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he financial system plays a critical role in

fueling the expansion of China, which has

grown to be the second largest economy in
the world and is likely to eventually surpass the
US. Yet there is much less understanding of Chi-
na’s financial system than there is of America’s or
Europe’s. Many analysts believe that the finan-
cial system represents a major vulnerability for
Chinas economic development, whereas others,
equally respected, think that the financial system
is adapting effectively to China’s more developed
status and will continue to provide the necessary
fuel for the rest of the economy.

This paper provides an overview of China’s finan-
cial system and details what we know and what we
do not know about its workings. We begin with an
overview and then structure the remainder of the
paper around a series of questions and answers.

Financial systems can be organized in multiple
ways that differ in terms of the role of the govern-
ment, the relative importance of banks and other
financial intermediaries compared to stock and
bond markets, the degree of financial leverage in
the economy, and other differences. The optimal
financial system for a given nation depends on its
stage of development, its particular social values,
its political system, and various idiosyncratic fac-
tors. This paper will frequently compare China
to the US, not because China should necessarily
copy the US approaches, but principally to help

our American readers put China in context. Some

of the differences between China and the US will
disappear over time as China’s economy becomes
bigger and more sophisticated, and as the finan-
cial system adapts to a level of development more
similar to the US. Other differences will remain
because of policy or societal choices or inherent
differences between the two nations.

Despite the variations across countries, all finan-
cial systems need to perform a few key functions
effectively. Ideally, they optimize the allocation of
scarce funds to the most worthy projects, allow
savers and investors to maximize their return for
a given level of risk, allow risks to be diversified
across a wide pool of families and businesses (to
reduce the danger from catastrophic losses), and
help transform shorter-term assets into funds that
can support longer-term projects.

China’s financial system has managed for sever-
al decades to perform well enough to support the
very rapid economic growth of that nation. One
can argue about whether alternative approaches
would have worked better, but, at a minimum, it
represents a real accomplishment to have avoid-
ed acting as an anchor preventing the impressive
growth that China has achieved.

However, China is once again entering a new
phase of its economic development, and doing so
at a time of major political change, with the com-
ing to power of a new leadership team at the helm
of the Chinese Communist Party and the central
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government. How the leaders of the party, gov-
ernment, and business sector manage the transi-
tion over the next few years will have important
ramifications not only for China’s future, but that
of the world. The financial system will play a ma-
jor role in the future successes and failures of that
economic transition.

China’s financial system is particularly hard to
analyze because it is highly opaque and evolving
rapidly. Every decade sees major changes in the
regulation, structure, and operation of finance in
China, consistent with the rapid changes in the
nation’s overall economic and political develop-
ment. Only a few decades ago the private financial
sector virtually did not exist and all banking was
done through branches of the state-owned Peo-
ple’s Bank of China.

In consequence of this opacity and continuing
evolution, there are questions about the strength
of the financial system, its effectiveness at allocat-
ing capital to maximize China’s growth, and the
impact of capital allocation on the shape of the
economy (including the relative size of the gov-
ernment and private sectors). Moreover, the likely
overall effects of future economic reforms, such as
loosened capital controls and freer exchange rates,
remain unclear.

A factor encouraging opacity is that China’s na-
tional, regional, and local governments play a
much bigger role in directing the activities of
banks and other financial intermediaries than in
America or Europe. To some extent, the banks
make loans as a substitute for fiscal actions that
would otherwise need to be taken, as was clearly
shown in the use of the banking system to provide
the bulk of the economic stimulus after the glob-
al financial crisis struck in 2008. The use of the
banking system for government purposes increas-
es opacity in at least two ways. Government lead-
ers often wish to obscure their interventions into
the financial system, making that system harder to
understand. The interventions also lead non-gov-
ernment participants to seek ways around govern-

mental policy. For example, direct controls on the
total amount of lending by banks can be circum-
vented to some extent by shifting loans onto the
books of trust companies and their asset manage-
ment customers, with an implicit guarantee by the
bank. This creates incentives for Chinese banks to
obscure the continuing financial risks associated
with those loans, comparable to the reliance in the
West on Structured Investment Vehicles (SIVs),
whose blow-up contributed to the financial crisis.

In addition, there are a wide variety of implic-
it guarantees embedded in the financial system.
These represent assumed support by the central
government for the borrowings of state-owned
enterprises, support for state-owned banks, im-
plicit deposit guarantees (since there is currently
no formal protection of deposits), the assumption
by many investors that banks or trusts will cover
losses on wealth management products, etc. Im-
plicit support is more opaque, easier to misun-
derstand, and riskier, than more formal arrange-
ments.

The leading role of the Chinese Communist Par-
ty is enshrined in the Constitution and is very
much evident across all sectors of the economy,
especially banking. Party leaders at the national,
provincial, and local levels have many channels
through which they exert influence on finance,
including the ability to determine the career paths
of leading executives at financial institutions. As a
result, one of the areas of major debate among an-
alysts is the extent to which the major banks make
“commercial” decisions, as opposed to respond-
ing to political influence.

As in many developing countries, problems with
the structure of the formal financial sector have
encouraged many informal channels for lend-
ing. There is a strong tendency of the formal
sector to lend to large state-owned corporations
and to others with political connections, leav-
ing smaller and less favored businesses strug-
gling to fund their growth. This situation results
in high demand for otherwise riskier and more
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expensive informal lending channels. The in-
formal sector is less regulated, and sometimes
illegal, so information on this important sector is
much less readily available.

SUMMARY

Banks dominate the Chinese financial system,
providing about three fifths of total credit to the
private sector.! This is not too different from Eu-
ropean levels, but contrasts with the US system,
where financial markets and non-bank lenders
provide significantly more credit than banks. The
Chinese banking system is fairly concentrated,
with five banks splitting almost half the total loan
market,> which is somewhat less concentrated
than many national markets in Europe but more
concentrated than in the US.

A major difference with more developed financial
systems, however, is the high level of state owner-
ship and control. The five largest Chinese banks
are majority-owned by the central government
and there are significant government stakes in
many of the other banks. Further, the government
intervenes far more actively in banking decisions
than in the West. Most important, the central bank
explicitly sets maximum interest rates for deposits
and minimum interest rates for loans, and often
sets target levels for loan volumes.

Government and party leaders can exert consid-
erable influence behind the scenes, often pushing
loans to particular firms, sectors, or regions to
further their political agendas. The close linkag-
es between the government and banking, as well
as the pervasive power of the Communist Party,
make this possible. Unlike in the West, the careers
of the most important bankers are determined by
the Party and many of them move in and out of
the banking sector along the course of their ca-
reers.

The big banks lend principally to large, state-
owned enterprises (SOE’), although the propor-
tion has declined substantially in recent years.

One of the great outstanding questions is why
this occurs and how it might change in the fu-
ture. There are at least five broad reasons for this
lending bias, some of which also apply in Western
markets.

Strong business positions. Some of the major
borrowers are simply very good credit risks be-
cause of their strong business positions, resulting
from monopolistic or oligopolistic power, supe-
rior business models, or other factors. (In recent
years, firms with majority state ownership re-
portedly represented 35% of business activity in
China, but earned 43% of the profits.’) Firms may
also have grown large because of their strengths.
Further, size can bring a degree of diversification
that in its own right reduces credit risk and makes
them more attractive borrowers. In all of these
cases, there is no particular mystery as to why
these SOE’s would be favored customers.

Implicit government guarantees. There is a wide-
ly held perception that the government would not
let a large state-owned enterprise formally default
on their loans. This implicit guarantee is poten-
tially of great value, although it does not preclude
the lender suffering economic losses by being
forced to accept modifications to the loan terms
that fall short of default. There are also degrees
in the strength of these implicit guarantees. For
example, SOE’s that are owned, or controlled in
practice, by powerful central ministries have a
greater certainty of support than entities owned
by less powerful government bodies.

Career safety. The large state-owned banks are
now sufficiently commercial in their outlooks that
loan officers do risk their jobs if their borrowers
default. However, there is a clear perception that
lending to a large SOE will never be a career-end-
ing decision, whereas lending to private borrow-
ers could be.

Personal relationships. Senior officials at large
SOE’s are in a position to favor bank officers, in-
cluding through their Party influence, and there
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will often be social relationships as well, such as
school connections.

Direct government or Party influence. Some-
times an influential official will strongly urge a
loan to be made, essentially circumventing nor-
mal credit procedures. This is apparently less com-
mon than in the past, and there is more likelihood
of resistance, but it certainly still occurs today to
an extent that is hard to quantify. One reason it
is hard to measure is because there are legal lim-
its on how strongly one can push a loan officer to
make a specific loan, intended precisely to reduce
the extent to which such pressure is exerted.

Government and party leaders have recognized
that it is too easy for large SOE’s to acquire loans
and too hard for many smaller, purely private
firms to compete. As a result, leaders are encour-
aging the banking sector to lend more to smaller
firms and have also become more open to other
avenues of credit provision, such as the informal
sector. One of the analytical debates about China
is the extent to which the large banks will be able
to change their behavior toward smaller firms. On
the one hand, China’s leaders have proven adept
over the years at generating the changes that they
wish to see. On the other hand, it is not clear that
the key incentives described above will change.
Some analysts also believe that the big banks sim-
ply do not have the culture and systems necessary
to lend successfully to small, private firms.

There is also much analytical debate about the
sources of bank profit. Pessimists contend that the
large banks are fat and happy, benefitting from a
combination of a ceiling on interest rates for de-
posits, (their main source of funding), and credit
quotas set by the Chinese central bank, which al-
low banks to charge higher lending rates for those
loans they do make. These government interest
rates and credit quotas are becoming increasingly
flexible, and may even disappear, over time. Even
now, they can be circumvented in various ways,
such as through the use of certain “wealth man-
agement” products that are deposit-like, but pay

higher rates. If the pessimists are right, banks
could have serious problems as their net interest
margins become squeezed. This could lead them,
like some Savings & Loans in the US in the 1970s
and 1980s, to take unreasonable risks to restore an
acceptable level of profitability. It could also lead
to a slowdown in loan growth, as banks’ inter-
nal capital generation slows and external capital
sources find the banking industry less attractive.

Optimists believe the large banks will be consid-
erably more flexible and intelligent in their re-
sponses, and that the government and Party will
sensibly manage the process of change with an eye
towards avoiding these potential problems.

Bond markets are another source of credit for
companies, particularly larger firms. However,
the Chinese corporate bond market is smaller
and less sophisticated than in the US and Europe,
and at present the banks are the largest holders
of these corporate bonds. But, the corporate bond
market is growing rapidly. Net issuance of corpo-
rate bonds increased by 65% in 2012, according to
the PBOC’s figures on the size of various compo-
nents of finance, and now represents about 16% of
net new credit.* In addition to serving as competi-
tion to the banks, and an alternative way for them
to invest, the development of the corporate bond
market may also take some pressure oft the banks
to act as a quasi-fiscal arm of the government.

Chinese stock markets provide another source of
funding for businesses. However, there are sev-
eral problems that hold these markets back from
reaching their full potential. First, the markets
are dominated by speculators to a far greater ex-
tent than in Western nations. There are multiple
reasons for this, the most fundamental of which
is that Chinese law, regulation and governance
patterns considerably constrain the control that
shareholders can exercise over management.
These problems are exacerbated for the many
publicly traded firms where the government owns
a majority stake. Lacking the ability to influence
business choices and dividend levels, or to sell the
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firm as a whole, shareowners place less reliance
on underlying firm value and focus more on like-
ly stock price movements in the short run. Many
Chinese also attribute speculation to a nation-
al love of gambling, but it is very hard to know
whether this stereotype applies and the extent to
which it affects investment decisions.

