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ABSTRACT

In China, the banking financial institutions take the most important position in
the financial system, and the bank credit occupies the predominant mode of finan-
cing. During the rise in the total supply of credit, long — term loans, short — term
loans, and other loans present different rate of rise, which will also enable the struc-
ture of credit supply to have a major change. In October 2004, the People’s Bank of
China let the financial institutions ( except urban and rural credit cooperatives) to
have the maximum interest rate of RMB loans and allowed the RMB deposit rates to
fall, marking China’s market — oriented reform of the interest rate enter a new phase,
however, the market’s interest rate of credit which has direct effects on real economy
is mainly determined by both lenders and borrowers within the allowable range stipu-
lated by the People’s Bank of China, after a comprehensive consideration of the rela-
tionship between supply and demand of funds, risk factors, and the macroscopic en-
vironment , they are still in a semi — controlled conditions. After the People’s Bank of
China in 1998 canceled the loan size limit of state — owned banks, the monetary au-
thorities transferred the open intermediate target of monetary policy from the supply of
loan to the supply of money, but even so, in recent years during China’s monetary
policy implementation process, quantitative tools remain mainly positive, while the
State plays a key role in the regulation of credit supply. Both the number factors ( the
total supply and the structure of supply) and price factors (interest rates) of credit
are still effective means of monetary policy for adjusting and controlling macro econo-

my.
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Several financialcrises especially the 2007 American “sub — prime bond crisis”
showed that credit fluctuations played a very important role in the fluctuations in eco-
nomic growth, at the same time, fluctuations in the economy reacted to the fluctua-
tions of the credit; In the current macro — control policies in China we also face how
to prevent sharp fluctuations of credit effecting fluctuations in the economy, prompt-
ing stable and sustainable development of the national economy, to ensure the
healthy operation of the bank.

The practical problems of China’s macro — control, or a number of lessons of the
crises, have shown that the fluctuations of the credit not only act as the promoter of
economic expansion, but also pave the way for the economic crisis. Credit expansion
(or contraction) is an internal signal in the financial system, but also an effective
means of operation of the macro policy. Do credit fluctuations have their own opera-
tional laws? What mechanisms do credit fluctuations affect the real economy and the
formation of economic credit cycle? How can we prevent China’s economic fluctua-
tions through the regulation of credit markets and maintaining a steady and healthy
economic development? The answers to the above questions can be beneficial for our
insights into the credit markets and economic growth, and also can provide us the
references to choose and to arrange the future policies.

This book firstly defines the meanings of fluctuations in the credit cycle. They
are the cyclical fluctuations in the economy, which concretely contain three mean-
ings: (D The supply of credit shows the recurring cyclical fluctuations around its
long — term trend by the form of expansion and contraction, as well as the price of
credit, credit quality showing price change or quality change around their long — term
trend; (@Economic fluctuations are caused by the role of credit fluctuations; (3)The
fluctuations of the credit are reacted by the fluctuations in the economy, making the
foundations for the following in — depth study of the relationship between credit vola-
tility and fluctuations in the economy, from the three — dimensional point of view of

the supply of credit, the price of credit, and the quality of credit.
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Secondly, on the basis of summaries of the relevant theories and literatures of
the credit cycle, this book considers the theory of credit cycle should be formed by
quantity (the supply of credit) , price (interest rate) and quality of organic unity.
Then the book points out that there are still some shortcomings in the studies of the
credit cycle in China, such as: (1) Research literatures in the credit cycle rarely fo-
cuses on the organic unity of quantity, price and quality. ) There is no research on
the relationship between the structure of China’s credit supply ( structural change of
the amount) and economic fluctuations with the considerations of the tremendous
changes in the structure of China’s credit supply; and no research on market’s inter-
est rate of credit which has a direct role on the real economy referring the structural
features of the interest rate system in China. 3) There are few research on in — depth
study of balance sheet structure change of the banks, enterprise, and residents on
microcosmic level.

Thirdly, by analyzing the theoretical premise of the mutual influence of the
credit cycle and economic fluctuations, the review of policy changes in monetary pol-
icy, credit policy, interest rate during China’s reform and opening — up, the book
finds the point of integration between the Chinese policy and the theory of credit cy-
cle. The article discusses China’s economic and financial environment to meet the
conditions of the interaction of the credit cycle and economic fluctuations, from three
aspects of indirect financing, as the bank still occupying an absolutely dominant po-
sition, asset and liability structure of financial institutions and their weak substitut-
ability, rigid adjustment of interest rates. On this basis, by use of total and structural
analysis, qualitative and quantitative empirical analysis, and the econometric models
of VAR, VEC in Eviews6. 0 software, this book does some researches on the credit
cycle from the above three — dimensional perspectives.

