Rethinking Procyclicality: What isit now and

what can be done> *

Bandid Nijathaworn

Bank of Thailand
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The topic of this session is procyclicality and cnogorudential
supervision. As the first speaker, | have beer@ds& give an overview of
the issue. A good starting point to discuss tlsadsis to remind ourselves
that the issue of procyclicality, especially prdaality of the financial
system, is not new. Discussion about interactibesveen the financial
system and the real economy, especially the idsahle financial sector can
amplify economic activities and business cycles, b@en well documented

by economists, for example, in the financial acegte model.
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Here in Asia, the issue of procyclicality had bd®ought to the
fore during the Asian financial crisis, after whittte issue was extensively
discussed.  Two important conclusions emerged frdmse early
discussions. _ Firstprocyclicality of the financial system poses rigk
financial stability, and to address it, effortsidalr policy to dampen the
procyclical effects through counter-cyclical fingdc regulation and
macroprudential measures. Secotw avoid large build-up of excesses,
macroeconomic policy especially monetary policy hasimportant role to
play. And in the case of emerging markets, thecyariocal behaviour of
international capital flows adds another dimenssrthallenge because of
its effects on domestic monetary conditions. Hencesffectively address
the issue, a combination of macroeconomic poliay famancial regulation is
needed to restrain the build-up of imbalance, @gs® to which procyclical

financial behaviour is a key contributing factor.

The current financial crisis also raises the isstiprocyclicality.
Apart from its global nature, a key feature of tbarrent crisis when
compared with past crises is the scale of excesmkdaking and leverage
that took place that was accentuated by procyclicencial behaviour.
This, therefore, puts the issue of procyclicalibg dinancial regulation into

the policy spotlight.
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What | want to do this afternoon is to discusscpcticality and
the policy approach to address it from a wider pectve of
macroeconomic management aimed at ensuring finastdility. My
focus is to offer a framework for analyzing procgality, and to propose a
view that policies from different orientations, esally financial regulation,

are needed to deal effectively with the issue.

In its simplest form, procyclicality refers to thiateractions
between the financial system and the real economichware mutually
reinforcing. Such interactions tend to amplify #maplitude of the bussiness
cycle, thereby heightening the risk to financialogity. This description of
procyclicality presupposes the existence of twdeasgjcnamely the business
cycle and the financial cycle, that interact andnfogce each other.
However, economic and financial decisions undegyine two cycles are
not independent. They are inherently linked byriek-taking behaviour of
economic agents: the behaviour which is pronehtange in response to
incentive, perception of risk, regulation, and nmformation. It is this
change in risk-taking behaviour that explains lagy@ings in investor
sentiment, from a period of optimism when risk isrelgarded to a period of
pessimism when there is no willingness to take rigkd it is this change in
risk-taking behaviour that underscores the abrupange in financial

behaviour, and in the direction and momentum oheoac activities.
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It follows therefore that procyclicality is a mechism that
encompasses the interactions of at least thretoreiing cycles that move in
tandem. They are the business cycle, the finamgee, and the cycle of
risk-taking beheviour represented by fluctuatiamgsset prices or the asset
price cycle. The three cycles are self-reinforciagd it is the ways the
cycles interact with each others that define thplande and the momentum

of the cyclical flunctuations, as well as risk dirsancial crisis.

Interactions of the three cycles can be illusttatéh reference to
a typical boom-bust cycle. In the beginning, aqeeof low macroeconomic
volatility usually brings about an expansionary sghaf the business cycle.
As the period of stability grows longer, we havsing investor and
consumer confidence, depicting a bout of optimisiie rise in optimism
leads to increased risk-taking, resulting in inseshdemand for credit and

rise in asset prices.

In this period of optimism, the pricing of riskns to fall, lending
spread narrows, and banks tend to provision legheasfocus more on a
short-term outlook rather than a longer-term perspe of risk. This leads
to an upswing in the financial cycle. Demand faedit is further bolstered
by a rise in asset price which raises the valuatbrcollactoral, further

raising confidence and magnifying the risk-takirghaviour and leverage.