Another factor contributing to the speculation,
and holding back the stock markets in its own
right, is the relative dearth of institutional inves-
tors, who may make more informed and reasoned
decisions than individuals. Even if they were no
more rational in their behavior, their absence
reduces the potential size of the stock markets
and therefore the ability to generate new capital
through sales of stock by firms.

Chinese regulators also limit the size of the stock
markets through very close control of Initial Pub-
lic Offerings. Western nations generally allow a
new issuance as long as appropriate documen-
tation is provided to investors to allow them to
make informed decisions, whereas China only
allows an IPO to proceed with specific approval
that takes into account, on an ad hoc basis, a wid-
er range of considerations. Regulators apparently
maintain informal quotas that hold down issu-
ance volumes.

Other parts of the regulated financial system re-
main fairly undeveloped in China, although they
are generally growing strongly from low levels.
The insurance industry is about two-fifths of
the size of the US market, relative to the size of
its economy. The asset management industry is
even smaller in relative terms at a mere fraction
of American or European levels. Trust companies
are an increasingly large part of the overall sys-
tem, but the sector remains relatively smaller than
the non-bank lending sector in the US.

In response to the gaps and rigidities in the formal
financial system, China, in line with many devel-
oping countries, has a large and diverse informal
financial sector. Lenders in this sector include

loan sharks, pawn brokers, formal and informal
cooperatives of locals lending to each other, State-
Owned Enterprises (SOEs) re-lending out excess
cash, and many other privately, (and sometimes
secretly), raised funds that invest in start-ups. The
informal sector has an uneasy relationship with
the Chinese state and regulators.

Chinese officials are currently wrestling with how
to harness the potential of this informal sector to
provide funds to worthy borrowers neglected by
the formal sector, while avoiding predatory be-
havior and excessive risk-taking by institutions
and individuals that are less regulated. How effec-
tively the government manages this balancing act
will have a major impact on the financial system
and wider economy in the years ahead.

There are two other debates about the financial
sector that are significant enough to warrant not-
ing here. First, many analysts are concerned that
Chinese banks have large undeclared pools of bad
loans, which may deteriorate further. The prime
cause of the concern is the huge growth of lend-
ing that came out of China’s massive stimulus
program in response to the global financial crisis,
which primarily consisted of bank-financed activ-
ities. It is true in any financial system that a large
spurt in lending, for whatever reason it occurs,
raises a real potential for the creation of bad loans.
The better loans were presumably already being
funded, so one would expect a decrease in average
loan quality. In addition, a big jump in volume al-
most certainly comes with less careful underwrit-
ing, especially in a case such as the stimulus where
there was strong pressure from the top to make
loans if at all possible.

The sector of borrowers that is most concerning
comprises local governments and parties related
to them. The national government pushed lo-
calities to fund the substantial majority of new
stimulus spending in their areas, which forced
them to borrow large sums of money. It is clear
that many of them overcommitted or invested in
bad projects and will end up defaulting on their
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loans unless they receive help from the national
government or forbearance by lenders. This is a
large-scale problem, with some analysts seeing it
as substantially higher than the government and
the banks currently admit. But even the more pes-
simistic estimates remain in a range where a res-
cue by the national government would be feasible
without seriously compromising the strength of
China’s sovereign debt.

There are also concerns about loans to industries
with over-capacity, such as shipbuilding and solar
energy, and to small and medium-size enterprises
that are squeezed by the weaker export environ-
ment.

Another key debate is the degree to which China
will experience a real estate crisis and the resul-
tant effects that would have on the banking sys-
tem. The central government has concluded that
real estate bubbles have built up in at least some
sectors and geographic areas, and is taking explic-
it action to restrain real estate speculation. Pessi-
mists fear that the problems are more extensive
than admitted and that it will be impossible to
successfully balance the twin goals of restraining
bubble behavior while avoiding a crash of real
estate prices, with attendant huge damage to the
lenders and the economy. Optimists see the prob-
lems as both smaller and more capable of being
managed by the leadership.

The real estate debate ties into a parallel debate on
bad loans, since many of the loans to local govern-
ments and their affiliated parties are based either
on real estate as collateral or on the ability of the
governments to sell land in order to maintain an
adequate flow of revenues.

There is an analytical debate in China on the level
of implicit support given to various financial ob-
ligations by governments or financial institutions.
Implicit government support of state-owned en-
terprises is a major factor allowing them to bor-
row so much at such a low cost. A similar logic,
with somewhat more risk, applies to the local gov-

ernment financing vehicles that fund much of the
nation’s infrastructure investment. Many observ-
ers believe that banks and trusts implicitly back
the loans they make that are packaged into wealth
management products. Even deposits operate
with an implicit guarantee and not an explicit one.

The widespread use of implicit support represents
a serious risk to the Chinese financial system,
because of the large volume of these contingent
obligations and because their informal nature
can easily lead to misunderstandings. Should a
financial crisis begin somewhere in the nation’s
complex financial system, contagion could spread
through a sudden loss of confidence in these im-
plicit guarantees.

Overall, we tend towards guarded optimism on
the points in debate, while conceding that the
level of uncertainty about the current and future
workings of the financial system make it impos-
sible to be sure that the problems that inevitably
arise will be worked through effectively. However,
China has earned the right to a presumption that
it will continue to find the way through its growth
challenges, although both the Chinese leadership
and outside observers need to watch carefully how
things actually develop and not become compla-
cent as a result of past successes.

In order to assist the reader in navigating the
complexities of China’s opaque financial system,
the remainder of this paper is organized as a se-
ries of questions and answers. This is intended to
provide a coherent conceptual framework while
allowing the reader to easily jump from topic to
topic, depending on interest. Please note that we
attempt to show what is not known, as well as to
lay out the facts and circumstances as we know
them. Given the degree of opacity and uncertain-
ty pervading this complex subject, it is important
not to be lulled by a false sense of certainty, but
instead to remain aware of what is unknown.

The questions that will be addressed are listed be-
low:
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KEY QUESTIONS

Overview

o What is the overall structure of China’s finan-
cial system?

o Who regulates the financial system?

o How does political influence on personnel ap-
pointments affect the large state-owned finan-
cial institutions?

«  What are the accounting standards in China?
How prevalent are accounting frauds in China?

Banking Sector

o What is the structure of the banking sector?

o How profitable is the banking sector in China?

« How are lending and deposit interest rates de-
termined?

o How did the government reduce Non-Per-
forming Loans?

« How did efficiency at the state-owned banks
improve over the years?

« How do foreign exchange interventions affect
China’s banks?

Bond Market

o What is the state of development of the Chi-
nese bond market?

o What is the structure of local government
debt?

« How did the local governments raise money?

o What is the situation of rating agencies in
China?

Stock Market

o What is the structure of the Chinese stock
market?

o Why is the Chinese stock market so specula-
tive?

o What is the regulatory framework for IPOs?

« What financial innovations have occurred in
the Chinese stock markets?

o What are the ownership structures of the list-
ed State-Owned Enterprises?

Other Financial Institutions

« How developed is China’s asset management
industry?

o What is the situation of the trust industry in
China?

«  What is the situation of the insurance industry
in China?

« What is the situation of the Venture Capital
and Private Equity industry in China?

« How open is China’s financial system to for-
eign participation?

Informal Sector

« Why does China have an informal financial
sector?

o What is the situation of the informal financial
sector in China?

The Intersection of the Financial System and the

Real Economy

o What is the financial market’s role in China’s
real estate market?

Conclusions
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Il. Key Questions

OVERVIEWS

What is the overall structure of China’s financial
system?

Banks dominate the Chinese financial system, pro-
viding the private sector with credit amounting to
about 128% of Gross Domestic Product (GDP)
in 2012, compared to 48% for the US.¢ The bond
market, however, is under-developed, providing
credit equivalent to approximately 41% of China’s
GDP/ compared to 243% in the US.® Chinese stock
markets, for their part, had an aggregate market
capitalization of about 44% of domestic GDP in
2012.° This contrasts with Western economies,
where the stock market is typically smaller than
the bond market.

Unfortunately, Chinese stock markets are of-
ten aptly compared to casinos, driven heavily by
speculation rather than end-investment. For ex-
ample, the average annual turnover rate in the
Chinese stock markets over the past 5 years was
205%, reaching a recent high of 293%, compared
to the US rate of 188%." This high turnover rate
is particularly striking given that large portions
of Chinese shares are non-tradable, generally be-
cause they are owned by government entities. (The
government has self-imposed restrictions on share
sales in order to alleviate fears that their shares will
flood the market, reducing prices.) When only ne-
gotiable shares are taken into account, the average
turnover rate over the past five years increases to

341%, and in recent years the annual rate has been
as high as 666%."" The market for initial public of-
ferings (IPOs) is particularly prone to speculative
excess, with participants bidding for many mul-
tiples of their desired allocation, and putting up
the required deposits for that full amount, just in
hopes of gaining at least a modest allocation.

Insurance companies are another under-devel-
oped part of the Chinese financial system, holding
$1.2 trillion in assets, or just over 14% of GDP."?
The scale of the insurance industry is thus relative-
ly small compared to countries with more devel-
oped financial systems. For example, US insurers
have over $4.8 trillion in total assets, amounting to
over 30% of GDP."®

China’s asset management industry is even less
developed compared to the West, particularly
compared to the prominent role played by mutual
funds in America. Assets under management in
China are equivalent to only about 5.1% of GDP,
compared to 240% in the US."* However, China’s
asset management industry has been growing
rapidly since emerging in the late 1990’s, with the
number of funds increasing markedly, and the to-
tal assets under management projected to rise to
approximately 6.8 trillion RMB by 2015 (which
would constitute over 10% of projected GDP)."
(The “renminbi’, or “people’s currency’, is abbre-
viated “RMB” and is sometimes also referred to as
the “Yuan”. It currently trades between 6.1 and 6.2
RMB to the US dollar.)
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Capital Market (in trillion USDS)

Sector Bank Credit Stock Irll:cl:)(()?ge Insurance  Asset Management Companies
Size (China): 10.7 3.7 3.4 1.2 0.4
Size (US): 7.6 18.7 38 4.8 36
% GDP (China): 128% 44% 41% 14% 5%
% GDP (US): 48% 118% 240% 32% 230%

Note: All values above computed for end of year 2012, except for the values for Chinese Bank Credit, which are up to date through Q1 2013.

The relative size of the different financial sectors
and their respective ratio to GDP is summarized
as follows:!®

As in most countries, there are also a number of
other types of financial intermediaries in the Chi-
nese formal sector, such as trust companies, rural
credit cooperatives, urban credit cooperatives, and
several others. Most of them are regulated by the
China Banking Regulatory Commission (CBRC),
but under different rules than for banks. It is diffi-
cult to locate comprehensive data on the size of
these other financial intermediaries, but they ap-
pear to have grown fairly quickly in recent years.
For example, the assets owned by cooperative fi-
nancial institutions grew from 5 trillion in 2007 to
about 7.8 trillion RMB in 2010, amounting to 12%
of all household deposits."”

