Rating agencies have 'milked' regulatory relationship
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The deeply embedded nature of the credit ratings system in financial market regulation is a
fundamental problem that needs to be addressed as rating agencies have exploited this
regulatory dependence over many years, according to an academic and commentator.
Frank Partnoy, a law professor at the University of San Diego and author of “Infectious Greed,” a
book that chronicles the rise in the use of derivatives in the financial markets, told conference
delegates the agencies have been “milking” this regulatory dependence, Reuters reports.
He said the credit ratings serve as a kind of regulatory license, not just information or opinion, and
that “this regulatory dependence on ratings is a cow that the ratings agencies have been milking
for many years, and the cow has gotten fatter and fatter and fatter.”
Partnoy, who was speaking at a conference in London yesterday, added: “If there were some way
that we could get rid of it, we could move to the next stage and not have all this dysfunctionality
where people have to have a rating for capital reasons.”
The US Securities and Exchange Commission said yesterday that it may propose eliminating the
requirement that money market funds hold only securities with high credit ratings, among other
measures to reduce reliance on the ratings produced by the agencies.
At the conference, senior executives of the three major rating agencies Standard & Poor's,
Moody's Investors Service and Fitch Ratings said that they did not want the ratings they afford
securities to play a regulatory role, and ratings should be considered mere opinions.
Ian Bell, S&P's European head of structured finance ratings, said: “What we produce is an
opinion... that's all it is intended to be. A number of governments, particularly the US government,
have decided to take that opinion and to attach certain rights to it.”
He added: “We have vociferously said it is the wrong thing to do, but nevertheless governments
have chosen to do that.”
Partnoy acknowledged that the problem with the credit rating system is deeper than regulation.
"There is a follow-on behavior effect that is associated with regulation. Once people start to use a
certain kind of nomenclature, they lock in.” But he also proposed an alternative system.
He said: “Regulation should depend on market prices... on credit spreads.”
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