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Abstract

Preventing systemic financial risks has become a top priority of the Chinese
government. As the first step towards a comprehensive analysis of financial risks,
we survey the literature in three related areas: early warning system, financial
contagion and policy interventions. Several findings of the literature review have
important implications for China’s macroprudential polices and financial reforms.
First, a rapid increase in the macro-leverage ratio could significantly increase the
probability of financial crises. Second, fire sale is a major channel of financial
contagion. Third, during a banking crisis, the laisser faire attitude of a central
banks due to the concern of moral hazard may deepen the crisis. Fourth, the lack
of policy-making independence may prevent the central bank from taking
effective actions in the crisis as a lender of last resport.
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