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SECURITIES AND EXCHANGE COMMISSION
17 CFR Parts 229, 239, 240, 249 and 274
[Release Nos. 33-9070; 34-60797; 1C-28942; File No. S7-24-09]
RIN 3235-AK41
CREDIT RATINGS DISCLOSURE
AGENCY': Securities and Exchange Commission.
ACTION: Proposed rule; correction.
SUMMARY: We are proposing amendments to our rules to require disclosure of
information regarding credit ratings used by registrants, including closed-end
management investment companies, in connection with a registered offering of securities
so that investors will better understand the credit rating and its limitations. The
amendments we are proposing today also would require additional disclosure that would
inform investors about potential conflicts of interest that could affect the credit rating. In
addition, we are proposing amendments to require disclosure of preliminary credit ratings
in certain circumstances so that investors have enhanced information about the credit
ratings process that may bear on the quality or reliability of the rating. The proposed
amendments would be applicable to registration statements filed under the Securities Act
of 1933, the Securities Exchange Act of 1934 and the Investment Company Act of 1940,
and Forms 8-K and 20-F.
DATES: Comments should be received on or before December 14, 2009.
ADDRESSES: Comments may be submitted by any of the following methods:

Electronic comments:



e Use the Commission’s Internet comment form

(http://www.sec.gov/rules/proposed.shtml); or

e Send an e-mail to rule-comments@sec.qov. Please include File Number

S7-24-09 on the subject line; or

e Use the Federal eRulemaking Portal (http://www.regulations.gov). Follow the

instructions for submitting comments.
Paper comments:

e Send paper comments in triplicate to Elizabeth M. Murphy, Secretary,
Securities and Exchange Commission, 100 F Street, NE, Washington, DC
20549-1090.

All submissions should refer to File Number S7-24-09. This file number should be
included on the subject line if e-mail is used. To help us process and review your
comments more efficiently, please use only one method. The Commission will post all

comments on the Commission’s Web site (http://www.sec.gov/rules/proposed.shtml).

Comments are also available for public inspection and copying in the Commission’s
Public Reference Room, 100 F Street, NE, Washington, DC 20549, on official business
days between the hours of 10:00 am and 3:00 pm. All comments received will be posted
without change; we do not edit personal identifying information from submissions. You
should submit only information that you wish to make available publicly.

FOR FURTHER INFORMATION CONTACT: Blair F. Petrillo, Special Counsel in
the Office of Rulemaking, Division of Corporation Finance, at (202) 551-3430, or with

respect to questions regarding investment companies, Devin F. Sullivan, Staff Attorney in



the Office of Disclosure Regulation, Division of Investment Management, at (202) 551-
6784, 100 F Street, NE, Washington, DC 20549.
SUPPLEMENTARY INFORMATION: The Commission is proposing amendments to
Regulation S-K,* and forms under the Securities Act of 1933,% the Securities Exchange
Act of 1934 and the Investment Company Act of 1940.* In Regulation S-K, the
Commission is proposing to amend Items 10° and 202.° Under the Securities Act, the
Commission is proposing to amend Form S-3” and Form S-4.2 Under the Exchange Act,
the Commission is proposing to amend Rule 13a-11° and Rule 15d-11,"° as well as Form
8-K* and Form 20-F.** The Commission is also proposing amendments to Form N-2'2
under the Securities Act and the Investment Company Act.
l. Proposed Amendments

A. Introduction

The disclosure requirements we are proposing today are intended to enhance

credit rating disclosure so that investors will better understand credit ratings and their

! 17 CFR 229.10 through 1123.
z 15 U.S.C. 77a et seq.

3 15 U.S.C. 78a et seq.

4 15 U.S.C. 80a-1 et seq.

> 17 CFR 229.10.

6 17 CFR 229.202.

! 17 CFR 239.13.

8 17 CFR 239.25.

’ 17 CFR 240.13a-11.

10 17 CFR 240.15d-11.

1 17 CFR 249.308.

12 17 CFR 249.220f.

