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Study on collusion incentive and constraint mechanisms on credit
rating agencies under the separation of economic cycles
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Abstract: This paper introduces the transition probability matrices of economic cycles to separate the impact
of economic cycles on credit ratings. The rating shopping game model is improved by considering the dual
reputation effect and the regulatory punishment. A new model, the Markov rating shopping dual reputation
model, is proposed to analyze the conditions when collusion among credit rating agencies can be prevented by
the dual rating incentives and the constraint mechanisms. Taking the United States and China as examples, the
numerical simulations are given to verify the conclusions. The results show that when separating the effect of
economic cycles, the regulator can utilize the dual rating incentives to prevent the collusion of rating agencies,
in the form of inflated ratings and higher rating fees to a certain extent, the constraint mechanisms can prevent
the collusion among rating agencies and reduce the regulatory cost more effectively. However, without the
separation of economic cycles, neither the dual rating incentives nor the constraint mechanisms is effective in

reducing collusion among rating agencies.
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Table 1 The initial value of variables of America and China
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Fig. 1 American CRAs’ revenues under the separation of economic cycles and without the separation of economic cycles
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Fig. 2 Chinese CRAs’ revenues under the separation of economic cycles and without the separation of economic cycles
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Fig. 3 The regulatory cost of America and China with the usage of constraint mechanism and without the usage of constraint mechanism
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