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Abstract

The present paper aims to propose an explanation for the rationale behind the current banking
regulatory arrangement in China. A now stable and relatively healthy banking system emerged largely
unscathed from the financial crisis without relying much on recognized international best practices in
bank supervision. China combines a strong regulatory hand together with a capital adequacy
requirements stick, without much intervention of foreign or private institutions in the larger sense of
the term. After an in-depth review of the Chinese framework we recognize that it is exactly this lip
service to private monitoring mechanisms on top of restrictive regulators that allows for stability and
growth - at least for now. China uses Chinese supervision as the core and western regulatory
instruments as useful add-ons - a manner similar to the catch phrase used over a century ago to
rejuvenate China.
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Barth, Levine and Caprio put their findings on best private monitoring? of banks — thus supporting the
practices banking regulation in "Rethinking Bank case for the Basel Il third pillar on information
Regulation - Till Angels Govern" and show that disclosure and transparency. In addition to the
better banking systems are the result of private aforementioned two aspects, the rights of private
monitoring mechanisms such as international investors and creditors also ensure strong banks.
standards, transparency and disclosure, rather than

strong regulators and high capital requirements.

Looking at China, we do find some of these private

monitoring mechanisms but we also have very much

hands-on regulators and a stable banking system

largely unscathed by the recent financial crisis. This

paper’ aims to explain this conundrum.

First we will turn to the analysis of the current

situation in China based on the framework designed

by Barth, Levine and Caprio; in a second step we will

then turn to the essence of Chinese-style regulation

and the selective use of best practice mechanisms to

finally resolve the conundrum posed above.

1 What are best practices in bank
regulation?

In a seminal book, Barth, Caprio and Levine (2006)
study what affects bank regulation and how banking
regulation works. Their research on most countries 2 Private sector monitoring is understood there as a range of
show that strong regulators and capital adequacy institutions in the large sense of the word, including for

. . example international accounting standards enforced by
standards “do not boost bank development, improve independent auditors, international rating agencies, foreign

bank efficiency, reduce corruption in lending, or (thereby external to the state) shareholders or accession to
lower banking system fragility” (p. 12). They the FATF to fight money-laundering. Any type of international

conclude that the sole working mechanism is a standards reflecting best practice is a tool of private sector
monitoring. In China, it is not possible to consider industry

associations, legislature or payment system institutions as

! The present paper draws heavily on parts of "Banking in independent from the state (i.e. private). They do not
China" published at Palgrave in 2011 by the author. constitute private monitoring mechanisms.
” ®
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Table 1. Summary of banking regulation indicators for China according to Barth, Caprio & Levine

. Actual Max.
Indicators (2011) points Comment
1 Bank activity regulatory variable 11 12 highly restrictive
2 Financial conglomerate variable 7 12 mildly restrictive
Competition Limitations on bank ownership 1 3 low stringency
3 re ulgtor Entry into banking requirements 8 8 high stringency
oh y Fraction of entry applications
variable ; unknown - -
denied
4 Capital regulatory variable 7 10 highly stringent
Official supervisory power 13 14 high power
Prompt corrective power 4 6 medium power
Restructuring power 3 3 high power
Official Declaring insolvency power 2 2 high power
5 supervisory Supervisory forbearance discretion 3 4 high power
action variable  Court involvement 0 3 high discretion
Provisioning stringency 175
Diversification index 1 2 LOW. diversification
required
Official Supervisory tenure No limit -
supervisory .
6 structural Indepe_ndence of  supervisory 0 3 poor independence
. authority
variable
. (certified auditing, international
Private - . . . .
. ratings available, no explicit high private
7 monitoring S . ) 9 9 -
. deposit insurance, international monitoring
variable .
accounting standards)
Deposit insurer power 0 4
Deposit Deposit insured funds 0% 100% No exolicit
8 insurance Factors mitigating moral hazard . P
. , . mechanism
scheme (concerning scheme's funding and 0 3
contributions' definitions)
External Strength of external audit 5 7 High power of audit
9 governance Financial statement transparency 5 6 high transparency
variable Accounting practices 1 1 good practices
External ratings and creditors 1 -
- 3 5 poor monitoring
monitoring
External governance index 14 19

Source: author’s own research, framework based on Barth, Caprio and Levine (2006).

' On this, China scores less because subordinated debt is only to a limited extent allowed to be included in capital calculations -
since mid-2009 even less so because cross-holdings between national banks are not recognized anymore.