B 17 CFR 239.14; 17 CFR 274.11a-1.



limitations. These proposals reflect our concerns that even though credit ratings appear
to be a major factor in the investment decision for investors and play a key role in
marketing and pricing of the securities,** investors may not have access to sufficient
information about credit ratings. We believe our proposed rules would improve investor
protection by providing information about credit ratings that will place the credit rating in
an appropriate context.

We have four principal areas of concern. First, we are concerned that investors
may not be provided with sufficient information to understand the scope or meaning of
ratings being used to market various securities. Historically, credit ratings were intended
to be a measure of the registrant’s ability to repay its corporate debt.’®> As the types of
investment products expand and become more complex, however, the returns (including
the prospect of repayment) on these securities often are dependent on factors other than

the creditworthiness of the registrant.'® As a result, the information conveyed by ratings

" See Report on the Role and Function of Credit Rating Agencies in the Operation of the Securities

Markets, January 2003, at http://www.sec.gov/news/studies/credratingreport0103.pdf (noting that
issuers use credit ratings in part “to improve the marketability or pricing of their financial
obligations.”). See also Bo Becker and Todd Milbourn, Reputation and Competition: Evidence
from the Credit Rating Industry, Working Paper, (June 2009) at
http://www.hbs.edu/research/pdf/09-051.pdf.

= See Disclosure of Ratings in Registration Statements, Release No. 33-6336 (Aug. 6, 1981) [46 FR
42024].
16 See Disclosure of Security Ratings, Release No. 33-7086 (Aug. 31, 1994) [59 FR 46304] (“1994

Ratings Release”) (noting that “[b]ecause of these non-credit payment risks, there is substantially
greater uncertainty relating to yield and total return than for traditional debt obligations of
comparable credit rating™). See also Joseph Mason and Joshua Rosner, Where Did the Risk Go?
How Misapplied Bond Ratings Cause Mortgage Backed Securities and Collateralized Debt
Obligation Market Disruptions, Working Paper, (May 2007), at http://ssrn.com/abstract=1027475.




has become increasingly less comparable across types of securities.”” Investors, however,
may not be aware of the differences underlying two securities with the same credit rating
even if the securities were issued by the same registrant. The recent turmoil in the credit
markets has raised serious concerns that investors may not have fully understood what
credit ratings mean, or the limits inherent in them.'® Even when securities are highly
rated, investors can suffer significant losses, as was evident during the recent market
crisis.’® For example, the value of AAA-rated mortgage-backed securities fell 70 percent
from January 2007 to January 2008.° As a result, we believe that investors should be
provided with additional disclosure regarding credit ratings so that investors can choose

how much weight to place on a credit rating when making an investment decision.

o As we noted in 1994:

Today, a traditional corporate debt instrument with fixed principal and interest
obligations, a structured note whose principal and interest is tied, for example,
to an index of securities, an ‘interest-only’ strip (‘10”), a collateralized
mortgage obligation (‘CMO”) security, a residual interest in a CMO offering,
and a cash flow (or “kitchen-sink”) bond all can be designated ‘triple-a,’
notwithstanding that investment returns on most of these instruments are
largely dependent on factors in addition to the issuer’s creditworthiness and
that the scope of the rating differs among the securities.

See 1994 Ratings Release in note 16 above. See also Alan Blinder, Six Fingers of Blame
in the Mortgage Mess, N.Y. Times, Sept. 30, 2007.

18 See e.q. Recommendations of the Securities Industry and Financial Markets Association Credit

Rating Agency Task Force (July 2008), at http://www.sifma.org/capital _markets/docs/SIFMA-
CRA-Recommendations.pdf (recommending that investor education regarding the nature and
limitations of the credit rating process is necessary to prevent over-reliance on credit ratings). See
also Report of the Financial Stability Forum on Enhancing Market and Institutional Resilience
(Apr. 7, 2008), at http://www.financialstabilityboard.org/publications/r_0804.pdf.

19 For a more detailed discussion of the role of nationally recognized statistical rating organizations

(“NRSROs”) in determining ratings for structured products, particularly subprime residential
mortgage backed securities and collateralized debt obligations, in the time period leading up to the
credit crisis, see Proposed Rules for Nationally Recognized Statistical Rating Organizations,
Release No. 34-57967 (June 16, 2008) [73 FR 36212].

