments on any changes to these rules and
forms at the appropriate time but, for now, we encourage the Commission to consider the
comments set forth in our September 4, 2008 as it considers any future action.

V. Conclusion

The Task Force appreciates the opportunity to comment on the Commission’s proposed
amendments. We support the efforts by the SEC to promote independent investment and credit
risk analysis by market participants and recognize the SEC’s concern regarding the appropriate
role of credit ratings in these analyses. The Task Force believes, however, that the deletion of
references to, and use of, credit ratings in connection with Rules 101 and 102 of Regulation M of
the Exchange Act as well as Rules 10b-10 and 15¢3-1 under the Exchange Act would not further
the SEC’s objective of reducing undue reliance on credit ratings and instead would have a
number of negative consequences. We believe that the Commission’s concerns would be more
effectively addressed through disclosure that would assist investors in understanding the scope,
limitations, and context of ratings by NRSROs.

The Task Force appreciates your consideration of our views.
Very truly yours,

= e .

> o TR
Sean C. Davy S
Securities Industry and Financial Markets
Association
Managing Director, Corporate Credit Markets
Division

Enclosure



December 8, 2009
Ms. Elizabeth M. Murphy
Page 8

cc: Mary L. Schapiro, Chairman
Luis A. Aguilar, Commissioner
Kathleen L. Casey, Commissioner
Troy A. Paredes, Commissioner
Elisse B. Walter, Commissioner
Andrew J. Donahue, Director, Division of Investment Management
Robert W. Cook , Director, Division of Trading and Markets
Meredith B. Cross, Director, Division of Corporation Finance
Dennis C. Hensley, Sidley Austin LLP
Madeleine J. Dowling, Sidley Austin LLP

NY1 7157914v.5
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September 4, 2008

VIA ELECTRONIC MAIL (rule-comments@sec.gov)

Ms. Florence E. Harmon

Acting Secretary

U.S. Securities and Exchange Commission
100 F Street, NE

Washington, DC 20549

Re: o References to Ratings of Nationally Recognized Statistical Rating Organizations;
Release No. 34-58070; File No. §7-17-08;
e Security Ratings; Release Nos. 33-8940, 34-58071; File No. S7-18-08; and
e References to Ratings of Nationally Recognized Statistical Rating Organizations;
Release Nos. 1C-28327, 1A-2751; File No. §7-19-08

Dear Ms. Harmon:

The Securities Industry and Financial Markets Association (“SIFMA”)' Credit Rating
Agency Task Force (the “Task Force”)2 is pleased to have the opportunity to comment, on behalf
of SIFMA, on the Securities and Exchange Commission’s (“SEC”) recently proposed
amendments to various rules and forms under the Securities Act of 1933 (the “Securities Act”),
the Securities Exchange Act of 1934 (the “Exchange Act”), the Investment Company Act of
1940 (the “Investment Company Act”), and the Investment Advisers Act of 1940 (the
“Investment Advisers Act”) that incorporate ratings of nationally recognized statistical rating
organizations (“NRSROs”).

! SIFMA brings together the shared interests of more than 650 securities firms, banks, and asset managers. SIFMA’s
mission is to promote policies and practices that work to expand and perfect markets, foster the development of new
products and services, and create efficiencies for member firms, while preserving and enhancing the public’s trust
and confidence in the markets and the industry. SIFMA works to represent its members’ interests locally and
globally. It has offices in New York, Washington, DC, and London and its associated firm, the Asia Securities
Industry and Financial Markets Association, is based in Hong Kong. More information about SIFMA is available
on its website at www.sifina.org.

? The Task Force is a global, investor-led industry member task force formed to examine key issues related to credit
ratings and the credit rating agencies. It is comprised of 37 individuals from the US, Europe, and Asia and includes
asset managers, underwriters, and issuers. The Task Force members include experts on structured finance, corporate
debt, municipal debt, and risk. It has been noted by the President’s Working Group on Financial Markets (the
“PWG") as the private-sector group to provide the PWG with industry recommendations on credit rating matters.
More information on the Task Force, including a roster of Task Force members, can be found at
www.sifima.org/capital_markets/cra-taskforce.shtml.
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The Task Force recognizes the concerns the SEC is seeking to address with its proposed
rule amendments, and appreciates the SEC’s emphasis on the importance of due diligence and
independent investment analysis by market participants.

However, the Task Force has not found that the possibility of undue reliance on credit
ratings supports the deletion of references to, and use of, credit ratings in regulations. The
incorporation of credit ratings in securities regulations in many cases provides an appropriate
independent minimum threshold, and is an important data point that should be retained as part of
an investor’s overall credit analysis. The Task Force believes that the appropriate degree of use
by market participants of ratings is less of a regulatory issue, and more one of best practices
within the marketplace. In addition, in many cases the rules which the SEC proposes to amend
are internal regulatory requirements that are completely invisible to investors. In these
situations, the risk of undue reliance on credit ratings is remote.

In our comments below, the Task Force secks to address those proposed amendments of
particular concern to SIFMA’s members, and, specifically, proposed amendments affecting areas
outside of the securitization market. With regard to proposed amendments not addressed in this
letter, the Task Force joins in the views expressed by the American Securitization Forum
(“ASF”), an affiliate of SIFMA, in its comment letter submitted to the SEC on September 5,
2008 (the “ASF Letter”).

