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Investment Office

P.O. Box 2749

Sacramento, CA 95812-2749

Telecommunications Device for the Deaf - (916) 795-3240
Telephone: (916) 795-4129; Fax: 916-795-2842

April 21, 2010 Via E-Mail: rule-comments@sec.gov

Elizabeth Murphy

Secretary

Securities and Exchange Commission
100 F Street, NE

Washington DC 20549-1090

Re: File Number S7-25-09 (Possible Rescission of Rule 436(g) Under the
Securities Act of 1933)

Dear Ms. Murphy:

| am writing on behalf of the California Public Employees’ Retirement System
(CalPERS), the largest public pension fund in the United States with approximately
$210 billion in global assets invested on behalf of 1.6 million beneficiaries. We
appreciate the opportunity to provide comment on whether the Commission should
rescind Rule 436(g) under the Securities Act. CalPERS relies on the quality and
integrity of market information to allocate capital on behalf of our beneficiaries. Credit
ratings make a critical contribution to those decisions. Therefore, we closely concern
ourselves with the reform of national recognized statistical rating organizations
(NRSRO), or credit rating agencies (CRA, CRAs.)

CalPERS is affected across its portfolio both directly and indirectly by credit ratings.
CalPERS internally manages approximately $50 billion in fixed income securities in
sectors that range from US Government, Corporate, Structured (Mortgages and Asset
Backed Securitizations), and Foreign Sovereign. CalPERS appreciates the
Commission’s recognition of the systemic importance of CRAs, their role in the capital
formation process and the need for increased regulation of this critical gatekeeper role
in the debt markets.

CalPERS believes that liability under Section 11 of the 1933 Act for intentional
misconduct, recklessness and negligence be extended to CRAs by the elimination of
the Rule 436(g) exemption, making credit rating agencies civilly liable for misstatements
or omissions which they cause to be placed in securities offerings. In CalPERS’ view,
this would represent a large step forward in deterring harmful conduct by the CRAs in
the area of structured finance.
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As with any changes to federal law concerning regulation of CRAs, the contemplated
rescission of the Rule 436(g) exemption should be done in such a way as to not cause
federal pre-emption, thereby allowing injured investors to enforce their state statutory
and common law rights where appropriate. In general, any legislative or regulatory
provisions related to credit rating agency liability should not be construed as
preempting, limiting, superseding, affecting, applying to, or modifying any State laws
providing a private right of action for money damages. In connection with the 1934 Act
regulation, information disclosures by credit rating agencies should not qualify the credit
ratings for the safe harbor provision in the Private Securities Litigation Reform Act, 15
U.S.C. 8 77z-2 (c)(1)(A)(i).

Attachment 1 provides CalPERS comment letter to the Securities and Exchange
Commission dated December 10, 2009, which elevates this suggestion to eliminate
Rule 436(g) as well as comments on additional SEC proposed reforms to improve both
transparency and accountability for credit ratings.

In 2009, CalPERS also submitted testimony to the House Committee on Oversight and
Government Reform discussing CalPERS experience of using CRAS, the impact of their
failure on institutional investors, and specific recommendations to reform credit ratings
agencies. Attachment 2 is CalPERS testimony for your reference in response to the
Commission’s request for comment related to the impact of credit ratings on investors.

Thank you for considering our comments. If you would like to discuss any of these
points, please do not hesitate to contact me at (916) 795-9672, or via e-malil at
anne_simpson@ecalpers.ca.gov.

Sincerely,
W
ANNE SIMPSON

Senior Portfolio Manager
Corporate Governance

cc:  Joseph A. Dear, Chief Investment Officer - CalPERS
Eric Baggesen, Senior Investment Officer - CalPERS
Curtis Ishii, Senior Investment Officer - CalPERS
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Attachment 1

Legal Office
P.O. Box 943707
A’;".f Sacramenlo, CA S43009707
; & Telecommunications Device for the Deaf - (316) 785-3240
CalPERS (218 795.3575 FAX (018} 7052650

Dacamber 10, 2000 Via E-Mail: rule-comiments@sec.qov

Elizabeth M. Murphy, Sscrstary
Securities and Exchange Commission
100 F Sireet, NE

Washinglon, DC 20549-1080

Dear M=. Murphy,

Re: References to Ratings of Naticnally Recognized Statistical Rating
Organizations —Releass 334-90689, File Mos. 57-17-08, Su-18-08 and 57-19-08

| am writing on behalf of the California Public Employess Retirement System
(CalPERS), which is the largest public pension plan in the United States with
approximately 200 billion in assets and eguity holdings In over 9,000 companies. We
are closely concernad with the reform of national recognized statistical rating
organizations, or credit ratings agencies as they are more generally known, We
appreciate the opportunity to provide further comment on a number of points relevant to
the referms you are undertaking in order to improve both transparency and
acceuntability m this vital, but flawed, secfion of the market

