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Mr. Jonathan G. Katz

Secretary

Securities and Exchange Commission

450 Fifth Street, N.W.

Washington, DC 20549-0609

Re: Concept Release Regarding Rating Agencies and the Use of Credit Ratings under the
Federal Securities Laws (File No. S7-12-03)

Dear Mr. Katz:

The Investment Company Institute1 appreciates the opportunity to comment on the Securities and

Exchange Commission’s concept release regarding rating agencies and the use of credit ratings under

the federal securities laws.2

The Institute and its members have a significant interest in the role that credit rating agencies play in

the U.S. securities markets. As we testified at the hearings held last year by the Commission on issues

relating to credit rating agencies,3 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 therefore essential that the quality and integrity of these ratings are maintained.

In order to maintain the quality of credit ratings, the Institute believes that the Commission should

reevaluate the current regulatory structure for ratings agencies.4 We therefore commend the

Commission for issuing the Concept Release, which discusses a number of significant regulatory

issues relating to rating agencies—the most significant of which to the fund industry is the continuing

role of credit ratings in certain Commission rules, in particular, Rule 2a-7 under the Investment

Company Act of 1940. The Institute believes that it is vital to continue to require that credit ratings

issued by NRSROs be used as a basis for minimum quality standards under Rule 2a-7. At the same



time, however, if credit ratings are to continue to be relied upon in Commission rules, the current

regulatory structure governing NRSROs should be improved.

In particular, we believe that there are several means by which the Commission can improve the

current regulatory structure for credit rating agencies, including: (1) strengthening the system of

oversight of credit rating agencies; (2) requiring public disclosure of the resources, standards,

procedures and policies employed by the agencies in their rating process; (3) instituting a new public

comment and review process regarding rating agencies’ performance, standards, and methodologies;

and (4) holding rating agencies legally accountable for their ratings.

Our specific comments follow below.
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 I. Regulatory Reliance on NRSRO Ratings
As the Concept Release notes, regulatory reliance on the role of NRSROs has increased substantially

over the years. The Concept Release raises the possibility of ceasing to use the NRSRO designation

for certain regulatory purposes and devising alternatives capable of achieving the regulatory objectives

currently served by the use of the NRSRO designation in certain Commission rules. One example of

such a rule is Rule 2a-7 under the Investment Company Act. Rule 2a-7 currently limits money market

funds to investing in “high quality” securities and contains minimum quality standards based on an

objective test, determined by ratings issued by NRSROs,5 and on a subjective test, based on the credit

analysis performed by the investment adviser to the money market fund. The Concept Release

requests comment on whether the Commission should eliminate the objective test from Rule 2a-7, and

rely solely on the subjective test. The Institute would strongly object to the elimination of the objective

test from Rule 2a-7.

The Institute believes that the Commission’s reliance upon NRSRO credit ratings is appropriate where

credit quality, or factors highly dependant upon credit quality, are important considerations. 6 While

possession of a certain rating by an NRSRO does not provide a “safe harbor” for purposes of Rule 2a-



7, the objective test plays a vital role in providing a regulatory benchmark for funds to meet in order to

comply with Rule 2a-7.7 The objective test, for example, prevents money market funds from taking

greater risks to increase yield and from “stretching” the minimal credit risk definition to any number of

investment opportunities that could be inappropriate for maintaining a stable net asset value. By

increasing the safety of the securities held by money market funds, the objective test serves to

enhance the confidence that investors have in money market funds. For these reasons, we

recommend that the Commission continue to rely on the NRSRO designation for purposes of Rule 2a-

7.

 II. Examination and Oversight of NRSROs
A. Initial Recognition Process

As the Concept Release notes, before recognizing a credit rating agency as an NRSRO, the

Commission must first determine that the rating agency satisfies certain established criteria and must

review the operational capability and reliability of the rating agency. The Institute believes that, in light

of increased investor and Commission reliance upon NRSROs, the Commission should strengthen the

process by which rating agencies are recognized as NRSROs. The Institute would therefore support,

as discussed in the Concept Release, improving the transparency of this process by, among other

things, recognizing NRSROs through formal Commission action rather than through staff no-action

letters8 and by seeking public comment on the credibility and reliability of an applicant’s ratings.