L General Comments on the Removal of References to NRSRO Ratings

Our recommendations on specific rule amendments are addressed in detail below.
Initially, however, the Task Force would like to express some general concems that are
applicable to all of the proposed amendments, particularly in light of the SEC’s objectives of: (i)
reducing undue reliance by investors on ratings and, consequently, bringing about improvements
in the analysis underlying investment decisions; and (ii) shielding market participants from
potential failures in the rating process.’

A. Effect of Removal of References to Ratings on Investment Analysis

The Task Force believes that market participants should understand and use credit ratings
as just one of many inputs and considerations in their own independent risk analyses of different
classes of instruments. In particular, the Task Force recognizes that investors should augment
their use of NRSRO risk assessments by conducting their own analyses of the risks involved.
Thus, the Task Force echoes the SEC’s point that investors should not be encouraged to rely
uncritically on credit ratings as a substitute for their own independent evaluation.

? See, e.g., References to Ratings of Nationally Recognized Statistical Rating Organizations, Securities Exchange
Release No. 34-58070 (July 1, 2008), 73 FR 40088, 40088-89 (July 11, 2008).
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The Task Force recognizes that as we have seen increased complexity in structured
finance products, certain non-traditional investors may have come to rely on credit ratings to the
detriment of a more complete, independent risk analysis.® The Task Force believes, however,
that removing references to ratings of NRSROs, and effectively eliminating this objective
minimum floor in many cases, will actually be to the detriment of all investors. Credit ratings
have served, and continue to serve, as a single, helpful component in an overall risk analysis.
Incorporation of the opinion of an independent third party — the NRSRO — in fact benefits the
overall market by injecting into investors’ deliberations an objective minimum floor. This
objective check on the subjective deliberations of various investors creates a level of conformity
among standards in the marketplace, and has an overall stabilizing effect. The Task Force
believes that removing the objective minimum threshold provided by NRSRO ratings would
hinder, rather than help, investors in their investment decision-making,

B. Consideration of Proposed Amendments to the Rating Process

Further, the Task Force believes that these proposed amendments should be considered in
light of the first part of the SEC’s rulemaking initiatives relating to credit ratings (“Part 17),
which addresses concerns regarding the integrity and transparency of the rating process.” As
expressed in the Task Force’s recently issued recommendations for credit rating agency reform®
and in its comment letter in response to Part 1,7 the Task Force believes that the lack of
transparency concerning the rating process has hindered investors in their ability to utilize credit
ratings as part of an independent, comprehensive approach to risk assessment. The Task Force
believes that the proposed rule amendments of Part 1, if revised and enhanced along the lines
discussed in the Task Force’s comment letter, will, when implemented, both allow investors to
use NRSRO ratings with a fuller understanding of the bases and limitations of such ratings, and
encourage NRSROs to improve their rating processes. Consequently, investors will incorporate
into their investment analyses more transparent ratings.

* The Task Force believes, however, that the perception of this undue reliance on credit ratings far exceeds the
reality, The Task Force believes that the vast majority of investors in the marketplace have not interpreted the use of
credit ratings in securities laws and regulations as an endorsement of the quality of the credit ratings issued by
NRSROs, or relied solely on such credit ratings and excluded all other considerations.

5 See Statement on Proposal to Increase Investor Protection by Reducing Reliance on Credit Ratings (June 23,
2008); Press Release No. 2008-110 (June 11, 2008); Proposed Rules for Nationally Recognized Statistical Rating
Organizations, Securities Exchange Release No. 57967 (June 16, 2008), 73 FR 36212 (June 25, 2008).

8 Recommendations of the Securities Industry and Financial Markets Association Credit Rating Agency Task Force
(dated July 2008); attached as Annex A,

7 Comment letter from Securities Industry and Financial Markets Association Credit Rating Agency Task Force to
Proposed Rules for Nationally Recognized Statistical Rating Qrganizations, Securities Exchange Release No. 57967
(June 16, 2008), 73 FR 36212 (June 25, 2008) (dated July 24, 2008).
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In light of the proposed rule amendments of Part 1, and the considerable ongoing efforts
of the SEC, the credit rating agencies, and other market participants to improve ratings and the
rating process, the Task Force believes that the SEC’s current focus should be on the
aforementioned efforts, rather than on the SEC’s proposed removal of references to ratings of
NRSROs in the SEC’s rules and forms. The Task Force recognizes the SEC’s concern that
“market participants operating pursuant to [the SEC’s rules referencing ratings] may be
vulnerable to failures in the rating process.”8 The appropriate response to this risk, however, is
to address directly the weaknesses in the rating process that would make the process susceptible
to failure, which the SEC is doing via the proposed rule amendments in Part 1. If the proposed
rule amendments of Part 1, finalized and implemented, achieve their stated objectives, the
elimination of references to ratings of NRSROs out of concern for their fallibility would be
unnecessary and inappropriate. Inasmuch as the transparency of the credit rating process to
market participants will, we expect, be improved, market participants should continue to benefit
from the incorporation of credit ratings in SEC rules and forms as a useful guidepost in the
overall independent decision-making process, and an objective floor contributing to stability and
consistency in the marketplace.

Given the extent of the changes proposed to be incorporated in the rating process by Part
1, and the expectation that these changes will result in increasingly accurate and transparent
ratings, the Task Force believes that there would be substantial benefit in a “wait and see”
approach, whereby the SEC assesses the impact of the proposed amendments of Part 1 on the
rating process prior to engaging in any final rulemaking based on the assumption that references
to ratings are not appropriate in certain of its rules and forms.