In response to the proposal, CalPERS offers the following comments:

1. We recommend that disclosure requirements be extended to all offerings,
including private placements such as Regulation D offerings. This would be
consistent wilth CalPERS view that fransparency through disclosure is a
fundamental part of effective reform. Furthermore, the requirements for this
should be consistent and comprehensive. In short, we do not agrae that there
shauld be exceptions for zophislicated investor offerings. We are concemed that
failing to extend the disclosure requiremants to all afferings would allow issusrs
fo usse privata placements to avoid transparency.

2. We suggest that liability for intentional misconduct, recklassness and negligence
be extended to credit rafings agencies by the elimination of the Rule 438(g)
exemption. This should be done in such a way as to not cause federal pre-
amption, thereby allowing injured investors to pursue slate stafutary and common
law remadies in appropriate state court forums.

3. We recommend that the proposed disclosures distinguish between corporate
debt and structured finrance products. We believe that there is a good basis for
this distinction, as structured finance products are inhesently different than the

California Public Employees’ Retirement System
www.calpers.ca.gov
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Elizabeth B, Murphy
Sacretary, SEC
December 10, 2006
Page -2 -of 2

corporate and municipal bonds tradifionally rated by credit ralings agencies, They
requine differant models, asaumptions, and analysis.

4. Finally, we recommand that the preliminary {or provisional) rating, in addition 1o
the: final rating made by an agency be disclosed, We recognize your concam
that this reguirement might impade communication betwsen the rating agency
and the Issuer, but on balance we believe that investors' interests would be
better served by this additional disclosure. \We see this having an additional
benefit which is to remove the incentive for ratings agencies o provide overly
flattering results in the praliminary round in the hepe of winning business for the
final assessment,

Thank you for considening our comments. If you would like to discuss any of these
points, please do not hesitate to contact me directly at (916) 795-3675.

Sincerely, i

Q

Pater Mix
Gonaral Counsel

cc: Joseph A, Dear, Chief Investment Officer - CalPERS
Eric Baggesen, Senior Investment Officer — Global Equities
Curtis Izhil, Senior Investment Officer — Fixed Income
Anne Simpson, Senior Partfolio Manager — Global Eguities
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Attachment 2

Testimony of
Eric Baggesen, Senior Investment Oificer
Californin Public Emplovees’ Retivement System
[ R T

Honse Committee on Oversight and Government Reform

September 30, 2009

Testimony of Evic Baggesen,
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Senior Investment Oflicer, Global Equitics, CalFERS
Before the House Committee on Oversight and Govermment Reform,
30" September 2009

Introduction

I wonld like re thank Conunittee Chaivinan Towins and Raoking Meinber Issa for the

oppartmity to testify before vou on a snbject of great concern i capital markets reform

My mane is Eric Baggesen, Senior Investment Officer ar the California Public
Employess” Retitement System, CalPERS. CalPERS is the [argast state public pension
fund 1m the United States, responsible for assets of nearly 5200 bilbon. which we mwvest
on behalf of 1.6 million beneficianes. We rely on the quality and mtegrity of market
informnation to allocate capital o behalf of our bepeficiaries. Credit iatings maks a
crifical contribution to these decisions. We therefore welcome the opportumity to discuss

with you

- CalPERS experience of using credit ratings agencies (CRAs)";
the impact of their failure on invesions' porrfolios ;

and o recommendations for I'E'Flf'll'l'l'l.

Credit ratings are embedded in financ ial markets via regulation. license and convention.
They cannot be avoided. and in many mstances thedr use 15 effectively a requirement, nod
achokce, They are integral to our investment policies. including risk management,
oversight of manager performance and to the assessment of the quality of individual

secimities and products,

There is & public inrerest in ensuring that inferimanicn disseminated to dnvestors is

reliahle, that the providers of mfommation are free from conflicts of interest and that there

: The term Crecit Eatngs Agsney (CRA} i5 ussd intercangsably with the frrmal definition Nationally
Recognizsd Siatistical Eating Drgadzatien (NESECH

&
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is accoumiability, transparency and proper oversight from provider to vser, This 15 well
understond i other areas of vital imporance to the public. such as food and dmg safety.
bk also i the provision of mformation and opiidos by third parties who affect financial
decisions. Take the example of financial information Cempanies are simply not
permitted to raise public funds unless they provide financial statements i line with
accounting standards, which are subject o an opinion frem anditors who are then liable
for that opinicn, and are subject 1o bath regnlation and oversight by the nsers

(sharecwners ) who appoint them.

