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Dear Ms. Murphy and Commissioners: 

Re: Dodd-Frank Wall Street reform and Consumer Protection Act ­
Title IX - Investor Protection and Improvements to the Regulation of Securities
 
Credit Rating Agency Review and Rulemaking - Sections 931-939H
 

Thank you for the opportunity to provide our comments on the SEC initiatives under the Dodd­
Frank Act. Specifically we would like to provide our comments as it relates to Section 931­
939H regarding credit rating agencies review and rulemaking. 

CalPERS is the largest public pension fund in the United States with approximately $213 
billion in global assets and equity holdings in over 9,000 companies. CalPERS provides 
retirement benefits to more than 1.6 million public workers, retirees, their families and 
beneficiaries. As a significant institutional investor with a long-term investment time horizon, 
CalPERS has a vested interest in maintaining the integrity and efficiency of the capital 
markets. We rely on the quality and integrity of market information to allocate capital on behalf 
of our beneficiaries. Credit ratings provide a critical contribution to those decisions. 

CalPERS testified before the House Committee on Oversight and Government Reform1 

regarding credit ratings and the review of credit rating agencies (CRAs) or formally known as 
Nationally Recognized Statistical Rating Organizations (NRSRO). The testimony proposed five 
specific reforms to credit rating agencies. Current legislation through the Dodd-Frank Act takes 
action on 4 of the 5 recommendations and appoints the Comptroller General through Section 
939D, to study an alternative means to compensate the CRAs in order to create incentives for 
them to provide more accurate credit ratings, including statutory changes that would be 
required to facilitate the use of alternative means of compensation. 

1 Testimony ofEric Baggesen, Senior Investment Officer, CalPERS, before the House Committee on Oversight 
and Government Reform, September 30,2009. 
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CalPERS believes an alternative payment model should include the following: 

»	 Issuers still pay for services rendered to obtain a CRA ratings. CRA revenues should be 
pooled and allocated to CRAs based on periodic voting process by "customers" - investor 
constituents. 

»	 The voting process will be administrated through a "proxy like" process and paid by CRAs. 

»	 We believe this model should be transitioned over a 4-5 year period with increasing 
amounts of revenue at risk. 

»	 Revenue at risk to CRAs will: 
o	 Create a market based results oriented feedback loop to CRAs; 
o	 Motivate CRAs to improve and maintain ratings process as opposed to relying on 

regulators edicts and audits; 
o	 Motivate CRAs to be more conservative in ratings new financial instruments or 

companies professing new business models; 
o	 Align the interests of CRAs with investors, who are true customers or user of 

information as opposed to issuers. 

»	 Investors will utilize information gained from increased transparency and their customer 
experience to assess CRA relative skills, abilities and performance. 

Additionally we believe it is important to point out that the Dodd-Frank Act addresses the other 
four recommendations as submitted through CalPERS testimony. These four 
recommendations are addressed through specific Sections as outlined below: 

Congress and the Administration should bolster the SEC's position as a strong, 
independent overseer of credit rating agencies. 

The Securities and Exchange Commission is the primary financial regulatory agency, as 
defined in section 2 of the Dodd-Frank Wall Street Reform and Consumer Protection Act. 
Section 932 (8) (A) states the Commission shall establish within the Commission an Office of 
Credit Ratings to administer rules of the Commission - subsections: 

(i) with respect to practices of CRA in determining ratings, for the protection of users of 
credit ratings and in the public interest; 
(ii) to promote accuracy in credit ratings issued by CRA and; 
(iii) to ensure that ratings are not unduly influenced by conflict of interest. 

Credit rating agencies should be required to manage and disclose conflicts of interest 
and create an executive level compliance officer position. 

Section 932, Enhanced regulation, Accountability and Transparency of CRAs laid out 
numerous initiatives, rules and commission studies that are directed at mitigating conflict of 
interest risk. We support the attestation requirement that each CRA submit to the Commission 
on an annual basis an internal controls report. 
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Credit rating agencies should be held to a higher standard of accountability. 

Section 931	 (3) recognizes that credit rating agencies are gatekeepers and are fundamentally 
commercial in character and should be subject to the same standards of liability and oversight 
as apply to auditors, securities analysts, and investment bankers. 

