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Abstract

In this article, we set ourselves the task of explaining the phenomenon of the credit cycle’s resilience. Some
studies show that credit cyclicity is stable, at least during the last 160 years. At the same time, most of the
instruments and measures used for curbing the cycle do not bring tangible and visible results. In this regard, we
have set the task of systematizing the existing studies on the issue. In particular, in this paper we’ve analysed the
potential effectiveness of various measures in the abolition of or mitigating the credit cycle. These included a
change in capital requirements of commercial banks, the evolution of credit risk evaluation methods, changes in
the targets of monetary policy, a degree of institutional development of the economy, a level of competitive
pressure on the credit market, targets for non-performing loans, credit rationing policies. As a result of the
carried out comparative theoretical research, we came to conclusion that none of the above mentioned tools is an
effective medicine, which can cure the credit market from the cyclical pattern of its existence. However, the
experience of Asian region, in particular the use of directed credit distribution and establishing targets on
non-performing loans and loan losses significantly reduces an amplitude of the cycle, however, at the price of
higher credit rationing levels.

Keywords: credit cycle, credit risk, credit market, credit rationing, monetary policy, bank capital, Basel,
corruption

1. Introduction

Credit cyclicity along with the phenomenon of the business cycle holds the title of one of the main puzzles of the
economic realm. Sustainable alternation of the periods of rise and fall in credit dynamics is a significant problem
standing in the way of achieving stable development of the credit market. It is widely believed that the
oscillations in credit activity are the result of credit market imperfections. The central place in the explanation of
this phenomenon is often given either to interaction of bounded rationality and information asymmetry in the
process of changing multiple equilibria in the credit market (Stiglitz & Weiss, 1981; Rotheli, 2012; Burakov,
2013) or, in the framework of the shock approach, to financial accelerator and uncertainty of economic
conditions (Bernanke, Gertler, & Gilchrist, 1996; Marti, 1996; Kiyotaki-Moore, 1997). However, regardless of
the approach to determining the nature of the credit cycle, resilience of its existence leaves no doubt today.
Unfortunately, only a limited number of studies upon the history of credit cycles exist. (Kindleberger, 1975;
Haldane, 2010) They show that, regardless of changes in the amplitude of fluctuations in credit, the duration of
the cycle and the type of the shock, leading to changes in phases, this phenomenon is a stably recurrent one, at
least during the last 160 years (Haldane, 2010). Various attempts to eliminate it, to curb or mitigate, one way or
another, are based on a certain theoretical foundation. It is this foundation that serves as a necessary basis for the
conduct of a specific monetary policy framework and for the formation of preferences for using one instrument
in relation to other. The same logic holds true for the research community, which develops the necessary
theoretical background for the use of these tools. However, given the diversity of approaches to the definition of
fundamental theoretical principles of the credit cycle, the spread of the proposed measures is truly astonishing.
Today, to achieve stability in the credit market absolutely contradictory measures are offered: from the return to
the gold standard and abolishment of the fractional reserve banking system to switching monetary regimes in
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favor of credit targeting (Akerlof & Shiller, 2009). Such fragmentation of the points of view, in our opinion, is a
consequence of the above described problem of methodological pluralism. Complex researches summarizing
different points of view in the modern literature, unfortunately, don’t exist, due to just recent resurgence of
interest in the issue of credit cyclicity. As to enrich the existing theoretical proposals for elimination of the credit
cycle or mitigation of its negative externalities for the economy, we set ourselves the task to summarize the main
directions of combating the credit cycle and to assess their potential efficacy for the possibility of the credit
cycle’s elimination.

The structure of this paper is organized as follows and includes the following sections: section 2 presents a brief
summary of methodological approaches used for the analysis of credit cycle’s resilience phenomena; section 3
gives an overview of existing methods for eliminating or curbing the credit cycle and also presents the analysis
of them in order to determine their absolute or relative appropriateness for achieving the above mentioned goal;
section 4 summarizes the results of the conducted study; section 5 presents a bibliographical list of proceeding
used in the preparation and conduct of this study.