C. Lack of Coordination with Other Areas of Regulation, and Increased Market
Uncertainty

In addition, the Task Force believes that the proposed amendments may conflict with
other areas of regulation that also incorporate references to ratings of NRSROs. In some cases,
these other areas of regulation mandate rating-based standards that currently overlap with many
of the SEC’s rating-based standards proposed to be removed or amended. For example,
numerous FINRA rules incorporate references to credit ratings. Specifically, FINRA rules
governing reduced COBRADesk filings, exemptions from FINRA corporate finance review,
exemptions related to market-making prohibitions, and other matters make reference to
“investment grade” securities, which are defined with respect to the rating received from an
NRSRO. Further, credit ratings are incorporated within the financial system in Basel II
guidelines, FDIC rules, and localized capital governance regulations.

The Task Force stresses the need for coordination across these areas of regulation. Given
the references to ratings in these other areas of regulation, the removal of references to ratings in

¥ References to Ratings of Nationally Recognized Statistical Rating Organizations, Securities Exchange Release No.
34-58070 (July 1, 2008), 73 FR 40088, 40089 (July 11, 2008).
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the SEC’s rules and forms would be a purely cosmetic solution to the issue of over-reliance. In
addition, if the SEC’s proposed amendments are inconsistent with other existing rules to which
market participants are subject, as the Task Force believes they are in some cases, a substantial
amount of confusion and uncertainty would result. Financial institutions may become subject to
two competing frameworks — one objective, rating-based rule and a second subjective,
discretionary standard.

This resulting market uncertainty would be further exacerbated by general apprehension
regarding the new subjective tests. Upon the removal of objective, bright-line safe harbors,
market participants would face the challenge of complying with vague, discretionary standards.
Further, these market participants would have no way of knowing whether their methodology for
making the subjective determinations required by many of the proposed amendments would be
deemed to comply with the new rules until they faced action for failure to comply.

A different kind of uncertainty would result for investors who relied on the protection
that the bright-line, rating-based rules afford. In the absence of objective standards that offer
both consistent application of the rules and the assurance of a stable minimum floor, investors
would be subject to the danger that less risk-averse funds, broker-dealers, or others might use
their increased discretion to make riskier decisions ~ thereby increasing investors’ risk of loss,
and decreasing investor confidence.

D. Disconnect between Proposed Rules and Stated Objective

Finally, the Task Force notes that many of the proposed rule amendments remove
references to NRSRO ratings in circumstances that do not address directly the issue of over-
reliance. Rather, the proposed rule amendments impact a broad array of areas in which the
present rules dictate some level of reliance on credit ratings as an objective floor by any market
participant, including investment funds, investment advisers, issuers, and broker-dealers.

In certain cases, the Task Force believes the proposed removal of references to ratings is
not directly related to the SEC’s stated objective of “having investors make an independent
judgment of the risks associated with a particular security.”® While various commentators have
highlighted over-reliance on credit ratings by certain non-traditional investors in their risk
assessments (which, as noted above, the Task Force believes has been over-stated) the Task
Force is not aware of a similar concern regarding over-reliance by other market participants,
such as mutual funds, issuers, or broker-dealers. For example, the Task Force is not clear how
the proposed amendments to the Forms S-3 and F-3 eligibility provisions under the Securities
Act, or the proposed amendments to the securities haircut provisions of Rule 15¢3-1 under the
Exchange Act (the “Net Capital Rule™), relate to the perceived issue of investors’ over-reliance
on ratings in their investment decisions.

® Statement on Proposal to Increase Investor Protection by Reducing Reliance on Credit Ratings by Chairman
Christopher Cox (June 25, 2008).
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II. Proposed Amendments under the Investment Company Act and the Investment
Advisers Act, Release Nos. 1C-28327, IA-2751

A Rule 2a-7 under the Investment Company Act

1. Minimal Credit Risk Determination

In Rule 2a-7 under the Investment Company Act, governing permissible investments by a
money market fund, the SEC proposes to eliminate references to ratings and, in doing so, remove
an objective, rating-based standard and retain only a discretionary subjective standard. Existing
Rule 2a-7 limits a money market fund’s portfolio investments to only those securities that have:
(1) received certain NRSRO ratings (or been determined to be a comparable unrated security);
and (ii) been determined by the fund’s board of directors (or its delegate) to present minimal
credit risks, based on factors pertaining to credit quality. The proposed amendments to Rule 2a-
7 would eliminate the first requirement and rely on the determination of a fund’s board of
directors that a security presents minimal credit risks, which determination must be based on
factors pertaining to credit quality and the issuer’s ability to meet its short-term financial
obligations. In addition, in place of a rating-based test, a security would be defined as a “First
Tier Security” or “Second Tier Security” based on the determination by the fund’s board of
directors of whether or not the issuer has “the highest capacity to meet its short-term financial
obligations.”

Rule 2a-7 has worked remarkably well since its adoption by the SEC in 1983. Investors
have expressed confidence in the protections afforded by Rule 2a-7 by investing over $3.5
trillion in money market funds.'® Arguably, the current turbulent markets are the worst possible
time to consider changes to this rule. The Task Force believes the proposed amendments would
create market uncertainty, decrease investor confidence, reduce transparency, and ultimately
result in a decreased level of protection for investors in money market funds — in direct
opposition to the stated objectives of the SEC’s rulemaking initiatives related to credit ratings.

