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Preface

The creation of banks marks a great leap forward in the
social-economic development of the mankind. As
intermediary agencies, banks optimize the allocation of
resources and make it more efficient by collecting idle
money in the society and lending it out to those who need it.
In this way, banks fulfill the irreplaceable duties of the
financial sector in supporting sustained economic
development and making necessary adjustments.

Banks’ funding mainly comes from public savings, of
which banks have undeniable liabilities to pay back.
Therefore the security of the money lent out has always
been the primary concern of banks since their very first
creation. Once a bank can’t turn its loans into sufficient
money to pay back depositors in a timely manner, it loses its
credibility as an intermediary and is very likely to encounter
a bank run before going bankrupt. More importantly,
banking is such a special industry that the risks are
contagious — the collapse of one bank may trigger domino
effects among many other banks as public panic swells.
That’s why risks in the banking sector are very special —

they have huge spill-over effects.



So what are the root causes of this extreme and
negative externality? Two factors are at play here: market
asymmetry and public trust in banks.

On the lending side, commercial banks gather credit
risk information about its lending customers through
customer due diligence. Completeness and accuracy of the
information are essential to the security of the loans. There
is a problem of information asymmetry here. On the deposit
side, there is also asymmetric information between banks
and depositors. To ensure the safety of their deposits,
depositors need to fully and accurately understand the
operations, financial situation and risk levels of banks,
depending to a great extent on the banks’ ability to
accurately and fully disclose information. In most cases, if
a bank can’t get back its loans or meet its commitments on
deposits, the depositors are not able to get a full picture of
the banks’ true risks and solvency status immediately. The
problem of information asymmetry actually worsens to the
point where the only rational choice for a depositor is to
withdraw his/her deposit ahead of others. This rational
behavior of individual depositors vying with each other to
“get ahead” will eventually turn into a vote with their
feet — “bank run” which expedites the collapse of the
troubled bank. However the panic caused by informational
asymmetry is not confined to one single ailing bank. Since
emotions are contagious, the panic will culminate in the

general public’s waning confidence in the whole banking



industry. Losing public confidence will seriously threaten
the safety of those good banks or even trigger systematic
risks in the financial industry.

To minimize the risks of bank run caused by serious
problems in banking operations, the British government
once required that bankers be subject to * unlimited
liabilities” for paying back depositors. This meant that if a
bank went bankrupt, the bankers must use their personal
possessions and income to pay back depositors until all debts
were cleaned up, after which the bankers’ social status
would plummet. It is by no coincidence that in the face of
the rise of banking risk in the 19" century, the US
government required bank owners compensate depositors
once their banks closed down with an up-ceiling amount of
double his/her original capital contribution to the bank.
Both British and American practices aimed at obliging the
bankers with diligent and effective management of their
banks and preventing them from pursuing short-run profit
by taking excessive risks.

However, such primitive yet clear redlines and
penalties gradually faded out with the development of the
massive industrial society and the modern corporate
mechanisms. But it turned out that problems such as poor
corporate governance were not effectively solved as people
had optimistically expected. Instead these problems
ultimately led to the explosion of “the Great Depression” of
the 1930s with its origins in the Wall Street.



The crisis forced governments in the US and elsewhere
to adopt stringent financial regulations. It is safe to say that
real financial regulations began in the wake of the Great
Depression. After WWII, the global monetary system was
based on US dollar’s pegging to gold. In this system, the
exchange rates of currencies around the world were
relatively stable, greatly reducing market risks of
commercial banks. Thus stringent regulatory regimes
established by the US post the “Great Depression” coupled
with the new international monetary system after WWII
(the Bretton Woods System) ensured stable development of
the banking industry for almost three decades after WWII.

Nevertheless, with the sudden collapse of the Bretton
Woods System and dramatic appreciation of the US dollar in
the early 1970s, the relatively stable fixed exchange rates
gave way to floating rates and risks faced by banks
skyrocketed. To hedge against risks, the US first came up
with monetary (foreign exchange) futures followed by
various other financial innovations. The regulatory
principle established during the Great Depression —
separation of commercial banks and investment banks —
were impacted, evaded and, eventually, completely
abandoned by the new legislations in the late 1990s. With
the mushrooming of extremely complicated financial
derivatives, creation of gargantuan financial conglomerates
one after another and the development and expansion of

subprime debts, all types of financial institutions (and quasi



financial institutions) strutted their stuff in this feast.
Nobody was paying any attention to the good old warning
that “even the best party must have an end”. Many
commercial banks (financial institutions) were operating
under extremely high risks and signs of market failure were
already eminent.