2. Methodologies

This study is based on the use of different research methods. These include statistical methods of research
associated with identifying the correlations between variables; also comparative analysis methods in order to
determine the validity of the analyzed correlation are used. Much attention in this study we pay to the historical
retrospective due to the specific characted of the subject studied. In most cases, statistical time series for credit
dynamics over a significant period of time are not available for most countries in the world. Constant changes in
the standards for the presentation of statistical material by national statistical offices and monetary authorities,
due to changes of the basis period-from a year basis to a quarter one, or from quarterly to monthly series, also
greatly exacerbate the problem. Thus, in some cases, identification of the fact of cyclical movement of credit in a
separate country may be based not so much on statistical time series, but rather on empirical observations and
theoretical assumptions of the individual authors, studying the issue. However, we do not believe that this fact
reduces the value of the analysis provided in this research.

In this work the credit cycle is defined as the change in total monthly growth rates of funds lent by commercial
banks to borrowers in the real sector of an economy. The base period shall be considered as the previous month
of the current year. A phase of the credit cycle is defined as sustained periods of time at which the monthly
growth rates of credit lie in a certain plane. For downward phases-growth rates are negative, for upward
phases-positive. In this study, we do not set ourselves the task of a detailed identification of each phase of the
cycle. Rather, our task is to evaluate whether a certain method of regulation or a condition of economic (credit)
system development has an effect on the cyclical pattern of credit dynamics. In case of absence of sufficient and
acceptable information for the pace of credit growth, we propose to use the data on the dynamics of
non-performing loans (NPL) or loan losses.

To identify positive or negative correlation between the resulting (credit cycle) and variable (e.g., type of
methods of credit risk evaluation) we use the comparison of time series or methods of comparative analysis by
isolating the individual periods and matching them depending on the dominant type of a variable in this period.

Given the universality of the behavioral patterns of credit market participants, in particular of bounded rationality,
the presence of negative or weak positive correlations between the variables in one market ceteris paribus gives,
in our opinion, a sufficient ground for extrapolating an effect to other markets.

The theoretical basis for this study is the combination of theoretical and empirical studies of various researchers
on the issue of the credit cycle.

3. Potential Remedies for the Credit Cycle: A Theoretical Review
3.1 Strengthening Bank Capital Requirements

In the midst of a global financial crisis, the number of the researches devoted to tightening capital requirements
in commercial banks increased dramatically. The main proponent of this idea on the world financial arena
became the Basel Committee on banking supervision. Theoretical basis of this clause suggested strengthening
the capacity of banks to absorb shocks occurring in the economic system. (Basel Committee, 2010). In addition
to tightening capital adequacy requirements it was proposed to form countercyclical capital buffers: “airbags”,
softening the burst of the crisis phenomena on the one hand, and fulfilling the signaling function for banks:
restraining the process of excessive credit expansion.

In addition to proposals of the Basel Committee, the paradigm of liabilities’ regulation gained support in the
writings of the research community. For example, formation of reserve capital in different variations (see e.g.,
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Grossman & Imai, 2012) will promote the intensification of monetary liability of commercial banks, thereby
trapping the problem of limited liability. (Gollier, Koehl, & Rochet, 1997; Sinn, 2001) Unfortunately, this view is
based on the idea of full rationality of creditors. Some studies show that this method of dealing with the problem
of limited liability, and, as a consequence, the removal of a problem of excessive credit expansion, is unlikely to
bring sufficient results (Haldane, 2010). Moreover, these doubts are confirmed by historical evidence. If we turn
to the analysis of dependence between the level of bank capital adequacy in retrospect, and the existence of the
credit cycle, it becomes clearly visible that a direct relation between these elements is not traced. For example, in
the UK during the second half of the XIX century, the capital adequacy ratio was at a significantly higher level
than 50%. (Grossman & Imai, 2012) The same is true for the USA in the beginning of the XX century (Sinkey,
1997). At the same time, the research of experts of the Bank of England gives great support to the fact of
existence of the credit cycle in these periods of time for both the UK and USA (Haldane, 2010).