See e.q., Marco Pagano and Paolo Volpin, Credit Ratings Failures: Causes and Policy Options,
Working Paper, (Feb. 9, 2009), at
http://www.italianacademy.columbia.edu/publications/working_papers/2008 2009/pagano_volpin

seminar_IA.pdf.

20




Second, we are concerned that investors may not have access to information
allowing them to appreciate fully the potential conflicts of interest faced by credit rating
agencies and how these conflicts may impact ratings. For example, most credit rating
agencies are paid by the registrants who receive the credit ratings.?* This situation
creates the potential for a rating to be inflated by a credit rating agency as a result of the
credit rating agency’s desire to keep the registrant’s business for future ratings.”? Credit
rating agencies also may provide additional services to registrants, which can be an
important source of revenue for the credit rating agency.”®

Third, there has been significant discussion of the possibility that “ratings
shopping” may lead to inflated ratings.?* Ratings shopping occurs when a registrant, or
someone acting on its behalf, seeks the highest credit rating available from multiple credit
rating agencies. We are concerned that investors have not been informed about this
practice, which we believe could color their assessment of the reliability of the credit
ratings ultimately obtained.

Finally, even though credit ratings appear to be a key part of investment decisions

and are used to market securities, disclosure about ratings is not required in prospectuses

2 See Briefing Paper: Roundtable to Examine Oversight of Credit Rating Agencies (Apr. 2009), at

http://www.sec.gov/spotlight/cra-oversight-roundtable/briefing-paper.htm (noting that seven of the
ten NRSROs registered with the Commission operate under the issuer-pay model and that the
issuer-pay NRSROs have determined 98% of the currently outstanding credit ratings issued by
NRSROs).

See Pagano and Volpin in note 20 above.

2 As discussed below, Exchange Act Section 15E(h) and (i) and Exchange Act Rule 17g-5 [17 CFR
240.17g-5] identify a series of conflicts arising from the business of determining credit ratings.
Under the rule, some of these conflicts must be disclosed and managed, while others are
prohibited outright.
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2 See e.q. Vasiliki Skreta and Laura Veldkamp, Ratings Shopping and Asset Complexity: A Theory

of Ratings Inflation, working paper, (Feb. 2009), at
http://pages.stern.nyu.edu/%7Elveldkam/pdfs/ratings.pdf; Patrick Bolton, Xavier Freixas and Joel
Shapiro, The Credit Ratings Game, Working Paper, (Feb. 2009), at
http://www.nber.org/papers/w14712; Becker and Milbourn in note 14 above.




currently. As a result, we are concerned that investors may not be receiving even basic
information about a potentially key element of their investment decisions.

To address these concerns, we are proposing several enhancements to our
disclosure rules. As a threshold matter, we are proposing to require disclosure by
registrants regarding credit ratings in their registration statements under the Securities
Act and the Exchange Act, and by closed-end management investment companies
(“closed-end funds”) in registration statements under the Securities Act and the
Investment Company Act, if the registrant uses the rating in connection with a registered
offering. The disclosure requirements are intended to address the concerns noted above.
To keep investors apprised of developments relating to credit ratings for their
investments, we are also proposing amendments to Exchange Act reports to require
registrants to disclose changes to credit ratings. We are not proposing to require
registrants to obtain credit ratings; instead, we are proposing to require disclosure about
credit ratings used by registrants and other offering participants in connection with a
registered offering in order to place the credit rating in its proper context for investors.

In a companion concept release,?> we seek comment on whether we should
propose to repeal the exemption for credit ratings provided by NRSROs from being
considered a part of the registration statement prepared or certified by a person within the
meaning of Sections 7°° and 11%’ of the Securities Act currently contained in Rule 436(g)

under the Securities Act.?® If Rule 436(g) were eliminated, there would no longer be a

2 See the companion concept release considered by the Commission on September 17, 2009

regarding Rule 436(g) under the Securities Act.

2 15 U.S.C. 77q.
o 15 U.S.C. 77k.
8 17 CFR 220.436(g).



distinction between NRSROs and credit rating agencies that are not NRSROs for
purposes of liability under Section 11 of the Securities Act.