The Task Force notes that the proposed amendments do not supplement or alter the
existing requirement that a money market fund’s board of directors conduct an independent
assessment of the credit risk of proposed investments. Today, the rule requires both an
independent assessment of credit risk by the fund board (or its delegate) and a minimum rating
by an NRSRO.

Further, the Task Force belicves that the increased subjectivity resulting from the
proposed amendments will create uncertainty among investors and other market participants who
rely upon the bright-line rule to provide consistent minimum standards. The proposed
amendments would weaken, not strengthen, Rule 2a-7 and result in less protection for investors

' Investment Company Institute, Money Market Mutual Fund Assets (August 28, 2008), available at
http:/iwww.ici.org/stats/mffmm_08_28_08.html#TopOfPage.
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— seemingly in contradiction of the SEC’s mission of protecting investors. Under existing Rule
2a-7, having a particular NRSRO rating is a necessary, but not sufficient, condition for
investment in a security. By eliminating the rating requirement, the proposed amendments
climinate a valuable minimum threshold that serves as one component in the overall eligibility
analysis conducted. The Task Force believes the removal of this minimum floor may lead to
different funds applying far wider ranges of standards than is currently the case. Without the
incorporation of an independent third-party risk assessment, there is significant risk that less risk-
averse money market funds would purchase lower quality, higher risk securities in search of
higher returns, without any objective base limiting their subjective discretion.

This proposed subjective standard not only increases the risk of loss for money market
fund shareholders in a particular fund, but also may generally decrease the confidence investors
have placed in money market funds. Given that the resulting investment discretion of money
market funds will not have any objective boundaries, the investment decision-making process of
money market funds could become increasingly less transparent to investors. In addition, the
increasing lack of conformity among standards at money market funds resulting from the
removal of the minimum rating-based standard might create uncertainty and thus damage
investor confidence. Overall, the potential negative repercussions of this proposed amendment
to Rule 2a-7 militates in favor of retaining the rule as it currently exists, while increasing rating
quality and enabling investors to incorporate ratings appropriately into their own risk analyses
through the proposed rules of Part 1.

2. Portfolio Liquidity

The SEC proposes to amend Rule 2a-7 further to codify the current standard for portfolio
liquidity. The proposed amendments specify that a money market fund must hold securities
sufficiently liquid to meet reasonably foreseeable redemptions in light of the fund’s obligations
under Section 22(¢) of the Investment Company Act and the commitments made to its
shareholders, and expressly limit a money market fund’s investments in securities that are not
“Liquid Securities” to not more than ten percent of its assets. A “Liquid Security” is one that can
be sold or disposed of in the ordinary course of business within seven days at approximately the
value ascribed to it by the money market fund.

As the SEC notes in its proposing release, the portfolio liquidity standard the SEC seeks
to codify in Rule 2a-7 already exists as the current mandated standard, based on SEC guidance
incorporated in prior SEC releases relating to Rule 2a-7."' Given that money market funds
already adhere to this standard and have existing procedures to ensure compliance with this
standard, the Task Force believes that this proposed amendment of Rule 2a-7 is simply
unnecessary. The Task Force does not support amending existing Rule 2a-7 to codify what is
already a requirement.

' See References to Ratings of Nationally Recognized Statistical Rating Organizations, Release Nos. IC-28327, IA-
2751 (July 1, 2008), 73 FR 40124, 40126 (July 11, 2008).
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3. Monitoring Minimal Credit Risks

Rule 2a-7 generally requires a money market fund board (or its delegate) to reassess
promptly whether a security continues to present minimal credit risks when it has been
downgraded by an NRSRO. The SEC proposes to amend this requirement so that money market
fund boards (or their delegates) would be required to reassess whether a security continues to
present minimal credit risks any time the fund’s investment adviser becomes aware of any
information about the security or its issuer that might suggest that the security might not continue
to present minimal credit risks. The SEC indicates that investment advisers will be expected to
“exercise reasonable diligence in keeping abreast of new information about a portfolio security
that is reported in the national financial press or in publications to which the investment adviser
subscribes.”'?

The Task Force believes that money market fund boards have an existing obligation to
continually rcassess, or have their delegates continually reassess, whether a security presents
minimal credit risks under Rule 2a-7 as it currently stands. A security is eligible to be held by a
money market fund only so long as the security continues to present minimal credit risks. Given
that this is a standard that must be maintained on an ongoing basis, compliance with the current
standard requires continuous monitoring and surveillance. Although existing Rule 2a-7 requires
fund boards (or their delegates) to reassess a security’s credit risks upon the occurrence of
specific rating downgrades, the Task Force believes that the practice of most money market
funds is to go above and beyond this standard for reassessment. Thus, the Task Force does not
believe the proposed amendment of Rule 2a-7 will increase the existing scrutiny practiced by
most money market funds.

The Task Force, however, is concerned that the removal of a rating-based, objective
trigger for reassessment of a portfolio security’s credit risks would create market uncertainty by
removing a valuable minimum compliance floor. By substituting a rating-based standard with a
subjective standard dependent on the diligence of the relevant investment adviser, the proposed
amendment decreases the level of transparency regarding when and under what circumstances a
money market fund reassesses the credit risks of its portfolio securities. This both decreases
investor confidence and decreases the level of protection for investors in money market funds.
In particular, the level of diligence among investment advisers may vary widely — an investor
has no way of knowing a particular investment adviser’s definition of “reasonable diligence,” nor
to what publications such adviser subscribes. In contrast, the current rule allows for market
certainty that, at a minimum, a fund’s board (or its delegate) will reassess whether a portfolio
security continues to present minimal credit risks upon specified rating downgrades by an
NRSRO. The proposed amendment requires investors to rely on the ability of the fund’s
investment adviser to stay abreast of new information regarding each portfolio security invested
in by the fund. The Task Force believes that Rule 2a-7’s existing requirements, and the
protection they afford investors, should be maintained.

