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In the following document, NASD
Regulation, Inc. (NASD Regulation)
requests comment on the use by
NASD® members (securities bro-
ker/dealer firms) and their associated
persons of bond mutual fund risk rat-
ingsin salesliterature given to cus-
tomers. In particular, NASD
Regulation is seeking comment on
whether it should continue to prohibit
the use of bond mutual fund risk rat-
ings by members and their associated
persons. In addressing thisissue,
commenters are asked to consider
whether, with certain required disclo-
sures or other adjustments, such rat-
ingswould in fact provide useful
information to investors. NASD Reg-
ulation requests that NASD mem-
bers, investors, and others, in
considering their responses and com-
ments, focusin particular on the need
on the one hand to provide investors
with as much useful information as
possible to make informed invest-
ment decisions, and the concern on
the other hand that certain informa-
tion, depending on its availability or
how it is produced or presented, may
have the potential of being mislead-
ing or deceptive or otherwise lend
itself to abuse.

Questions concerning this Request
for Comment may be directed to R.
Clark Hooper, Senior Vice President,
Office of Disclosure and Investor
Protection, NASD Regulation, at
(202) 728-8325; and Robert J. Smith,
Senior Attorney, Office of General
Counsdl, NASD Regulation, at

(202) 728-8176.

Solicitation Of Comments

NASD Regulation supports efforts to
disclose therisks of investing in
bond mutual fundsin away that is
understandable and helpful to

investors. At the sametime, NASD
Regulation needs to weigh the utility
of any disclosure against the danger
that it may be predictive, mideading,
or otherwise inappropriate. NASD
Regulation is requesting comment on
whether, and to what extent, the use
by members and associated persons
of bond mutual find risk ratingsin
supplementa salesliterature ought to
be permitted under current NASD
rules or new NASD rules.

Comments can be mailed to:

Joan Conley

Office of the Corporate Secretary
NASD Regulation, Inc.

1735K Street, NW

Washington, DC 20006-1500

or emailed to:
pubcom@nasd.com.

Comments should be received by
February 24, 1997.
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Executive Summary

NASD Regulation, Inc. (NASD Reg-
ulation) requests comment on the use
by NASD® members (securities bro-
ker/dealer firms) and their associated
persons of bond mutual fund risk rat-
ingsin salesliterature given to cus-
tomers. In particular, NASD
Regulation is seeking comment on
whether it should continue to prohibit
the use of bond mutual fund risk rat-
ings by members and their associated
persons. In addressing thisissue,
commenters are asked to consider
whether, with certain required disclo-
sures or other adjustments, such rat-
ingswould in fact provide useful
information to investors. NASD Reg-
ulation requests that NASD mem-
bers, investors, and others, in
considering their responses and com-
ments, focusin particular on the need
on the one hand to provide investors
with as much useful information as
possible to make informed invest-
ment decisions, and the concern on
the other hand that certain informa-
tion, depending on its availability or
how it is produced or presented, may
have the potential of being mislead-
ing or deceptive or otherwise lend
itself to abuse.

Questions concerning this Request
for Comment may be directed to R.
Clark Hooper, Senior Vice President,
Office of Disclosure and Investor
Protection, NASD Regulation, at
(202) 728-8325; and Robert J. Smith,
Senior Attorney, Office of General
Counsdl, NASD Regulation, at

(202) 728-8176.

Background

Bond mutual fund risk ratings are
produced by rating agencies and
information vendors, none of which
isan NASD member firm. Therat-
ings generally represent opinions
regarding afund's“market risk,” or a
judgment of the probability that
prices of bonds, and the bond funds

that hold them, will react in agiven
way to changes in market conditions
and the general economy, such asa
sudden move up or down in interest
rates. Such opinions may be based on
an evaluation of a broad range of
information, including, among other
things, an evaluation of specific risks
(such asinterest rate risk, prepay-
ment risk, currency risk), the credit
quality of the fund'sindividua port-
folio holdings, the market price
volatility of the portfolio, the invest-
ment philosophy of the fund's man-
agement and its track record, and the
historical reaction of the fund to vari-
ous market conditions. Thereisno
specified or uniform range of infor-
mation used by al rating entities, and
different kinds of ratings are pro-
duced using different criteria. Some
rating entities represent their opin-
ions by aword, symbol, or number
that attemptsto be asingle, all-
encompassing measure of fund risk.