As we noted, we continue to have concerns about the appropriate use of credit
ratings by investors, but we recognize the reality that credit ratings are important to
investors. Therefore, we seek to improve investor protection through enhanced disclosure
about credit ratings. In addition to proposing the rule amendments set forth in this
release, the Commission today is also adopting certain amendments to its existing rules
regulating NRSROs, as well as proposing additional amendments and a new rule.*® We
believe that today’s proposals could help reduce undue reliance on credit ratings by
providing investors with information about what a credit rating is, and what it is not, and
other information bearing on the reliability of ratings to place the credit rating in its
proper context. In light of the importance of credit ratings to investors and their use by
registrants in marketing securities, we believe it is appropriate to require that this
information be included in a registrant’s prospectus so that all investors receive this
information.

B. Background

In 1981, the Commission issued a statement of policy regarding its view of
disclosure of credit ratings in registration statements under the Securities Act.® This
statement marked a clear shift from the Commission’s historic practice of discouraging

the disclosure of credit ratings in these filings and reflected the Commission’s then-

2 See the releases considered by the Commission on September 17, 2009 regarding (i) amendments

to Rule 17g-2 under the Exchange Act; (ii) amendments to Rule 17g-5 under the Exchange Act;
(iii) amendments to Regulation FD; (iv) proposed amendments to Rule 17g-3 under the Exchange
Act; (v) proposed amendments to the Instructions to Exhibit 6 of Form NRSRO; and (vi) proposed
new Rule 17g-7 under the Exchange Act.

%0 See Disclosure of Ratings in Registration Statements, in note 15 above.




developing acknowledgement of the growing importance of credit ratings in the securities
markets and in the regulation of those markets.*! Soon thereafter, the Commission
amended Regulation S-K to reflect its new policy of permitting the voluntary disclosure
of credit ratings in registration statements along with clear disclosure explaining the
rating.>> The Commission also adopted rules to permit the voluntary disclosure of credit
ratings in tombstone advertisements,* and provided that a credit rating by an NRSRO
generally is not part of a registration statement or report prepared or certified by a person

within the meaning of Sections 7 and 11 of the Securities Act.**

3 See Release No. 33-6336 in note 15 above. The Commission announced “that, contrary to prior

general staff positions on this matter, it will now permit the disclosure of security ratings assigned
by rating organizations in registration statements.” In support of this shift in policy, the
Commission cited “the general usefulness” of credit ratings to investors and the “importance that
the Commission and other regulatory entities have attached to the issuance” of a credit rating. Id.

% See Adoption of Integrated Disclosure System, Release No. 33-6383 (Mar. 3, 1982) [47 FR
11380] (“Integrated Disclosure Release™). See also Registration Form for Closed-End
Management Investment Companies, Release No. 33-6967 (November 20, 1992) [57 FR 56826]
(adopting amendment to Form N-2 regarding voluntary disclosure of credit ratings for closed-end
funds).

See Integrated Disclosure Release in note 32 above (adopting amendments to Rule 134(a) under
the Securities Act to provide that certain communications containing a security rating or ratings of
a class of debt securities, convertible debt securities and preferred stock and the name(s) of the
rating organization would not be deemed to be a prospectus under Section 2(10) of the Securities
Act).