”
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From table 1, it is clear that regulators in China
retain a restrictive stance over the banking sector and
that they are powerful. Their handling of licences for
new institutions, new branches and new lines of
business is highly restrictive and works on a case by
case basis. For foreign institutions, acquisitions and
capital participation in Chinese entities are limited to
20% control. Supervisory action is fully controlled by
the China Banking Regulatory Commission (CBRC).
If not, it is done so by the central bank (People's Bank
of China, PBOC). Independent involvement of the
judicial or legislative powers is highly unlikely or
even impossible. Meanwhile, regulators lack
independence from the state apparatus and there is no
explicit deposit insurance mechanism as mentioned
above (thus the values of the indicators in the above
table might give a misleading impression because it
does not account for an implicit yet credible
mechanism).

The most interesting factors here are the private
monitoring variable and the external governance
variable. The first describes whether certified
auditing is required, whether the largest ten banks are
rated nationally and internationally, and which
accounting standards are in use. The second indicator
relates to the quality of external auditing, the
transparency of financial information as well as
accounting practices and use of credit ratings. While
both cover similar issues, it is striking how external
governance and private monitoring score — bearing in
mind such a pervasive state’. The strength of both at
the same time appears a contradiction to the findings
of "Till Angels Govern".

Meanwhile, Chinese banks appear going from
strength to strength - beating the world's largest banks
in terms of valuation, standing and performance.
While their asset base has grown, they have managed
to shed non-performing loans. Cleaning the books
was accompanied by leaner internal structures and
more modern risk management techniques as well as
benevolent strategic minority foreign shareholders.
The country's largest banks can now show on average
return on equity that tops 15% and return on assets
around 1%. Their capital adequacy of around 11% is
the envy of most of their Western counterparts.
What's more, they seem to have withered the
financial crisis almost unscathed?.

! In the present paper, the author uses “state” as a collection
of central and local authorities, encompassing all levels of
administration and all kinds of ministries and agencies of the
state (and therefore of the Communist Party). The terms
“local authorities” and “local governments” are used
interchangeably and this encompasses authorities in the
townships, provinces, municipalities — in fact the antithesis to
the central authority or central government.

2 Although loan quality should be taken with a pinch of salt,
since it normally takes two to three years to see any tangible
result on quality. Furthermore the debt burdens of local
government plattforms will take their toll on the banks sooner
or later. For an updated review of the banks' performances,
the reader might wish to consult either "Banking in China" by
Violaine Cousin or the yearly published China Hand -
Finance chapter at the EIU.

”

Thus when applying the model designed by
Barth et al., one rapidly must acknowledge that even
though regulators are strong and the Chinese banking
sector shows strengths, private  monitoring
mechanisms show a mixed picture - at times
powerful, at times poor. The discussion that follows
will attempt to explain this - in apparent
contradiction to Barth et al's findings.

The reform movement of 1898 in China rallied a
number of scholars around the catch phrase of
MR ~ TEFN A [zhongxue wei ti, xixue wei
yong] (“Chinese learning should remain the essence,
but Western learning be wused for practical
development", in short tiyong®). It came to symbolise
one of the answers to the challenges posed by the
entry of foreign powers in the late 19th century. The
formula proposes to use Chinese teachings as the
basis to resolve issues China faced but at the same
time to use western technology and science to
strengthen the country.

The present paper proposes to rewrite the
tiyong-formula as #1551k ~ PEIEIA [zhongjian
wei ti, xijian wei yong] (Chinese style [banking]
supervision should remain the essence, but Western
style [banking] supervision be used for practical
development) to fit closer Chinese regulatory reality.
This new tiyong-formula embodies the fact that - as
argued here - Chinese banking regulators use their
own specific approach to supervision to which they
add up a number of western oriented features
(deemed best practices). Consequently the regulators
have a very flexible and unique way of understanding
and implementing supervision. This flexibility allows
regulators to respond to changes in the environment
and the industry over which they preside. The
emphasis is on Chinese structures while selected
Western ones serve a very practical and well defined
purpose.

2 Zhongjian wei ti - the essence of Chinese
bank regulation

What is the essence of Chinese bank regulation? If
one word would suffice as answer, it would be the
state. Nonetheless it is still necessary to describe the
Chinese supervisory framework in more details to
underline how pervasive the state is in China and in
Chinese banks.

The state is the regulatory authority

The banking sector is mainly under the supervision of
the People’s Bank of China (PBOC) and the China
Banking Regulatory Commission (CBRC).

