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Foreword

In the modern economy, banks are playing significant
roles in the national economy and political stability, as collec-
tors of savings, distributors of resources, suppliers of liquidity
and payment service and especially the key point of implement-
ing monetary policy. However, the banking system tends to be
unstable and vulnerable to crisis. In light of the frequent crises
and their negative impact on the economy, a so-called “safety
nets” has been widely established as a specific regulation mea-
sure.

The book systematically studies the banking crisis and the
safety nets for preventing and managing banking crisis. First-
ly, various models of banking crisis are examined so as to find
the similarity of banking crisis. Secondly, several cases of big
banking crisis have been summarized and analyzed with the aim
of verifying the theoretical models of banking crisis with empir-
ical evidence. Thirdly, the macroeconomic implication of bank-
ing crisis is discussed and three components of the safety nets,
which help preventing crisis and mitigating their negative im-
pact, namely banking supervision, role as a lender of last resort

of the central bank and deposit insurance are analyzed. In addi-



tion, the issue of distributing the power of banking governance
is touched. Fourthly, the risk profile of banking industry in
China and efficiency and effectiveness of the safety nets are
evaluated. Finally, suggestions on improving the safety nets.

Main contribution of the book include: i. Starting from
analysis of banking crisis, prudential regulation of banking in-
stitutions, lender of last resort and deposit insurance system are
comprehended into the safety nets. Contents of the three fac-
tors, their inter-relationship and roles played are systematically
presented. ii. Risk profile and financial strength of Chinese
state-owned commercial banks in terms of asset quality, capital
adequacy, bad loan reserves and profitability are analyzed in a
systematic and comprehensive way. iii. Efficiency and effec-
tiveness of the safety nets are evaluated and experience and
lessons of handling insolvent financial institutions are summa-
rized using typical cases. iv. System arrangements for improv-
ing safety nets are proposed based on Chinese situation. Fur-
thermore, the detailed implementation program of establishing
deposit insurance system in China is formulated and precondi-
tions of perfecting the mechanism of lender of last resort are
summarized.

This book was written based on my PH.D dissertation
with some modifications. While I was preparing my disserta-
tion, Prof. FU Jiaji, Prof. WU Guisheng and Prof JIANG
Yanfu have contributed their valuable comments and advice,
which is very relevant and helpful. It is their devoted pursuit
for truth and their broad and profound knowledge that encour-

aged me to eventually complete my dissertation. When I was



studying in London Economics School, Prof.GUO Yan from
the economic school of Peking University provided me with a
collection of valuable data on banking crisis in the world. Addi-
tionally, I was also supported and advised by my superinten-
dent and colleagues. 1 hereby extend my sincere gratitude to all

of them.
Study and research can be boundless. While I tried in this

book to discuss issues on banking crisis and financial safety
nets, my observation could be only partially the truth and any

comment or argulneat is much appreciated.

Liu Shiyu
June. 2003
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