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Abstract

Credit risk is the risk that transaction objects cannot complete the
performance according to the contract. It is one of the oldest risks in
financial markets, and personé never stop studying it and its manage-
ment. From abroad, researches on its measurements and managements
approach more modeling and engineering, and even have begun to use
some frontier analysis technologies. In domestic, ones began to pay at-
tention to it because of “triangle debts” , then, specially after South-
east financial crises, state — owned commercial banks’ huge non -
performing assets drew the most attention. The engineering research
abroad and the institutional research domestic under the background
of system transition are like two lines that never intersect. How to ana-
lyze the credit risk of our commercial banks and indicate its
future development path?

Under the New Classical Economics frame, we assume as follow-

ing: contractors are complete rationality, markets do not exist the
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disadvantage third sides, and exist complete and symmetric informa-
tion, numerous optional contract fellows, as well as transaction costs
are zero. Then, contract issues can particularly show contractors’
different rights and obligations, risk sharing, force performance and
final results, according to the relevant events happening in the
future. Thus, contracts cannot meet any credit risk from signing
contractors to their performance. Comparing to New Classic Econom-
ics, the assumptions of New Institutional Economics about human and
institution are more close to reality and can more explain reality.
Based on bounded rationality, considering outsides complexity,
uncertainty, asymmetric and incomplete information, contractors can-
not get to know all the information of the opposing party and foresee
all the possible situations in the future before agreed contracts, then
after agreement, mutual contractors both meet the opposing party’s
default risks in the contract’s executive periods. This paper mainly
focuses on the commercial banks’ loan risk. Based on bounded
rationality, it brings the assumption of opportunism and institutional
analysis methods in the New Institutional Economics into the paper,
and combining the China’s facts, divides the credit risks of China’s
commercial banks into four categories, then tries to indicates the
future development directions of credit risk and its management.
Firstly, government intervening contract produces credit
risk. Generally speaking, contractors sign the contracts in the princi-
ples of free will, rationality, equality and mutual benefits, without the
third side’s intervention or disadvantage externality. During China’s
transitional period, however, government gradually exited markets,
and then the “ partial contracts”  that come to agree with the

government’s intervention do exist. China’s commercial banks have
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issued policy loans to state — owned enterprises in term of
government’s wills, because national income allocation have inclined
to residents since reform, and government could not continually afford
to invest in state — owned enterprises whose savings had been deficient
and capital ratio had been too low. Government’s credit interventions
factually have acquiesced that it could burden the final responsibilities
when these loans have problems. Then, the contracts between state —
owned banks and state — owned enterprises have become renegotiable
ex post and incomplete ex ante. Government’s interventions made law
unable to guarantee credit — debt relations, and creditors, as depend-
ent economic bodies, never again appealed to protect its legal proﬁfs;
therefore debtor lost force restriction, and began to abuse loan
capital. Thus, the loans have become government’s investment or cov-
ered subsidies to state — owned enterprises through banks. Huge non -
performing loans emerged, and this massive credit risk finally trans-
ferred to China’s center bank, public finance and saving residents
with national reputation.

Secondly, opportunism produces credit risk. Oliver. E.
Williamson defines: opportunism is ones’ crafty selfish behavioral in-
clination. More generally speaking, opportunism means incompletely
posting correlative information, distorting information, and especially
the inclinations that elaborately mislead, distort, and reverse or other
confusing behaviors. As long as conditions permit, these inclinations
will turn into actual behavior — hedge. There are two kinds of credit
risks that are produced by opportunism in commercial banks’ credit
activities. Firstly executives’ opportunism in commercial banks pro-
duces credit risk. China has implemented reforms with gradual trans-