In addition to formal financial institutions, Chi-
na has a large and diverse informal lending sector
that helps fill the gaps left by a formal sector ex-
cessively focused on funding state-owned enter-
prises and politically favored businesses. Lenders
in this sector include loan sharks, pawn brokers,
formal or informal cooperatives of locals lending
to each other, State-Owned Enterprises (SOEs) re-
lending out excess cash, and many other privately,
and sometimes secretly, raised funds that invest in
start-ups. The informal sector has an uneasy re-
lationship with the Chinese state and regulators.
Since 2002, the Ministry of Finance and the State
Administration of Foreign Exchange has cracked
down on over 500 underground banks, whose as-
sets totaled more than 100 billion RMB."

The Concept of “Total Social Financing”

The Chinese authorities generally report figures for
the overall size and composition of their financial
system in terms of a concept that they devised and
which is unique to China. They report “Total So-
cial Financing”, which includes the following cat-
egories: bank loans, foreign currency loans, trust
and entrusted loans, bank acceptance bills, corpo-
rate bond financing, nonfinancial enterprise equity
financing, foreign direct investment, foreign debt,
and other funding sources such as insurance, mi-
cro lending, and industry funds.

The concept is a broad measure of the nation’s year-
ly flow of liquidity, described by officials as “indi-
cating total funds the real economy obtained from
the financial system over a certain period of time.”

Total Social Financing aggregates the prima-
ry sources of credit with a number of non-credit
items, such as equity and foreign direct investment.
At the same time, it is not fully inclusive of all fi-
nancing sources. As a result, it is not comparable
to figures reported by other countries either for
credit origination or for overall financing. This pa-
per therefore generally does not report figures for
Total Social Financing, but attempts to calculate
figures that match the concepts that are used in
other nations. For example, in order to determine
the ratio of credit provided from bank loans, one
must exclude financing equity and other sources
that are not identifiable as credit from the Total So-
cial Financing figure. “Bank acceptances,” are also
excluded in the adjusted calculation, as these rep-
resent bank credit, but are generally collateralized
at least in part by an equivalent deposit at the same
bank. Collateralization of this nature reduces the
true credit risk taken by the bank.
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Who regulates the financial system?

China’s regulators are divided primarily by the
broad types of activity they oversee, although,
there are some overlaps and oddities, as is the case
in most countries. Banks are regulated primarily
by the China Banking Regulatory Commission
(CBRCQ), securities and financial markets by the
China Securities Regulatory Commission (CSRC),
and insurance by the China Insurance Regulatory
Commission (CIRC). The Chinese central bank,
the People’s Bank of China (PBOC), also has im-
portant regulatory responsibilities, in addition to
managing monetary policy. It is in charge of draft-
ing regulatory bills, regulating systemic risks, and
managing financial stability. As is true for virtual-
ly all central banks, it can serve as a lender of last

resort during a financial crisis. The PBOC also sets
limits on deposit interest rates and lending interest
rates. Further, it controls the State Administration
of Foreign Exchange, which manages the exchange
rate. However, both the exchange rate and the in-
terest rate limits are largely decided at a higher
level, ultimately by the State Council, the highest
government body.

The Ministry of Finance (MOF) also touches on fi-
nancial regulation through both its share holdings
in the major commercial banks and its control over
the Central Huijin Company, through which it indi-
rectly owns substantial stakes in commercial banks.

Beyond this fairly traditional division of regulato-
ry responsibilities, the high level of state control

‘ National People’s Congress ‘

‘ State Council ‘

Ministry of —{ People’s Bank —  China Banking

China Securities |-

China Insurance | Ministry of Human Resource

Finance of China Regulatory Commission [Regulatory Commission| [Regulatory Commission and Social Security
. | p—— SO — T
Central Huijin|3 = | State Adm.of || :[Securities| | Investment | Future | i  Insurance H Insurance H Personal | :‘ National Social ‘ ;
Investment |= = |Foreign Exchange| | ' | Firms | |Funds/Banks| | Firms | ! !|Holding Firms| | Holding Firms |[Insurance Firms|: ' | Security Fund | |
: . . ' [ Stock Futures QDlls/ |+ | Reinsurance | [Insurance Asset| | Insurance |: Enterprise !
. "] ' |Exchanges| | Exchanges | | QFlls |+ |  Firms Manage. Firms | Agency/Broker| : : Annuities 1
L m m 1 [ [ 1
: - B T e T T LR LR EEEETr,

= [ [ [ [ |
Small and Medium Size New-type Rural Financial Asset Other

Commercial Banks

State Policy Banks

Financial Institutions Financial Institutions Management Companies | Financial Institutions
T T T T T T
¢ Large commercial  Urban credit o Village or  China * China Huarong  Postal savings bank
banks cooperatives township banks Development Bank Corporation AMC « Finance companies
e Joint-stock  Rural credit e Lending ¢ E:?]?&f"gmg  China Great Wall of enterprise groups
commercial banks cooperatives companies « Agricultural Corporation AMC T
* City commercial o Rural cooperative « Rural mutual Development Bank o China Orient « Financial leasi
banks banks cooperatives of China Corporation AMC =]
companies
 Rural commercial ¢ China Cinda o Auto fi
banks Corporation AMC TUDULENHS
companies
REEE * Money brokerage
firms
© Consumer finance
companies

Notes: The thickest connecting lines correspond to the highest levels of authority in financial policy making. The NPC promulgates
all financial sector laws and the State Council executes financial regulation and issues mandatory policy directives to all the financial
regulatory and supervisory agencies. The dotted connecting lines indicate the three primary functions of PBC—formulating monetary
policy, maintaining financial stability, and providing financial services—and the triple role of the MOF as tax administrator, treasurer,
and owner of several commercial banks. The thinner connecting lines emerging from CBRC, CSRC, CIRC, and MHRSS reflect that these
entities are mostly responsible for regulating and conducting supervision and oversight of their respective financial sectors Additional
notes: The SAFE is responsible for foreign exchange operations of securities and insurance companies. The China Development Bank
and the Postal Savings Bank are in the process of reforming into commercial banks. Central Huijin exercise rights and obligations as
an investor in major state-owned financial enterprises on behalf of the State. The National Social Security Fun has also a dual role as an
institutional investor and a stakeholder in some of the largest commercial banks.
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of the economy means that other important bod-
ies have quasi-regulatory duties. Most important,
the leading role of the Chinese Communist Party
means that various party bodies and important
party members have considerable influence over
personnel decisions at the financial institutions
and over detailed decisions about financial activi-
ty, including at times decisions about specific large
loans. The Organization Department of the party,
which is mainly in charge of personnel appoint-
ments of government officials, is also in charge of
naming key executives in the state-owned banks
and the other state-owned financial institutions.
Usually the executives are members of the party,
and they, like local or central government officials,
tend to transfer to different assignments every 5
years or so.

The complete regulatory framework is shown on
the previous page in a graphic from the IMF:"

How does political influence on personnel
appointments affect the large state-owned
financial institutions?

Executives in the large state-owned financial insti-
tutions are also effectively high-level government
officials, in practice if not in theory. This is evident
in the following three aspects:

First, they all have political ranks similar to local
and central government officials. For example, the
political rank of the CEO of Bank of China is the
same level as that of a vice president of the PBOC,
or a vice governor of a province. One of the rea-
sons that political ranks matter is that they provide
banks with bargaining power with local govern-
ment officials who are often of lower ranks. Pro-
viding bank executives with political rank grants
them implicit political capital that they can use to
bargain with local governments on terms of loans,
including resisting pressure to make uneconomic
loans for political reasons. But, this does not pre-
vent a local official from using connections with a
higher-ranking patron to create sufficient pressure
to get their way, and interestingly may make them

more susceptible to this form of political pressure
from above.

Second, the highest executives in the banks are all
appointed by the Organization Department of the
party, comparable to the manner by which all the
high-level local government officials and central
government officials are appointed. Political in-
tegrity is one of the most important factors under
consideration for their appointment. Given the
hierarchical nature of the party structure, this im-
plies a requirement to take very seriously the views
of higher ranking party officials.

Third, many bank executives ultimately aspire to
top government jobs. The government divisions
they move to include the regulators of the finance
industry, such as the PBOC or the Ministry of Fi-
nance, but also include local government positions,
such as provincial leader, and central government
appointments, such as vice prime minister. For-
mer Prime Minister Zhu Rongji, for example, once
was the CEO of China Construction Bank. Some
scholars believe that this appointment system dis-
torts the incentives of the executives (See Allen,
Qian, Zhang and Zhao, 2012 for references). This
is because taking their future career path into ac-
count, executives’ decisions about bank operations
may not be completely based on their institution-
al interests. Financial institutions are thus utilized
as tools to acquire political capital for their future
promotions.

What are the accounting standards in China?
How prevalent are accounting frauds in China?

The Ministry of Finance sets accounting standards
in China and the CSRC determines what specific
disclosures companies with publicly traded secu-
rities must make. The most recent disclosure stan-
dards were set in 2007.

Unfortunately, there have been a number of prom-
inent accounting frauds in China. The lack of suffi-
cient regulatory resources and the principal-agent
problem between listed firms and accounting
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agencies also exist in other countries, but there
are factors specific to China that encourage such
fraud.

One major incentive comes from the local govern-
ments, which have major influence on the firms in
their territory. Local governments have incentives
to raise money for local firms through the stock
market. Governments play an active role in help-
ing their local firms get listed. This can sometimes
result in the presentation of figures that are exag-
gerated or situations where risks are hidden.

Accounting frauds provide opportunities for
hedge funds such as Muddy Waters to find poten-
tial frauds and to publicize them after selling short
the stock of the firms, in order to profit from the
ensuing fall in their stock prices. Since 2010, that
fund alone published around 20 reports accus-
ing different Chinese firms listed on the NYSE or
NASDAQ of engaging in accounting frauds. Some
firms suffered a drop in stock price of more than
70% in the days after the reports on them were out,
and eight firms faced a 60% or greater depreciation
in stock prices due to Muddy Waters’ reports.*

BANKING SECTOR
What is the structure of the banking sector?

China’s banking sector has developed rapidly since
the onset of the reform era. In 1978, the People’s
Bank of China (PBOC) functioned as both the
central bank of China and as the only commercial
bank. In the 1980s, four state-owned banks were
established out of parts of the PBOC: the Bank
of China (BOC), the Agricultural Bank of China
(ABC), the China Construction Bank (CCB), and
the Industrial and Commercial Bank of China
(ICBC). The PBOC has functioned as a more tradi-
tional central bank since then, without significant
direct commercial banking functions. During the
late 1980s to early 1990s, joint-equity banks, such
as CITICS and the China Everbright Bank, were
founded by raising money from both the govern-
ment and the private sector. They are not complete-
ly privately owned, but the government’s stakes in
them are significantly less than the government’s
stakes in the “Big Four” state-owned banks. A
number of smaller local banks and local microcre-
dit companies have also started to develop.

Share of Total Assets by Bank Type
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Market Share of Banks in China, by type

By total assets at the end of 2010

Type of Bank Asset Value Market Share
Policy Banks 7.652 trillion yuan 8.0%
Equitized Banks 46.894 trillion yuan 49.2%
City Commercial Banks 7.853 trillion yuan 8.2%
Rural Commercail Banks, Rural Cooperative Banks, and Rural Credit Cooperatives 10.658 trillion yuan 11.2%
Join-stock Commercial Banks 14.904 trillion yuan 15.6%
Foreign Banks 1.742 trillion yuan 1.8%
Other 5.602 trillion yuan 5.9%

Source: Based on data in CBRC’s Annual Report 2010.

