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Abstract

Traditional lender of last resort theory, originally expounded
by Thornton in An Enquiry into the Nature and Ef fects of the
Paper Credit of Great Bfitain in 1802, then through controversies
between banking view and money view, {inally to Walter Bagehot's
general explanations in Lombard Street in 1873, its whole theoreti-
cal framework gradually were constructed. Its basic view is that,in
order to prevent monetary tightening in crisis from substantial
damage to an economy, the central bank must play a role of the
LOLR, providing liquidity support to any agent and firm using good
collateral and at a punitive interest rate. In 19th century, the Bank
of England Practice has proven that traditional theory was scientif-
ic. But as practices of nations gone forwards, the traditional LOLR
on the loan principal, target, method and interest rate and so on has
been challenged. At same time,as the LOLR theories gradually en-
riched, fire auction, bank runs, failure of the interbank market and
its contagion mechanism have laid a solid foundation of the modern
theory. These views are that the LOLR must be weighed the costs
of systemic risks against the cost of moral hazard. After systemical-
ly describing the traditional and contemporary theory,I turn to dis-
cuss the foreign LOLR practices and classic cases. I take countries
such as Australia, Britain, the United States as cases of practices of

traditional LOLR. Then I analyze the contemporary practices of
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three typical cases against the entire market and individual bodies in
the United States. Practices and case analysis is to confirm the
LOLR theocries.

The above discussion on foreign traditional and contemporary
theory and practice of LOLR,is to explain and solve the practical
problems in China. In the mid-1990s,Chinese central bank provided
large loans several times to close or clean up Chinese financial insti-
tutions,and to promote the reform of state-owned banks. The main-
stream view took these loans as the LOLR, but the other some peo-
ple thought them not. This paper refers them to as the “pan-lender
of last resort”, meaning that in addition to perform the LOLR func-
tion to deal with liquidity risk, the central bank bears the function
of deposit insurance and financial functions to deal with solvency
crisis. I Defines pan-lender of last resort as central bank to provide
liquidity support or capital injection for financial institutions in lig-
uidity crisis or a solvency crisis. They are divided into three types:
liquidity, payment and operation PLOLR. Subsequently, I make
some analysis on two cases of the central branch of Golmud and
Weinan. On these basis, I explain the historical and logical reasons
of the formation of the Pan-LOLR, and reveal their characteristics
through comparison of Chinese and foreign cases. Then 1 focus on
analysis of the economic effects of the Pan-LOLR and conclude that
the Pan-LOLR is costly and inefficient, increasingly difficult to
maintain our financial stability under the background of financial
globalization. Therefore, it is necessary to change the Pan-LOLR in-
to the modern LOLR system. I raise a “three-level, three-step”
strategy. “Three level” include: (1) changing basic market condi-

tions, involving financial institutions, money market, the public, the
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central bank; (2) establishing complementary systems, such as fi-
nancial supervision, deposits Insurance,and compulsory withdrawal
from the market, and their relationship with the LOLR and their
functional orientation: (3 building up the critical elements of mod-
ern LOLR, including the purpose of goals, basic principles and key
elements. The specific implementation divides into three steps: First
is to clear loans,carry on the market hedge,and resolve historically
unresolved problems; Second is to distinguish responsibility, con-
tract scope, lend intensively; Third is to establish regulations to
meet the challenges,and normalize operation. The full implementa-
tion of this strategy, will make it an effective tool suitable to the so-
cialist market economy with Chinese characteristics,led by the gov-
ernment, fully implemented by the central bank based on the cost-
benefit principles, covering all banking, quickly dealing with liquidi-
ty risk.

Keywords: tranditional lender of last resort; modern lender of

last resort;the Pan-lender of last resort;financial stability
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