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Abstract

The US sub — prime mortgage crisis has triggered a global financial crisis
since 2008 , making the world economy deviates from the track of rapid develop-
ment. Nowadays the world economy is still struggling for approaching recover-
y. There is no consensus opinion about the reason behind such a crisis in the ac-
ademic circle. The failure of the new liberalism in financial regulation system,
the long — term low interest policy by Greenspan, and the business cycle theory
by Karl Marx, are all on the list of possible explanations. In this book, we ar-
gue that both of the excessive innovations in financial system and the failure of
government regulation should be blamed for.

The 1930s’ Great Depression made the words “liquidity trap” and “gov-
ernment intervention” world — wide known. The academicians are more and more
interested in pro — cyclical theory and prudential macro - regulation since the fi-
nancial crisis in 2008. In this crisis which triggered by the bankruptcy of invest-
ment banks, the failure of financial regulation is severely blamed by the authori-
ties. To enforce the security of financial system becomes the top objective among
the major economic powers. Based on such a background, this thesis is struc-
tured as follows. First of all, we explain and analyse the foundation of pro -
cyclical theory for bank system under the new regulation framework by new Ba-
sel Agreement. Our explanation is based on pro — cyclical theory and financial
regulation theory. Secondly, we empirically test the pro — cyclical theory in bank
system, from the point view of bank practice. Finally, we put forward a list of
suggestions about the construction of pro — cyclical regulation and the prudential
macro — regulation in China’ s financial system, from the point view of bank
regulation.

For the financial regulation theory, our research is based on the discussion
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of the nature of regulation theory and elements of regulation system. We analyse
and explain several fundamental theories, including the self — regulation theory,
the demand of regulation theory, the effect of regulation theory and the regula-
tion policy theory. Finally, we generate own opinion about the development of
regulation theory in the future.

For the pro — cyclical theory in bank system, our research is based on the
discussion of regulation of capital, loan loss provision and fair value accounting
measurement. Under the framework of new Basel Agreement, the pro — cyclical
nature of capital regulation will turn the bank loan practice into pro — cyclical as
well. It will further decrease the scale of investment and generate a greater im-
pact on the whole economy, strengthening the effect of pro — cyclical na--
ture. The internal rating system is one of the main contents for improvement in
the new Basel Capital Agreement. However, the impact of such a system is not
always in line with what authorities expect. The internal rating system makes the
risky assets more sensitive, as well as the bank credit loan practice more pro —
cyclical. What makes the situation ever worse is the failure of fair value account-
ing measurement in the lack of market liquidity, which result in the so called
“accounting accelerator effect” to make the whole economy more pro — cyclical.

According to those three reasons which caused bank pro — cyclical we dis-
cuss above, this dissertation provide some feasible suggestions to overcome it. In
the construction of our model of inverse — cyclical regulation, our improvement
is based on the model of adjusted parameters in exponential function by Michael
B. Gordy et al. (2006) . The empirically test of the accuracy and reliability of
u, is also accomplished. In addition, we suggest the reverse — cyclical solution
for dynamic capital adequate ratio and dynamic loss reservation ratio. We also
propose to impose the regulation on leverage ratio, as the alternative regulation
of capital adequacy ratio. To overcome the pro — cyclical effect, we consider the
economic cycle model and improve the single factor function for risk measure-
ment. Furthermore, we replace the time rating method with cross — period rating
method, in order to smooth the fluctuation of economy cycle. For the methodolo-
gy of risk measurement, we adopt the pressure — testing model as the comple-

mentary of traditional VAR method. For the accounting policy, we discuss the
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direction of the development of fair value accounting measurement in the future,
based on the reversion of accounting standard after the financial crisis.

For regulators and authorities, it is crucial to monitor the side effect of pro —
cyclical nature in bank system. Accounting on Basel Capital Agreements alone
cannot solve such a problem. We urge for a prudential macro — regulation system
from a more comprehensive aspects. This thesis analyses and summarise the the-
ory and practices of international bank regulation organizations on prudential
macro — regulation and cross — border banking regulation. Then we discuss the
related regulation tools and policies which are suitable for pro — cyclical regula-
tion. Finally, we propose a schedule to construct the prudential macro - regula-
tion in China’s bank system.

In short, we discuss and analyse the factors which influence the pro - cycli-
cal effect in bank system. According to those factors, we propose the related
suggestions to overcome such an effect. Our suggestions are also useful for bank
regulation authorities for handling the pro — cyclical effect in bank system, pre-

dicting the difficulties involved, and having the directions for further research.

Key Words: Commercial Bank Regulation Procyclicity Counter — cycle

Macroprudential
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