Note: “Equitized Banks” here refers to the 5 largest banks noted above.

The banking sector in China is highly concentrat-
ed, with the five largest commercial banks (the
fifth largest being the Communication Bank of
China) controlling about half of the total assets in
the banking industry. They are all owned predom-
inantly by the government. The second largest cat-
egory of banks are the 12 “joint-equity banks”, 12
banks which make up about 16% of total banking
assets. Then there are also the three policy banks

21

—the Agricultural Development Bank of China,
the Export-Import Bank of China, and the China
Development Bank—which make up 8% of total
bank assets and are responsible for funding state-
led development projects. As of the end of 2010,
there were an additional 349 commercial, town-
ship banks, 85 rural commercial banks, 223 rural
cooperative banks, and about 2,650 rural credit
cooperatives operating in China.”

Banking and Financial Institutions: Breakdown of Market Share by Type,
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The five largest banks’ relative position in the sec-
tor has shrunk in recent years reflecting the faster
growth rate of other institutions, both in terms of
number of banks and in relative share of total as-
sets. As shown in the following graph by the IME,
the share of total assets of the five largest banks
(called LCB below) fell from 78% to about 50%,
from 2003 until 2010.** By the end of 2012, this
share was down to 44%.%

How profitable is the banking sector in China?

Profitability rose strongly in the banking sector
over the past decade for almost all banks, not just
the largest. The return on assets for the major com-
mercial banks grew from about 0.6% to about 1.4%
from 2006 to 2010. For Chinese commercial banks
as a whole, returns on assets have also been steadi-
ly increasing over the past 5 years, reaching 1.3%
for 2011 and 2012.*% (For comparison, the long-
term average in the US is roughly 1%.”) This figure
may seem to represent a low level of profits, but
it must be remembered that banks are inherently

highly levered firms. If only a twentieth of the as-
sets are funded with common stock, the return to
common shareholders it twenty times that of the
return on total assets.

The main driver of the rise in profits was the in-
creased net interest margin, the difference be-
tween the interest rate earned on loans and the
cost of funding the loans, mostly determined by
the deposit interest rate. The net interest margin
contributed 79% of pretax income in 2010. Some
observers believe that high bank profitability in
recent years comes from the oligopolistic position
of the banking system combined with the rigid in-
terest rate constraints set by the People’s Bank of
China, discussed below.

Profit levels were also aided significantly by a drop
in the non-performing loan rate from 9% of total
loans in 2006 to less than 1% by 2013.” The drop
in non-performing loans was universal among
types of banks, as can be shown from the following
graph by the IMF:*
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There is a more detailed description on how the
government reduced the non-performing loans
below.

How are lending and deposit interest rates
determined?

Banks are allowed to set their own deposit and
lending rates, but only within strict limits set by
the PBOC, which determines the base and the up-
per and lower limits of these rates. For example,
the announcement of June 8", 2012, stated, in part:

“The PBOC decided to adjust the base rates of one-
year deposits downward by 0.25%, from 3.5% to
3.25%. Other deposit base rates will adjust accord-
ingly. The PBOC also decided to adjust the upper
limit of deposit rates to 1.1 times the base rate, and
adjust the lower limit of the lending rates to 0.8
times the base rate. This adjustment will take place
on June 8™, 2012.>°

Therefore, by fixing the base rates along with the
range of the deposit and lending rates, the PBOC

has multiple tools to affect rates. Historically, when
the deposit rates and the lending rates were com-
pletely set by the PBOC, the gap between them
was usually fixed at about 300 basis points (a basis
point, or “bp” is one hundredth of a percent, so 300
bpsis 3%). The 1-year deposit rate and lending rate
from 2002 to 2012, for example, are shown below:*

Within the limits set by the PBOC, banks have
generally been paying the highest deposit rates
they are allowed to pay. Their lending rates vary
with the risk level of the loans they are making,
although many observers believe that there is in-
sufficient variation in pricing given the true differ-
ences in risk.

How did the government reduce Non-
Performing Loans?

The non-performing loans that were worked
through in the 2000’ mainly came from exces-
sive loans to small state-owned enterprises before
2000. Starting in the late 1990s, then-Prime Min-
ister Zhu Rongji started a campaign to promote
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efficiency in the state-owned enterprises in Chi-
na. The campaign included a plan to close down
a large number of SOEs over three years. The
closing down of small SOEs forced the banks to
recognize their previous loans to these firms as
non-performing. After the Asian currency crisis
in 1997, the central government began to realize
the importance of a strong banking sector. There-
fore, they started to act to reduce the large volumes
of non-performing loans in order to ensure confi-
dence in the banking system and lower the risk of
the crisis spreading to China.

Foreign reserves held by the PBOC and bonds is-
sued by the Ministry of Finance were the two main
sources of funds used to rebuild the commercial
banks’ balance sheets.

The foreign reserves were mainly injected into the
commercial banks through a state-owned com-
pany called the Central Huijin Company. Central
Huijin is controlled by the State Council, the high-
est government body in China,* and is dedicated
to “inject equity to the state-owned financial insti-
tutions.” The Ministry of Finance provided Cen-
tral Huijin’s initial capital, but the PBOC was also
another important stakeholder, injecting foreign
reserves into Central Huijin as equity.”

Central Huijin in turn injected the funds from the
PBOC and Ministry of Finance as equity into the
commercial banks, with these equity infusions to-
taling approximately $156 billion by 2012.** These
investments enhanced the capital adequacy ratio
of these banks and allowed them to write off some
of the non-performing loans on their balance
sheets without going bankrupt.

Another approach employed by the government
to reduce the non-performing loans was the es-
tablishment of four asset-management companies
(AMCs). These AMCs purchased non-perform-
ing loans from the banks, in exchange for bonds
issued to the banks by the AMCs. The bonds were
mostly ten-year bonds with a very low annual
yield of 2.25%. The non-performing loans were

generally sold to the AMCs at full face value, al-
though later transactions were sometimes trans-
acted at substantial discounts. (The very low yield
on the bonds meant that even a purchase at full
face value was effectively a discounted purchase
from an economic viewpoint, although it did not
show up as such for accounting purposes. In sim-
ple terms, if the annual yield is 4 percentage points
below market for 10 years, this would be roughly
equivalent to a 40% economic discount, ignoring
compounding effects.)

The four AMCs purchased 1.4 trillion RMB of
non-performing loans from 1999 to 2000, and an-
other 1 trillion RMB from 2003 to 2004. The Min-
istry of Finance indicated that they would back the
payment of the bonds by the AMCs, which made
some credit rating agencies consider the bonds
part of the sovereign debt of the Chinese govern-
ment, even though it was not clear whether the
Ministry of Finance’s moral commitment was le-
gally binding. (This does not mean that the bonds
are not effectively guaranteed. It would be a great
surprise if the AMC bonds were allowed to default.
Look for example at the case of Fannie Mae and
Freddie Mac in the US, where the markets were
correct in their belief in government backing even
though the US Treasury consistently and strongly
disavowed any such guarantee and there was no
legal requirement for such support.)

After acquiring the non-performing loans from
the banks, the four AMCs slowly sold them off
to recover part of the losses. There is not much
information on their operations. We could only
readily determine that the “cash recovery rate’,
which means the cash the asset management firms
received from selling the non-performing loans,
stayed at the level of about 20% over the period
of 2001 to 2006, the period for which we found
data. The “asset recovery rate,” which means the
total value of all assets the asset management firms
received from selling the non-performing loans,
including non-cash items, varied from 40% to 24%
over the five-year period.”
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Recently, these AMCs started to acquire local com-
mercial banks. There are several possible reasons
for these purchases. An optimistic explanation is
that the asset management firms are making prof-
its and seeking to expand their business.* Yet there
is also the possibility that it represents bureaucrat-
ic empire building or some other factor.

A third measure for reducing non-performing
loans was the introduction of “strategic investors,”
generally foreign investment banks or invest-
ment companies. They injected their money into
the commercial banks as equity before the banks
went public, and therefore allowed them to write
off more of their non-performing loans. This also
helped achieve the government’s purpose of bring-
ing in needed foreign expertise as China’s banks
became more commercial in orientation.

The government used different measures for dif-
ferent commercial banks to reduce the volume of
NPLs. Some of the older records are hard to find,
but as an illustration, we show the measures em-
ployed by the government on three different com-
mercial banks (Bank of China, the Industrial and
Commercial Bank of China, and the China Con-
struction Bank) in the following table:””

How did efficiency at the state-owned banks
improve over the years?

The main approach the government took to improve
efficiency at the banks was partial privatization. In

2002, the central government decided that the fu-
ture path for financial reform was to partially privat-
ize the four biggest banks. The government aimed
to address a number of issues as part of the process,
including corporate governance, non-performing
loans, incentive structures, risk management struc-
tures, accounting standards, and other issues.

The government managed to address some of these
effectively. For example, the accounting standards
employed by the banks significantly improved
over time, and the listed banks’ accounting stan-
dards appear to be approaching those employed by
international banks. In terms of risk management,
some of the biggest banks offered multi-million
dollar salaries to hire top risk managers from Wall
Street. However, it is widely recognized, even by
the Chinese government, that the incentive struc-
ture and corporate governance problem are not
completely resolved.

Many reasons explain the lack of full resolution.
The ownership structure is certainly a critical is-
sue, since few executives are offered stock incen-
tives and their bonuses are not directly related to
their economic contributions. Another reason is
the close linkages between the SOEs and the state-
owned banks. Although we do not have data on
this issue, anecdotal evidence suggests that the
state-owned banks lend overwhelmingly to the
state-owned enterprises, which was one of the
direct causes of the situation with the non-per-
forming loans. Research papers such as by Xu and
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Cull (2003), demonstrated that the loans to the
SOEs were based on non-economic, unexplained
factors, including political pressure and personal
connections.

There is a lively debate about the extent to which
commercial considerations have replaced political
and other non-economic considerations. There has
clearly been a substantial movement in this direc-
tion, but, equally clearly, politics and connections
remain significant factors in lending decisions.
The real questions are about the relative impor-
tance of commercial and non-commercial factors
and the specifics of how non-commercial factors
affect the types of loans being made. One confus-
ing factor in this debate is with regard to the term
“commercial” Some use the term to mean deci-
sions that reflect the underlying creditworthiness
of borrowers absent government support. Others
mean that managers make decisions intended to
maximize their bank’s profitability, including tak-
ing into account implicit and explicit government
support for borrowers and other similar consider-
ations in a country in which the government and
party play a very large role.

How do foreign exchange interventions affect
China’s banks?

China has accumulated the world’s largest stock of
foreign exchange reserves, primarily in US dollars.
This is the result of a combination of large trade
surpluses, a desire to hold down the RMB/US
dollar exchange rate, and, at least initially, a goal
of building sufficient reserves to avoid a Chinese
version of the “Asian Crisis” of the 1990’s, which
centered around a collapse of exchange rates in
emerging market countries. Strong foreign ex-
change reserves provide nations with the ammu-
nition to fight any such decline in their currency
caused by market pressures.