> Id. at 40127,
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4. Notice of Rule 17a-9 Transactions

The SEC proposes to require that money market funds provide the SEC with prompt
notice any time an affiliate, promoter, or principal underwriter of the fund purchases from the
fund a security that is no longer an Eligible Security in reliance on Rule 17a-9 under the
Investment Company Act. The Task Force believes that this notification requirement would be
more appropriately incorporated in an amendment to Rule 17a-9, particularly in light of the
concerns the Task Force has expressed herein regarding the dangers of revising Rule 2a-7.

B. Rule 5b-3 under the Investment Company Act

Rule 5b-3 conditions permission to treat a repurchase agreement as an acquisition of the
securities collateralizing the repurchase agreement for purposes of Sections 5(b)(1) and 12(d)(3)
of the Investment Company Act on whether the obligation of the seller to repurchase the
securities from the fund is “collateralized fully.” Rule 5b-3(c)(1) provides that a repurchase
agreement is “collateralized fully” if, among other things, the collateral consists entirely of: (i)
cash items; (ii) government securities; (iii) securities that are rated in the highest rating category
by the “Requisite NRSROs™;"* or (iv) unrated securities that are determined by the fund’s board
of directors or its delegate to be of a comparable quality to securities rated in the highest rating
category by the “Requisite NRSROs,” The SEC proposes to remove the requirement that
collateral other than cash or government securities be rated by an NRSRO and instead require
that the fund’s board (or its delegate) determine that the securities are; (i) sufficiently liquid that
they can be sold at or near their carrying value within a reasonably short period of time; (ii)
subject to no greater than minimal credit risk; and (iii) issued by a person that has the highest
capacity to meet its financial obligations.

Initially, the Task Force would like to emphasize that the repo market is quite sizable and
provides enormous liquidity to the markets. Therefore, any rule amendment that is likely to
increase uncertainty or cause confusion in this market especially should be avoided. The Task
Force believes that this proposed amendment to Rule 5b-3 would do just that — increase
uncertainty among market participants by eliminating an objective, rating-based test and
substituting a subjective, discretionary test with no consistent, reliable standard for compliance.
Sections 5(b)(1) and 12(d)(3) place limitations on a fund’s ability to invest in repurchase
agreements, and existing Rule 5b-3 provides an objective test upon which funds can rely in
determining compliance with these hmitations. This objective, bright-line rule allows for
conformity among funds and confidence among investors, who arc assured of a consistent
standard across the board. To replace this bright-line rule with a discretionary standard that
relies on three different subjective determinations of a fund board would create uncertainty both
for the fund, which would need to question constantly whether it is in compliance with this

3 The term “Requisite NRSROs” means any two NRSROs that have issued a rating with respect to a security or
class of debt obligations of any issuer or, if only one NRSRO has issued a rating with respect to such security or
class of debt obligations of an issuer, that NRSRO. Rule 5b-3(c)(6).
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vague standard, and for the fund’s investors, who would have a decreased level of transparency
into the fund’s investment decisions.

C. Rule 10f-3 under the Investment Company Act

Rule 10f-3 allows a registered investment company to purchase “eligible municipal
securities” for which its affiliate served as principal underwriter during the existence of an
underwriting or selling syndicate. Rule 10f-3(a)(3) defines an “eligible municipal security” as a
security that has: (i) an investment grade rating from at least one NRSRO; or (ii) if the issuer or
entity supplying the revenues or other payments from which the issue is to be paid has been in
continuous operation for less than three years (a “less seasoned security”), one of the three
highest ratings from an NRSRO. The SEC proposes to amend Rule 10f-3(a)(3)’s definition of
“eligible municipal security” to mean a security that: (i) can be sold at or near its carrying value
within a reasonably short period of time; and (ii) is either (a) subject to no greater than moderate
credit risk, or (b) if a less seasoned security, subject to a minimal or low amount of credit risk.
The SEC suggests that in making these determinations, a fund board would be able to
incorporate outside quality determinations, including NRSRO ratings and reports.

As with the proposed amendment to Rule 5b-3, the Task Force believes that the
replacement of an objective, rating-based standard with a subjective, discretionary assessment
provides little added benefit while creating substantial market uncertainty. As discussed in
Section 1.D above, the Task Force believes that a number of the proposed rule amendments,
including the proposed amendment to Rule 10f-3, do not speak directly to the issue of over-
reliance that the SEC seeks to address. Further, the SEC’s indication that fund boards may
continue to incorporate NRSRO ratings in their determinations suggests that the SEC continues
to view NRSRO ratings as an applicable reference point. Therefore, the Task Force recommends
retaining the existing rating-based standard to ensure application of a consistent definition by
different funds, rather than opening up the possibility of a wide range of determinations of what
is, or is not, an eligible municipal security. The resulting lack of consistency among funds, and
the lack of transparency into these subjective determinations, would be to the detriment of
mnvestors.