The People’s Bank of China (PBOC) served its
first 30 years as a conduit for short-term working
capital loans to state-owned enterprises to fulfil the
annually set credit quota. Its focus on central banking

® See Spence, J. D., 1990, p. 225.
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functions is the result of progressive reforms in the
last 20 years. Since the establishment of a specialised
regulator for banks, PBOC does not interfere in the
daily supervision of financial institutions. However it
often discusses general issues, such as the strategic
direction of reforms and their goals, and retains the
role of lender of last resort. Because it has the
responsibility for the stability of the financial system,
it also needs to evaluate the riskiness of the financial
system to prevent and solve financial crises (Xiao Z.,
2005 and PBOC, 2005).

To increase the independence of the central
bank and the efficiency of the regulatory function, the
central government established in March 2003 the
China Banking Regulatory Commission (CBRC). The
CBRC is the supervisor of financial institutions under
the leadership of the State Council®.

Its goals and responsibilities are stated in the
Law on Banking Supervision and Administration and
these include: defining of relevant rules and
regulations for supervising financial institutions in
China, licensing financial institutions, conducting off-
site and on-site supervision of all financial
institutions,  approving  the adequacy and
qualifications of senior management in these
institutions, and making proposals for resolving
banking crises or high risk situations in the banking
system. The CBRC can fire top senior managers and
issue fines when an institution or an individual
violates rules. In their daily work PBOC and CBRC
issue administrative rules that should help implement
and regulate the laws issued at a higher level. These
rules define the business scope of financial
institutions and the permissible activities as well as
basic licensing requirements®.

* The State Council is the highest executive organ in the
state administration. Under the State Council are ministries,
commissions and bureaus. It is further represented through
government authorities at provincial and local level. The
National People’s Congress (NPC) represents the legislative.
It is represented at national, regional and local levels.
Current affairs are dealt with by their respective standing
committees. The judicial power is represented by People’s
Courts. Preliminary administrative rules may be issued by
the State Council, but the NPC must enact a proper law after
a time (Wei W., 2005). Running in parallel is the party
hierarchy: above all sits the Politburo standing committee
with nine members. Below that is the Politburo itself with the
Central Discipline Inspection Commission (CDIC) and the
Central Military Commission. The third level is made up of
the Central Committee of the Communist Party of China
(CPC). To this a number of leading groups (economics,
finance, agriculture, and so on) and of departments
(Organisation Department (OD), propaganda and so on) as
well as local committees (provincial, city, county and so on)
report to it (McGregor, 2010).

® Apart from being under the regulatory authority of the
PBOC and the CBRC, banks also fall under the China
Securities Regulatory Commission (CSRC), which is in
charge of regulating the securities markets. Furthermore,
they also have to follow the regulations of the State
Administration of Foreign Exchange (SAFE) which manages
currency reserves and the exchange rate (under the PBOC
umbrella). Other departments or ministries also influence the
banks’ operating environments: the Ministry of Finance is
responsible, among others, for promulgating accounting and

VIRTUS,
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The multiplicity of regulatory bodies is one
source of additional costs and risks to the banking
system. Another one is the competition between
regulators, exemplified over the issue of macro-
prudential regulation. The PBOC still views itself as
the guardian of financial stability in China, and the
CBRC considers that its counter-cyclical policies
(such as higher capital buffers and provisioning) will
be sufficient to avert any crisis in future.

The regulators have in their hands a humber of
instruments to ensure that their own goals are met.
Although China is progressively moving away from
decree-based towards rules-based regulation, the
degree to which administrative steering is preferred
over interest rates and other objective instruments
depends on the environment.

CBRC and PBOC both still use quotas or
injunctions to banks to ensure enforcement, to
support the state sector in general or to direct funds to
specific economic sectors or regions. During 2008-
09, the PBOC used its injunctions to first induce the
banks into lending more to support the fiscal stimulus
and then to calm the loan growth that appeared too
strong and could potentially carry large risks. Higher
deposit requirements were used only at the end of that
period. Further administrative controls were
introduced as well to reduce lending in overheated
sectors such as real estate and construction. Finally
the impact of market instruments is reduced by the
fact that the Chinese economy still depends to a large
extent upon administrative steering.

Additionally the banks define their own lending
limits or quotas and these are discussed and possibly
adjusted with the regulator (Wall Street Journal,
2010a). “Window guidance’ meetings take place both
ways: to increase or to curb loans at large commercial
banks in order to either support growth or to keep
credit risk in check (Li T. and Wen X., 2009). For
larger loans, the system works the other way round:
banks become simple utilities at the hand of the
authorities (such as ministries overseeing a whole
industry) (The Economist, 2010a).

Another instrument was used to curb lending, a
hybrid between market and administrative measures:
forced sales of PBOC bills to large lenders (Zhang
M., 2009 and Huo, K., Wang J., Yu H. and Wang L.,
2009). All these administrative measures — while
being legacies of a socialist economy — also have
advantages: they still can be useful when authorities
do not wish to raise interest rates which would hurt
certain economic entities with higher interest costs.