Foreign exchange reserves are built up by central
bank purchases of foreign currency using the lo-
cal currency as payment. This has the direct effect
of increasing the home currency money supply,

which can fuel inflation. China, like many other
countries, attempts to offset the effect of these pur-
chases on its home money supply by “sterilization”
of the foreign exchange purchases. The most di-
rect way of doing this is to withdraw funds from
circulation by selling government bonds or other
local currency assets that are owned by the central
bank. In China’s case, the PBOC’s sterilization pro-
cedures have essentially used up its discretionary
supply of local currency assets such as government
bonds, so it has gone further and sold “central
bank bills” These are relatively short-term, inter-
est-bearing securities backed by the credit of the
PBOC. Issuance of these bills creates the poten-
tial for PBOC profits or losses based on the dif-
ference between the value of the interest received
on foreign reserve assets and the interest paid on
the central bank bills. Normally this difference
produces a loss, unless the central bank pays be-
low market rates, since there would not be market
pressure for RMB appreciation if the expectation
were that holding dollar assets would produce a
better return than holding RMB assets after adjust-
ing for currency moves. When central banks push
against market forces, the expectation is that the
central banks will lose money over time in order
to achieve their larger policy goal.

In order to hold down the cost to the PBOC of is-
suing central bank bills, they tend to bear a low,
below market interest rate. The PBOC is able to
sell the bills anyway, since banks and other finan-
cial institutions are strongly encouraged, or man-
dated, by the authorities to buy them. The differ-
ence between these lower rates and market rates
represents a kind of tax on the buyers that reduces
their profitability, and shifts some of the burden
off the PBOC and onto these institutions. Begin-
ning in late 2010, and continuing through much of
2011 and 2012, the PBOC significantly decreased
the number of central bank bills that it issued, fo-
cusing instead on re-inserting liquidity into the
system. The PBOC accomplished this task mainly
through a series of reverse repurchase agreements,
or reverse repos, where the PBOC bought securi-
ties from Chinese banks under the agreement that

The Chinese Financial System: An Introduction and Overview
JoHN L. THORNTON CHINA CENTER AT BROOKINGS

18



it would sell them back, with interest, at a later date.
Repurchase and reverse repurchase agreements al-
low the PBOC to manipulate the level of liquidity
on a much shorter time scale than by simply allow-
ing the central bank bills come to maturity.*

Similarly, the PBOC uses another sterilization
technique that acts even more clearly as an implicit
tax. Banks are forced to hold very high levels of “re-
quired reserves.” That is, they are required to place
on deposit with the PBOC roughly one-fifth of the
deposits that they take from customers. These cen-
tral bank deposits receive little interest, creating a
loss for the banks equal to the difference between
the amount they pay to bring in the deposits from
customers and the amount they receive from the
PBOC. The following chart shows the rates paid
by the PBOC on central bank bills and on required
reserves. Both sets of rates have been well below
the returns banks could earn on other safe assets,
reducing their profitability.

Sterilisation tools and costs in
China

Central bank bill yield and remuneration on required
reserved, in per cent

= Yield on one-year central bank bill, primary market 6
Remuneration on required reserves
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From: Andrew Filardo and James Yetman, “The Expansion of Central
Bank Balance Sheets in Emergin Asia: What are the Risks?” 2012.
Sources: CEIC; national data
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Many nations set reserve requirements of this
nature, but China stands out with reserve re-
quirements of roughly 19% compared to 1% in
the Eurozone, none in the UK or Canada, 2.5%
in Russia and South Africa, between 5% and 6%
in India, a range of 5%-9% in Turkey, and 12% or

under in Vietnam. Still, China’s required reserve
ratio is surpassed by those of Brazil, which has a
wide range averaging about 20%, and Lebanon,
which sets its minimum at 30%.* Raising the lev-
el of these requirements, as China has repeated-
ly done in recent years, serves multiple purposes,
so it cannot be said definitively that the ratio is so
high solely because of the foreign exchange steril-
ization. In particular, higher reserve requirements
discourage lending and have been used in recent
years to slow down the pace of credit growth. That
said, many observers do believe that the reserve
requirements are being used to hold down the cost
of sterilization efforts by the PBOC, or, more prop-
erly, to transfer those costs to banks and away from
the PBOC.

Ming Zhang estimates that sterilization efforts
have cost the banks RMB 1.3 trillion between
2003 and 2010.* It appears that one reason that
the PBOC sets minimum and maximum rates on
bank loans and deposits is to maintain an inter-
est margin that will help the banks remain quite
profitable despite this drag. This link is one reason
why there will be pressure to move in tandem on
interest rate liberalization and exchange rate lib-
eralization. Otherwise, a reduction in bank profits
would make it harder for them to bear the ster-
ilization costs while earning high enough returns
to raise the capital they need to support a growth
rate in lending commensurate with the needs of an
expanding economy.*

BoND MARKET

What is the state of development of the Chinese
bond market?

We can see the relatively weak development of the
Chinese bond market from cross-country compar-
isons, such as in the following graph from the IMF:

Over 35% of corporate bonds in China are owned
by banks, making them the largest holders by far.
Banks also dominate secondary trading in the rel-
atively inactive corporate bond market, with a 70%
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market share.* (Trading of treasury bonds is con-
siderably more active.)

In the past, complicated regulatory arrangements
often prevented firms from issuing corporate
bonds. The National Development and Reform
Commission, the China Securities Regulatory
Commission, and the People’s Bank of China all
had regulatory authority in certain segments of
corporate bond market. The NDRC required a
one-year process to approve corporate bond is-
suance. This strict regulatory framework helped
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drive many firms to bank loans, as is shown in the
graph on the top of page 22.

Beginning in 2010, the three regulatory depart-
ments started to coordinate better with each oth-
er and steps were taken to reduce the difficulties
deterring bond issuance. The PBOC took the first
step by establishing a medium-term bond market
with registration issuance system, which means
that firms can issue bonds as long as they achieve
certain requirements and reveal certain informa-
tion. The CSRC followed by establishing a high-
yield market with a registration issuance system.
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Corporate bonds accounted for a very small pro-
portion of the bond market until recently, yet
between 2008 and 2012, total corporate issuance
more than doubled, and corporate issuance stood
just under 30% of the total bond market in 2012.*
It is still small relative to central and local gov-
ernment bonds, even after several years of rapid
growth. Some of the growth was also exaggerated

as part of the bonds that were counted as corpo-
rate bonds in 2007, 2008 and 2009 were actually
bonds issued by corporations established by local
governments.

The number of corporate bonds issued in 2012,
484, was nearly 50% higher than the number is-
sued in 2011, and over 60% greater in total value.”

Corporate debt issuance surged to new highs in Q3
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Corporate bond issuance in 2012 totaled nearly
2.3 trillion RMB," and analysts project that total
financing from this sector will reach 2.75 trillion
RMB by the end of 2013, accounting for some 16%
of the total social financing for that year.*® (“To-
tal social financing” is a measure used by the Chi-
nese government that includes most formal credit
provision, but also equity raising, foreign direct
investment, and some other non-credit items.) In
2007, corporate bonds only accounted for 4% of
total social finance.*

What is the structure of local government debt?

Debt issued by local Chinese governments came
to prominence after the recent financial crisis. In
2008, the central government decided to allow lo-
cal governments to run official fiscal deficits. Then
in the 2008-2009 financial crisis, the central gov-
ernment launched a 4 trillion RMB stimulus pack-
age, which required that local governments should
be responsible for identifying projects and financ-
ing two-thirds of all the money needed in those
projects.”

The local governments responded by establish-
ing numerous Municipal Investment Corpora-
tions (MICs), which then issued corporate debt.
In 2012, the amount of capital raised in the bond
markets by these provincial, municipal and county
entities totaled nearly 640 billion RMB.*' In addi-
tion to these local government investment corpo-
rations, the central government also helped some
local governments to raise money. In March 2009,
the Ministry of Finance issued 200 billion RMB
of local government bonds. According to public
data, at the end of 2010, the total amount of debt
issued by the local governments exceeded 10 tril-
lion RMB.*

However, there has been speculation about the
local governments’ arrangements with the local
banks, as well as with the local branches of the na-
tional banks. Moody’s, for example, questioned the
public data and claimed that the official figure is
about 3 trillion RMB less than the actual amount.

Victor Shih, a professor of political science at
Northwestern University, claimed that the local
government debt was between RMB 15 trillion to
20 trillion, with about 4 trillion on the brink of de-
fault.”

What is the situation of rating agencies in
China?

The rating agencies in China are not well devel-
oped. The largest domestic credit rating agency;,
Dagong Global Credit Rating (Dagong Guoji), is
controlled by the State-owned Assets Supervision
and Administration Commission, which is a gov-
ernment agency dedicated to supervising all the
state-owned enterprises. Therefore, there is a fear
that this rating agency is tilted towards the state-
owned enterprises and might easily compromise
under political pressure.

A recent example is its ratings for the Ministry of
Railroad’s bonds issued during the four trillion
RMB stimulus package in 2008. About one trillion
of stimulus spending was assigned to the Ministry
of Railroads, and the central government asked the
department to raise money on its own. Therefore,
the cost of financing became a very important is-
sue. The rating agency assigned a triple-A rating
for all the bonds issued by the Ministry of Rail-
roads, but only assigned an AA+ rating for the
treasury bonds issued by the Ministry of Finance.
When asked about the triple-A rating for the Min-
istry of Railroads, the explanation provided by the
rating agency was that they believed that the Min-
istry of Railroads would be able to pay off its debt
because the Ministry of Finance backed it.

In 2010, the SEC rejected Dagong’s request to enter
the U.S. market. The reason provided by the SEC
is that it does not allow “cross-border regulation.”
Therefore the globalization of Dagong is currently
limited to East Asian countries and Hong Kong.

Foreign rating agencies such as Standard and
Poor’s and Moody’s all have offices in Beijing. But
seldom do they rate bonds issued by the domestic
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companies. Their main business in China is to pro-
vide ratings for bonds issued overseas, and also to
serve as a financial consultant for domestic com-
panies that are listed abroad.

In 2006, Moody’s and Standard & Poor’s began
acquiring small Chinese credit agencies and turn-
ing them into their affiliates. For example, China
Chengxin International Credit Ratings sold 49%
of its shares to Moody’s in 2006 and became one
of Moody’s affiliates worldwide. These affiliates do
provide credit ratings for a wide range of domestic
companies, including small companies that do not
issue bonds outside China.

STocKk MARKET

What is the structure of the Chinese stock
market?

There are two main stock exchanges in mainland
China: the Shanghai Stock Exchange (SHSE) and
the Shenzhen Stock Exchange (SZSE). Another
major stock exchange in China is located in Hong
Kong. The Hong Kong Special Administrative
Region (HKSAR) is treated for most government
and regulatory purposes as if it were a separate,
although closely allied, country. The Hong Kong
Stock Exchange (HKSE) traditionally focused on
the equities of locally based firms, but has expand-
ed to trade a considerable volume of “H-shares,”
shares of Chinese firms, usually majority owned
by the government, which have gained permission
to sell stock in Hong Kong. H-shares are gener-
ally not permitted to be traded on the mainland
or to be converted into shares that can be traded
there. Listing in Hong Kong has been the main
route through which Chinese firms have accessed
foreign equity capital, since Hong Kong is a major
world financial center with investors from around
the globe participating in its markets.

