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Figure 5 Systemic Risk Evolution of China's Banking Sector
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Economic Growth State and Systemic Risk in Banking Sector
——Based on Markov Regime Switching CCA Model

SONG Lingfeng, WU Shijie
Economics and Management School, Wuhan University, Wuhan 430072, China

Abstract : The occurrence of financial crisis is closely related to the change of economic growth. External shock and internal vul-
nerability are two sources of systemic risk in the financial sector. In the analysis of the impact of economic growth on systemic
risk in the financial sector, existing research often sees economic growth as an external shock, ignoring the problem that the sys-
temie risk measurement model has endogenized the impact of economic growth, and the systemic risk indicators they used can not
distinguish between external shock risks and the risks posed by internal vulnerabilities, making it difficult to determine the source
of systemic risk in the banking sector and to analyze the extent to which economic growth affects systemic risk.

The Markov regime switching model is introduced into the contingent claim analysis framework to calculate the associated
probabilities of the economic growth state and the distance of default to obtain the unconditional probability distribution of the dis-
tance of default, to strip the influence of the economic growth on the systemic risk, and to construct the unconditional distance of
default of banking sector’s internal vulnerability risk, and then can decompose the systemic risk of banking sector. This paper
chooses the listed banks in Greece and China as samples from January 2007 to December 2016 to examine the impacts of external
shocks and internal vulnerabilities on the systemic risk of banking sector.

The resulis show that systemic risk of banking sector can be broken down into internal vulnerability risk and the impact of
external economic state. Based on the empirical results of domestic and foreign banking departments, the research shows that sys-
temic risk of banking sector is mainly determined by its own fragility, and the state of economic growth functions as a multiplier
for systemic risk. The downward trend of economic growth will lead to a sharp rise in systemic risk in banking sector, while the
upward trend can further improve the risk situation of banking sector. The amplification effect of economic growth on systemic risk
is asymmetrical. When banking sector’s vulnerability risk situation is deteriorated, multiplier effect of economic growth downward
state is stronger; and when it's improved, the synergistic effect which economic growth state has on systemic risk is relatively
modest. In the short term, bank bailouts affect systemic risk through external mechanism and can stabilize the systemic risk obvi-
ously in crisis.

In macroprudential supervision, regulators should not only ask the banking sector to reduce their own risks, but also pay at-
tention to the links between external economic conditions in addition to real economy and systemic risk. Forward-looking counter-
cyclical supervision mechanism should be established to achieve effective management of systemic risk. When banking sector is
in crisis, the government should provide effective bailouts timely.

Keywords ; economic growth ; systemic risk ;internal vulnerability ; Markov regime switching model; contingent claim analysis ; dis-
tance to default
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