Then what’s the remedy for market failure and, more
importantly, what can prevent market failure from
deteriorating into market avalanche? The answer lies in the
government’s role, i.e. strengthening financial prudential
regulation and interest protection of the financial
consumers. Nevertheless, the prescription from neo-classic
economists is market self-discipline. They believe that
market failure can be solved and harmony achieved by
information disclosure from market players. Regulators of
the Wall Street, mostly influenced by this school of
thoughts. uphold the “Market Fundamentalism”, i. e.,
abandoning regulation and letting the market make
adjustments on its own. In this environment, the boards of
financial institutions actually face unbalanced options. One
option is to have very aggressive risk appetite (high leverage
ratio with regulator’s acquiescence) in the pursuit of higher
short-term return. This would make the firm more popular
in the market, push up its stock price and boost income
from options and capital dividends — all of which are
simply irresistible for the money-worshiping Wall Street.

On the flip side, what would be the consequences of risk



events or even bankruptcies? Shareholders of limited
liability firms obviously only need to shoulder limited
responsibilities. It is the government not the shareholders
who would ultimately pay the bill for systematic risks. Big
financial institutions are “too big to fail” simply because the
government couldn’t bear with the systematic impact on the
whole economy were they really allowed to be closed down.

If it is a serious systemic defect that those who are
responsible for the “external diseconomy” are not bearing
its cost, then the problem of “too big to fail” — worsened
moral hazard — is a catalyst that accelerates the viciousness
of this systemic defect.

In such an environment, various financial institutions
and quasi financial institutions worked hand in glove with
one another but there were no “overseer” or “camera” to
curb their behavior. As regulations over the Wall Street
were limited, segregated. outdated, formalistic and, in
many innovative fields, not much more than window
dressing, the natural result would be for risks to inflate
beyond control. Thanks to US dollar’s status as the
international currency, when financial derivatives were
created in the Wall Street. they quickly found their way into
the global financial system, especially the financial systems
of EU and other developed economies. As this book
elaborates, beneath the surface of apparently exuberant
economies and financial sectors, intrinsic risks of financial

institutions were piling up and the financial system was



growing more and more fragile. Eventually, a * Black
Swan” event — the collapse of Lehman Brothers —
triggered the financial crisis which remedied and corrected
market failures in a destructive. painful and costly manner.
We can see that there are multiple culprits in this crisis:
highly developed financial markets, highly complicated
financial products, intrinsic inclination of financial
institutions to “add more flowers to the already beautiful
embroidery ” and extremely feeble and unbalanced
regulations by the government. The crisis was not only a
result of market failure, but also caused by “absence” or
“failure” of the government. The government failed its
responsibility as supervisor of the market economy and
failed its responsibility to protect financial consumers. As
pointed out in the report from the Financial Crisis Inquiry
Commission (FCIC), "the profound events of 2007 and
2008 were neither bumps in the road nor an accentuated dip
in the financial and business cycles. This was a fundamental
disruption — a financial upheaval, if you will — that
wreaked havoc in communities and neighborhoods across
this country.” “This financial crisis was avoidable. The
crisis was the result of human action and inaction.” *“The
sentries were not at their posts, in no small part due to the
widely accepted faith in the self correcting nature of the
markets and the ability of financial institutions to
effectively police themselves ... This approach had opened

up gaps in oversight of critical areas with trillions of dollars



at risk ... Widespread failures in financial regulation and
supervision proved devastating to the stability of the
nation’s financial markets.”

These words remind me of a renowned textbook — the
Economics. In early 2009, less than six months after the
financial crisis broke out, Paul A. Samuelson, one of the
textbook authors and a Nobel Prize laureate in economics,
proclaimed in the preface of the 19* edition of the
Economics the value of the modern economy: “ that
combines the tough discipline of the market with fair-
minded governmental oversight.” So how should the
“visible hand” (i.e. the government) play a better role in
China’s economic development, especially in the context
that markets are meant to play a decisive role in allocating
resources? Indeed. to elaborate on this question is the

original intention of this book.
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