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Abstract 
This paper is a thorough examination of the concept of financial stability by studying and exposing opinions from the 
relevant literature regarding the content and objectives of financial stability. I considered that such a study could be 
useful in an academic perspective, but also from the perspective of performers and those interested in the activities and 
actions of central banks. Financial stability shows us the capacity of a financial system to maintain its basic functions 
and adapt to disruptions threatening these functions 
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1. Introduction and context of the study 
 

       To the extent where banks are the core of the financial system, the condition of the economy and structure of the 
banking system are closely related to ensuring the financial stability and macroeconomic evolutions. Financial stability 
is therefore of special importance for any economy. Spulbăr and Niţoi (2012) consider that financial stability does not 
have a dedicated definition nor a model or an analytical framework of assessment. In most countries, the task of 
ensuring financial stability is divided between the ministry of finances, central bank and the Financial Supervisory 
Authority. To promote an efficient cooperation, the exchange of information between these authorities and the 
implementation of a formal framework for cooperation are essential. 
 
2. Approaches of financial stability 
 
       The study of literature highlights the fact that “there are both definitions based on the enumeration of the 
characteristics of financial stability, as well as definitions concerning directly the concept”, but which prove to 
not cover the complexity of the concept. The definitions vary depending on the authors’ working assumptions.      
Two schools of thought are clearly distinguished in the literature: authors who prefer to define the financial 
instability and authors who try to define the financial stability and not its absence. A first set of definitions is that 
of authors who prefer to outline the stability as a lack of instability. Thus, Mishkin (1999) states that “financial 
instability occurs when the shocks of the financial system interfere with the flow of information, so that the 
financial system can no longer fulfil its duties to channel the funds to opportunities of productive investments”. 
This definition emphasises the intermediation role of the financial system in granting credits to the real sector 
and to that of asymmetric information, which determines financial instability. The author also identifies four 
types of main shocks that can determine the financial instability, respectively:  
- increasing the interest rates, which leads to phenomena of adverse selection;  
- increasing the uncertainty, determined by large-scale bankruptcies, political instability, stock exchange crashes;  
- significant difficulties of the balance sheets of banks in the system, with negative effects on the investments 
and economic activity; 
- the effects of the prices on the market of assets on the balance sheet, deflation/ inflation determining changes in 
the value of assets and liabilities and depreciation/ repreciation of the currency.  
        In his turn, Davis (2001) defines the systemic risk and financial instability as being “an increased risk of a 
financial crisis”. A financial crisis is then described as being a “major collapse of the financial system, which 
involves its incapacity to provide payment services or allocate credits for the opportunities of productive 
investments”. Davis has also emphasised that promoting the financial stability is equivalent to managing the 
systemic risk. This definition also emphasises the role of the financial system in supporting the real sector by 
granting credits and managing the payment services. Unlike Davis (2001), Chant (2003) defines the financial 
instability as being “...the conditions on the financial markets affecting or threatening to damage the performance 
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of an economy through their impact onto the operation of the financial system”. The definition of this author 
encapsulates several different types of instability, ranging from banking crises to the blockage of the capital 
market. Additionally, Chant suggested that the financial instability would distinguish between other forms of 
instability, such as the macroeconomic instability. The main difference is that financial instability has its source 
on the financial markets, while the macroeconomic instability often occurs as a result of some shocks of the 
aggregated supply or demand. Ferguson (2002) refers to distorting the prices of assets in his definition given to 
financial instability and underlines the final impact of financial instability in macroeconomy, meaning on the 
level of aggregated expenses. Ferguson (2002) describes the financial instability as being “a situation 
characterised by... three basic criteria: the removal of the prices of assets from the fundamental ones, distortion 
of the market operation and availability of the credit nationally and probably internationally and the deviation of 
aggregated expenses from the capacity of the economy to produce”. The second set of definitions outlines the 
concept of financial stability, but also here there are tones, because some authors directly aim at the 
phenomenon, and others at the characteristics thereof. For example, Foot (2003) defines the financial stability as 
being the situation where there is: monetary stability; an unemployment rate close to the natural one; a 
confidence in the operation of the key-institutions and financial markets and when there are no relative 
movements of the prices of real or financial assets within the economy, which would undermine the 