There are also other kinds of shares listed in the
SHSE and SZSE. B-shares, for example, are the
shares of Chinese firms that are allowed to be
owned by foreigners and are often denominated in

foreign currencies. The number of B-shares is far
below the number of A-shares, which are domes-
tic firms listed on the SHSE or SZSE. As of 2012,
there were only 54 B-share stocks in SHSE, with
the number of A-share stocks being 945.%*

Since implicit quotas limit the number of firms that
can go public in each stock exchange each year, go-
ing to NASDAQ or the NYSE used to be popular
among privately owned Chinese firms. However,
with funds such as Muddy Waters accusing Chi-
nese firms of accounting fraud, the recent trend for
Chinese firms listed in on the NYSE or NASDAQ
is to buy themselves private and try to get them-
selves listed again on the HKSE or the SHSE.

Why is the Chinese stock market so speculative?

The word “speculative” refers to the propensity of
investors in the Chinese stock markets to invest
in certain stocks mainly because they believe that
other investors will purchase those stocks later for
a higher price, without much regard for the fun-
damental underlying value of the firm. Speculative
behavior like this, when it is taken to extremes that
drive the markets, is commonly believed to have
damaging effects on the stock market’s function
of optimally allocating funds. (A certain amount
of speculative activity provides useful liquidity for
markets. The problems come when the level is too
high.) Speculation of this type can generate bub-
bles and sudden crashes, especially when com-
bined with a trading mechanism that discourages
or forbids short sales, which might otherwise re-
press excess price rises. (Restrictions on short sales
are being eased, which may make this factor less
important over time.) There are several reasons
why the stock market in China is more speculative
than many other stock markets around the world.

Most fundamentally, stock prices should theoreti-
cally reflect the underlying value of a firm, because
shareowners have the ability to capture the value
of the future cash flows through the receipt of div-
idends or by selling the firm. However, Chinese
investors have little ability to ensure that they will
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receive a stream of dividends and virtually no
ability to force a sale of the firm that they collec-
tively own. The most important firms are major-
ity-owned by the state, or at least have large mi-
nority government stakes, which ensures that the
government and party will make the ultimate de-
termination on any key actions, such as firm sales
or major changes in dividend policy. Even purely
private firms are substantially protected from out-
side influence by a regulatory approach that re-
flects a leeriness of such pure market influences.

The weakness of shareholder rights in practice also
discourages fundamental investment approaches,
because there is too much risk that management
or well-connected individuals will find a way to si-
phon off value from the firm.

In practice, listed firms are reluctant to deliver
cash dividends. The ratio between cash dividends
and profits declined from 41% to 30% from 2008
to 2011, and maintaining at least this 30% ratio
for the Shanghai exchange has recently been a
major concern among officials. Those firms who
fall beneath the 30% threshold are to account for
this failure in annual reports. The same ratio for
the S&P 500 averages 53% over the long-term (not
including share buybacks).’® Also, the delivery of
cash dividends is highly concentrated in blue-chip
firms, which make about 80% of aggregate divi-
dend payments.”” The lack of dividends from the
small to mid-cap firms makes the trading of their
stocks more speculative.

Another factor is the lack of institutional investors.
In China, investing in the stock market is mainly
conducted by individual investors through their
own accounts. On average, in China, institution-
al investors have a turnover rate that is about 40%
lower than individual investors, suggesting less
speculation.®® Some large institutional investors,
such as insurance companies and pension funds,
are not allowed to invest in the stock markets. In
comparison, investment in the US stock market is
made overwhelmingly by institutional investors.

What is the regulatory framework for IPOs?

In contrast to almost all regulatory frameworks in
the developed economies, whose IPO procedures
are based on registration, the Chinese regulatory
framework is still based on approval. The admin-
istrative control over the approval procedure is ex-
cessive. It is widely agreed among bankers that the
regulators employ implicit quotas for different dis-
tricts and different industries. This rigid quota sys-
tem pushes many eligible firms to buy the “shells”
of firms that were listed but went broke, issuing
new stock under the name of the “shell firms”

It is widely believed that the approval framework
benefits the SOEs and enterprises with close con-
nections to the government and that the limited
supply of new issues has increased speculative in-
terest in those that do come to market.

What financial innovations have occurred in
the Chinese stock markets?

In recent years, there were several new features
introduced to the Chinese stock market. The first
innovation was the promotion of stock index fu-
tures, carried out in 2010. This was supposed to
be implemented in 2007, but was postponed by
the State Council for 3 years because they “needed
to reconsider the risks.” The other major financial
innovation was also carried out in 2010, allowing
traders to do leveraged trading and also short sales
on 180 stocks chosen by the CSRC.

These two innovations grant substantial edges to
the institutional investors in the markets because
they allow them to hedge their risks better, and
sometimes trade more aggressively. The bar for
permission to do futures trading, leveraged trad-
ing, and short sales is high, making it hard for in-
dividual investors to use these tools.
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What are the ownership structures of the listed
State-Owned Enterprises?

Although the largest IPOs in the Chinese stock
market were all IPOs of the SOEs, the government
still holds most of the stocks of the SOEs. There-
fore, the capital structure of the SOEs usually in-
corporates two parts under their equity account:
tradable shares and non-tradable shares. Usually
there are many more non-tradable shares than
tradable. Sometimes the initial ratio of tradable
shares to non-tradable shares was as low as 1:19.
This ratio will rise substantially over time, as the
non-tradable shares generally become tradable
gradually over a period of time that differs across
the specific companies.

This situation is caused by both political and his-
torical reasons. In the late 1980s, the State Council
assembled experts both from China and the US to
discuss the possibility of establishing a stock mar-
ket. One important goal, according to the minutes
released later, was to strengthen the SOEs by al-
lowing them to raise money in the stock market.
By the end of the 1980s, there had been a wave of
private enterprise development and social insta-
bility, which led political leaders to believe that
the private sector development was undermining
the SOEs. Therefore, the discussion of the estab-
lishment of the stock markets was premised on
state-owned enterprises avoiding full privatiza-
tion, avoiding potential losses on state-owned as-
sets, and still remaining the primary sector of the
economy. Therefore, from the beginning of the
stock market, the state kept firm control of the list-
ed SOEs by holding majority stakes. The state also
made those stocks non-tradable to prevent them
from being acquired by private firms or individ-
uals.

In the late 1990s and early 2000s, after realizing the
incentive problems brought by these ownership
structures, the State Council three times launched
the so-called “Reduction of the State’s Sharehold-
ing” campaigns. They all failed because the stock
market gave these campaigns extremely bearish

responses, which would bring up the debate on the
“loss of good state-owned assets to the private sec-
tor” These debates and the political pressure that
came along with them were the main reasons why
these campaigns failed.

The fate of the 2001 campaign is a useful illustra-
tion. The State Council, after several rounds of dis-
cussions, proposed a document called “A Tentative
proposal to Reduce the State’s Shareholding and
Raise the Social Security Fund” The document
stated that the state’s share in the SOEs should be
sold at the current market price, and the proceeds
be injected to the state’s social security fund.

The prospect of a sudden increase in the supply
of stocks made the market bearish. The index of
Shanghai Stock Exchange dropped from 2245 in
June to 1514 in October 2001, a more than 35%
drop in four months. (World markets were also
declining during this period, so presumably only
a portion of this drop was because of the Chinese
governments potential share sales.) This forced
the State Council to cancel the enforcement of the
above proposal.

OTHER FINANCIAL INSTITUTIONS

How developed is China’s asset management
industry?

The development of China’s asset management in-
dustry can be divided into three stages. The first
stage was from 1992 to 1997. In this stage, the first
closed-end mutual fund was established in 1992
and the whole industry experienced a wave of fast
growth from 1992 to 1997. However, the lack of
regulation allowed frauds and led to social insta-
bility. The first set of regulations for the asset man-
agement industry was issued in 1997 by the CSRC,
which was followed by a period of low growth in
this industry.

The second stage of rapid development started in
2001, when the first open-end mutual fund was
established in response to a CSRC proposal to
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develop such funds in China. (Most US mutual
funds have traditionally been “open-end,” mean-
ing that investors can pull their money out or add
new money in on any working day and the fund
managers will adjust their holdings accordingly.
Closed-end funds maintain their same size, but
allow investors to buy and sell their shares on the
market.) The domestic open-end mutual fund in-
dustry has been the fastest growing sector in the
asset management industry from then on, as is
shown in the graph from Allen et al. (2012)

The third stage started in 2002. As part of the
agreements for joining the World Trade Organi-
zation, the Chinese government agreed to allow
several Qualified Foreign Institutional Investors
(QFII) to invest in the Chinese market. The State
Administration of Foreign Exchange, in conjunc-
tion with the China Securities Regulatory Com-
mission, approves and regulates the QFIIs, as well
as imposing a maximum quota on total QFII in-
vestments. This quota has been expanded in recent
years, more than doubling in early 2012 to a max-
imum of $80 billion.” This expansion occurred in
the context of moderate increases in the value of
QFII assets, which stood at about $25 billion in
early 2012 (when the cap was at $30 billion),** and
increased to $33.6 billion by the end of the year.
Part of this expansion was made possible by the

relaxation of the qualification requirements for
prospective QFIIs, lowering the required size of
assets under management for QFIIs, relaxing the
rules pertaining to QFII operating history, and
raising the ceilings for total assets and proportion
of shares owned. Because of these changes, the to-
tal number of approved QFIIs stood at 202 by the
end of 2012, with nearly one third of the approved
QFIIs, (as well as over one third of assets,) entering
the market during 2012 alone.®!

In 2006, the Chinese government started to allow
a limited number of domestic asset management
companies to invest abroad. By the end of 2009, the
number of Qualified Domestic Institutional Inves-
tors, which are approved by the State Administra-
tion of Foreign Exchange to invest abroad, reached
75, and the assets managed abroad reached $73
billion.®

What is the situation of the trust industry in
China?

Trust companies in China are asset managers for
high net worth individuals and companies and, on
the other side, sources of credit for firms in need
of funding. Thus, they represent a cross between
banks and asset managers, since they act as finan-
cial intermediaries, keeping some credit risk and
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passing along other parts to wealthy investors. The
rapid growth in assets under management in this
sector makes it the third largest financial services
sector after banking and insurance, with RMB 7.5
trillion ($1.2 trillion) under management as of the
end of 2012, compared with RMB 3.0 trillion in
2010, 2.1 trillion in 2009, and a mere 380 billion
in 2006.%

There are 66 trust companies. Unlike most finan-
cial sectors in China, this industry is not dominat-
ed by a small number of large firms; the 10 largest
players only account for about 44% of the total net
profits in this industry.

The main value of the trust companies as asset
management companies is their ability to provide
alternative investments. The products offered by
trust companies differ greatly from those provid-
ed by mutual funds and banks. For example, ac-
cording to data from the China Trust Association
in January 2010, among the 32 new products, 12
products focused on investment in firms, either
through equity or credit, 10 products focused on
real estate, 3 focused on infrastructure investment,
and 2 focused on investments in other financial in-
stitutions. These various products satisty the needs
for high net worth individuals and companies to
diversify their portfolios.

The principal service the trust companies provide
as a source of credit is through making loans. Al-
though they also invest in equity, the main compo-
nent of the portfolios held by these companies is
loans to other firms, which makes up about 40% of
their investments. Therefore, they are an import-
ant source of funds for small and medium firms
and real estate developers. They also provided
finance for local governments investment in in-
frastructure. In a way, they are implicit holders of
local government bonds through their loans to the
MICs.