Credit rating agencies should not rate pr:oducts for which they lack sufficient 
information and expertise to assess. 

Section 932 (r) Credit Ratings Methodology states the Commission shall prescribe rules for the 
protection of investors and in the pUblic interest with respect to the procedures and 
methodologies including qualitative and quantitative data and models used by the CRA that 
require the CRA to in section (s) Transparency of Credit Methodologies and information 
reviewed, requiring disclosures on rating assumptions and methodologies. 

CalPERS believes along with the full disclosure of the methodology employed by CRAs, the 
CRAs should comment on all risks identified in the process of making a decision to rate or not 
to rate a security or product. CalPERS also believes that the Office of Credit Ratings within the 
Commission should consider additional transparency requirements which includes a "ratings 
scorecard" to assess the practices, accuracy and effectiveness of the rating process via 
historical rating outcomes. 

Thank you for this opportunity to share our comments on Title IX, specifically as it relates to 
Section 931-939H, Credit Rating Agencies review and rulemaking. If you would like to discuss 
any of these points, please do not hesitate to contact me at 916-795-9672 or my colleague 
Mary Hartman Morris at 916-795-4129. 

Sincerely, 

-A..-.~I-
ANNE SIMPSON 
Senior Portfolio Manager 
Global Equity 

Attachment:	 September 30,2009 Testimony before the House Committee on Oversight and 
Government Reform 

cc:	 Joseph Dear, Chief Investment Officer - CalPERS 
Eric Saggesen, Senior Investment Officer - CalPERS 
Curtis Ishii, Senior Investment Officer - CalPERS 
Lou Zahorak, Portfolio Manager - CalPERS 
Mary Hartman Morris, Investment Officer - CalPERS 
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Senior Investment Officer, Global Equities, CalPERS
 

Before the House Committee on Oversight and Government Reform,
 

24th September 2009
 

Introduction 

I would like to thank Committee Chairman Towns and Ranking Member Issa for the 

opportunity to testify before you on a subject ofgreat concern in capital markets reform. 

My name is Eric Baggesen, Senior Investment Officer at the California Public 

Employees' Retirement System, CaIPERS. CalPERS is the largest state public pension 

fund in the United States, responsible for assets of nearly $200 billion, which we invest 

on behalfof 1.6 million beneficiaries. We rely on the quality and integrity ofmarket 

information to allocate capital on behalfofour beneficiaries. Credit ratings make a 

critical contribution to those decisions. We therefore welcome the opportunity to discuss 

with you: 

CalPERS experience of using credit ratings agencies (CRAs)l; 

the impact of their failure on investors' portfolios ; 

and our recommendations for reform. 

Credit ratings are embedded in financial markets via regulation, license and convention. 

They cannot be avoided, and in many instances their use is effectively a requirement, not 

a choice. They are integral to our investment policies, including risk management, 

oversight ofmanager performance and to the assessment of the quality of individual 

securities and products. 

There is a public interest in ensuring that information disseminated to investors is 

reliable, that the providers of information are free from conflicts of interest and that there 

1 The tenn Credit Ratings Agency (CRA) is used interchangeably with the fonnal deftnition Nationally 
Recognized Statistical Rating Organization (NRSRO). 
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is accountability, transparency and proper oversight from provider to user. This is well 

understood in other areas ofvital importance to the public, such as food and drug safety, 

but also in the provision of information and opinion by third parties who affect financial 

decisions. Take the example of financial information. Companies are simply not 

permitted to raise public funds unless they provide financial statements in line with 

accounting standards, which are subject to an opinion from auditors who are then liable 

for that opinion, and are subject to both regulation and oversight by the users 

(shareowners) who appoint them. 

Likewise governance or non financial information provided by companies is subject to 

standards and regulation via the Securities and Exchange Commission (SEC), to ensure 

that information in prospectuses, announcements, listing reports and other statements is 

subject to rigorous legal and regulatory oversight. 

By contrast, CRAs' standards ofbusiness conduct are opaque, there are no agreed 

guidelines, and their revenues are based on a fundamental conflict of interest. These 

organizations have privileged access to issuer information, and operate under license 

within ~ narrow oligopoly. 