D. Rule 206(3)-3T under the Investment Advisers Act

Rule 206(3)-3T allows investment advisers who are registered with the SEC as broker-
dealers to meet the requirements of Section 206(3) of the Investment Advisers Act when they
engage in principal transactions with their advisory clients by complying with certain conditions.
Generally, an adviser may not rely on Rule 206(3)-3T if the adviser or its “control person™'*
issues or underwrites the security that is the subject of the principal transaction. There is an
exception to this general rule for trades in which the adviser or control person is an underwriter

14 «Control person” is defined as “any person controlling, controlled by, or under common control with the

investment adviser.” Rule 206(3)-3T(a).
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of non-convertible investment grade debt securitics. Rule 206(3)-3T(c) defines “investment
grade debt security” as a non-convertible debt security that is rated in one of the four highest
rating categories of at least two NRSROs. The SEC proposes to eliminate the current definition
of “investment grade debt security” in Rule 206(3)-3T and instead require the adviser to
determine, among other things, that the security: (i) has no greater than moderate credit risk; and
(ii) is sufficiently liquid that it can be sold at or near its carrying value within a reasonably short
period of time. The new rule would require advisers relying on Rule 206(3)-3T to adopt and
implement policies and procedures covering the adviser’s process for determining whether a
security is “investment grade” quality.

The proposed amendment delegates to advisers seeking to rely upon the exception for
non-convertible investment grade debt securities the task of determining whether the securities
are, in fact, “investment grade” quality. Investment advisers would make this determination in
the absence of any objective standard, based on their assessments of credit risk and liquidity.
Given the SEC’s concern that an investment adviser who acts as underwriter for securities may
“dump” such securities on its clients, removing the objective, rating-based standard from the
exception provided in Rule 206(3)-3T for non-convertible investment grade debt decreases the
protection provided by that rule to investors. As with the proposed rule amendments under the
Investment Company Act, this proposal creates uncertainty for both parties involved. The
investment adviser would face increased uncertainty and apprehension about whether or not its
subjective determinations were in compliance with the new rule, and the adviser’s clients would
lose the certainty that the NRSRO rating acts as an independent check on the internal evaluations
of the adviser.

III.  Proposed Amendments under the Exchange Act, Release No. 34-58070
A. Rule 15¢3-1 (Net Capital Rule) under the Exchange Act

The SEC proposes to substitute two new subjective standards for the rating-based
standards currently relied upon under the Net Capital Rule. Rather than a rating-based standard
for determining the haircut on commercial paper, the SEC proposes the requirement that the
instrument be subject to a minimal amount of credit risk and have sufficient liquidity such that it
can be sold at or near its carrying value almost immediately. Similarly, to determine the haircut
on non-convertible debt securities or preferred stock, the rating-based standard is proposed to be
replaced with a requirement that the instrument be subject to no greater than moderate credit risk
and have sufficient liquidity such that it can be sold at or near its camrying value within a
reasonably short period of time.

In both instances, the SEC indicates that broker-dealers will need to be able to explain
how the securities they use for net capital purposes meet these new subjective standards. The
SEC, however, also indicates that it would be appropriate for broker-dealers to refer to NRSRO
ratings as one means of complying with the new subjective standards. This suggests that the
SEC continues to consider credit ratings a reliable measure of risk. Given that reliance on the
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rating-based standards would continue to be one means of complying with the proposed new
subjective standards, the Task Force believes that there is no substantial added benefit to the
proposed amendments — broker-dealers have dependably relied on credit ratings under the
existing Net Capital Rule, and many would continue to do so under the proposed amendments.

The Task Force believes, however, that certain negative consequences may potentially
result from the imposition of these new subjective standards. It further believes that these
consequences are indicative of a general problem with replacing objective rating-based standards
that provide a bright-line test with new subjective standards that rely solely on the discretion of
an interested decision-maker — increased uncertainty, decreased transparency, and decreased
market confidence.

Although the SEC indicates that NRSRO ratings may continue to be available as a tool
for broker-dealers to make the subjective determinations required by the proposed rule
amendments, removing the rating-based standard eliminates an effective, consistent minimum
threshold. Without the assurance of this minimum threshold and with the increased level of
subjective discretion among broker-dealers, uncertainty would be created. Market participants
would no longer be able to depend upon a transparent and predictable standard for all broker-
dealers, and, as a result, market confidence might well suffer. In addition, market participants
could not rely on the third-party input of an NRSRO to act as an independent check on the
internal evaluations of a broker-dealer and counteract any incentive of the broker-dealer to
undervalue the credit risk associated with a security.

Further, the Task Force finds that the use of identical subjective credit risk standards and
liquidity requirements to replace different rating-based requirements currently in the rules would
create confusion for market participants seeking to comply, and alter elements of the present
regulatory scheme that have proven effective. In its three concurrent releases proposing
amendments to remove references to NRSROs, the SEC uses the terms “minimal credit risk” and
“moderate credit risk” to replace different NRSRO rating-based standards. For example, under
the proposed amendments to the Net Capital rule, a determination of “minimal credit risk” would
replace the requirement that a commercial paper instrument be rated in one of the three highest
rating categories. In contrast, under the proposed amendments to Rule 2a-7, a determination of
“minimal credit risk” would be substituted for a requirement that a security be rated by the
“Requisite NRSROs” in one of the two highest short-term rating categories. The replacement of
distinct, objective, rating-based requirements with a single subjective standard would lead to
confusion and uncertainty in the market in light of the inconsistencies that arise between
different areas of regulation, and would result in unintended changes to the existing regulatory
framework. The existence of these inconsistencies in the proposed amendments suggests that the
SEC should take additional time to review its proposals. In the meantime, the SEC could assess
the effects of the proposed amendments of Part 1 to the rating process, as recommended in
Section LB.
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B. Rule 101 of Regulation M under the Exchange Act

