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Preface

History records many financial crises, but mankind has never
been so close and so frequent to them as today. So soon alter Euro-
pean Monetary System Crisis in 1992-3, Mexican Financial Crises
crashed in 1994-5. Still a couple of years away, it was followed so
soon hy the outbreak of “Asian Flu” in 1997. Until now, Turkey,
Uruguay, Argentina and Brazil are keeping struggling with the re-
peated breakout of financtal crises. All these crises, especially the
first three worldwide financial crises have a feature of high frequen-
¢y, over economic period, quick transmission, high contagion, the
double crash on bank and currency, more occurrence in emerging
market countries and speculation attack in currency as blasting fuse,
which makes them much difference from the traditional crises.
While, along with the crises, the rapid development of the financial
industry, the deepening of the economics and financial globalization
has integrated the world as “an earth village”. What is the mecha-
nism of their genetic and transmission? Are there any links between
the above two facts? What are the elfective ways to the prevention
of the financial crises?

A significant body of literature has emerged on the recent finan-
cial crises. The literature in this area mainly focuses on primarily ex-
planations to the onset and propagation of a financial crisis. e.g.,
over-indebtedness and deflation to financial marker turbulence ey
ing Fisher, 1933 ), uncertainty and expectation to economic turmeil



(John Maynard Keynes, 1936), the financial instability hypothesis
to the fragility of finance ( Hyman P.Minsky, 1982) and “manias,
panics and crashes - a history of financial crises™ written by Charles
P. Kindleberger ( 1978) 1o provide a history frame for his crises
study. We also have three generations of models to explain financial
erisis within the recent 20 years, which are Krugman - Flood - Gar
bor Maodel( 1984 ,1988) , Obstleld Model( 1986,1995) and the third
generation model like Moral hazard by Krugman and so on. Some
scholars such as Masson (1998), Calvo & Reinhart(1996), Baig &
Goldfajn(1998 ), Forbes & Rigobon, Eichengreen et al. (1996) |
Glick & Rose(1999) have been making great effort o identify the
contagion of financial {lu.

From one crisis 1o another, we learn how 1o extend the list of
potential weakness of finance. The European enises had shown the
role of high unemployment in reducing the ability of authorities to
repeal speculative attacks. The Mexican crisis has shown the danger
of sovereign borrowing in {oreign currency. The Asian crisis now
leads 10 emphasize {inancial market imperfections. While these ex
planations seem plausible, there is still a missing link. We sall know
little on contemporary financial crisis both in theory and practice.
The theory rescarch goes far backward than the facis. Based on the
above facts, this paper provides an overview of the contemporary [i-
nancial crises to examine how financial crisis is bred, how 1s it trans-
mitted internationally . and how can it be prevented. Thus the paper
develops a frame of “onset - transmission - prevention” to explore
the contemporary {inancial crisis by incorporating analysis into cco-
nomic globalization and differentiating it from the traditional {inan
cial crises.

China is well known for her success o the prevention of Asian



Crises. Now, as a new member of WTO, China will be more open
to the world, is there any threat 10 China’s financial sceurity? How
can China avoid crises successfully in her developing course” This
dissertation also shows great concern on these issues.

The dissertation consists of seven chapters.

Chapter One lavs a foundation for the claboration of the disser-
tation by logical defining and classifying the basic concept of finan-
cial crisis. Accordingly, it describes the appearance, the course of
evolution and the feature of the contemporary {inancial crises. Three
generations of models are made detailed explanation here - Models of
Payment of Balance Crisis, Models of Multiple Equilibria (self Ful-
filling Crisis ) and Models of Moral Hazard Crisis. The dissertation
respectively deals with the economic meaning of the three genera-
tions of the models and thar working principle so as 1o provide a
methodological inspiration for the composition of the dissertation.

Chapter Two reveals the intrinsic genetic mechanism of the
contemporzary financial crises. The first reason lies in the interior
fragility of the financial system, which primarily resulis from the in-
terior [ragility of financial system, financial institutions and that of
the financial market. The inborn defects of finance industry such as
liquidity defect due to mismatch of assets and liabilities, asset quality
due to asymmetric information, the high volatility of the price of -
nancial asscts and uncertainty of the financial system lead to the fi-
nancial instability as a fundamental cause for contemporary financial
crises. Bubble economy is regarded as the second reason to breed the
contemporary f{inancial crises. With the rapid development of finan-
cial market and ever-increasing expansion of fictitious capital, more
and more economic bubbles have been accumulated as the energy for
breakout of financial crises from over booming. It is a process just
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like manias, panics and crashes written by Kindleberger. Krugman
notes that in all the afflicted countries a boom-bust cycle in asset
markets preceded the currency crisis: equity and land prices soared
and then plunged when bubble burst. Since the beginning of 1980s,
following the worldwide financial liberalization, we suffered severe
financial crises. The fear that financial liberlization was destined o
hasten crises was {irst given wide currency by the title of “Goodbye
Financial Repression, Hello Financial Crash” (Carlos Diaz - Alcjan-
dro, 1985) . Financial liberlization encouraged world-wide short term
capital movement, simply exposed portfolio weakness and exacerbate
financial fragility, which is the third cause. The contemporary fi-
nancial crises gencrally start from speculation attack on currency, so
foreign exchange system is taken as a target option o the specula-
tor. The international capital flow, fixed foreign exchange rate sys-
tem and the independence of monetary policy consists of a4 well
known paradox, which is the forth reason to the crises.