Global markets rely upon the quality and integrity of information. There are three vital 

elements to that information: financial, non financial and credit. Two of these are 

subject to high standards ofregulation and oversight. One is not. If those three channels 

of information provide the three legged stool upon which global markets depend, then 

credit ratings are a source of instability: they are the weak leg on the stool. 

2. CalPERS experience of using credit ratings agencies 

CalPERS investment staff internally manages $50 billion in fixed income securities in 

sectors that range from US Government, Corporate, Structured (Mortgages and Asset 

Backed Securitizations), and Foreign Sovereign. CalPERS is affected across its portfolio 

both directly and indirectly by credit ratings. 
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We make use ofcredit ratings in establishing our investment policies, which frame our 

risk appetite against the liabilities we need to meet. We also use credit ratings to specify 

in contracts with external money managers the investments they are allowed to include in 

our account. In addition, we use these tools to assess performance against benchmarks, 

both for our internal and external managers. Credit ratings are also embedded in certain 

market indices which are structured around particular grades given by the CRAs. Our 

fixed income portfolio includes a range of rated products, and CalPERS global equity 

portfolio includes a wide universe of issuers who are dependent upon credit ratings to 

access the capital markets. 

To manage its internal portfolio, CalPERS has staffed its fixed income department with 

corporate credit and structured securities analysts in order to independently assess the 

credit quality of issuers and structures. In the Structured markets, CalPERS internal 

portfolio managers assess key inputs into the ratings of securitizations by performing 

granular analysis ofloan characteristics and stress tests of structures. In addition, our 

portfolio managers assess securitization market trends including underwriting standards, 

loan to values, and home price appreciation assumptions. 

CalPERS also retains external money managers that have been given delegated 

responsibility to manage assets. CalPERS incurred losses in some of these portfolios due 

to the rating agency deficiencies. As a result, CalPERS has initiated litigation against 

certain credit rating agencies;2 is bringing more assets in house; and performs detailed 

credit analyses ofmanagers' holdings. 

Issuers can raise and get access to capital more cheaply with a higher rating. CalPERS 

has been negatively impacted due to mis-rating ofrisk for issuers and classes of 

securities. The mid to long term impact ofthis mis-rating is the misallocation ofcapital. 

As we have seen, the CRAs' mis-ratings can have systemic impacts on equity and bond 

holders, GDP and employment, when the market realizes the risks are greater than those 

represented by the rating that was given. 

2 Please note that this litigation is sub judice and therefore not the subject of this testimony. 
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CalPERS itself subscribes directly to the credit opinions of the three leading credit rating 

agencies, Moodys, S&P and Fitch. CalPERS analysts have access to these opinions as 

well as the ability to have conversations with the analysts at the finns. CalPERS 

subscribes to and receives these opinions because the ratings agencies are in the unique 

position ofobtaining non-public infonnation from the issuers and ostensibly have large 

resources to apply in assessing the credit quality of issuers. Ratings actions can and do 

cause market prices to move. 

3. The impact of credit ratings agency failure on institutional investors. 

Quantifying the market impact ofcredit ratings failure is not a simple task. Estimates 

vary but the scale is huge. McKinsey calculates that the total credit losses on US 

originated debt from mid-2007 through to end of2010 will be in the range of$2.5 - 3.00 

trillion.3 Goldman Sachs puts the figure for the same at slightly less with $2 trillion in 

losses, ofwhich $1 trillion are carried in the US banking system (50% mortgage losses 

and 50% other loan losses).4 The IMF puts worldwide 'toxic loan' and securities losses 

at just over $4 trillion by the end of2010.5 As one of the largest institutional global 

investors, CalPERS has suffered from the impact of systemic losses both directly from 

the credit crisis, and the economic downturn which this accelerated. At its peak, 

CalPERS portfolio was valued at approximately $270 billion. This fell dramatically in 

the wake of the crisis to $165 billion in early 2009. It has recently recovered about $35 

billion, but the effect of the dislocations in financial markets has been severe. 