Concurrent with the adoption of these rules and guidance, the Commission adopted Securities Act
Form S-3, the short-form Securities Act registration statement for eligible domestic issuers [17
CFR 239.13]. Form S-3 provides that a primary offering of non-convertible debt securities may
be eligible for registration on the form if rated investment grade. A non-convertible security is an
“investment grade security” for purposes of form eligibility if at the time of sale, at least one
NRSRO has rated the security in one of its generic rating categories which signifies investment
grade, typically one of the four highest rating categories. In adopting this requirement, the
Commission specifically noted that commenters believed that the component relating to
investment grade ratings was appropriate because non-convertible debt securities generally are
purchased on the basis of interest rates and credit ratings. See Section I11.A.1 of the Integrated
Disclosure Release in note 32 above. Later, in 1992, the Commission expanded the eligibility
requirement to delete references to debt or preferred securities and to provide Form S-3 eligibility
for other investment grade securities (such as foreign currency or other cash settled derivative
securities). See Simplification of Registration Procedures for Primary Securities Offerings,
Release No. 33-6964 (Oct. 22, 1992) [57 FR 48970]. Consistent with Form S-3, the Commission
adopted a provision in Form F-3 [17 CFR 239.33] providing for the eligibility of a primary
offering of investment grade non-convertible debt securities by eligible foreign private issuers.
Shelf registration requirements for asset-backed securities, originally adopted in 1992, also depend
on a credit ratings component. See General Instruction 1.B.5 of Form S-3.
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At various times since the policy statement and the adoption of these rules and
form eligibility requirements, the Commission has reviewed and reconsidered its
approach to the disclosure of credit ratings in filings and the reliance on ratings in the
Commission’s form eligibility requirements. For example, in 1994, the Commission
published a proposing release that would have mandated disclosure in Securities Act
prospectuses of a credit rating given by an NRSRO whenever a credit rating with respect
to the securities being offered is “obtained by or on behalf of an issuer.”* The proposals
would have required disclosure of specified information with respect to credit ratings,
whether or not disclosed voluntarily or mandated by the then-proposed rules. In addition,
the release sought comment on various areas relating to the disclosure of credit ratings.
The release also proposed to require disclosure on a Form 8-K of any material change in
the credit rating assigned to the registrant’s securities by an NRSRO.*® The Commission
received wide-ranging comments on those proposals. Commenters’ views on whether
registrants should be required to provide disclosure regarding credit ratings of their
securities in a final prospectus reflected a wide variety of opinions. Commenters who
were against the mandatory disclosure of credit ratings argued, among other things, that:
NRSROs have incentives to provide quality ratings; information about credit ratings is
widely available and understood; requiring disclosure would be costly and burdensome;

and requiring disclosure of ratings may increase investors’ reliance on them.*’

% See the 1994 Ratings Release in note 16 above.

% See the 1994 Ratings Release in note 16 above.

3 See e.q. letter regarding File No. S7-24-94 of Moody’s Investor Service, Inc. (Dec. 5, 1994); and

letter regarding File No. S7-24-94 of Fitch Investors Service Inc. (Dec. 6, 1994).
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Commenters who supported mandatory disclosure regarding credit ratings argued, among
other things, that: credit ratings have the potential to confuse and mislead investors;
investors do not receive sufficient information about the credit rating; and investors
expect to know the credit rating when buying a security, so the proposed required
disclosure would comport with investor expectations.®® The Commission did not act on
the proposals.

In 2002, as part of the broader changes to the Form 8-K current reporting
requirements, the Commission again proposed to require a registrant to file a Form 8-K
current report when it received a notice or other communication from any rating agency
regarding, for example, a change or withdrawal of a particular rating.>®> Comments were
mixed on whether changes to a credit rating should be reported on a Form 8-K.*°
Commenters against the requirement generally believed it was unnecessary because the
information was publicly available.** Commenters who supported the requirement
generally believed it should be limited to ratings provided by NRSROs.** The new Form
8-K filing regime adopted in 2004 did not include this requirement.*® In declining to

adopt a Form 8-K reporting requirement for credit rating changes, the Commission noted

% See e.q. letter regarding File No. S7-24-94 of Savings & Community Bankers of America; and

letter regarding file No. S7-24-94 of A.G. Edwards & Sons, Inc..

See Additional Form 8-K Disclosure Requirements and Acceleration of Filing Date, Release No.
33-8106 (June 17, 2002) [67 FR 42914].

See also the discussion of Form 8-K in Section I.D. below.

“ See e.q. letter regarding File No. S7-22-02 of CIGNA Corporation (Aug. 26, 2002), at
http://www.sec.gov/rules/proposed/s72202.shtml.

39

40

42 See e.q. letter regarding File No. S7-22-02 of Investment Counsel Association of America (Aug.

26, 2002), at http://www.sec.gov/rules/proposed/s72202.shtml.