Regulation M prohibits activities that could artificially influence the market for an
offered security. Specifically, it prohibits issuers, selling security holders, underwriters, broker-
dealers, other distribution participants, and any of their affiliated purchasers from directly or
indirectly bidding for, purchasing, or attempting to induce another person to bid for or purchase a
covered security until the applicable restricted period has ended. Rule 101 of Regulation M
contains exemptions for non-convertible debt and preferred securities that are investment grade
based on the required NRSRO ratings.

The SEC proposes to remove the reference in Rule 101 to NRSROs, and thus the
investment grade requirement for exemption from Regulation M for non-convertible debt and
preferred securities. Instead, non-convertible debt and non-convertible preferred securities
would be exempt if their issuer qualifies as a “well-known seasoned issuer” (“WKSI”) as defined
in Rule 405 under the Securities Act. The issuer also must have issued at least $1 billion
aggregate principal amount of non-convertible securities, other than common equity, in primary
registered offerings.

The investment grade securities currently exempted under Regulation M historically have
traded on the basis of yield and spread to comparable securities, and are generally fungible with
other similarly rated securities. Because of these qualities, the SEC previously found, and the
Task Force believes it is still the case, that such securities are less susceptible to manipulation.
The SEC has offered no evidence to suggest that this conclusion is no longer true.

The Task Force believes, however, that the requirements for WKSI status fail to track
these qualities as effectively as the current NRSRO rating-based standard. The proposed
amendment would impose the restrictions of Regulation M on issuers of previously exempt
investment grade securities that are less vulnerable to manipulation, while resulting in
exemptions for issuers of high-yield securities that are more vulnerable. Specifically, there is a
significant number of issuers of high-yield securities who have issued over $1 billion of debt
securities and thus achieved WKSI status. Under the proposed amendment, the securities of
these issuers would be exempt from Regulation M. At the same time, many seasoned issuers of
investment grade securities would lose their exemption only because they have issued less than
$1 billion of registered debt securities. For example, certain categories of issuers of investment
grade securities, such as yankee banks, do not generally issue securities on a registered basis.
Thus, such issuers would never meet the requirement that they issue $1 billion of registered debt

15 See References to Ratings of Nationally Recognized Statistical Rating Organizations, Securities Exchange
Release No. 34-58070 (July 1, 2008), 73 FR 40088, 40095 (July 11, 2008) (“The current exceptions for certain
investment grade debt and preferred securities rated by a NRSRO were originally based on the premise that these
securities are traded on the basis of their yields and credit ratings, are largely fungible and, thus, are less likely to be
subject to manipulation.”); Anti-manipulation Rules Concerning Securities Offerings; Final Rule, Securities
Exchange Release No. 38067 (December 20, 1996), 62 FR 520, 527 (January 3, 1997).



Ms, Florence E. Harmon
September 4, 2008
Page 14

securities, even though such issuers may issue greater than $1 billion of debt securities on a non-
registered basis.

The Task Force believes that the proposed amendment of Rule 101 not only would create
perverse results but also would fail to address the issue of investor over-reliance that the SEC
seeks to impact with these amendments. Regulation M is primarily directed at the actions of the
issuers of securities and the investment banks who underwrite them; in contrast, the investors
that the SEC is concerned with are not users of Regulation M at all.

C. Rule 10b-10 under the Exchange Act

Rule 10b-10 requires broker dealers that effect transactions for customers in securities,
other than U.S. savings bonds or municipal securities, to provide customers with written
notification of certain basic transaction information. Paragraph (a)(8) requires transaction
confirmations for debt securities, other than government securities, to inform the customer if the
security is unrated by an NRSRO. The SEC proposes to delete the requirement in paragraph
(a)(8), making the provision of such information voluntary.

Experience has shown that customers expect to see “unrated” on the transaction
confirmation for debt securities that are in fact unrated. The proposed rule change could be
confusing and misleading if customers were to believe that the debt security was rated because
“unrated” no longer appears on the transaction confirmation. In addition, leaving the decision up
to each broker-dealer will end uniformity, likely leading to additional confusion for an investor
who uses more than one broker-dealer, where one broker-dealer continues to place “unrated” on
its confirmations while another broker-dealer does not do so.

IV.  Proposed Amendments under the Securities Act and the Exchange Act, Release Nos.
33-8940, 34-58071

A. Forms S-3 and F-3 (Primary Offerings of Non-convertible Securities) under the
Securities Act

Eligibility to register securities offerings on Form S-3 or Form F-3 depends on an issuer’s
reporting history under the Exchange Act and compliance with at least one of the forms’
transaction requirements. One requirement for the registration of an offering of non-convertible
securities is that the securities be rated “investment grade” by at least one NRSRO. The SEC
proposes to replace the reference to NRSRO ratings in General Instruction 1.B.2 with the
requirement that the issuer has issued (within 60 days prior to filing the registration) for cash at
least $1 billion in non-convertible securities, other than common equity, through registered
primary offerings over the prior three years.