4. Proposed reforms to Credit Rating Agencies 

CalPERS considers comprehensive refonn of the credit ratings industry to be sorely 

needed in order to ensure transparency and accountability across the capital markets. 

3 McKinsey Quarterly, 8111 June 2009, 'What's Next for US Banks?'
 
4 International Monetary Fund, 21st April 2009, "Global Financial Stability Report: Responding to the
 
Financial Crisis and Measuring Systemic Risks."
 
S Tyler Durden 25111 January 2009 "Goldman Sachs: Of-6% Fed Funds Rate and $9.3 trillion in troubled
 
US assets"
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CalPERS Board has formally endorsed the recommendations of the Investor Working 

GrOUp6. We propose the following specific reforms to credit rating agencies: 

a. Congress and the Administration should consider ways to encourage 

alternatives to the predominant issuer-pays business model. 

There is a fundamental conflict of interest when the issuer pays the fees of the CRA. 

There should be a change in the business model. For example, the fees earned by the 

CRAs should vest over a period of time equal to the average duration of the bonds 

rated. Fees should vest based on the performance of the original ratings and changes 

to those ratings over time relative to the credit performance of those bonds. 

In addition CalPERS staff consider that users ofcredit ratings should have oversight 

over the hiring, remuneration and firing of the agencies which provide these services. 

We consider this should be explored, via an existing governance forum, such as the 

issuer's Annual General Meeting, where users could exercise a proxy vote on the 

appointment and fees paid to CRAs, or alternatively via a new mechanism that would 

need to be established across the industry. 

b. Congress and the Administration should bolster the SEC's position as a 

strong, independent overseer of CRAs. 

The SEC's authority to regulate rating agency practices, disclosures and conflicts of 

interest should be expanded and strengthened. The SEC should also be empowered to 

co-ordinate the reduction ofreliance on ratings. CalPERS staff supports the 

announcements by the SEC last week to remove CRAs from various rules. This is a 

welcome start to the process of removing the requirement for use. 

6 Co-Chaired by William Donaldon and Arthur Levitt, 15th July 2009, sponsored by the Council of 
Institutional Investors and the CFA Institute Center for Financial Market Integrity. Note Joe Dear is co­
chair of the Cll. 
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We also recommend that the SEC establish a CRA User Advisory Board of investors, 

which can provide feedback on methodologies, admission requirements and 

regulatory proposals. 

c. CRAs should be required to manage and disclose conflicts of interest.
 

Complete, prominent and consistent disclosure of conflicts is also needed.
 

As an immediate first step, CRAs should be required to create an executive-level
 

compliance officer position.
 

d. CRAs should be held to a higher standard of accountability.
 

CRAs should bear responsibility for mis-representing credit-worthiness of issuances.
 

Congress should eliminate the effective exemption from liability provided to credit
 

rating agencies under Section 11 of the Securities Act of 1933 for ratings paid for by
 

the issuer or the offering participants. CalPERS staff also recommend that CRAs
 

should be required to abide by Regulation FD, and not retain their privileged position
 

of exclusion which has exacerbated investors' reliance upon their infonnation.
 

e. -Credit rating agencies should not rate products for which they lack sufficient
 

information and expertise to assess.
 

Credit rating agencies should only rate instruments for which they have adequate
 

infonnation and skill. They should be held legally responsible if they overstep their
 

abilities. They should not be pennitted to rate any product where they cannot
 

disclose the specifics of the underlying assets. Credit ratings agencies should be
 

restricted from taking the metrics and methodology for one class of investment to rate
 

another class without compelling evidence of comparability.
 

In addition, CalPERS staff consider that there should be a requirement for full 

disclosure of the methodology employed by CRAs, including data, models and 

assumptions used to develop the ratings on a security, along with comment on all 

risks identified in the process ofmaking a decision to rate or not to rate a security or 

product. 
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CalPERS staff recommend that transparency requirements should include a "ratings 

scorecard" to assess the practices, accuracy and effectiveness of the rating process via 

historical rating outcomes. This would be the first step towards developing industry 

standards which can be regulated and made subject to codes ofprofessional ethics. 

Thank you for this opportunity to share our views on this vitally important element of 

financial market regulatory reform. I look forward to answering your questions. 
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