43 See Additional Form 8-K Filing Requirements and Acceleration of Filing Date, Release No. 33-

8400 (Mar. 16, 2004) [69 FR 15594], amended by Additional Form 8-K Disclosure Requirements
and Acceleration of Filing Dates; Correction, Release No. 33-8400A (Aug. 4, 2004) [69 FR
48370].
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that it was continuing to consider the appropriate regulatory approach for rating
agencies.**

In 2003, the Commission issued a concept release requesting comment on
whether it should cease using the NRSRO designation and, as an alternative to the ratings
criteria, provide for Form S-3 eligibility where investor sophistication or large size
denomination criteria are met.*> In 2008, the Commission proposed changes to certain of
its forms and rules that would have removed references to credit ratings and would have
amended Securities Act Rule 436(g), which exempts NRSROs from liability under
Section 11 of the Securities Act, so that the exemption would apply to all credit rating
agencies, including those that are not NRSROs.*°

In April 2009, the Commission held a roundtable to examine the oversight of
credit rating agencies.*’ Topics addressed by the panels at the roundtable included
current actions being taken by NRSROs, competition within the industry and how to
improve oversight of the industry. Participants and the public were invited to submit
comments regarding the issues addressed at the roundtable. Commenters addressed a
wide range of issues.

The Commission’s history in considering the possibility of mandating disclosure

of credit ratings reflects the complexity of the issues raised by investors’ reliance on

44 Id.

4 See Rating Agencies and the Use of Credit Ratings under the Federal Securities Laws, Release

No. 33-8236 (June 4, 2003) [68 FR 35258] (“2003 Concept Release”). Most of the commenters
that addressed the issue supported retaining the requirement to use NRSRO ratings for purposes of
Form S-3 eligibility. Comments on the concept release are available at
http://www.sec.gov/rules/concept/s71203.shtml. See also the extensive discussion of market
developments in Release No. 34-57967 in note 19.

46 See Security Ratings, Release No. 33-8940 (Jul.1, 2008) [73 FR 40106].
47

See generally http://www.sec.qov/spotlight/cra-oversight-roundtable.htm .
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them. Our rules under the Securities Act and the Exchange Act require that investors be
provided material information in order to evaluate investment opportunities. We
understand that investors will continue to use credit ratings in making investment
decisions; therefore, we are proposing disclosure requirements we believe will provide
investors with additional meaningful information that they can use to make those
decisions. We acknowledge the risk that requiring disclosure of credit ratings could
emphasize their significance and draw attention away from other, more important
information about the registrant and its securities. However, we believe the recent
market crisis and questions about the use of credit ratings suggest that investors may not
have sufficient information to understand credit ratings fully. In light of the concerns
discussed above, we believe all investors would benefit from the proposed revisions to
our disclosure rules to require specific disclosures about ratings.

C. Mandatory Disclosure of Credit Ratings

As noted above, the Commission’s policy on credit ratings currently is set forth in
Item 10(c) of Regulation S-K. Specifically, the policy permits registrants to voluntarily
disclose ratings assigned by credit rating agencies to classes of debt securities,
convertible debt securities and preferred stock in registration statements and periodic
reports.*® Item 10(c) also provides the Commission’s views on important matters
registrants should consider in disclosing credit ratings in Securities Act and Exchange
Act filings. So that all investors are provided with appropriate information about credit

ratings, the amendments we propose today would mandate much of the disclosure

We understand that only a small number of registrants include disclosure regarding credit ratings
in their prospectuses. Generally, if ratings are disclosed, they are disclosed in free writing
prospectuses filed pursuant to Rule 433 [17 CFR 230.433].

13



permitted under Item 10(c) when a registrant uses a credit rating in connection with a
registered offering and would remove the policy statement and recommended disclosure
from that Item.

Specifically, we are proposing a new paragraph in Item 202 of Regulation S-K
that would require much of the specific disclosure currently permitted under Item 10(c).*
As more fully described below, proposed Item 202(g) would require disclosure of all
material scope limitations of the credit rating and any related published designation, such
as non-credit payment risks, assigned by the rating organization with respect to the
security.*® In addition, in order to highlight potential conflicts of interest, the proposed
rule would require disclosure of the source of payment for the credit rating; and if any
additional non-rating services have been provided by the credit rating agency or its
affiliates to the registrant or its affiliates over a specified period of time, disclosure of the
services and the fees paid for those services would be required. Disclosure required
pursuant to proposed Item 202(g) of Regulation S-K would be required in Securities Act
and Exchange Act registration statements. We are proposing to amend Item 9 of Form S-
3 and Item 4(a)(3) of Form S-4 so that disclosure regarding credit ratings is provided in
all registration statements on that form when the trigger for disclosure is met. We also
are proposing to require, in certain circumstances, disclosure of preliminary ratings, as

well as final ratings not used by a registrant, so that investors will be informed when a

registrant may have engaged in ratings shopping. Finally, we are proposing to amend

49 See proposed new paragraph (g) to Item 202 of Regulation S-K.

% See note 67 below.
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Exchange Act reports to require reporting of changes in credit ratings in certain
circumstances.