5
Next, greater availability of credit leads to m@mending and adds to the
expansionary forces as business outlook is eleviayegerception of low

risk and strong profitability.

It is when confidence changes that the interastiohthe three
cycles go into reverse. Decline in confidence etodown the risk-taking
behaviour, leading to a fall in credit demand. Bamespond to this re-
assessment of risk by de-risking their financigbasure, exacerbating the
downturn in the financial cycle. This results ange adverse impacts on the
real economy that further weaken confidence. & dbwnturn, the three
cycles interact and move in synchronization, preped) by deteriorations in
the balance sheets. It is only when confidenceongs, typically following
a major policy intervention, that the downturn baththe business and

financial cycles begin to stabilize.

With reference to the current crisis, there wereast two specific
features of the financial structures in the advdre®onomies that amplified
the procyclical tendencies in the three cyclesvehjaist described, thereby

making the situations worse than might have been.

First, the duration of the upswing in the financial e&/glas made

longer by changes in the financial structures tlegulted from financial
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Innovation, misplaced incentives, and the way l»sses had expanded by
circumventing financial regulation which allowegkito be underrecognized
for a long period. A case in point is the orige&b-distribute model, the
CDO derivatives, and the use of SIVs as a vehiotetdking risk out of

banks’ balance sheets.

Secondin this crisis the downturn of the cycles weretipalarly
damaging partly because of the interactions orldaekls within the financial
system, as opposed to the interactions betweehniduecial system and the
real economy. These within-the-system interactibosk the form of
positive feedback loops in various market segm#éraswere set in motion
in the downturn as market participants respondeti¢aemerging problems
and distress. Such feedback loops included the Siwvtdown and its
compounding effects on CDO losses, the asset &lessdriven by risk
management response by banks, and heightened naatwaut counterparty
risk that precipitated the hoarding of liquidityMoreover, while these
feedback loops were important in setting into moself-reinforcing losses
and deleveraging, it was also the interactions asiothem, through joint
exposure to common risk drivers and network linlsadlkat contributed to

the multiplication of losses.
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Let me now turn to the second part of my talk \whiavill focus

on the policy approach to deal with procyclicality.

A good starting point to discuss policy is to geize that business
cycles are a normal feature of market economies thed existence —
especially the interaction of the three cycles r wat be eliminated. The
best we can do is to recognize the cycles andviizigs to manage them in a
way that markets continue to function without mgkisystemic instability.
Reflecting this, it is clear that the objective pblicy is to reduce the
amplification of the cycles and their interactidnslimiting the build-up of
excesses. A common wisdom at this time is thatpahould aim to limit
the build-up of excess in the good time and ensbhat the system has
adequate capacity or buffers to manage the dowmtutne bad time. But
because the build-up of financial excess tend®ta kesult of many factors,
some of which are not related to financial institn$, therefore, a broader
approach to policy is needed so that many meashiogds,macro and micro,
are used to help solve the problem. Apart from dpenore comprehensive,
such approach will help ensure that the econonst afopolicy or regulation
is spreaded out, thereby avoiding an undue burdiimg on a particular

sector of the economy or measure.



JTable 1 : A Policy Framework to Address Procyclicality

Framework for managing procyclicality in the financial system and
its effects on the macroeconomy

BusinessCycIe} ‘ Financial Cycle ‘ Risk-taking BehaviourCycIe}

® Counter - Cyclical ® Education

® Monetary polic
ypoliey Capital Regulation

® Disclosure
® Macroprudential

@ Structure of the
financial systems

® Incentive

Table 1. summarizes the policy framework alorg lthe | have
just described. The framework encompasses a pvaeged approach to
address procyclicality, focusing on taming the bass cycle, the financial
cycle, and the risk-taking behaviour cycle throughcombined use of
macroeconomic policy, financial regulation, and estheducation and

disclosure measures.