Another line of argumentation can be found in behavioral economics field of research. For example,
experimental studies show that tightening capital adequacy requirements can bring significant results only in
case of frame of gains. In case of frame of losses (which is manifested in the credit market in conditions of rigid
competition) a sufficient increase in the market rate of return on investments may reduce the effect of increasing
the monetary liability (Burakov, 2014).

Thus, considering tightening of capital adequacy requirements as a sufficient instrument to curb the credit cycle
or even eradicate it seems ambiguous.

3.2 Improving Credit Risk Evaluation Methods

The achievement of stability in the development of the credit market is directly connected with the management
of the cyclical movement of credit. In other words, timely impact on the credit expansion will directly affect the
level of credit risk taken by banking institutions. In the proposals of the Basel Committee on banking supervision,
solution of this task is to be fulfilled by optimizing methods of risk evaluation. (Basel Committee, 2010). In our
opinion, the use of such approach possibly cannot bring the desired effect due to the fact that the theoretical basis
of the documents developed by the Committee is the paradigm of neoclassical school of economics that is not
consistent with economic realities. Basel III (like previous versions) does not take into account one of the most
important provisions of the modern economic theory-a notion of bounded rationality of market players, proved
as viable and of practical significance.

An alternative view upon the place and role of credit risk evaluation methods of is offered by proponents of the
behavioral school of Economics. The end of 1990s was a time of a vigorous debate upon the effectiveness of the
application of VaR instrument for analysis of credit risk, as a promising innovation in risk management. Even
today the debate is still going on. (Taleb, 2009) Support of quantitative analysis methods’ ambiguity and periods
of their introduction (innovations in the risk management) can be found in works of another behavioral
economist T. Rétheli (2013). According to his hypothesis, introduction of new methods of credit risk analysis in
USA in the beginning of the XX century, on the one hand, increased the accepted risks in the credit market, on
the other acted as an anchor-factor reinforcing excessive confidence in the positive outcome of granting loans
(new methods of analysis were perceived as a panacea for low-quality borrowers that time). Based on an
historical analysis, Rotheli concludes that the innovations in evaluation methods have helped to increase the
level of credit risk accepted by commercial banks and competition in the credit market.

Thus, there is uncertainty regarding the place and role of credit risk assessment methods in fulfilling their direct
task. Supporters of the mainstream of economic thought proceed from the necessity of further development of
risk evaluation methods, while supporters of the heterodox schools warn against excessive relying on the risk
evaluation methods and try to recall that the decision, even using any of the methods, is made by a human whose
rationality is far from full.

The answer to this ambiguity of views can be found in the comparison of the evolution of credit risk assessment
methods and sustainability of oscillations in credit dynamics. (Burakov, 2013) Results of the comparison of
credit dynamics, changes in loan losses for the period more than 100 years and the dominant methods of credit
risk evaluation used in certain periods of analyzed time, generally support an alternative point of view according
to which methods of credit risk evaluation are no significant power to cure the credit market from the cyclical
pattern of its development.

3.3 Quality of Market Institutions

Another strand of the literature on the credit cycle’s issue highlights the improvement of the quality of market
institutions as a necessary condition for the achievement of stability of credit market development, and, as a
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consequence, for curbing the credit cycle. (La Porta, Lopez-de-Silanes, & Shleifer, 2002; Barth, Caprio, &
Levine, 2006; Bertay, Demirguc-Kunt, & Huizinga, 2012). The theoretical background of this approach is based
on the presence of a tight relationship between the quality of institutions (respecting the right, fulfilling the
obligations, and quality of the institutions exercising control over first and last ones) and the ability of credit
institutions with high quality and timely use their rights and fulfill their obligations to the counterparties. In this
case, high quality of institutions contributes to the reduction of agency costs and the increase of availability of
credit, reducing the level of credit rationing, and generally improves the quality of loans granted. In the case of
weak market institutions in the national economy, the risk premium on loans is growing, as well as the credit
standards, set by creditors to borrowers; the credit market is narrowing, along with negative impacts on
economic development. Another important consequence of poor market institutions is the widespread corruption
and bribery in the framework of credit relationship, which affects credit market through a number of channels
(Weill, 2011). One of the channels is affiliated lending, which leads to the satisfaction of low quality demand for
credit. The consequence of this equilibrium in the credit market is in increased sensitivity to shocks and
excessive acceptance of credit risks, including their high concentration.