We are proposing to apply similar mandatory disclosure requirements regarding
credit ratings of senior securities issued by closed-end funds registered under the
Investment Company Act. Like other companies, closed-end funds sometimes issue
senior securities that are rated by one or more credit rating agency and currently are
permitted to voluntarily disclose these credit ratings in their registration statements.>> We
are proposing to amend Form N-2 to require that closed-end funds include credit ratings
disclosure in their registration statements under the Securities Act and the Investment
Company Act. We are also proposing to amend Exchange Act Rules 13a-11 and 15d-11
to require reporting by closed-end funds of changes in credit ratings in certain
circumstances.

We believe that the proposed amendments to require disclosure of certain
information regarding credit ratings, rather than permitting voluntary disclosure, would
provide investors with the information they need about credit ratings to put the rating in
the appropriate context. The proposed amendments also may benefit companies that in
the past may have hesitated to provide disclosure voluntarily by leveling the playing field
so that all companies using credit ratings in connection with a registered offering of

securities would be required to provide disclosure.

o Section 18(f) of the Investment Company Act [15 U.S.C. 80a-18(f)] generally prohibits a
registered open-end management investment company (i.e., mutual fund) from issuing senior
securities.
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1. Trigger for Required Disclosure

We believe that it is appropriate for registrants to provide the proposed disclosure
when they use a credit rating in connection with a registered offering of their securities.
As discussed above, investors rely on credit ratings in making investment decisions. We
believe requiring disclosure when a registrant uses the credit rating to offer or sell
securities would provide investors with the information they need about the credit rating
to put the credit rating in its appropriate context. Specifically, we are proposing to amend
Item 202 of Regulation S-K,>? Item 12 of Form 20-F,*® and Item 10.6 of Form N-2°* to
require registrants to provide detailed disclosure regarding credit ratings if the registrant,
any selling security holder, any underwriter, or any member of a selling group uses a
credit rating™ from a credit rating agency>° with respect to the registrant or a class of
securities issued by the registrant, in connection with a registered offering. The proposed

rule would not require that registrants obtain a credit rating on any security; however, if a

52 See proposed new paragraph (g) to Item 202 of Regulation S-K.

5 Form 20-F is the combined registration statement and annual report form for foreign private

issuers under the Exchange Act. It also sets forth disclosure requirements for registration
statements filed by foreign private issuers under the Securities Act. “Foreign private issuer” is
defined in Securities Act Rule 405 [17 CFR 230.405] and Exchange Act Rule 12b-2 [17 CFR
240.12b-2]. We are proposing to amend Item 12 of Form 20-F, which pertains to securities other
than equity securities, to elicit the same disclosure that would be required by proposed Item 202(g)
of Regulation S-K. We also propose to amend Item 10 of Form 20-F to require the same
disclosure under proposed Regulation S-K Item 202(g) for a class of preferred securities, including
non-participatory preferred stock as that term is used under 17 CFR 230.902(a)(1).

> Form N-2 is the registration form used by closed-end funds to register under the Investment

Company Act and to offer their securities under the Securities Act. We are proposing to amend
Item 10.6 of Form N-2 to elicit the same disclosure that would be required by proposed Item
202(g) of Regulation S-K.

% As proposed, a “credit rating” would have the same meaning as the definition in Section 3(a)(60)

of the Securities Exchange Act [15 U.S.C. 78¢(a)(60)].

As proposed, a “credit rating agency” would have the same meaning as the definition in Section
3(a)(61) of the Securities Exchange Act [15 U.S.C. 78c(a)(61)].

56
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r