Within the past two yearsthe NASD
has received several requests from
bond fund rating entities to alow
bond mutual fund risk ratingsto be
used in members' supplemental sales
literature.* In the past, staff of NASD
Regulation has taken the position that
arating that represents a judgment of
how abond fund will react to
changesin various market conditions
would be predictive of fund perfor-
mance or mideading and, therefore,
prohibited for use by members and
associated personsin sales literature.
This position has been endorsed by
NASD Regulation’s Investment
Company Committee, which opposes
achange from the current position.
The staff’s position was based on an
interpretation of specific provisions
inthe NASD Conduct Rules regard-
ing communications with the public.?
The NASD Regulation Board of
Directors has not yet adopted a posi-
tion regarding thisissue. More
recently, the staff has considered
whether such ratings could be used if
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they were accompanied by disclosure
designed to limit the potential that
the information could be misunder-
stood and if the symbols used for
such ratings were altered to clarify
their meaning or eliminate confusion
with similar symbols used for credit
ratings.

Discussion
Concerns Regarding The Use Of
Bond Mutual Fund Risk Ratings

Predictions And Projections Of
I nvestment Results

One objection that has been made to
the use of bond mutual fund risk rat-
ingsisthat arating that represents a
judgment of the probability that a
bond fund’s net asset value will react
in agiven way to changesin interest
rates or other market conditions
would, by implication, tend to predict
fund performance.

The fundamental objection to future
fact claims of performancefor an
individual security isthat such claims
rest upon alarge number of assump-
tions and speculations about general
economic conditionsin the future
and an equally large number of for-
ward-looking assumptions about the
individual security, including compa
ny solvency, management style, busi-
ness strategy, investment policy,
portfolio changes, future dividend
streams, and rates of return. Thus,
according to this reasoning, perfor-
mance predictions and projections
based on such assumptions are sel-
dom reliable, and would necessarily
tend to be mideading.®

Selective Availability

The use of bond mutual fund risk rat-
ings also raisesissuesrelating to
selective availability and use of the
ratings. Bond fund risk information
generally is provided only to those
funds that pay for the service. If a

fund disagrees with arating or does
not wish to make arating known
publicly, it may opt not to obtain or
reved the rating. Therefore, the uni-
verse of funds for which investors
can obtain risk ratingsis limited to
the number of funds that have paid
for arating and have determined to
make them publicly known. This dif-
fers, for example, from the practice
of certain mutual fund ranking enti-
tiesthat provide mutual fund ranking
information for all publicly issued
mutua funds, regardless of whether
the mutual fund pays for the ranking
service. Such information is aways
publicly accessible by investors,
regardless of whether the mutual
fund disagrees with the rating or
chooses not to advertiseit. Thus, one
issue raised iswhether this selective
availability of bond fund risk infor-
mation would create an unfair built-
in marketing biasin favor of funds
that purchase arating.

Methodologies And Symbols

Some bond mutual fund risk ratings
are based on methodologiesthat are
not fully described or explained in
therisk rating material. Thus, it may
be difficult to understand how the
final assignment of arisk measure-
ment to a particular bond fund is
derived. In some instances, the fina
assignment of arating isin theform
of asingleword, symbol, or number.
The use of aword, symbol, or num-
ber that attemptsto beasingle, al-
encompassing measure of fund risk,
without a clear explanation of how
the word, symbol, or number was
derived, may provide little useful
information to investors. Further,
investors may tend to rely too heavi-
ly on such a single measurement of
risk without careful regard to their
own particular investment goals.

Moreover, some rating entities use
symbolsfor risk that closely resem-
ble, and could easily be confused
with, symbols used for bond fund
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credit ratings. Finally, somerating
entities provide relative or compara
tiveratings using arelatively small
universe of al possible ratable bond
funds, which may provide skewed or
misleading information.

