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Abstract

The outbreak of global financial crisis brought an unprecedented impact on the
global economy. Procyclicity is one of the main reasons contributing to financial cri-
sis, or at least to financial vulnerability.

This book is composed of eight chapters.

Chapter 1  Literature Review on Financial Procyclicity. This chapter summari-
zes studies at home and abroad on financial procyclicity. (1) Procyclicity of bank-
ing capital; (2) Capital regulation vs. business cycles fluctuations; (3) Impact
of banking capital regulation on monetary policy; (4) Basel II Capital Accord,
business cycles vs. monetary policy transmission; (5) loan loss provisions vs. busi-
ness cycles; (6) Asset prices and exchange rate risk in business cycles. Available
literatures propose the following measures to mitigate impact of procyclicity in bank-
ing capital. Risk-based regulation should be strengthened. Risk-based deposit insur-
ance should be applied. Point-In-Time rating system should be used to allocate cap-
ital, and Through-the-Cycle system need to be used to set aside capital. Information
sharing and policy coordination between regulatory authorities and central govern-
ments needs improving.

Chapter 2 Procyclicity in Banking Sector and Policy Options for Counter-cy-
clical Regulation. Banking’s lending behavior is of significant procyclicity. The en-
dogenous contributors of banking lending behaviors are as follows. Asymmetry infor-
mation between borrowers and lenders may bring about procyclical behav-
iors. Market competition may give rise to procyclical banking lending. Herd effect of
lending market may lead to procyclical behaviors. And both corporate default rate
and collateral value may represent procyclical natures. In addition, external regula-
tory policies may produce procyclical banking lending. Capital requirement, policies

on loan loss previsions, fair value accounting (FVA) and mark-to-market princi-
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ple, and potential procyclicity in Basel II, including procyclicity in PD, LGD,
EAD, and risk weights. Options to moderate procyclicity may cover the followings.
(1) Counter-procycle capital buffer should be set aside. (2) Dynamic provisions
should be applied. (3) Changes should be made to fair value accounting,
(4) Basel II capital accord needs the following modifications. Procyclical fluctua-
tion of PD, LGD AND EAD should be narrowed. Stress test should be supplemented
as a vital tool to manage risk. Excess reserve should be set up. Cyclical fluctuations
of risk-weighted function output value should be reduced. Also, capability of finan-
cial institutions to manage risks should be enhanced by applying prudential regula-
tory tools, such as mortgage loan-to-value ratio, to increase the sensitivity of regula-
tors to economic changes and risks profiles so as to boost the healthy and sound per-
formance of financial sector.

Chapter 3 Bank Loan Loss Provision and Economic Cycles -Taking Five Lis-
ted Banks As An Example. This part identifies loan loss provisioning of five listed
banks and existing problems and proposes policy suggestions to further standardize
loan loss provisions of commercial banks. (1) Banking regulators, fiscal and taxa-
tion authorities should develop closer cooperation to further improve loan loss provi-
sioning system. (2) Five-category loan classification system should be improved to
lay a solid foundation for loan loss provisioning. (3) Based on present credit envi-
ronment, collateral and effective guarantee treatment should be considered in five-
category loan classification and loan loss provisioning to avoid duplicated accounting
and over valuation. (4) Full consideration should be given to the influence of eco-
nomic cycles and business cycles fluctuations in stipulation policies on collateral as-
set valuation, five-category loan classification, special provisions, general provi-
sions, earmarked provisions, and dividend options. (5) Commercial banks should
make in-depth analysis on economic climate and collateral asset prices so as to fol-
low economic cycles, adjust collateral ratio, well pricing, set aside adequate loan
loss provision, and avoid swings of business performance.