Chapter Three shows how the contemporary financial crises
break out and the introduction of transmission theory ( Masson mod-
¢l). When the origin country suffers a speculation attack on curren-
¢y and is deleated by the speculator, the crash of currency crises
might lcad 10 & series of crises after within a nation. kspecially in ¢-
merging market, currency crisis is often followed by bank crisis,
debt crisis and capital market crisis, even political crisis. But one
feature of the contemporary financial crises is that the crisis could
spread quickly to other countries, which engulfs the whole region or
worldwide like a flu or virus, so Masson argues that models with
multiple equilibria can introduce volatility into financial market than
substantially ¢xceeds than that of macroeconomic fundamentals and
as a result square better with stylized fact of global {inancial mar-
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kots.

Chapter Four surveys channels why a crisis in a relatively small
market should have global effect. Trade spillover effeets are one pos
sible explanation for the coincidence of speculative attacks. Tt resulis
from the rapid development of world trade and cross-country correla
tions in exchange market pressure. A crisis in one country may have
substantial effect on the macroeconomic fundamentals of its neigh-
bors. For an example, the devaluation of several EMS currencies in
1992 ~ 1993 made the parities of the remaining one more fragile,
since those countries real effective exchange rates had appreciated
and the devaluation reduces the price competitiveness of other coun
tries. Thus, a competitive devaluation happens to spread the erisis
among those trade linkage neighbors. Imtermational capital flow is
called finance spillover effects, which also contribute the transmis-
sion of financial erisis. An inmitial period of euphoria brings about a
narrowing of spreads and lack of concern for credit quality. as capital
flows indiscriminately to many emerging markets. This is often fol-
lowed by a sudden withdrawal of confidence and occurrence of a eri-
sis in a number of countries at the same time. We see periods of
over-optimism and over-pessimism suggestive of arbitrary swings in
marker sentiment. The coincidence of speculative crises may have
heen caused by development industrial economies through monsoonal
cffects that involve interest rates (and capital flows) and trade
flows. With the development of globalization, the world is like a
carth, which form a mechanism of world transmission. Such as o
change of a policy and industry contain a simultancous chain of re-
sponse. For instance, the Mexican crisis was preceded by an in-
crease in U.S. short- term rates beginning in March 1994, Pure
contagion effect is regarded as the main way to the transmission.
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involves changes in expectations that are self-fulfilling, with finan-
cial markets subject 1o multiple or “sunpot” equilibria, for given val-
ues of a country’ s macroeconomic fundamentals. This models is also
given is Chapter Four.

Chapter Five has made real study on three crises, which in-
cludes ERM breakdown in 1992, followed by the Mexican crisis in
1994 which spread to Latin American, and the magnitude of the
1997 crisis in Asia, which engulfed so many countries. We provide
empirical support using data to explain the mechanism of generic and
LrANSMisSsIon .

Chapter Six is prevention to the contemporary crises, which is
involved the reform of International Monetary System (IMS), crisis
indicator study and reasonable treatment to the crisis. One possible
reform about IMS is about exchange rate system, the theory of tar-
get zone and optimal currency area are discussed here. Another pro-
posal for reform concerns the capital flows, which should be subject
to international regulation on effective capital controls by charging
Tobin taxes and URR, disciplining effects on governments of being
open 1o capital flows in favor capital account. The reform o the role
ol IMF is also important, which is to coordinate by cstablishing the
confidence of creditors and minimiziog the damage done by crises
when they occur. To prevent crises transmission, international of
comnmon cffort 1o supervise the finance is necessary . Still, the scien-
tific early warning system by establishing some useful indicators such
as KLR, FR and STV are great helpful for prevention. When crises
occur, emergent measurement and worldwide support are crucial im-
portant 1o the recovery.

In Chapter seven, the dissertation addresses China’ s serious {i-
nancial risks as the threats to her security. “Triangle debis”™ and low
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quality of the bank’s asset show China’s very interior {ragility of the
financial system. The weak banking system now is facing challenge
from the world after China’s entry to WTO, which increases great
uncertainty and high possibility of external attack. The incremental
deregulation of capital account and more open policy create the chan-
nel to be virus through crises transmission of the world. Thus, the
reengineering of China’ s financial system stability is 4 main task.
To achieve this goal, it is urgent 1o build the diversified financing
system and corporate governance frame to reduce financial risk. As a
developing country, China should learn lesson from those emerging
market o refrain economic bubbles and gradually open policy 1)
strengthen the ability of fighting against internal shocks and exiernal
attacks. The mutual financial cooperation between Ching and the
world, especially with Asian region is one of the best choices 1o pre

vent the erisis.
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