A final concern to Western scholars is the
independence of regulators. The de iure independence
which is written down in the relevant regulations and
laws does not guarantee a de facto independence.

tax rules and the NDRC (National Development and Reform
Commission) is responsible for enterprises finance issues
and industry policies. These two institutions are very
powerful and have an overarching role in defining future
policies.

®
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While the promulgation of the Law of the People’s
Bank of China and the Law on Banking Supervision
and Administration has enhanced the regulators’
scope for action, both remain under the pervasive
influence of the State Council. For some important
decisions, regulators are required to get the approval
of the State Council first.

All regulators, among which are PBOC and
CBRC, are established under the State Council and
are subordinated to it. Committees in both PBOC and
CBRC are mostly staffed with personnel from the
Communist Party chosen by the State Council.
Furthermore, the capital of the PBOC is fully in the
hands of the state, under the State Council. The
regulations do not give any details of the duration of a
chairman’s or governor’s term; the person can be
removed or transferred whenever deemed necessary —
the same is true for CBRC. Through the committee
for monetary issues, the National People’s Congress
also gets an opportunity to oversee the work of the
PBOC (Wei W., 2005) — but cannot control the issues
it deals with nor ask for investigations over its role.
The same holds for CBRC.

Political influence is also eased by the fact that
the organisational structure of the PBOC runs almost
in parallel with that of other administrations
(although now regional offices do not report to
provincial governments any more). Theoretically any
type of political influence at local level is forbidden
(for example amended law for CBRC, Art. 5).
However local authorities’ cooperation is required in
resolving and investigating problem institutions.

The independence is further dented by the lack
of independent financial resources, even though
CBRC collects supervisory fees. The fees are actually
forwarded as part of the central budget and the
Ministry of Finance then allocates the annual budget
required by the CBRC in return. At least,
professionalism has certainly increased and
regulations have provided more power.

As a result from the strong influence exerted by
the State Council, PBOC and CBRC cannot be made
fully accountable for their policies and actions —
although their staffs face fines and penalties for
misconduct. Their subordination to the State Council
reduces the degree of achievable functional,
institutional, personal and financial independence.

A final comment is necessary on the role of the
Communist Party in the banking sector, which is right
behind all state organs and regulators or financial
institutions and their borrowers. All important and
strategic decisions affecting the finance sector are
ultimately reviewed and taken by the Leading Group
for Finance and Economics® — a group under the

® According to Miller (2008), the Leading Group for Finance
and Economy (diftchR4235%/\4) is one of the most
important decision groups within the state apparatus. It was
reinstated in March 1980 and was chaired then by Zhao
Ziyang. Currently Wen Jiabao is the chairman. It is staffed
with high level chairmen of the relevant ministries and
regulatory bodies.

”

guidance of the party and staffed by high level
government bureaucrats. The Financial Work
Conference which meets every four years to decide
upon the reforms of the financial system is run under
its aegis.

The state is the banking safety net

With the banking institutions playing a central
role in the financial system in China, a safety net is
crucial to ensure prompt resolution of any crisis
touching the central nerve of the economy. The
PBOC acts, as described above, as a lender of last
resort and the CBRC has the power to take over failed
institutions. So exit mechanisms for banks are part of
the legal infrastructure and come mainly in two
forms: through deposit insurance and through
bankruptcy proceedings.

As a second line of defence behind the lender of
last resort — but before a government bailout, deposit
insurance could have a role to play — however, in
China it is still not a reality. While the financial crisis
has highlighted the need to have a functioning deposit
insurance  mechanism and not to dismantle
completely a financial safety net (that is to leave the
oversight to depositors), disagreements over the
mechanism’s structure in China have kept any
compromise from becoming reality.

The current implicit arrangement is that banks
are rescued by the state — either through forced
mergers, outright closures, restructurings, name
changes or re-lending facilities. It has already showed
its willingness and capacity to do so in various cases
with urban and rural credit cooperatives, with large
and smaller commercial banks. The financial crisis in
2007-09 has confirmed their expectation even further.

So one might rightly ask what would be the
difference between being taken over by the state or
by a deposit insurance institution right below the
state. Bank managers would be relieved of their
responsibilities in any case. Under both implicit and
explicit arrangements, Chinese depositors do not need
to be vigilant of reckless risk-taking in banks — safety
is given at all times. Although a deposit insurance
institution would add a pair of eyes in supervision to
increase systemic stability but watchful eyes might
become costly beyond what is necessary. Speed of
resolution could possibly be hampered if three instead
of two regulatory agencies compete for taking over
the failed bank.