The trust companies have also become signifi-
cant partners helping the banks work around the
limits they face on maximum deposit rates. Trust

companies offer “wealth management products”
to high net worth individuals, including partici-
pations in loans made by the banks. The investor
receives the revenues from the loan, minus vari-
ous fees to compensate the bank and the trust
company. Even after these fees, the net rate is still
well above the permitted maximum deposit rate.
Policymakers are concerned that individuals are
counting on implicit guarantees by the bank and
the trust company, rather than relying on an in-
dividual assessment of the loan’s credit risk. Thus,
banks may have significantly more credit risk
than is shown on their balance sheets, with the
risk of serious systemic consequences if one or
more banks fail to make good on their perceived
promise to guarantee the loans, leading to a panic
about other wealth management products. In this
respect, it is reminiscent of the US government’s
implicit guarantees of the debt of Fannie Mae and
Freddie Mac or the US banks” implicit guarantees
of the borrowings of Structured Investment Vehi-
cles. Both analogies are disturbing as they added to
the problems of the recent financial crisis.

It should be noted that banks have increasingly
been offering wealth management products di-
rectly to investors, in part because of a regulatory
crackdown on the cooperation between banks and
trusts in this area. Similarly, banks now sell some
third-party products that derive from private equi-
ty and other types of firms rather than trusts.

Since 2010, there have been concerns about the
risks in trust companies for three reasons; the
slowdown of the real estate market; their holdings
of local government debt; and their rapid expan-
sion and product innovation. As a result, the reg-
ulator for this sector, the China Banking Regula-
tory Commission, required the trust industry to
re-evaluate risk according to a new risk metric and
to put up extra capital as buffers for potential risks.

Despite increased regulatory scrutiny and restric-
tions, the trust sector boomed in 2012, with an in-
crease of RMB 1.3 trillion in trust loans outstand-
ing, compared to a growth of RMB 0.2 trillion in
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2011.* Many theorize that regulators eased back
again on some restrictions as the result of a con-
cern about the slowing growth of the economy in
2012, which was viewed as being exacerbated by
credit tightening.

What is the situation of the insurance industry
in China?

The insurance industry started its development
in 1980, with only one insurance company, China
Life Insurance. In 2012, the total number of insur-
ance companies reached 130, total assets reached
RMB 7.4 trillion,* and premium income reached
1.4 trillion.”” The market is currently highly con-
centrated, with the largest three companies hold-
ing more than 70% of the market in both life and
property insurance markets.

Although growing rapidly, the insurance industry
is still relatively under-developed. There are usual-
ly two indicators that measure the development of
the insurance industry in a given country: insur-
ance penetration and insurance density. Insurance
penetration is measured by the ratio between an-
nual premium income and a country’s GDP. Insur-
ance density is measured by per capita premium,
which reflects the average holding of insurance.
The depth of the insurance industry in China is
3.7%, and the density is RMB 1,085. For the US,
the same numbers are 7.9% and $3,124.

The assets managed by insurance companies were
mostly invested in treasury bonds, local govern-
ment bonds and deposits. Starting in 2010, the
CIRC enabled insurance companies to invest up to
5% of their total assets into the stock market and
other more risky asset categories.®

What is the situation of the Venture Capital and
Private Equity industry in China?

We examine these two different types of asset
management firms together because they are very
similar in China. In the US, venture capital firms
usually focus exclusively on investing in startups

and small to mid-cap firms, while private equity
firms usually focus on operations such as lever-
aged buy-outs (LBOs) or the acquisitions of small
companies. But in China, since there are not many
LBO deals, both venture capital and private equity
focus on investing in firms that are not listed and
almost the only way for them to exit is to get those
firms listed in either Chinese or US stock markets.

This sector is among the fastest growing in the past
few years and its impact on the capital market is
now significant. This is due to the launch of the
Growth Enterprise Market in China at the begin-
ning of 2010, which allows many small and mid-
cap companies to list. From January 2010 to April
2011, among the 460 IPOs in China, 204 of them
are supported by PE and VC, and 153 of them have
at least a PE or VC holding more than 5% of their
total shares.

The market is not very concentrated and is packed
by small firms with less than RMB 500 million un-
der management. Among the 1703 PE/VC firms
in China, only 13 of them have more than RMB
10 billion under management, and 1134 of them
have less than RMB 500 million under manage-
ment. The average number of staft in a PE/VC firm
is 19.9

There are discussions in China about rent seeking
in the PE/VC business. Some family members of
the top political leaders in China are reported to
have been major players in this sector.

How open is China’s financial system to foreign
participation?

Foreign banks play a small role in China, with only
2% of loans coming from such entities. (For com-
parison, foreign banks in the US account for over
20% of the market.) This is not from lack of inter-
est, as there are over 300 foreign banks operating
in China, and 4 of the 50 largest banks in China are
international.”” Foreign bankers argue that Chinese
officials make it difficult for them in various ways
to operate or expand, using the very considerable
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administrative powers available to Chinese finan-
cial authorities to favor local banks. Perhaps more
important, however, are the structural obstacles to
the foreign banks. These include the high level of
state ownership of corporations that are potential
customers of the foreign banks, the network of
Communist party and other connections linking
local bankers and local customers, and an inability
to compete for RMB deposits through higher rates
(given the limits on maximum deposit rates).

Foreign banks cannot overcome these obstacles by
simply buying well-established local banks. China
still has limitations in place regarding ownership
by foreign investors. An individual foreign inves-
tor is limited to a 20% ownership stake in a bank,
and the combined share for investors in a joint
venture is limited to 25%. The foreign equity cap
in securities joint ventures is set at 49%, having
been recently raised from 33%.”" This 49% ceiling
also applies to joint ventures in the fund manage-
ment sector. Similar restrictions apply to foreign
insurance companies, who are limited to joint ven-
tures with an ownership share of 50% or less. In
2010, foreign insurance companies held only 4.3%
of the market in China, and the foreign share of
the property and casualty markets was even lower
(only 1.2% in 2012).7

It does not appear that foreign financial institutions
are likely to make major gains in market share in
the short run, but the field may become more open
as liberalization of interest rates, exchange rates,
and capital flows proceeds. The handicaps foreign
banks face should lessen as the direct role of the
state and party decrease in the financial sector and
in the wider economy.

THE INFORMAL FINANCIAL SECTOR

Why does China have an informal financial
sector?

It is widely recognized that China has a very size-
able informal financial sector, which refers to finan-
cial intermediaries that are not registered with any

regulatory agencies and therefore are not regulated.
This informal sector is often lumped together with
the wealth management products offered by regu-
lated banks and trusts and referred to as the “shad-
ow banking” sector, because they accept deposit-like
funding and provide credit outside the traditional,
and more highly regulated, banking model.

Technically, these financial intermediaries are of-
ten in violation of Chinese law. But local govern-
ments, knowing the existence of these financial
intermediaries, usually allow them to continue op-
erating unless there is evidence that they may have
done harm to the local economy. The composition
and size of the Chinese informal financial sector,
according to the IME is illustrated table” on the
following page.

Several reasons have been proposed by leading ac-
ademic and business journals to explain the exis-
tence of a sizable informal financial sector.

The first reason is the local government’s borrow-
ing behavior. Local governments have become the
main competitor with local firms for bank loans.
According to a recent report by the PBOC, one-
third of the outstanding loans in China were made
to the local governments. Over the last several
years, about 30% to 40% of total loans went into
government infrastructure projects. This massive
borrowing on the local government level crowded
out private borrowing.

The second reason is the structure of the Chinese
banking industry.”* As described above, sever-
al large banks dominate the banking industry in
China. Large Chinese banks tend to lend to large
firms. In other countries, such as the US, small lo-
cal banks and other savings and loans companies
fill the gap left by large banks. Also, large banks
in those countries develop other financial instru-
ments targeted at small private firms. This is not
the case in China’s formal sector.

The third reason is the under-development of the
corporate bond market. This has made it very
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Financial Institutions
Pawn shops, credit guarantee

Category

Informal
financial sector

underground intermediation

Registration

Local
companies, micro-finance companies governments

No

Investigators/Regulators

Investigated by the PBC, CBRC, and the
Ministry of Public Security. In addition,
Financing Guarantee Regulatory
Interministerial Joint committee led by the
CBRC is responsible for making the regulation
and policy of credit guarantee institutions,
providing guidance and conducting
coordination. The local government is
responsible for the supervision including
licensing, on-site examination and off-site
surveillance.

No regulators, although the PBC implements
survey or investigation occasionally.

Private equity Estimated 3,500 PE funds have been  Industrial and The PE investment is governed by rules and
established with assets of around Commerical regulation issued by both NDRC and MOC,
RMB900 billion as of mid-2010 of Bureau whereas the CSRC performs survey and
which around 70 per cent is funded collects data of PE funds. In addition, some PE
from overseas funds are not yet in regulators’ radar screen.

Wealth Estimated 7,049 Wealth Management CBRC, CSRC, PBC, CBRC, CSRC, and CIRC

management products were outstanding at the and CIRC

products end of 2010, totaling RMB 1.7 trillion,

and 124 banking institutions were
involved in the practice.

difficult for local private firms to issue corporate
bonds to raise money.

The fourth reason is the IPO regulatory frame-
work. As discussed above, the approval system
poses further difficulties for local firms with no
connections with the government to go public and
raise money.

Fifth, the periods of negative real deposit rates, due
to spurts of high inflation, while not the source of
the shadow banking sector, certainly exacerbated
its growth. Between February 2007 and October
2008, and from February 2010 to October 2011,
the real one-year interest rate on deposits in Chi-
nese banks was negative. During these periods,
there was a consequent growth in the informal
financial sector, as this sector avoids the govern-
ment-mandated ceiling on deposit interest rates.
The higher rate available to savers helps draw a
lot of wealth into the informal sector, especially
during these inflationary spells.

To sum up, local private firms have very limited
access to bank loans, the bond market and the
stock market. Therefore they are almost forced to
acquire funds from informal channels.

What is the situation of the informal financial
sector in China?

There is no official data or studies on the informal
financial sector on a national level. The related area
of wealth management products has been singled
out as especially concerning by Xiao Gang, the
chairman of the Bank of China. He has estimated
there to be over 20,000 of these WMP’s, reaching a
total value of 12.14 trillion RMD by 2012. Mr. Xiao
has characterized this ‘shadow banking’ sector as
“a potential source of systemic financial risk,
whose model is “fundamentally a Ponzi scheme”
A more conservative estimate places the value of
these WMPs at only 7.1 trillion RMB,” other es-
timates agree that the value of these wealth man-
agement products is not much greater than 14% of
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Chinas GDP. This is still striking, given that they
were only just above 4% of GDP in 2010. The rapid
growth of this shadow banking sector can be at-
tributed to the period of negative real interest rates
on bank deposits during the majority of 2010 and
2011.77

Other informal financial flows, such as private
lending, are even more difficult to account for, with
analysts roughly estimating the later to amount to
some 4 trillion RMB per year. Overall, the infor-
mal ‘shadow’ banking sector is estimated to ac-
count for just over 20% of total bank assets (2012),
an increase of about 33% since 2010.7

One way of evaluating the current situation of the
Chinese informal financial sector is by taking a
look at Wenzhou, which is one of the places that
the informal financial sector has thrived over the
past few years.