The Task Force believes that the current rating-based eligibility requirement for offerings
of non-convertible securities on Forms S-3 and F-3 should be maintained. In addition, the Task
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Force echoes the views expressed in the ASF Letter regarding the proposed amendments to Form
S-3 eligibility requirements for asset backed securities. As discussed in Section I.B, the Task
Force believes that if the proposed rule amendments of Part 1 achieve their stated objectives,
references to ratings of NRSROs would continue to serve a valuable purpose. In this case, the
current rating-based eligibility requirement would continue to serve as a reasonable and effective
way to identify low risk issuers who should qualify for short form registration.

By making short form registration generally less available to high quality, investment
grade issuers, the proposed amendments would hamper such issuers in their attempts to raise
funds efficiently in the public market. Unable to meet the new standard as proposed, these
issuers would be subject to a full SEC review for each public issuance. On the other hand, the
new standard would open up short form registration to currently non-investment grade, and
potentially riskier, issuers. Neither outcome is desirable given the current turbulence of the
market.

Should the SEC proceed with these amendments as proposed, the Task Force notes that
particular consideration should be paid to those issuers with currently effective Form S-3 or
Form F-3 registration statements. The Task Force believes such issuers should be permitted to
continue to use their Form S-3 or Form F-3 registration statements for a period of at least two
years from any final rule amendment, given the substantial investments already made by such
1SSUCTS.

V. Conclusion

The Task Force appreciates the opportunity to comment. We support the efforts by the
SEC to promote independent investment and credit risk analysis by market participants and
recognize the SEC’s concern regarding the appropriate role of credit ratings in these analyses.
The Task Force believes, however, that the deletion of references to, and use of, credit ratings in
securities regulations would not further the SEC’s objective of reducing undue reliance on credit
ratings and instead would have a number of negative consequences.

NRSRO ratings benefit both investors and the market as a whole by injecting into the
subjective deliberations and analyses of investors an objective minimum threshold. Removing
this objective minimum threshold and bright-line, rating-based compliance standards for market
participants would create uncertainty on three fronts: (i) the increased apprehension of market
participants faced with the challenges of complying with vague, discretionary standards in place
of bright-line, rating-based standards; (ii) the increased uncertainty of investors who currently
rely on the protection and transparency these bright-line standards provide; and (iii) the increased
confusion of market participants subject to competing regulatory frameworks — one objective
and rating-based and the other subjective and discretionary.

Rather than undertake a sweeping revision of its rules and forms, which would have a
destabilizing effect and may ultimately lead to less protection for investors, the Task Force
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believes that the SEC should focus its efforts on Part 1 of its rulemaking initiatives relating to
credit ratings, thereby increasing the integrity and transparency of the rating process. If the
proposed rule amendments of Part 1 achieve their stated objectives, there is no purpose to
removing references to credit ratings from the SEC’s rules and forms and generating the
concomitant market uncertainty and instability.

The Task Force appreciates your consideration of our views.

Sincerely yours,

Deborah A. Cunningham
SIFMA Credit Rating Agency Task Force Co-Chair
Federated Investors; Chief Investment Officer

Boyce I. Greer
SIFMA Credit Rating Agency Task Force Co-Chair
Fidelity Management & Research Company; President, Fixed Income & Asset Allocation
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RECOMMENDATIONS OF THE SIFMA CREDIT RATING AGENCY TASK FORCE

Preamble

The Securities Industry and Financial Markets Association (SIFMA) Credit Rating Agency Task Force (the
Task Force) is a global, investor-led, industry task force formed to examine key issues related to credit ratings
and credit rating agencies (CRAs).

The 37-person Task Force is comprised of members drawn from a cross-section of the financial services indus-
try, including asset managers, underwriters, and issuers. It includes senior-level experts in structured finance,
corporate bonds, municipal bonds, and risk. The Task Force is also global, with members from the US, Europe,
and Asia.! In addition to providing industry input to lawmakers and regulators in Europe and Asia, the Task
Force has been designated by the U.S. President’s Working Group on Financial Markets (the PWG) as the pri-
vate-sector group to provide the PWG with industry recommendations on credit rating matters.

To determine priority areas of focus, the Task Force first sought to identify what—in the view of its indus-
try experts—were the credit-rating-related causal variables that played a significant role in triggering the
current crisis. Sixteen key issues were identified, and then stack-ranked in order of importance by the Task
Force members. Those issues that headed the list are the issues that the Task Force has addressed in its below
recommendations.?

The Task Force engaged in discussions with, and solicited input from, a number of lawmakers, regulators, and
CRAs across the globe. The below recommendations have been crafted with the dual goals of. a) avoiding a
repetition of the credit-rating-related turmoil of the past year; and b) strengthening the investor confidence
that is vital to robust and liquid global financial markets.

The Task Force recognizes the important role played by CRAs and the ratings they provide in the overall func-
tioning of our financial markets. In light of recent market turmoil, however, particularly in markets relating to
residential mortgage-backed securities (RMBS) collateralized by subprime mortgages and collateralized debt
obligations (CDOs), questions have arisen regarding the quality of CRA ratings and the integrity of the rating
process. The resulting decline in investor confidence has been a key factor among those that have led to investor
reluctance to invest in RMBS and CDOs, and to liquidity issues generally in our global markets.

The Task Force believes that if the recommendations are followed, we will enhance the ability of market partic-
ipants to understand credit ratings and to incorporate ratings properly into their own independent risk assess-
ments. While some of the recommendations relate to issues particular to the rating of structured products, the
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