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SEC Takes Steps to Reduce Reliance on 
Credit Ratings 
Funds must revise their Rule 10f-3 procedures by November 12, 2009 
FROM THE INVESTMENT MANAGEMENT PRACTICE   

Effective November 12, 2009, the Securities and Exchange Commission (the “SEC”) has adopted 
amendments (the “Amendments”) to certain of its rules and forms to eliminate references to credit 
ratings issued by nationally recognized statistical rating organizations (“NRSROs”). The Amendments 
are intended to reduce reliance on credit ratings in SEC rules under the Securities Exchange Act of 
1934 (the “Exchange Act”) and the Investment Company Act of 1940 (the “1940 Act”), and are 
designed to address concerns that references to credit ratings in SEC rules may have contributed to an 
undue reliance on these ratings by investors. The Amendments will impact mutual funds, and as 
discussed below, funds will need to revise their Rule 10f-3 procedures by November 12th in order to 
comply with these new rules. 

The SEC also announced that it is re-opening the comment period for, or proposing for initial 
comments, certain other proposed rule and form amendments that would eliminate additional 
references to NRSRO ratings (the “Proposals”). The SEC has stated that any comments on the 
Proposals should be submitted no later than December 14, 2009. 

 
Background 

In September 2006, Congress enacted the Credit Rating Agency Reform Act,1 which provided the SEC 
with authority to determine registration guidelines, regulate recordkeeping and reporting rules, and 
guard against conflicts of interest for credit rating agencies registered as NRSROs. 

SEC officials have repeatedly said that stripping references to NRSROs from SEC rules is necessary to 
avoid overreliance on credit rating agencies, and to avoid creating a misimpression of SEC 
endorsement of the use and reliability of these ratings. As a result of extensive examinations of the 
three largest NRSROs which were most active in rating structured finance products linked to 
aggressively underwritten mortgages,2 the SEC proposed NRSRO rule amendments in June 2008, 
many of which were adopted in February 2009. Those rules enhanced ratings performance statistics, 
ratings methodology disclosure requirements, and the recordkeeping and reporting requirements, as 
well as prohibiting certain conflicts of interest. In its latest action relating to NRSROs, the SEC has 
revised certain of its rules to eliminate references to ratings, as discussed below. 
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Adopted 1940 Act Rule Amendments  

Affiliated Underwritings—Rule 10f-3 

Section 10(f) of the 1940 Act prohibits a registered investment company from knowingly purchasing 
any security for which an affiliated underwriter is acting as a principal underwriter during the existence 
of an underwriting or selling syndicate for that security.3 Rule 10f-3 permits a fund that is affiliated 
with a member of an underwriting syndicate to purchase securities from the syndicate if certain 
requirements are met. Funds wishing to rely on Rule 10f-3 must adopt procedures reasonably 
designed to ensure that any purchases made in reliance on the Rule 10f-3 exception meets the 
requirements of that rule. Funds may use Rule 10f-3 to purchase municipal securities (“eligible 
municipal securities”) as well as equity securities. However, in order to comply with the requirements 
of Rule 10f-3, municipal securities must have an investment grade rating4 from at least one NRSRO 
or, if the issuer or the 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 (i.e., the security is a less seasoned 
security), one of the three highest ratings from an NRSRO.  

The Amendments eliminate the references to NRSRO ratings in Rule 10f-3 for eligible municipal 
securities. The definition of “eligible municipal security” has been revised to mean securities that are 
sufficiently liquid that they can be sold at or near their carrying value within a reasonably short period 
of time. Additionally, the securities would have to be either (1) subject to no greater than moderate 
credit risk; or (2) if they are less seasoned securities, subject to a minimal or low amount of credit 
risk. The standards applied by the Amendments require a level of liquidity and credit quality that is 
very similar to those under the current rule, but eliminate the reference to NRSRO ratings. Fund 
boards will need to review and approve revised procedures designed to ensure compliance with the 
Amendments prior to November 12, 2009. 

In approving procedures and reviewing transactions under the new rule, fund boards of directors may 
incorporate ratings, reports, analyses, opinions and other assessments by third parties, including 
NRSROs, although an NRSRO rating alone cannot substitute for the evaluation performed by the 
board.  

Repurchase Agreements—Rule 5b-3 

A “refunded security” is a debt security whose principal and interest payments are to be paid by U.S. 
government securities that have been irrevocably placed in an escrow account and are pledged only to 
the payment of the debt security. Section 5(b)(1) of the 1940 Act limits the amount that a fund that 
holds itself out to be a diversified investment company may invest in the securities of any one issuer 
(other than the U.S. government). Rule 5b-3 allows a fund that acquires a refunded security to treat it 
as an acquisition of the escrowed government securities for purposes of the diversification 
requirements of Section 5(b)(1), subject to certain conditions. 