Wenzhou is a city in Zhejiang Province, one of the
most developed provinces along the east coast of
China. Wenzhou is famous for its industrial output
and at the beginning of the reform era generated a
group of high net worth individuals. It is reported
that the GDP of Wenzhou reached RMB 243 bil-
lion in 2010, with per capita GDP being RMB 40
thousand, compared to a national average of RMB
30 thousand.” About 300,000 small private firms
produce more than 90% of the local output, with
about 70% of them relying heavily on exports.

The informal financial sector went through two
stages in Wenzhou. The first stage started in around
1995 and lasted until the global financial crisis. In
this stage, the rapid development of the Chinese
economy and, most importantly, export-driv-
en economic growth, generated a large group
of wealthy individuals in this area. The informal
financial sector in this period mainly served as
underground asset management firms providing
alternative investment opportunities. For exam-
ple, it is claimed that about RMB 200 billion flew
into the real estate market in Beijing and Shanghai,
causing a boom in real estate prices. The informal

financial sector was also accused of causing large
swings in cotton prices, meat prices and many oth-
er commodity prices.

The second stage started after the financial crisis
and continues now. Since the Chinese economy
has slowed down and the global financial crisis,
combined with the ensuing Euro Crisis, has re-
duced foreign demand, many local firms have ex-
perienced a drying up of liquidity. The local infor-
mal financial sector provided short-term liquidity
for the local firms during this period. The liquidity
provision was mainly done through very short-
term but high-yield loans. For example a loan
could be as short as 3 to 5 days, and the annualized
yield could reach 70%. It is estimated that the mag-
nitude of the informal financial sector in Wenzhou
reached RMB 700 billion.*

The downturn of global trade as a result of the
global financial crisis also caused a large scale de-
fault of local firms. Some owners of private firms,
who had significant debt within the shadow bank-
ing system, went abroad to avoid debt collectors.
This, in turn, affected the fragile local under-
ground financial system, triggering defaults that
harmed their investors.

In 2011, the local court sentenced one of the CEOs
of the underground financial system to death, con-
victing her of “illegally gathering investors’ mon-
ey”. This case was brought to national attention by
some very prestigious economists, who insisted
that “illegally gathering investors’ money” should
either not be a violation of the law or should not
receive such a severe sanction. Prime Minister
Wen Jiabao himself also asked the court to “recon-
sider carefully the accusation and the final verdict”.
In the end the Supreme Court repealed the death
sentence. This case is widely seen as providing an
impetus for further financial reform in Wenzhou.®

The regulatory framework of the Wenzhou in-
formal financial sector has changed over time.
Before 2012, one could establish an “investment
company’, which was usually the entity for infor-
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mal financial services, by registering in the local
commercial department. After that, there were no
government units that regulated these investment
companies. After 2012, since there have been sev-
eral very wide ranging defaults, and the govern-
ment seems to believe that the informal financial
sector could cause future systemic risks, there have
been discussions on how to regulate the informal
financial sector. In early 2012, the State Council
approved the establishment of new financial dis-
tricts in Wenzhou, in order to experiment with
the proper way to regulate the informal financial
sector.

THE INTERSECTION OF THE FINANCIAL
SvYSTEM AND THE REAL Economy

What is the financial market’s role in China’s
real estate market?

Chinese real estate prices started to boom in the
2000’s and reached a point where many observers
diagnosed the existence of a bubble. One piece of
evidence supporting the existence of a real estate
bubble was that the growth rates of real estate price

indices were substantially higher than the growth
rate of income for most of the large cities. For ex-
ample, in the case of Beijing:

The boom in real estate prices then spread to mid-
dle-sized cities such as Hangzhou, Nanjing and
Wubhan. In 2010, real estate prices on Hainan, an
island that is usually referred to as “the Hawaii of
China,” doubled in less than 3 months.

There are debates in both academia and the gov-
ernment about whether the boom can be called
a bubble. The government finally concluded that
there were “bubbles in several major cities, due to
speculative behavior by wealthy individuals.”®
The boom of housing prices was a consequence
of multiple factors. The most direct cause was the
housing reform in 1998 that allowed people to
purchase houses directly from developers, instead
of waiting for their employers to distribute them.

However, the financial sector also played a role in
this boom. There were at least three ways through
which the financial sector may have influenced the

Beijing Housing Price vs. Disposable Annual Income
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China: Growth of Mortgage Lending

I (Qutstanding Mortgage Loans (left axis)
= Share of total RMB loans (right axis)
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Sources: CEIC; and IMF staff calculations.

real estate prices. The first was the development
of mortgages. Before 1998, the mortgage industry
was very under-developed due to the lack of de-
mand. But since the reform in the real estate sec-
tor, it grew from a market of RMB 17 billion in
1997 to a market of over 7.2 trillion in 2012.%
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50 1,7 \

Percent
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The second factor was lending to real estate de-
velopers. These loans could have influenced the
real estate prices in two opposite ways. If the loans
were widely available across all real estate develop-
ers, then they could foster competition among de-
velopers and therefore lower the real estate prices.

= = = Real Estate Developer
Housing Mortgage
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Sources: CEIC; and IMF staff calculations.
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If the loans were only available to a handful of the
largest developers, then they could boost the real
estate prices by allowing them to bid more aggres-
sively in the land auctions. In the case of China, it
seems that the latter was the case. This factor may
not be as important because the real estate pric-
es did not fall after bank loans to developers fell
sharply in year 2009.

The third factor, which has been widely discussed
(e.g. Lardy, 2012) but cannot be directly proven,
is the lack of other financial assets for attractive
alternative investments. For example, it has been
argued by a number of scholars that if the Chinese
stock market became less speculative, or the Chi-
nese bond market was more mature, or if China
simply liberalized the capital account, the real es-
tate bubble would not have taken place because
people would have chosen to park part of their
money somewhere else.

CONCLUSIONS

The Chinese financial system is of great importance
both for its role in enhancing or holding back the
development of China’s economy and because it
will also affect the rest of the world, depending on
how finance in China evolves over the next decade.
Although the system is vulnerable to a number of
risks and its opacity means that still more dangers
may lie under the surface, it has served China well
overall during the nation’s rapid development. As
the country slows its breakneck growth rate, and
works towards the necessary evolution to greater
economic sophistication and international inte-
gration, the financial system is likely to continue
to support the larger economy. However, it will
have to evolve very considerably to do this effec-
tively, and all concerned should watch carefully
and help China avoid the many pitfalls. It is en-
couraging that the new political leadership shows
signs of understanding the need for this evolution,
and its challenges. It is, though, much too early to
tell whether this apparent understanding will be
translated into workable reforms.
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Endnotes

The Chinese central bank reports that domestic
currency bank loans accounted for 52% of “Total
Social Financing”. This rises to 59% after excluding
from TSF those sources that are not identifiable as
credit, as described at the end of the discussion on
“Total Social Financing” on pages 11 and 12. Fig-
ures are as reported by Chinascope Financial, see
for instance http://www.chinascopefinancial.com/
news/post/21470.html.

“Five Major Commercial Banks Estimate Net
Profit at CNY 750 Bn Last Year;” ChinaScope Fi-
nancial, March 21, 2013, http://www.chinascopefi-
nancial.com/news/post/24688.html.

These figures refer to the period between 2011 and
the first quarter of 2013. It is worth noting however
that the profitability of state owned enterprises was
somewhat depressed in 2012. Regarding 2011, see
Keith Bradsher, “Chinas Grip on Economy will test
new Lenders,” New York Times, November 9, 2012.
http://www.nytimes.com/2012/11/10/world/asia/
state-enterprises-pose-test-for-chinas-new-lead-
ers.html?pagewanted=all& r=0. For 2012 and
2013 data, see Xinhua, “Chinese SOEs report
slower profit growth,” China.org.cn, May 22, 2013,
http://www.china.org.cn/business/2013-05/22/
content 28900920.htm, and “China profit growth
quickens, no harbinger of recovery,” Reuters,

May 26, 2013, http://www.reuters.com/arti-
cle/2013/05/27/us-china-economy- profits-idUS-
BRE94Q00V20130527.

This uses the same approach as outlined in Note 1.
Laurent Godin, “China: Raising Concerns About
the Build-up of Financial Risks in the Economy;”
Pictet: Perspectives, Macroview, December 4,
2012, http://perspectives.pictet.com/2012/12/04/
china-raising-concerns-about-the-build-up-of-
financial-risks-in-the-economy/. For specific
figures, see Haibin Zhu, Lu Jiang, and Grace Ng,
“China: the concept of total social financing,
JPMorgan Chase Bank, Global Data Watch, Feb-

ruary 22, 2013, https://markets.jpmorgan.com/

research/EmailPubServlet?action=open&hash-
code=haurd9nr&doc=GPS-1060091-0.

The FDIC database shows $7,554 billion of US
bank loans. US GDP was $15.8 trillion in 2012.
On total US bank loans, 2012, see FDIC data here:
http://www?2.fdic.gov/SDI/main4.asp.

“FAQ: China’s Bond Market,” Goldman Sachs
Global Liquidity Management, February 28, 2013,

http://www.goldmansachs.com/gsam/docs/funds-

10.

11.
. From the China Statistical Yearbook 2012: finan-

13.

14.

15.

16.

general/general education/economic and mar-
ket perspectives/china bond market faq.pdf.
Data from SIFMA (Securities Industry and Fi-
nancial Markets Association), reported in Kurt
Shrout, “The US Bond Market may be Much Dif-
ferent than you Think it is,” LearnBonds.com, May
30, 2013, http://www.learnbonds.com/how-big-is-
the-bond-market/.

Data from World Federation of Exchanges, acces-
sible at http://www.world-exchanges.org/statistics/
annual-query-tool.

From the China Statistical Yearbook 2012: finan-
cial sector http://www.stats.gov.cn/tjsj/ndsj/
IBID.

cial sector http://www.stats.gov.cn/tjsj/ndsj/ ; also
see http://www.circ.gov.cn/web/site0/tab61/.
From the Insurance Information Institute. See
also, The American Council of Life Insurers,
http://www.acli.com/Tools/Industry%20Facts/As-
sets%20and%20Investments/Pages/Default.aspx.
“More major reforms on the way for China’s as-
set management industry; China Daily, January
23, 2013, http://www.chinadaily.com.cn/hkedi-
tion/2013-01/23/content 16158340.htm.

On U.S. data, see “Fund Management: Novem-
ber 2012, TheCityUK, November 2012, www.

thecityuk.com/assets/Uploads/Fund-Manage-

ment-2012.pdf.
Regarding the projected total assets under man-

agement, see “China: The World’s Best Opportu-
nity for Asset Managers?” Citi Openlnvestor, July

12, 2012, http://www.z-ben.com/sites/default/files/

China%20Asset%20Management%20Report%20
Final%20June%2013%202012%255b1%255d.pdf.

For China’s projected GDP in 2015, see “China
GDP at Current Prices,” Trading Economics, 2012,

http://www.tradingeconomics.com/china/gdp-at-

current-prices-imf-data.html.
GDP data taken from the World Bank data on

macroeconomic indicators. For data on Chinese
bank credit, see endnote 5, for US values taken
from the FDIC, see endnote 6. Values for stock
market capitalization were taken from the World
Bank (http://data.worldbank.org/indicator/
CM.MKT.LCAP.CD) and the World Federation of
Exchanges, as in endnote 9. Regarding fixed-in-
come bond markets, see notes 8 and 9. For data on
insurance assets, see notes 12 and 13. For data on
asset management companies, see note 14.
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