In the study of the relationship between the supply of credit and economic fluc-
tuations, the empirical results show that; (Dthe impact of the credit supply on eco-

nomic growth is significantly greater than the supply of money, inflation is inferior to
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the money supply, the supply of credit gives an greater impact on the supply of mon-
ey and not vice versa. Qeach variable in the supply structure of credit has different
effect on economic fluctuations; The impact of bank credit on China’s economic fluc-
tuations come mainly form changes in other loans. While we pay attention to the effect
of the total supply of credit on economic fluctuations, we must also know the supply
structure of credit.

In the study of the relationship between the price of credit and economic fluctua-
tions, the theoretical analysis shows that the transmission of interest rate in China are
quite different from the major developed countries on conduction mechanism. The
empirical study indicates: (D) The changes of the monetary market’s interest rate can
not cause the changes of credit benchmark interest rate or market’s interest rate of
credit; The changes of credit benchmark interest rate can cause changes of the
market’s interest rate of credit or monetary market’s interest rate. Market’s interest
rate of credit in our country is mainly affected by the credit benchmark interest rate
(which may be related to the selection method of the market’s interest rate of cred-
it), but also by the monetary market’s interest rate and its fluctuations. (2) The
market’s interest rate of credit and investment have Grainger causal relation, but does
not exist in Grainger causal relation with the consumer; The impact of the market’s
interest rate of credit on investment and consumption is asymmetric and the impact on
investment is more obvious and prominent; The impact on the market’s interest rate
of credit from investment and consumption is very limited ; The fluctuations of invest-
ment play a major role on output cycles. @) Output cycles have an impact on invest-
ment and consumption fluctuations but to a limited extent. @) The market’s interest
rate of credit and investment, consumption, and output has a long — term dynamic
equilibrium relationship.

In the study of the relationship between the quality of credit and economic fluc-
tuations, empirical researches show that: (DThe growth rate of non — performing

loans has a significant impact on economic growth, while the growth rate of sub —
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prime loans for economic growth was less effected. (2)The growth rate of non — per-
forming loans basically does not impact on inflation, while the growth rate of sub —
prime loans has a great influence on inflation. @Both of them basically do not affect-
ed by the rate of economic growth, but inflation has a great impact on both of them.
By comparison, inflation has a greater effect on the growth rate of sub — prime loan.

Fourthly, along the central bank ( monetary policy) — credit providers ( com-
mercial banks) — borrowers ( enterprises), behavior changes of microcosmic body
(commercial banks, enterprises) in the cycle of credit are studied in order to
achieve macro — analysis with a combination of microscopic analysis and the macro —
analysis on microcosmic foundation.

In the analysis of the transmission links of “the central bank — Commercial
Bank”, this book analyzes how the tightening of monetary policy influences the com-
mercial bank asset portfolio. Analysis shows that under the impact of tightening poli-
¢y, commercial banks achieve the protection of the existing loan portfolio and main-
tain the growth of loan continually through portfolio adjustment, so the bank lending
channel becomes relatively unimportant. As the portfolio adjustment is limited, a
part of the commercial banks in a certain delay can not maintain loan growth through
the portfolio adjustment, while tightening policy begins to play a role.

In the analysis of the transmission links of “Commercial Bank — borrowers”
this book analyzes the impact of the credit on the balance sheet of enterprise. Empir-
ical researches show that the credit shock changes the situation of company’s cash
flow and the real economy. At the same time, tightening policy in different variables
in the structure of credit supply and the price of credit have different impact on en-
terprise cash flow and stock investment, and investment in fixed assets.

In the analysis of the transmission links of “the central bank — commercial
banks — borrowers” , the book analyzes how the central bank, the borrower’s behav-
ior affects credit supply of the commercial bank by means of panel data econometric

model. The empirical results show that the quarterly growth rate of deposit, the quar-
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terly ratio of loan to deposit, bankers confidence index, and the quarterly growth rate
of money supply, all become the common factors in the bank decision to lend by the
macro variable or the bank variable but not the enterprise variable. This shows that
when the process of bank credit expansion, the factors controlled or dominated by
bank impact on the level of credit growth far more than by enterprise.

Fifthly, based on a summary of the conclusions of the chapters above, some
policy proposals are given as follows: To pay attention to the regulation of credit sup-
ply, especially the supply of credit structure; To use prospectively the social scale of
financing, and to avoid the risks of banks to ensure national financial security; to
promote orderly liberalization of interest rate, and be concerned about the fluctua-
tions of market’s interest rate of credit; to pay attention to the effect of corporate bal-
ance sheets, and to increase financing support for small and medium enterprises; to
pay attention to the behavior of commercial banks, and to strengthen the construction
of modern commercial banking system; to take great importance to the construction of
financial markets, and to regulate and control macro economy by the implementation

of prudential supervision.

Key Words: Credit Cycle, Economic Fluctuations, Structure of Credit Supply,

Market’s Interest Rate of Credit, Vector Auto — regression Model
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