One such condition is that an independent certified accountant must have certified that the escrowed 
securities will satisfy all scheduled payments of principal, interest and premium of the refunded 
security. This certification is not currently required if the refunded security has received a debt rating 
in the highest rating category from an NRSRO. This exception has been eliminated and therefore all 
refunded securities must obtain this accountant certification starting on November 12, 2009. 
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Proposed 1940 Act and the Advisers Act Rule Amendments  

The SEC continues to consider a number of other rule amendments relevant to mutual funds that 
eliminate references to NRSROs in SEC rules. The SEC has reopened public comment on a number of 
these rules.  

Money Market Funds and Structured Finance Vehicles—Rules 2a-7 and 3a-7 

Rule 2a-7 of the 1940 Act governs the operation of money market funds, and contains conditions that 
restrict these funds’ portfolio investments to securities that have received certain minimum credit 
ratings from NRSROs or comparable unrated securities. The Proposals seek to eliminate the use of 
NRSRO ratings in this rule. Rule 3a-7 creates an exemption from the 1940 Act registration for 
structured finance vehicles that meet certain conditions, including that offerings made to the general 
public by entities relying on this rule must be rated investment grade. The Proposals eliminate this 
portion of the exemption. 

Repurchase Agreements—Rule 5b-3 

Rule 5b-3 of the 1940 Act allows a fund to treat the acquisition of a repurchase agreement for 
securities with certain NRSRO ratings as the acquisition of the securities collateralizing the repurchase 
agreement. The proposals seek to replace the requirement that the securities obtain a specific credit 
rating with a requirement that the fund’s board of directors determine that the collateral securities 
present minimum credit risks and are highly liquid. 

Dually Registered Investment Advisers and Broker-Dealers—Rule 206(3)-3T 

Rule 206(3)-3T under the Investment Advisers Act of 1940 (the “Advisers Act”) governs the 
requirements for notice to and consent by an advisory client when an investment adviser acts in a 
principal capacity in transactions with certain of its clients. The rule currently allows these 
requirements to be satisfied by alternative means under certain circumstances if the securities being 
traded are nonconvertible investment grade debt that have received a rating in one of the four highest 
categories by at least two NRSROs. The Proposals seek to eliminate this alternative. 

Preferred Stock Offerings by Closed-End Funds 

As discussed further below under “Required Disclosures of Credit Ratings by Issuers,” the SEC has 
issued Proposals to require certain mandatory disclosures regarding credit ratings of senior securities 
issued by closed-end funds registered under the 1940 Act and of foreign private issuers. 

 
Adopted Exchange Act Rule Amendments 

In addition to addressing the use of NRSRO ratings in rules under the 1940 Act and the Advisers Act, 
the SEC has also taken action with respect to certain rules under the Exchange Act and is seeking 
public comment on other proposed Exchange Act rule proposals. We summarize certain of those 
actions below. 

Alternative Trading Systems—Rule 3a1-1 

Rule 3a1-1 under the Exchange Act exempts an alternative trading system (“ATS”) from registration 
as an “exchange” if, among other requirements, it registers as a broker-dealer and complies with 
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Regulation ATS. The SEC however reserves the right to require a “dominant” ATS to register as an 
exchange. An ATS may reach “dominant” status, and therefore be required to register, in eight 
enumerated classes of securities, including “investment grade” and “non-investment grade” corporate 
debt securities.5 The Amendments eliminate separate categories for “investment grade” and “non-
investment grade” securities. 

Alternative Trading Systems—Rules 300, 301(b)(5) and 301(b)(6) of Regulation ATS 

The SEC adopted similar amendments to Regulation ATS under the Exchange Act to establish a single 
class of “corporate debt securities” and to eliminate the existing separate classes of investment grade 
and non-investment grade corporate debt securities.  

 
Proposed Exchange Rule Amendments and Concept Releases 

Anti Manipulation Rules—Regulation M 

Nonconvertible debt securities, nonconvertible preferred securities and asset-back securities are 
currently exempted from Regulation M of the Exchange Act, the SEC’s anti-market manipulation rule, 
if they are rated investment grade by at least one NRSRO. The Proposals would modify this exemption 
to remove references to NRSRO ratings, and instead would exempt securities of “well-known seasoned 
issuers” and asset-backed securities that are registered on Form S-3. 

Confirmations Issued by Broker-Dealers—Rule 10b-10 

The SEC has proposed to delete the requirement of Rule 10b-10 that broker-dealers disclose the 
unrated status of securities in customer confirmations of trades involving corporate debt securities 
that are unrated by an NRSRO. 