ferring control rights to lower level on the base of state — owned
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property right. During this period, effective corporate governance
cannot be built, for the bodies which really exert proprietor’s rights of
state — owned enterprises and which really burden proprietor’s obliga-
tions are difficult to define. At the same time, executives’ administra-
tive appointments make their reputation mechanism ineffective without
executive markets. Thus, executives’ control rights in state — owrned
enterprises cannot be effectively supervised and constrained. Also be-
cause these executives only can enjoy profits of control rights besides
wages, they incline not to their best to examine loans or issue loans to
the enterprises, which can do them good, in order to get profits of
control rights. Secondly, opportunism of enterprises produces credit
risk. Agents (enterprises which borrow money from banks) will have
motivation of opportunism with asymmetric information, and intend
“hidden action” or “hidden information” , which violates contract or
hedge. These can explain why China’s commercial banks still have ac-
cumulated so much non — performing assets after the existence of
policy banks. Executives began to passively exit or contract credit
markets in order to avoid credit risk, with governments strengthening
control and supervision since the end of 1990s. “Credit crunch” not
only leads new credit risk, but also brings deflation.

Thirdly, institution affects credit risk. Institution defines ones se-
lective ranges, constrains ones relations and restrain possible arbitrary
behaviors as opportunism behaviors during communications, by setting
a series of rules. Social intercourses must pay expensive cost and trusts
and even cooperation will collapse, with confused credit institu-
tion. Generally speaking, two kinds of forms of credit institutions im-
prove trusts and reduce default risks between banks and enterpri-

ses. One is law institution, which belongs to formal constraint; the
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other is reputation institution, which is informal constraint. We can at-
tribute China’s credit deficiency to the deficient reputation of govern-
ments, enterprises and juristic sentence and execution, as well as in-
sufficiency mechanism of reputation implementation. Firstly, during
the transitional period, governments all levels always are swaying from
intervening markets to exiting markets, with some policies and regula-
tions changing so much. Secondly, laws have not completely exerted
the effects of examples and disciplines on contractors, for many old
laws under planned economy need to be abolished, and new laws
under market economy have not completed. Thirdly, reputation mech-
anism of enterprises can only play the role on condition that they have
real proprietors, can be traded and enter and exit markets
freely. Because of China’s incomplete reform of property rights, some
enterprises only care short — term interests and often incline to escape
or abolish debts. Finally, social life and moral order have changed a
lot in the period of transition; the old moral (mainly referring to com-
mercial credit) under planned economy has gradually collapsed,
while the new moral order under market economy, which regards
“faithfulness” as its criterion, is still under construction. .
Fourthly, uncertainty produces credit risk. Because of bounded
rationality and complexity of circumstances and uncertainty, ones
cannot have contract clauses including all the information or forecast
all possible accidents before sign the contracts, and then they are un-
able to define the possible accidents or gain their solutions. Therefore,
if these factors such as market fluctuation and degrading credit rat-
ings, which will damage the performing ability, really take place in
the future, defaults will possibly occur. In a sense, this kind of credit

risk distinguishes other credit risks mentioned above. It is not the
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inclination to default with opportunism, and it is the compelled
default under uncertainty. In traditional way, credit risk only refers to
the losses because of default. Banks generally measure the value of
loans in terms of their history costs, for loans are not so liquid and
lack of flourish second markets as securities. Only the defaults actually
occur, and banks will adjust their balance sheets. So the values of
banks assets have mnot such relations with borrowers’ repayment
abilities. Credit risk is distinct from such market risk that is arisen by
kinds of fluctuation of market prices. From this point of view, we need
to recognize and manage credit risk on the base of dynamic way, such
is that it is not only brought by contractors’ direct defaults, but also by
the changing of contractors’ performing abilities or credit
ratings. Thus, comparing to the traditional way, modern credit risk
management have such characteristics as following: firstly, from
qualitative to quantitative; from target to modeling. Secondly, from
individual asset ( loan) to portfolio. Thirdly, from account to
market. Fourthly, bringing the latest achievements of financial fields,
such as theories of option pricing, CAPM and asset portfolio. Fifthly,
absorbing the newest gains in relative fields, such as ecomometric
economics, optimization theories and emulation technologies. This
paper holds the view that uncertainty is the main direction of manage-
ment and research on credit risk, with improvement of commercial
banks in incentive and constraint mechanisms. Moreover, the separa-
ted management modes of credit risk and market risk will approach to

total risk control.

Key words: Credit Risk Contract Institution
Bounded Rationality Opportunism  Uncertainty
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