Likewise govemance or pon financial infonnation provided by companies is subject to
standards and regulation via the Securities and Exchange Conunission (SEC). to ensue
that nformation . prospeciuses, announcenents, listing reports and other statemyents is
subjact 1o rigorons legal and regulatory oversight

By contrast. CEAS" standards of busmess conduct ave opagque. there are no agreed
guidelimes. and their revenues are based on a fundamental conflict of interest. These
oigamizations have privileged access to issner information. and operate under license

within a narrow aligopoly,

Global markets rely upon the quality and integrity of information There are three vital
elements to that information: financial. non financial and cradit. Two of these are
subject to high standards of regulation and oversight. One s not. I those three channels
of mformaron provide the three legred stool wpon which zlobal markers depend. then

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

2. CalPERS experfence of using credit ratings agencies

CalPERS investment staff intemnally manages 550 billion in fixed mooine securities in
sectors that range from US Government. Corpocate, Stmcnired (Mormzages and Asset
Backed Securirizations). and Foreign Sovereign. CalPERS is affected across its porifolic

kath directhy and imdivectly by credir ratings
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We make wse of credit ratings in establishing our investment policies, which frame oor
nisk appetite agamst the liabilities we need to meet. We also use credit ratings to specify
it contracts with external money managers the investients they are allowed o inclnde in
our account. In addition. we use these tools to assess performance against benchmarks,
both for oan invternal and external managers. Credit ratings are also embedded in certain
ket indices which are stuctured arennsd particular grades given by the CRAs,. Our
fixed imcome portfolio inchudles a range of rated products, and CalPERS global equiry
portfolio mchides 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 depariment wirth
corporate credit and strectured securifies analysts in order 1o mndependently assess the
credit quality of issners and smctres, In the Smmictured markets, CalPERS internal
portfolio managers assess key puts mie the mimgs of secuntizaions by performing
eranilar analysis of loan characteristics and stress tests of stuctues. Tn addition. our
punfo]m managers assess securitization market trends mchl.di.ug underwnimg standards.

lean 1o values, and hone price apprecialiog assumplhions.

CalPERS also retamns extemal money managers that have been given delegated
responsibility to manage assets. CalPERS momred losses n some of these portfolios due
to the rating agency deficiencies. As a resnlt. CalPERS has initiated litigation against
certain credit rating agenc s’ 1 bringing more assets m house: and perforns detatled

credit analvses of managers” holdines.

Issuers can raise and get access to capital more cheaply with a higher rating, CalPERS
Iss been negatively impacted due to mis-rating of risk for issvers and classes of
securities, The mid 1o long term impact of this mis-rating 1s the misallocation of capital,
As we have seen, the CRAs”™ mis-ratings can have systenuc impacts on equity and bond
liolders. GDP and employment, when the market realizes the risks are greater than those

represented by the rating 1hat wis given

X Plense note that this ligation is saf jredice mid therefore not the subject of this festimomy
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CalPEES wself subscribes directly to the credit opinions of the three leading cradit rating
agencies, Moodyvs, S&P and Fitch, CalPERS analysts have access to these opinions as
well as the ability 1o have conversations with the analysts af the finms, CalPERS
subscribes to and receives these opinions becanse the ratngs agencies are in the nnigue
position of obtammg noepublic nformation from the 1ssners and ostensibly have large
resilces 1o apply in assessing e credit quality of 1ssuers. Ranngs actions can and do
conrse markel prices to move.

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

Cmantifying the marker impact of credit ratings failore 1s not a simple task. Estimates
vary but the scale is hupe. MoK insey calculetes that the total credit losses on 18
originated debi fromm mid-2007 through to end of 2010 will be i the range of 32.5 —5.00
willion® Goldman Sachs s the figure for the same at slighthy less with 52 trillion in
losses, of which 31 tillion are carried in the TS banking svstem (50% modtgage losses
and 50% other loan lossest* The IMF pins worldwide “toxic loan” and securities Tosses
at just over 54 trillion by the end of 2010.” As one of the largest instimtional global
mvestors, CalPERS has suffered from the impact of svstemic losses both directly from
the credit crisis. and he economic downmrn which this acceletamed. At its peak.
CalPERS portfolic was valued at approximataly S270 billion. Thes fell dramatically m
the wake of the crigis to $165 bilion i early 2009, It has recently recovered about £35
billion but e effect of the dislocations in financial warkers has been severe,