Net Capital Rule—Rule 15c3-1 

Currently, Rule 15c3-1 under the Exchange Act (the “Net Capital Rule”) permits broker-dealers to take 
a lower capital charge (a “haircut”) for certain types of securities that are rated investment grade by 
an NRSRO. The SEC proposes to substitute references to NRSROs in the Net Capital Rule with two 
subjective standards for credit and liquidity risk. 

Asset-Backed Securities—Rule 415 and Forms S-3 and F-3 

The Proposals replace the shelf eligibility requirements under Rule 415 of the Securities Act of 1933 
(the “Securities Act”) that rely on investment grade ratings with alternate requirements that restrict 
shelf eligibility for asset-back securities offerings to those that are limited to “qualified institutional 
buyers” under Rule 144A of the Securities Act in minimum denominations of $250,000. 

Required Disclosures of Credit Ratings by Issuers 

The Proposals would require issuers to disclose credit ratings of securities being sold in public 
offerings, along with related information such as material scope limitations of the rating and the 
source of payment for the rating. In order to inform investors when a registrant has engaged in 
“ratings shopping,” the Proposals require disclosure of whether a preliminary rating was obtained and 
whether any final ratings were not used by a registrant. Additionally, the SEC proposes to amend the 
Exchange Act to require reporting of changes in credit ratings in certain circumstances, which such 
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changes would be required to be disclosed in a Form 8-K. The Proposals include parallel mandatory 
disclosure requirements regarding credit ratings of senior securities issued by closed-end funds 
registered under the 1940 Act and of foreign private issuers. 

Compliance Review Reporting 

The SEC proposed that NRSROs be required to provide a report describing their compliance reviews 
for the most recently ended fiscal year.  

Disclosure Regarding Conflicts of Interest 

The SEC also proposed amendments that would require NRSROs to provide additional information 
about potential conflicts of interest and to make publicly available information about each person who 
paid for a credit rating. 

NRSRO Liability 

The SEC announced that it will seek comment regarding whether it should rescind Rule 436(g) of the 
Securities Act, which currently exempts NRSROs as “experts” from certain liability for disclosure 
concerning their ratings that appear in a registration statement. The SEC has not proposed a rule with 
respect to the rescission of this rule; rather, it will issue a “concept release” to better understand the 
potential consequences of removing this exemption from the Securities Act, which would result in 
NRSROs being required to consent to being named as “experts” and the acceptance of the resulting 
liability of such consent under the Securities Act. 

  

We will continue to monitor this area closely and will keep you informed of significant initiatives of 
interest to our clients. If you have any questions concerning these developing issues, please do not 
hesitate to contact any of the following Paul Hastings lawyers: 

Chair 

Michael R. Rosella 
212-318-6800 
mikerosella@paulhastings.com 

Vice Chair 

David A. Hearth 
415-856-7007 
davidhearth@paulhastings.com 

Wendell M. Faria 
202-551-1758 
wendellfaria@paulhastings.com 

Jacqueline A. May 
212-318-6282 
jacquelinemay@paulhastings.com 

Mitchell E. Nichter 
415-856-7009 
mitchellnichter@paulhastings.com 

Rey Pascual 
404-815-2227 
reypascual@paulhastings.com 

Domenick Pugliese 
212-318-6295 
domenickpugliese@paulhastings.com 

Gary D. Rawitz 
212-318-6877 
garyrawitz@paulhastings.com 

Arthur L. Zwickel 
213-683-6161 
artzwickel@paulhastings.com 
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1 Available at http://www.govtrack.us/congress/bill.xpd?bill=s109-3850. 

2 For more information, please see Summary Report of Issues Identified in the Commission Staff’s Examinations of Select 
Credit Rating Agencies, available at http://www.sec.gov/news/studies/2008/craexamination070808.pdf. 

3 Section 10(f) prohibits a registered fund from knowingly purchasing a security during the existence of an underwriting or 
selling syndicate if a principal underwriter of the security is an officer, director, member of an advisory board, 
investment adviser or employee of the fund or is a person of which any such officer, director, member of an advisory 
board, investment adviser, or employee is an affiliated person. An affiliated person of a fund includes, among others: 
(1) any person directly or indirectly owning, controlling or holding with power to vote, 5% or more of the outstanding 
voting securities of the fund; (2) any person 5% or more of whose voting securities are directly owned, controlled or 
held with power to vote by the fund; and (3) any person directly or indirectly controlling, controlled by, or under 
common control with the fund. 

4 The distinguishing characteristic of an “investment grade” corporate debt security was that it had been rated in one of 
the four highest categories by at least one NRSRO. A “non-investment grade” corporate debt security under SEC rules 
was a corporate debt security that had not received such a rating. 
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