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ABSTRACT

CREDIT CRUNCH, BANK RESTRUCTURING
AND FINANCIAL DEVELOPMENT

Since the mid 1980’ there have been 150 coun-
tries experienced bank crises, and the vulnerable
banking system in these countries resulted in
harmful effects for the related economy. As the
trends of economic globalization, market orien-
tation, and financial liberalization are accelaerat-
ed, the global banking industry will be confront-
ed with more challenges. Under the circum-
stainces, the countries suffered serious attacks
of bank crisis now pay more attention to setting
up a sound banking system to support sustain-
able financial development, using method of re-
capitalization to recover healthiness of banking
systems and to make a financial support to eco-
nomic growth,

General speaking, bank crisis is accompa-
nied by credit crunch. It is because banks suffer
attacks of financial crisis, their capitals will be

eroded, and their capacity of lending will de-
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cline. So the banks will naturally increase the
loan criteria to let supply of loans decrease, and
credit crunch will happen. Once credit crunch
happen, and there is no useful method for pre-
venting the side effects, financial crisis and eco-
nomic recession will take place.

What is credit crunch? Usually it appears as
a phenomenon of financial institutions elevating
loans criteria, so enterprises could hardly get
funds from financial system at market interest
rate (or prime rate), and growth of bank loans
will decline. Although credit crunch has differ-
ent characteristics in different countries or dif-
ferent periods, and implications and countermea-
sures of solving the problem have different com-
ponents, the main thinng should set up a sound
bank system to improve banks’ capacity of lend-
ing.

Once credit crunch happens, enterprises can

only get less funds from bank system, though



the large and medium -sized enterprises are suf-
fered less than the small -sized -enterprises, so
the share of funds which come from bank system
will decline, and the share of other kinds of di-
rect funding will increase. As credit crunch is
formed, the shortage of funds for the real sector
will result in a break of economic cycle, serious
credit crunch will cause credit crisis and severe
economic recession.

The reasons for credit erunch could not be
the same in different:economy, but the same sce-
nario is that banks increase lending criteria and
the growth of loans will be at a lower level. The
analysis of the recent 15 years of credit crunch
experience, tells us that the reasons for credit
crunch are usually as follows: nonperforming
loans seriously erode bank capital; over eg(pand—
ing of credit results in credit crunch at las‘t; Sys-
tematic reform of banking system develops

shrinking effect and contains growth of loans;
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the transmission mechanism is not perfect so
that monetary policy has little effect to increase
loan indirectly and the decline of credit of finan-
cial intermediate results in disintermediation,

In the early 1998, the People’s Bank of Chi-
na cancelled the strict control on credit aggre-
gates. It was a puzzle that the deregulation made
the Central Bank’s guideline of credit not be ex-
empted as formerly. So at the moment it is un-
necessary that the Central Bank limit credit ag-
gregate, but use various methods to stirnulate
commercial banks to increase credit, so as to im-
plement the Central Bank’s guideline of credit,
and to avoid growth of credit declining. In this
regard, the China’s bank system will be con-
fronted with credit crunch that needs some coun-
termeasures for fighting back.

If there would be some scene of credit
crunch in the China’s bank system, it would be

an unavoidable result of the China’s economic



and financial development, and not subjective
supposes of the commercial banks. When the
function of the China’s bank system becomes
weakened, the target for sustainable economic
development will be confronted serious difficul-
ties, so it is necessary to restructure the China’s
bank system.

As China will implement financial opening
up policy as the entry into the WTQ, more chal-
lenges will appear, such as higher ratio of non-
performing loans, severer lack of internal con-
trol of bank system, that these will make the
China’s banks stay in inferior position in the in-
ternational bank competition. To avoid credit
crunch, China should restructure banking sys-
tem, relax control on banking system, adopt a
deposit insurance system, strengthen bank
system’s capability of loan, develop function of
financial intermediate, maintain efficient supply

of social funds , formulate appropriate financial




policy, so as to maitain sustainable economic and
financial growth.

This book mainly considers the formation
mechanism and countermeasures of credit crunch
-nonperforming loan trap in general. It shows
that increasing ratio of nonperforming loan is the
main source of the formation of the trap. The
mechanism is as follows: high ratio of nonper-
forming loan results in credit crunch, and in-
creasing pressure of credit crunch causes higher
ratio of nonperforming loan.

Once credit crunch-nonperforming loan trap
take place, it should pursue a basket of compre-
hensive policies to constrain the trap, the main
measures are; to relax lending criteria, to sup-
port the small and medium-sized financial insti-
tutions that need liquidity, to dilute nonperform-
ing loans, to support small and medium-sized
enterprises, to improve the reform of the SOE’s.

The book suggests to take measures to keep the
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