 B. Continuing Examination and Oversight

The Institute also believes that the Commission’s continuing oversight over NRSROs should be

improved. Currently, once a rating agency has been designated an NRSRO, it is only required to notify

the Commission when it experiences material changes that may affect its ability to meet any of the

original recognition criteria. However, given the substantial financial impact that a loss of NRSRO

designation would have on a rating agency, NRSROs have a strong disincentive to report any such

changes and it is therefore unrealistic to premise regulation on self-policing and self-reporting.

For these reasons, we believe that more direct, ongoing Commission oversight of ratings agencies is

warranted. We would support several of the approaches suggested in the Concept Release including,

among other things, conditioning NRSRO recognition on a rating agency's agreeing to file annual

certifications with the Commission that it continues to comply with all of the NRSRO criteria; soliciting

public comment annually on the performance of each NRSRO, including whether the NRSRO's ratings

continue to be viewed as credible and reliable;9 and conditioning NRSRO recognition on a rating

agency's agreeing to maintain specified records relating to its ratings business, including those relating

to ratings decisions.

In order to more vigorously monitor compliance with the criteria it employs in the initial designation of

an NRSRO, Commission staff should schedule more frequent examinations of credit rating agencies:



the current examination schedule is every five years, which is the same schedule followed for the

smallest advisers subject to the Commission’s jurisdiction under the Investment Advisers Act of 1940.

 III. Transparency of Ratings Information
The Commission’s report on the role of credit rating agencies required by the Sarbanes-Oxley Act of

2002 notes that at the Commission’s credit rating agency hearings, representatives of buyside firms,

including mutual funds, stressed the importance of increasing transparency in the ratings process. 10

Toward this end, we recommend that the Commission require NRSROs to disclose various types of

information. In particular, we recommend increased disclosure of the methodologies used to evaluate

the material risks involved with types of financial instruments. The NRSROs also should disclose their

policies and procedures addressing conflicts of interest.11

In order to facilitate increased disclosure, the Commission should consider adopting for NRSROs a

specialized form, which would require the periodic disclosure of the information discussed above. Such

public disclosure would allow investors and regulators a continuous opportunity to better appraise the

NRSROs and would serve as an effective mechanism for enforcing continued compliance with the

criteria considered by the Commission in its initial designation process.

 IV. Legal Accountability for NRSRO Ratings
The Commission has effectively relieved NRSROs from the accountability that would otherwise apply

under the federal securities laws by exempting them from expert liability under Section 11 of the

Securities Act of 1933, if their ratings appear in a security’s prospectus. 12 The exemption of NRSROs

from the normal liability provisions of Section 11 means that they are not held to a negligence standard

of care. As a result, we believe the exemption lessens the incentives of NRSROs to issue reliable

securities ratings.13

The Institute therefore recommends that the Commission rescind the NRSROs’ exemption from

Section 11 expert liability. The NRSROs’ exemption from liability represents a departure from the

normal requirement that an expert’s opinion may be published in a registration statement only with the

expert’s consent and if the expert is liable to investors for negligently misleading opinions.

* * *

The Institute appreciates the opportunity to comment on the Concept Release. Any questions

regarding our comments may be directed to the undersigned at 202-326-5824 or to Ari Burstein at 202-

371-5408.

Sincerely,



Amy B.R. Lancellotta

Senior Counsel

cc: The Honorable William H. Donaldson

The Honorable Paul S. Atkins

The Honorable Roel C. Campos

The Honorable Cynthia A. Glassman

The Honorable Harvey J. Goldschmid

Annette L. Nazareth, Director

Robert L.D. Colby, Deputy Director

Division of Market Regulation

Paul F. Roye, Director

Robert E. Plaze, Associate Director

Division of Investment Management
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