It is believed that the developed markets with high quality institutions are less prone to cyclical crises in the
credit market. (Reinhart & Rogoff, 2011) In other words, a common point of view according to which,
improvement of the quality of institutions can relieve the credit market from frictions, leading to a cyclical
nature of its development.

On the other hand, studies of developing countries show that the credit cycle exists regardless of the quality of
market institutions. In case of low-quality institutions amplitude of credit oscillations is higher, than in countries
with high-quality ones. However, a mere acquaintance with the data of statistics gives the chance to assume that
the quality of institutions affects the amplitude of oscillations, not the cycle itself. (Note 1) Credit cyclicity
remains stable, in both developed and developing countries.

Therefore, the potential for institutional reforms to address the cyclical pattern of credit market development
seems not to be a remedy.

3.4 Curbing Competitive Market Forces

Some researchers believe that competition is the driving force of the credit cycle (Birkchandan, Hirshleifer, &
Welch, 1998; Ruckes, 2004; Hauswald & Marquez, 2006; Acharya & Yorulmazer, 2008; Haldane, 2010). And it
is by curbing the competitive pressure on credit market is possible to remove the threat of cyclical pattern of
development of the credit market. The theoretical basis of this approach lies in the correlation between the
competitive pressure and the level of the accepted credit risk by commercial banks. The higher competition on
the credit market, the higher is the willingness of the creditors to take excessive risks, satisfying the demand for
credit of lower quality borrowers. In the proof of the validity of this approach we may again appeal to the study
of Haldane (2010). Historical evidence of cyclical development of credit shows that in the “Quiet Period” in the
US, the amplitude of the credit cycle has declined sharply. That was mainly connected with the tightening of the
regulation of banking institutions. Indeed, compressing competition is an essential tool to rein in the credit cycle.

However, assuming competition to be the driving force of the credit cycle seems premature. In the absence of
competition in the credit market, in case of weak institutions, the wide spread of cartels, including state owned
ones, which allocate credit, credit cycle seems to be a stable recurring phenomenon (as, for example, in case of
Russia).

3.5 Non-Performing Loans and Loan Losses Targeting

Another direction in the management of the credit cycle can be found in the experience of the Asian countries
that went another way from the European countries. Realizing the importance of the credit and its potential
impact on economic development, a number of countries set a goal of targeting not inflation or monetary
aggregates, but set a task of straight and directed control of the credit activity. The result of this approach was the
emergence and implementation in practice, of targeting non-performing loans and loan losses mechanism.
(Banerjee, Cole, & Duflo, 2006) Theoretical basis of this mechanism is the continuous monitoring of
performance of activities of the banking system of the country, associated with the results of the activities of
banks. Anchoring the quality of the activity of credit organizations is manifested in controlling the growth of
debt overdue and inspections in order to determine the reasons for the growth of non-performing loans’ share or
losses on granted loans. Moreover, given the nature of the institutional development of Asian countries (e.g.,
India), this supervision is also designed to determine the presence or absence of affiliation in lending funds. Such
a system of incentives naturally influenced the behaviour of credit managers. The consequence of this incentive
was a rise in the exerted efforts to undertake the verification of the potential credit application on the one hand,

130



www.ccsenet.org/ass Asian Social Science Vol. 10, No. 10; 2014

and tighter monitoring of borrowers, which received a loan on the other. Another consequence of this approach
was a sky-rocketed increase in aversion towards losses of credit institutions (including government owned banks)
in the process of meeting the demand for credit.

Indeed, the effects of this approach are ambiguous. On the one hand, for example, India has managed to achieve
stability in the development of the credit market. According to the Reserve Bank of India, the amplitude of the
credit dynamics is minimal, and the national economy is experiencing the same credit cycle for almost 20 years,
while other countries for this period of time managed to pass through 2 or 3 cycles. On the other hand,
consequences of these measures are increasing credit rationing, expressing in reducing the supply of credit and
the development of the informal sector of credit market.