Sales Practices

Objections have been raised that
bond mutual fund risk ratings may be
misinterpreted or otherwise misused
by securities salespersons who pro-
vide bond fund risk rating materials
to prospective investorsin their sales
presentations. Brokers may focus an
investor’s attention inappropriately
on arisk rating asthe key factor in
the decision-making process, or use a
given rating to suggest that the fund
is predicted to perform a certain way
under certain market conditions.

Argumentsin Favor Of The Use Of
Bond Mutual Fund Risk Ratings

Predictions And Projections Of
I nvestment Results

Investors need information to make
informed and reasoned decisions
about investments. A basic goal of
the securities laws thusis full and fair
disclosure of material information
upon which investors can make
informed judgments about how a
security might perform.

The investment decision-making pro-
cessisoneinwhich investors seek to
make educated guesses about future
performance. Since the primary
objection to risk ratings is the poten-
tial to confuse and to predict, with
proper disclosure investors should be
able to evauate their usefulness. The
Securities and Exchange Commis-
sion (SEC) encourages and sanctions
forward-looking information in SEC
filings. SEC Rule 175 under the
Securities Act of 1933* and SEC
Rule 3b-6 under the Securities
Exchange Act of 1934° provide a
limited “safe harbor” for projections
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made or reiterated in a document
filed with the SEC or in areport to
shareholdersfiled with the SEC by a
public company or in aregistration
statement. The substantive provisions
of the safe harbor relieve the compa
ny of liability under the antifraud
provisions of the securities|aws for
the forward-looking statement or
projection, provided the projection
was made with areasonable basis
and in good faith.

In addition, under the Management
Discussion and Analysis(MD&A)
section of SEC Regulation S-K,° the
SEC requires the management of a
company to assess the past perfor-
mance of the business and to provide
its view of which operations, trends,
and forces will affect future opera-
tions. The MD&A section imposes
on management a duty to disclose
trendsthat are likely to affect perfor-
mance, liquidity, or capital resources
aswell asthe effects of inflation on
operations. Inevitably, such disclo-
sures involve many subjective judg-
ments and predictive information.

Recently, the Private Securities Liti-
gation Reform Act of 1995 (Act)
established atwo-part statutory safe
harbor that provides certain protec-
tion from liability from private law-
suits where certain forward-looking
information is used. The safe harbor
protects forward-looking statements
when accompanied by meaningful
cautionary statements identifying
factorsthat could cause actual results
to differ materially from those pro-
jected in the statement. The Act aso
protects a person or business entity
from liability in a private lawsuit for
aforward-looking statement unless
the false or midleading forward-look-
ing statement was made with actua
knowledge that it was false or mis-
leading. However, the safe harbor
does not protect aforward-looking
statement contained in aregistration
statement of amutua fund.

Under SEC rules, amutual fundis
required to discussin its prospectus
the principal risk factors associated
with investing in afund, including
those risks that apply generdly to
funds with smilar investment poli-
cies and objectives.” Through a Con-
cept Release issued in 1995, the SEC
solicited comment on how to
improve risk disclosure for invest-
ment companies, or include waysto
disclose the comparative risks of
funds.® Many commenters supported
enhanced mutua fund risk disclosure
of some kind. Nonetheless, some
commenters opposed any require-
ment that funds calculate and dis-
close asingle, standardized,
numerical assessment of risk on the
basisthat a single measurement
would not be accurate and would be
relied upon too heavily by investors.
In particular, the Investment Compa-
ny Institute commented that it
opposed such a single measurement
and that risk disclosure could be
improved by, among other things,
including narrative risk disclosure
that focuses on the overall risks of
the fund.® Other commenters critical
of current risk disclosure require-
ments and practicesin fund literature
stated that, because of portfolio
turnover, the concept of risk cannot
be calculated numerically and that
any risk measurement may be static
and obsolete once it reaches
investors.

Historical data concerning the perfor-
mance of any particular investment
or its behavior under certain market
conditions generaly carry implica
tions about future performance. That
iswhy investors seek such informa-
tion—so they can make educated
guesses about future performance
and behavior.

Finally, the predictive e ement of
bond mutual fund risk ratingsis not
dissmilar to the predictive element
that accompanies bond fund credit
ratings currently permitted to be used

National Association of Securities Dealers, Inc.

by membersin supplemental sales
literature. Volatility ratings for collat-
eralized mortgage obligations are
also currently permitted under the
advertising and salesliterature rules,
with proper disclosure.