aforementioned matters. The author assigns certain trends of the macroeconomic stability to the financial 
stability. Crockett (1997) makes a distinction between the financial stability of institutions and respectively that 
of the markets, offering the following definition “stability is the situation in which both the key institutions in the 
financial system are stable, there existing a high degree of trust in meeting the contractual obligations, without 
interruption or with outside help; as well as the key-markets, the participants being able to confidently trade at 
prices that would reflect the fundamental level and which would not substantially vary over short periods of 
time”. This definition, unlike that of other authors (for example Davis, 2011), underlines that the periods of 
volatility of the prices of assets are signs of instability. Crockett states that the financial stability exists in the 
case where the financial system continues to operate normally, without help from the “outside”.     This 
distinction between the financial stability of the institutions and respectively that of the markets also requires 
distinct actions of the central banks in ensuring the stability. On the side of the institutions, financial stability is 
the situation in which the “significant financial institutions in the system are stable and have sufficient credibility 
so that they can perform their contractual operations” (Cǎpraru, 2009). Cǎpraru considers that the effects of the 
financial instability on the side of institutions are:  
- the emergence of the “bank run” periods, which determine substantial withdrawals of the availabilities of 
depositors, which can cause the bankruptcy of the institutions in question;  
- the manifestation of the contagion risk, in the context of interbank crediting and public’s loose trust in the 
financial system;  
- additional budgetary expenses;  
- the emergence of macroeconomic imbalances and obstacles in the development of the financial system with 
adverse effects on the economic growth.  
        On the other hand, the financial stability on the side of markets is “that situation in which the participants 
on the financial markets trade at prices naturally formed depending on the supply and demand” (Cǎpraru, 2009). 
Padoa-Schioppa (2002) states that “financial stability is a condition of the financial system to withstand shocks, 
without giving rise to cumulative processes that affect the allocation of economies to the most opportune 
investments and processing of payments in the economy”. The emphasis is placed on the capacity of absorbing 
the shocks or on the resistance of the financial system, so that it can continue to fulfill its essential functions of 
allocating the resources and providing the payment services. The reference on the payment services is important, 
because interruptions of the intermediation function and disorders of the payment system may cause adverse 
effects on the level of economic activity. An extensive study on defining the financial stability is carried out by 
Schinasi (2004), who affirms that “a financial system is stable if it has the ability to facilitate the performance of 
an economy and dissipate the financial imbalances that arise endogenously or as a result of significant adverse 
reactions and unforeseen events”. This definition underlines that the financial stability is a dynamic 
phenomenon. This involves the fact that financial systems operate in a corridor, the stability and respectively the 
instability being opposite ends. The movements to the “instability” end of the corridor appear as a result of some 
accumulations of imbalances (or vulnerabilities) within the financial system or due to the external shocks.  
      The governor of the National Bank of Romania also falls on the same coordinates, who subscribes the idea 
according to which “financial stability is the situation where the financial system is able to attract and place 
funds efficiently and withstand shocks without prejudicing the real economy” (Isǎrescu, 2006). Similarly, ECB 
defines financial stability as a “condition in which the financial system – which includes financial intermediaries, 
markets and market infrastructures – is able to withstand shocks, thus reducing the risk of disruptions in the 
process of financial intermediation, which are sufficiently severe to significantly affect the distribution of 
economies towards opportunities of profitable investments". With the help of a theory of the stability corridor, 
Albulescu (2010) defines the stable financial system as being a “system that always goes towards a state of 
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balance, after it has been affected by internal and external shocks, being able to exercise its usual functions of 
efficient allocation of the economies, to correctly set the prices and ensure an appropriate system of payments 
and settlements, functions that contribute to the economic growth and ensure the well-being. 
 
 
3. Conclusion 
 

In this paper, we aimed at a qualitative and quantitative analysis of the content of financial stability 
based on a consistent discussion with the literature. From the study carried out, I observed there is a great 
diversity of the approaches regarding the financial stability, identifying the authors’ common elements as well as 
differentiations between the reviewed approaches. According to what has been presented and also in consonance 
with the views of most of the central European banks, financial stability is a condition in which the financial 
system fulfills the central macroeconomic functions at any time and especially in situations of stress and in the 
phases of structural adjustment. This approach includes the efficient allocation of financial resources and risks, 
as well as the provision of a reliable financial infrastructure. 
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