4. Proposed reforms to Credit Rating Agencies

CalPERS conswders comprehensive reform of the credit mtings industy to be sorely

needed in pader o ensure nansparency and accountability across the capital markets.

b eEinsey Quanedy, 5 Tune 2009, “What's Next for US Banks?"
* Intertaticnal Menerry Fund, 21st April 2000, "Global Fioancial stabdity Report: Respoading o the
Finaezial Crisis and Measunng Svstemis Bisks”

Tyler Durden agh Jamunry 2004 -Goklman Sachs: OF ~&% Fed Funds Bate and £9.2 trillion in troubled
175 ausers"
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CalPERS Board hns fonnally endorvsed the recommendatzons of the Investor Working
Gronp®, We propose the following specitic reforms to cradit rating agencies:

a. Cangress and the Administration shonld consider ways to epcourage
altermatives to the predominant issnerpays business model.

There is a fandamental contlict of merest when the 1ssuer pavs the fees of the CRA.
Thers shonld be a change in the business model. For example, the fees earnad by the
CRAs should vest over a period of tune equal ro the average duraticon of the boods
rated, Fees shonld vest hased on the performance of the original ranngs and changes

o those ratings over time relative to the cradit performance of those bonds,

In addition CalPERS siafl consider that users of credit ratngs should have oversizht
over the hiving, remuneration and firing of the agencies which provade these services.
We consider this should be explored. via an existing governance fonm. such as the
issner’s Annual General Meeting, where users conld exercise a proxy votz on the
appointment and fees paid ro CRAs, or altemmatively via a iew mechanism that weuld

need to be established across the ndnstry

b, Congress and the Administration should bolster the SEC's position as a
strong, independent overseer of CRAs.

The SEC"s aunthority fo regulate rating agency practices. disclosures and conflicts of
iterest should be expanded and srengthensd, The SEC should also be empowered 1o
co-ordinate the reduction of reliance on ratings. CalPERS staft supports the
annoInCements I.::.-' the SEC last week to remove CRAs from varnous rules. This i a

welcome start to the process of removing the requirement fior nse,

* Cp-Chaired by William Donnkien and Arthnr Levitt, 15 July 200%, sponsered by the Counell of
Instimational Investars and the CFA Institute Center for Financial Market Integrity. Mote Jae Dear is co-
chair of the CT1
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We also recommend that the SEC establish a CRA User Advisery Board of investars,
which can provide feedback on methodologies, admission requirements and
regulatorv proposals,

¢, CRAs should be requived to manage and disclose conflicts of inferest,
Complete, prominent and consistent disclosurz of conflicts 15 also needed
As an immediate step. CF.As, should be required to create anexecutive-level

compliance officer position

d, CRAs should be held to o higher standaed of accountabiliy.

CEAs should bear responsibility for mis-representing credit-worthiness of issnances,
Comgress should eluminate the effective exemption frou labadicy provided to credir
rating agencies nikler Section 11 of the Securities Act of 1933 for ranings pasd for by
the issuer or the offening participants. CalPERS staff also recomumend that CRAs
shomld he required to ahide by Regulation FT3, and not refain ther privileged position

of exclusion which hias exacerbated investors® reliance upon thelr information.

e Credit rating agencies should oot rate products for which they lack sufficient
information and experilse (o assess,

Credif raring agencies should only rate msnuments for which they have adeguare
nformation and skill. Theyshould be held kgally responsible if they overstep their
abilities. They should not be pernmtied 1o me any product where they cannet
disclose the specifics of the wndedving assets. Credit ratings agencies should be
restricted from taking the metics and methodology for one class of investment to rate

another class withont compelling evidence of comparability,

In addition, CalPERS staff consider that there should be a requirement for full
disclosure of the methodology emploved by CRAs, meluding data, models and
assumptions nsed to develop the ratings on a security, along with comment on all
risks wdentified in the process of making a decision to rate or not to rate a security or

product.
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CalPERS staff recommend that transparency requirements shounld inchode a “ratings
seorecard” to assess the practices, accuracy and effectiveness of the rating process via
listorscal rating confeomes,  This would be the first step towards deve loping indusny

standards which can be regulated and made subject to codes of professional ethics,

Thank vou for dus eppormuty o share ol views on this vitally important element of

fimancial market repulatory reform. 1 leak forward to answeriing Vour quesiions.