In our opinion, the use of this mechanism in terms of achieving stability in the development of the credit market
is definitely positive. From the point of view of encouraging an economic growth, the use of this mechanism
shall be in line with the goals and strategies of economic development in medium and long-term period and also
shall be determined by the monetary and economic authorities of the country.

4. Discussion and Conclusion

In the result of the carried out research we came to conclusion, according to which eradication of cyclical pattern
of credit fluctuations is impossible today. This conclusion generally confirms the hypothesis postulated in the
beginning of the study. On the one hand, abolition of the cycle is hampered because of the presence of credit
market imperfections, in the form of information asymmetry, and the effects that it brings to life. On the other
hand, bounded rationality of market players also puts a stamp on the resilience of the credit cycle. It is also
should not be forgotten about the existence of tail risks-unpredictable events, probability of which is difficult to
evaluate. These features inherent in any market, including credit one, are the very inherent sources, which give
birth to the oscillations in credit dynamics.

In our opinion, it is rational to assume that the question about how the credit cycle could be eradicated should not
stand today. Rather we need to search for ways of its containment, for methods of controlling this phenomenon
in order to ensure stable functioning of the credit market on the one hand and effective on another. A review of
theoretical proposals of various researchers and monetary authorities, which we have carried out in this study,
shows that a clear understanding, as well as certainty and unity in the ways for achieving these goals, today do
not exist.

The key problem of the management of the credit cycle is a type of a classical dichotomy between development
goals and goals of stability. And the measures for the elimination or mitigation of the credit cycle studied here
are situated exactly between these theoretical pillars.

So, for example, a tightening of capital requirements does not have a substantial impact on the amplitude of
fluctuations in credit. The same is true for the improvement of risk evaluation methods, as well as the economic
and institutional development of the credit system. Regulation of the competitive pressure level on the credit
market is, in our opinion, a promising method of control, but, unfortunately, the proposals for the use of this
approach are quite vague. Moreover, the study has found that the credit cycle “feels quite comfortable” even in
the absence of competition in case of poor institutional environment in a particular economy. But in case of
institutionally developed markets, curbing the competitive pressure can be a very effective mechanism for
achieving sustainable development.

A separate line of research, reflecting the phenomenal success in combating the credit cycle in Asian countries
(India and China, for example), points out the positive effects of relying on strong and regular government
interventions in the form of directed control over the allocation of credit resources, its rationing and the
establishment of the NPL and loan losses based targeting regimes. As results of various researches and statistical
analysis show, this approach actually helps to cure the “curse” of the credit cycle. Supporting this approach, it
should be noted that the use of such experience in the 1970s, and 1980s in developed countries (in France, for
example), also brought significant results. However, the price of direct interference in the mechanism of the
credit market, as a rule, is quite high and reveals itself in the form of conscious suppression of the credit supply
and growth of credit rationing level with all arising frictions in other markets. Although it is worth noting that an
acceptable price for achieving stability in every credit (and economic) system should be determined by this
system itself and this matter, in our opinion, should not be of particular interest for economic research area, until
there is solid evidence of the ineffectiveness of such approaches.

Confirming the need for tighter regulation by alternative ways, we can also highlight the U.S. experience in the
so-called “Quiet Period” in the credit market. Significant compression of competition between commercial and
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investment banks has contributed in achieving conservative behaviour on the credit market and avoiding
systemic crises and large-scale bankruptcies during almost 30 years period, until the “Financial Liberalization”
has gained strength in 1980s.

Thus, it seems obvious that taking into account the “immortality” of the credit cycle, defeating this phenomenon
is not an easy task to complete, and monetary policies directed to its curbing should be in each case specific and
consider the peculiarities of national economic system and features of national credit market. Unfortunately,
globalization of approaches of regulating credit market in general and the banking sector in particular is hardly
can contribute significantly in achieving this goal.
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Note 1. See for example, statistical data on credit dynamics in Russia, Ukraine, Poland, and Bulgaria.
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