Sdlective Availability

Sdlectivity or selective availability
has never been, by itsalf, abar to dis-
closure of information that otherwise
comportswith NASD rules govern-
ing communications with the public.
Although some bond mutual fund
risk ratings are selectively given on
the basis of whether afund paysfor a
rating and whether it choosesto
reved itsrating, the usein supple-
mental sales literature of bond fund
credit ratings that are also selectively
availableis currently permitted. The
practice of selectivity, broadly speak-
ing, isgeneraly true of al advertis-
ing and sales literature. In deciding to
promote one product over another,
member firms selectively screen for a
given attribute as a matter of course
and, therefore, it isinescapable that
selectivity will be involved when a
firm advertisesits performance. The
use of mutual fund rankings, for
example, isintended to emphasize
the best performing fund in agiven
category or sub-category over select-
ed time periods. In addition, using
non-performance criteria, a particular
member may wish to promote the
fact that a certain fund group isano-
load group, alows switching between
funds a no extra charge, or adheresto
acertain investment philosophy.

Methodologies And Symbols

Ingtitutional and individual investors
are presented with voluminous and
complicated information sourcesin
making investment decisions. It is
difficult for issuers, broker/deglers,
various information vendors, and the
financia pressto present complicated
financia informationin asimplified
way that is comprehensible without
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being inaccurate. Conveying compli-
cated information accurately through
advertising and sales literature is par-
ticularly difficult. NASD advertising
and salesliterature rules require,
among other things, that all commu-
nications with the public provide a
sound basis for evaluating the factsin
regard to a particular security or type
of security or service offered. All
supplemental salesliteratureis
reviewed by the NASD Regulations
staff for compliance with NASD
ruleswithin 10 days of first use, and
NASD Regulation may require any
changes to the content of such infor-
mation or the manner inwhichitis
presented as may be necessary to
bring it into compliance with NASD
rules.

Sales Practices

If the primary objection to the use of
bond mutual fund risk ratingsis that
the ratings may be misinterpreted or
otherwise misused by securities
salespersons, it may be more appro-
priate for NASD Regulation to adopt
any rulesor interpretationsto its
sales supervision rules that are neces-
sary to prevent such abusive sales
practices or to addressthisissue
through the examination process
rather than prohibit the dissemination
of the ratings information.

Solicitation Of Comments

NASD Regulation supports efforts to
disclose the risks of investing in bond
mutual fundsin away that is under-
standable and helpful to investors. At
the sametime, NASD Regulation
needs to weigh the utility of any dis-
closure against the danger that it may
be predictive, miseading, or other-
wiseinappropriate. NASD Regula-
tion is requesting comment on
whether, and to what extent, the use
by members and associated persons
of bond mutual find risk ratingsin

supplemental sales literature ought to
be permitted under current NASD
rules or new NASD rules. NASD
Regulation asks members and other
interested personsin commenting to
consider the following specific ques-
tions and to provide any general
comments they feel are appropriate.

1. In generd, are bond mutual fund
risk ratings represented by asingle
word, symbol, or number that
attemptsto be an al-encompassing
mesasure of fund risk useful to
investors?

2. Do bond mutual fund risk ratings,
as described in this Request for Com-
ment, constitute a projection or pre-
diction of investment resultsin away
that could be considered mideading
to an investor, or should risk ratings
be viewed as forward-looking infor-
mation that would be appropriate to
provide to an investor? What addi-
tional disclosures, if any, would be
appropriate to mitigate the concern
that risk ratings could be considered
predictive?

3. Should selectivity or selective
availability for bond mutua fund risk
ratings, as described in this Request
for Comment, have any bearing on
whether it is appropriate to provide
bond mutua fund risk ratingsto
investors? Does the fact that ratings
may only be provided to funds who
pay for the rating and choose to make
the rating available undermine the
usefulness of the information? Isit
appropriate or accurate for rating
entitiesthat provide ratingson a
comparative basis to provide such
ratingsfor arelatively small sample
of the entire universe of bond funds
that could be rated?

