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Abstract

The classic theories of interest could no longer be able to explain
the reality for they ignored roles played by term and risk in decision of
interest rate. Although the following theory of term structure of interest
rate discussed completely about relationship between interest rate and
term, risk structure of interest rate pointed out by Merton (1974 ),
i. e. , relationship between interest rate and risks, has not yet been
investigated deeply in that this theory emphasized the standard bond
markets in which the risk is second to the term. This book tries to
further the understanding of risk structure of interest rate by analyzing
process of loan pricing decision with regard to default risk in non-
standard credit markets, covering questions like what the property of
risk structure of interest rate will be if we concern only decision
makers’ internal preference but not any specific external constraints,
and whether introduction of specific constraints will cause changes in
risk structure of interest rate. Combining the two mainstream
approaches of option-based pricing and linear-factor pricing, the book
tries to solve these questions by introducing new concerns.

To begin with, the book sets up a benchmark model,
concentrating on the “pure” risk structure of interest rate, i.e. ,
relationship between loan rate and default risk concerning only
decision makers’ nature but no specific constraints. An empirical
analysis on the monthly data of Chinese financial institutions’ lending
balance enlists some evidence for the fact that China’s commercial
banks’ loan pricing decisions are a specifically intertemporal choice
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behavior. As soon as this aspect of loan pricing decisions is fully
concerned, based on a new model of loan pricing using the Asian
Option approach, the decisions show a property of robust discreetness.
This finding, not resulting from the literature, illustrates the reasons
why loan pricing decisions made by China’s bankers are rash should
be more likely atiributed to external constraints like institutional
factors, but not to internal human natures, which to some extent
proves the direction of recent relevant reforms is correct. Furthermore,
this result also verifies adequateness of logic for the following studies
on effects of specific external constraints on risk structure of interest
rate.

Secondly, regarding the gap between the pure risk structure of
interest rate and the reality, we then consider the property of risk
structure of interest rate under soft budget constraint, which is a
China-specific constraint, by simplifying decision-makers’ internal
preference based on the above benchmark. The existent option-method
models of bank’s loan pricing ignore some realistic problems like the
absence of the Priority Rule caused by the soft budget constraint and
the occurrence of the moral hazard in the loan market, which makes
the models’ adaptation in China suspected. With regard to these
problems, we introduce the efficiency of loan contract as a new
component of credit risk in loan market and design a two-dimension
default risk, with which a two-asset worse-of option model for loan
pricing is set up. Concluding these two default risks have an inverse
correlation with loan rate, the new model indicates that once certain
constraint is taken into account, risk structure of interest rate will
show some rules, which means there are some definite relationships
between loan rate and risky factors.
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Thirdly, in order to reinforce the robustness and credibility of our
findings, the book continues the research of risk structure of interest
rate under a more international constraint, i. e. , capital regulation.
The new Basel Capital Accord (or 2004’s Basel II) results in more
flexible capital requirements for the previous constant standard has
been no longer effective to help commercial banks against risks. Based
on a model of loan pricing involving default risk and systematic risk,
we discuss the consequences of two different capital flexible
constraints, i. e. , one regarding only loss of default risk and the other
balancing loss of default risk with bank’s capacity to earn profits. The
results indicate: under the IRB of Basel II, the former kind of
minimum capital requirement leads to wrong loan pricing decisions,
while the latter is able to solve the problem mentioned above. As
similar to the case of soft budget constraint, risk structure of interest
rate under capital regulation has also some definite property.

In addition, given lack of micro-level data and to complement the
above theoretical studies of loan pricing and credit risk with some
credible empirical evidence, we adopt a real loan pricing model used
by a domestic commercial bank as a case. The case study proves some
of theoretical results. However, Chapter six fails to get empirical
support for Chinese banks consider little about capital regulation in
loan pricing.

Finally, on the basis of the above theoretical and empirical
research, we give policy suggestions, including the direction of
relevant reforms should be toward to institution improvement but not
decision-maker’ attitudes, banks should reinforce information regulation
after signing loan contract for efficiency-improvement of the contract,
and build up a flexible capital requirement regarding both risks and
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profitability and etc. Some shortcomings and plan for further work are
also mentioned in the end of the book, such as the case study has
limitation, some other external constraints should also be considered,
the findings of this book should be correlated closer to the reality and
$0 on.

In sum, the book concludes that interest rate will no longer be
single and constant after introducing risks, but be multiple and
changeable. Under certain institutional constraints, risk structure of
interest rate shows some definite properties, on which factors like
extent and composition of risks, correlation of different risks,

relationship between risk and profitability have influence.
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