On macroeconomic policy, especially monetary pgoltbe role of
policy is to achieve long-term economic growth wstbility. This means
avoiding too-eased monetary conditions for too |dygtightening policy

when there are signs that risk is being underegtighand imbalance is
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developing. For financial regulation, its rolete reduce the procyclical
behaviour in the financial institutions by limitirexcessive risk-taking. And
the role of education and disclosure is to prongpeater awareness of risk
by making available information to improve risk @ssment by market, so
that extreme shifts in sentiment and confidenceaagded. Important in
this context for emerging markets is the abrupht ghiinvestors’ confidence
that drives sudden reversals of capital flows aqalidity. But amongst all
these measures, financial regulation remains the agproach to addressing
procyclicality. This is because large and susthibeoms on credit and
asset prices, once they occur, are typically aecatin of the failure of

financial institutions to manage risk.

Let me now turn specifically to financial regutati To the extent
that financial regulation contributes to procyclitaand excessive risk-
taking, supervisors could design their regulation a counter-cyclical
fashion to reduce procyclical behaviour of finahastitutions. Reflecting
this thinking, discussion to date on the role oficial regulation to address

procyclicality has focused on four areas.

The firstis to reduce procyclical tendencies of the Bakehpital
regulation by aligning capital requirement more hwia longer-term

perspective of risk. On this, key measures undssudsion include: (1)
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building capital buffers by capital conservation aseres; (2) reducing
procyclical effects of minimum capital requireméytadopting through-the-
cycle risk parameters to achieve a less pro-cyclaapital ratio; (3)
promoting forward-looking provision that can covean losses that are not
yet incurred but expected, with supporting accawntiule and valuation;
and (4) using additional capital charge for thgdéaand more complex banks

based on indicators of systemic relevance.

The secondrea of focus is the use of macroprudential sugierv.
The aim is to use prudential measures, when ne¢aledstrain the build-up
of risk either in the overall financial markets ior specific asset class.
Examples here include use of loan-to-value ratioresd estate loans and
margin requirements for derivatives and securitr@msactions. Also, a
recent idea of using leverage ratio to help taleawt of the unknown risk
beyond those identified by the risk-adjusted cépégulation also falls into

this category.

The thirdarea of focus is the macro-surveillance of tharfoial
system to monitor aggregate risk and identify stmat change that opens
up new vulnerabilities by making liquidity and cibi regulations less
binding, thereby exacerbating the procyclical ficiahbehaviour. Important

in this context is the subtle shifts in market dadinancial innovation or
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changes in business model that effectively dilute ewen arbitrage
regulations that are designed to dampen procyitiicaln the current crisis,
the combination of the originate-to-distribute mipdegether with CDOs,
unregulated hedged funds, and undercapitalizedgsimant banks creates an
interlinked market structure that adds vulnerapilio the system, by
effectively removing the liquidity and capital ctrants of banks in

underwriting loans and in investing in securitizgdducts.

Finally, the fourtharea is to contain incentives in the context of
remuneration to limit excessive risk-taking. Thguanment is that, in this
crisis, misaligned incentives based on short-teeniogpmance did encourage
excessive risk-taking and contributed to increassdrage. The solution
under discussion is to align compensation schenme nvih a longer-term
prespective of risk and profitability, as well as promote greater

transparency of rewards and incentives throughipdidclosure.

What | have outlined is an overview of the prowmatity issue and
the direction that the current policy effort isitalkto address it. My view is
that, to be effective, a consistent set of poli@edvoth the macro and the
micro levels is needed to address the issue. Astéd at the outset,
procyclicality is not a new issue. It has long meefeature of the financial

system in the market economies and always hasaaglay in a financial
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crisis. The current crisis is no exception. Thféecence this time is that
efforts are being made at the global level to sygially address the issue
through the revision of international regulatorgretards. The hope is that
we can make progress on the issue by taking thet @gd balanced
approach so that the issue can be tackled withwadttling the level playing
field, without repressing financial developmentsl diberalization which is
important for emerging markets, and without undeing the spirit of

innovation which is the hall-mark of market econesi