Chapter 4  Procyclicity in Commercial Bank’s Internal Ratings-Based Ap-
proach and Iis Verification. Capital requirement in internal rating-based approach
displays clear procyclical effect, which means that the implementation of internal
ratings-based approach will widen the fluctuation of minimum capital requirement

2
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Abstract

bringing forth negative effect on economic performance. Beginning with an introduc-
tion to the origin of procyclicity model on internal rating-based approach, this chap-
ter proposes stress testing, an effective way to alleviate procyclicity in internal rat-
ing-based approach. Based on historical data, it studies the procyclical behavior of
internal rating-based approach in Chinese banks, goes through the practices of Chi-
nese banks in applying stress testing, proposes the suggéstion of wider application
of stress testing tools to measure capital requirements. Additionally, it uses CAP
model to verify the internal rating system in Chinese banks and arrives to the con-
clusion that the internal rating systems in Chinese banks have relatively higher ca-
pability to identify risks, and mitigate procyclicity.

Chapter 5 Volatility of China’s asset price (stock, real estate) vs. economic
cycle. With SVAR model, this chapter has an empirical study on the impact of asset
price changes on macroeconomic performance and concludes that changes of asset
prices contributes to macro economy to some extent. In particular, real estate mar-
ket changes have procyclical effect. A positive impact on real estate market will pro-
duce a long term positive influence on macro economy. But stock market has weak
impact on macro economy. Real estate market fluctuation leads to significant impact
on consumption and investment. It is the real estate market that transmits the impact
of asset price changes to macro economy. Stock market in China displays clear lag-
ging effect, i. e. stock priceindex in time t + 1 has much greater impact on macro
economy than price index in t, largely due to under-developed stock market in Chi-
na and excess government intervention. Therefore, monetary policy should keep close
watch on asset prices changes, especially real estate market. There is no smooth
channel for stock market to influence macro economy, so related authorities should
smooth the channel of asset price changes to macro economy. Policy options such as
capital gain tax should be applied to lessen the impact of asset prices change.

Chapter 6 Is China’s fiscal policy of procyclicity? Starting with a summary of
foreign literature on procyclicity of fiscal policy in developed and developing coun-
tries, this chapter uses econometric models and discretionary fiscal variables to ver-
ify behavior characteristics of fiscal policy. It concludes that fiscal policy in China is
significantly influenced by economic cycles, thus of clear procyclicity. Changes in
fiscal expenditure aggregate are of clear procyclicity, while changes in structural

variables have different cycles. In terms of category, purchase expenditure variables
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have greater procyclicity feature than transfer payment variables. In terms of time,
fiscal expenditure was to some degree procyclical before 1998, and followed by
asymmetry feature of being procyclical in economic boom and being counter-procy-
clical in economic downturn. Compared with other countries, China adopted more
active fiscal stimulus packages on a discretionary basis, which were more counter-
procyclical in economic downturn and more procyclical in upturn. Therefore, sensi-
tivity of fiscal policy built-in stabilizer should be further enhanced for more timely ,
transparent, and credible discretionary fiscal policy. Fiscal policy and monetary pol-
icy should keep close coordination. And taxation system needs improving,

Chapter 7 Procyclicity in International Capital Flows: Influencing Factors,
Side Effect, and Counter Adjustment. Based on data of 15 representative countries,
this chapter conducts an empirical study on the relationship between international
capital flows and economic growth. It concludes that international capital flows show
three trends, i. e. procyclicity, counter-cyclicity, and no cyclicity. Over 1982 to
2008, international capital flows in China represented apparent procyclicity chan-
ges, while GDP growth, US federal funds rate, and stock price index were the main
contributors. During post-crisis period, this kind of procyclical capital inflow may
give rise to a series of consequences, namely a new round of deviation between in-
ternal and external value of RMB, accumulation and amplification of domestic asset
bubble , delay of economic structural adjustment, exacerbation of balance of pay-
ment disequilibrium and devaluation of reserve currency, greater risk of structural
inflation. As a result, counter-cycle adverse adjustment should be considered.
(1) More capital may invest abroad to reach basic equilibrium of international cap-
ital outflow and inflow. (2) Greater efforts should be made on structural reform by
replacing prohibitive measures with encouraging measures. (3) Improvement
should be made on domestic investment. Overall efficiency of financial system should
be enhanced to create favorable conditions for smooth transit of saving into investment
and consumption. (4) Strides should be made on the reform of exchange rate re-
gime to bring down expectation on RMB appreciation. (5) Progress need to make
on advancing the usage of RMB in regional, neighboring, and international field ,
so as to expand the acceptance of RMB. (6) Stricter monitoring should be made
on foreign investment on domestic asset markets so as to avoid devastating impact

due to concentration of international capital flows.
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Chapter 8 Policy Suggestions proposed in this report.