4. If disclosure of bond mutua fund
risk ratingsis permitted, how impor-
tantisit for an investor also to under-
stand the process (methodol ogies and

NASD Regulation Request For Comment 96-84

calculations) by which therating is
derived? Will investors tend to rely
too heavily on an opinion of bond
mutual fund risk represented by a
word, symbol, or number that
atemptsto be asingle, all-encom-
passing measure of fund risk? Can
the potentia for confusion be miti-
gated by disclosure?

5. Do current NASD rulesfor com-
muni cations with the public provide
asufficient regulatory framework
within which the characteristics and
dangers of bond mutua fund risk rat-
ings can be addressed? Would it be
more appropriate to amend or revise
the current NASD rules? Or, instead,
would it be more appropriate to
develop additiond rules or guidelines
for bond mutua fund risk ratings?

6. A decision to alow the use of
bond mutual fund risk ratings would
permit ratings from different rating
entities using distinct analytical
methods and approaches. What level
and type of scrutiny should NASD
Regulation staff provide in reviewing
the use of ratings?

7. As mentioned above, bond mutual
fund credit ratings are currently per-
mitted to be used by membersin sup-
plemental salesliterature, and
volatility ratingsfor collateralized
mortgage obligations are also cur-
rently permitted under the advertis-
ing and sales literature rules, with
proper disclosure. Isthere areason-
able basis for distinguishing between
the use of bond fund credit ratings
and collateralized mortgage obliga-
tion volatility ratings on the one hand
and bond mutual fund risk ratings on
the other hand?

8. Isit more appropriate to address
the concerns related to inappropriate
use of bond mutual fund risk ratings
through heightened sales supervisory
practices rather than disclosure or an
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outright prohibition? If so, what sort
of additional supervisory practices
would you recommend be imple-
mented?

Comments can be mailed to:

Joan Conley

Office of the Corporate Secretary
NASD Regulation, Inc.

1735K Street, NW

Washington, DC 20006-1500

or e-mailed to:
pubcom@nasd.com.

Comments should be received by
February 24, 1997.

Endnotes
+ “Supplemental salesliterature” isnot
defined in federal securities statutes or the

NASD rules. Itisusedin theinvestment
company industry to refer to salesliterature
that is given to customers or prospective cus-
tomers when, or &fter, a prospectusis given to
them and supplements, but does not replace,
the prospectus.

2 The NASD rules authorize the staff to pro-
hibit the use by members and associated per-
sons of information that predicts or projects
future performance. Subparagraph (d)(1)(A)
to NASD Conduct Rule 2210 states that “[alll
member communications with the public
should provide a sound basisfor evaluating
thefactsin regard to any particular securi-
ty....No material fact or qualification may be
omitted if the omission...would cause the
advertising or salesliterature to be midead-
ing.” Subparagraph (d)(1)(B) to Rule 2210
states in addition that “[€]xaggerated, unwar-
ranted or mideading statements or claims are
prohibited in al public communications of
members.” Moreover, subparagraph
(d)(2)(N) to Rule 2210 provides that

National Association of Securities Dealers, Inc.

“[ilnvestment results cannot be predicted or
projected.”

3 See, Note 2, above.

4 See, Rule 175 under the Securities Act of
1933, Liahility For Certain Statements by
Issuers, 17 CFR 230.175.

5 See, Rule 3b-6 under the Securities
Exchange Act of 1934, Liability for Certain
Statements by Issuers, 17 CFR 240.3b-6.

¢ See, Item 303 of Regulation S-K, Manage-
ment’'s Discussion and Analysis of Financia
Condition and Results of Operations, 17 CFR
229.303.

7 See, Item 4(c), Form N-1A, and Guide 21,
Disclosure of Risk Factors, Guidelines for
Form N-1A, 17 CFR 239.15A, and 274.11A.
& See, Investment Company Act Rel. No.
20974 (March 29, 1995); 60 FR 17172 (April
4, 1995).

9 Seg, letter from Paul Schott Stevens, Gen-
eral Counsd, Investment Company Indtitute,
to Jonathan G. Katz, Secretary, SEC, dated
July 28, 1995.
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