(1) Credit risk weights of high-risk assets or industries should be increased
following the changes in economic cyele, and the excess capital requirements
should be adjust accordingly. The regulatory authorities should apply quantitative in-
dicators to limit leverage ratio (total assets/net assets or total liabilities/net assets)
so as to reduce the possibility of regulatory arbitrage from complex capital adequacy
ratio rules.

(2) The method of putting aside loan loss provisions should be improved by
encouraging qualified institutions to establish dynamic provision systems based on
expectation.

(3) Counter-cyclical credit policy should be implemented. Based on the mac-
roeconomic condition and business climate, the loan-to-value ratio (the mortgage
interest rate, LTV) and loan income ratio (LTI) should be adjusted to avoid the
widening of business cycle due to changes in mortgage lending.

(4) In case of high proportion of foreign currency loans, the bank must take
full account of the impact of changes in exchange rate on bank capital. The capital
requirements on foreign currency loans must be held in the same foreign currency.

(5) Monetary policy should play a bigger role in eliminating the cyclical flue-
tuations in bank loans.

(6) Banks should be required to launch rigorous stress testing to assess the
adequacy of capital buffers.

(7)  “Cross-cycle” rating methodology should be applied to put aside the
provisions. Counter-cyclical capital buffer should be set up. The pair variables of
credit growth or credit/GDP to asset prices should be set up to determine the count-
er-cyclical capital multiplier.

(8) Greater engagement should be made in the revision of Capital Accord
1L Proposals may cover narrowing PD/LGD/EAD cyclical fluctuations, putting up
excess capital, reducing cyclical fluctuations of risk-weighted function output value.

" (9) Greater progress should be made in improving accounting standards to
weaken the pro-cyclicality of fair value measurement.

(10) Full consideration should be given to the economic cycle or industry cy-
cle fluctuations in the current classification of loans in five categories, special pro-

visions, general provisions, earmarked provisions, and dividend policy, etc.
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(11) Greater impetus should be given to commercial banks to develop credit
risk econometric model to overcome the pro-cyclicality, and apply forward-looking
econometric method to identify longer-term credit risk. The longer impact of eco-
nomic cycle on loans quality need be taken into full account in order to realize more
prudent loan classification.

(12) China’s policy decision on macro economic management should keep
close watch on changes in asset price, especially the real estate prices. More atten-
tions should be given to policies on capital gains tax to reduce speculative asset
price volatility.

(13) Advancement should be made to counter-cyclical fiscal policy. Measures
should include enhancing the sensitivity of revenue system “built-in stabilizers,”
discretionary fiscal policy to further enhance the timeliness, upgrading the timings,
transparency, and credibility of fiscal policy. Fiscal policy should coordinate closely
with monetary policy. Reform on fiscal expenditure should be stepped up, and the
right time of this reform should be economic downturn. Reform of fiscal revenue
should follow up in the period of inflation.

(14) Efforts should be made in counter-cyclical reverse macroeconomic man-
agement to weaken the pro-cyclical effects of international capital flows. Measures
may include a modest encouragement of capital outflows, basic equilibrium of inter-
national capital outflow and inflow; the RMB exchange rate regime reform to bring
down expectation on RMB appreciation; advancing the usage of RMB in regional ,
neighboring, and international field so as to broaden the RMB acceptance; enhan-
cing monitoring of foreign investment on the domestic asset markets so as to avoid
devastating impact due to concentration of international capital flows.

(15) Risk-based supervision should be strengthened, in particular on finan-
cial derivatives and its related entities. Stricter regulation should be on guarantee
companies, pawn shops, lending companies, investment companies and other qua-

si-financial institutions so as to prevent long-term risks.
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