It is always the state that bails the banks or the
system out. The state takes either the form of a lender
of last resort (PBOC) or of the main or sole
shareholder (through Central Huijin Investment Co,
(Huijin) or the Ministry of Finance (MOF)). If bad
loans are such that recapitalisation is required, then
the shareholder aka the state steps in with fresh
capital (that is, a government bailout is also a bailout
by shareholders). If banks experience a run, the state
implicitly guarantees the repayment of almost all

®
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deposits (any bank would count as "too big to fail") —
so that the risk of a social crisis is eliminated (as long
as the state has the resources to fulfil its promises).

With such credible and tested implicit deposit
insurance, there is no need to establish an explicit
mechanism. Banks would forego earnings when
paying for the deposit insurance scheme which they
now distribute to their shareholders among which are
individual investors (but to a greater extent to the
state as shareholder). As a majority shareholder the
state can set the level of required dividends and taxes
the banks should pay - funds that can be used by the
same state when in the role of a saviour.

The bankruptcy of banks mechanism does little
to improve such situation. The new Bankruptcy Law
was promulgated in 2006 but deals only succinctly
with banks. Only their supervisor is allowed to apply
for bankruptcy for them - once PBOC has approved
of the proceedings (Commercial Banking Law).
Further details are to be worked out by the
supervisors themselves or can be gleaned from the
Rules on dissolution of banks. Dissolution can be
ordered for a number of reasons including unlawful
activities, mismanagement, and not only inability to
repay debts. The rules describe the process of
dissolution and management of the dissolved entity,
but do not actually regulate debt issues.

However, these regulations are not frequently
used for banks. More often the authorities use an
administrative decree rather than legal means to
resolve problems faced by individual banks. The
reason for preferring such methods is the stated goal
of social stability.

In China, as in many other emerging or
developing countries, adherence to such arrangements
however creates moral hazard problems and reduces
incentives for introducing best practices in banking.
Thus recently, Chinese regulators have made calls for

increasing market discipline and reducing the
likelihood of administrative state bailouts.

The state is the financier

In each of the state-owned commercial banks

(SOCBs) the state holds directly over two thirds of
their capital (either through Central Huiin or through
the Ministry of Finance). Their listings did not
fundamentally alter the majority holdings — and did
only clarify the holding entity. In all other banks, the
state also holds banking assets indirectly through
local governments and state-owned enterprises. While
measuring the actual holdings of local state-owned
enterprises in each bank’s capital is near impossible
now, researchers assumed in 2004 that the Chinese
state held between 95-99% of all banking assets
(Bekier, Huang and Wilson, 2005). Even though
listings have increased the number of shares held
privately and state shares reform has also transformed
the listed shares into liquid ones, the total percentage
might have dropped by a few percentage points only.

”

Furthermore the state shares are not likely to be sold
in any case as it is the state’s goal to keep them under
its control. The only bank whose capital is in majority
privately held is China Minsheng Bank.

Through controlling equity stakes, central and
local authorities exercise a so-called lishu (RJE)
relationship: the entity’s owner is entitled to direct
control over that entity. Such relationship is not based
solely on ownership rights. Control can be exercised
administratively where necessary (Tan et al., 2007).
Depending on such relationship, environments might
be more lenient or more supportive of a firm’s
development — depending on the local government
exercising the power (incentives can take the form of
tax holidays, subsidies, loan applications, licences
and so on to facilitate transactions). Closeness to
varying levels of government enhances performance
and the firm’s prospects (this is especially true at
township level or below, and at central level).

Apart from having a controlling equity stake in
the banking sector, the Chinese state has also
provided generous financial support to financial
institutions. Overall, up to 2006, the state has spent
around CNY2.3trn to support the main commercial
banks — through fresh capital injections in 1998 and
in mid-2000s, transfers of NPLs to the four asset
management companies (AMCs). The SOCBs were
certainly not the only ones supported. PBOC issued
special bank bills in June 2008 amounting up to
CNY165.6bln in exchange for NPLs totalling
CNY135.3bln to help rural credit cooperatives
restructuring. Between 2005 and 2008, Central Huijin
injected fresh capital to replenish the four SOCBs.

Local governments have also had to rescue their
local financial institutions as they were required to do
so by the central authorities and as they held most of
the capital in these institutions. No data is available
on the total amount of financial support provided, but
experience has showed that the local authorities could
not avoid rescue operations with restructuring efforts
and to address NPL problems.

The state is the businessman

Before the start of the reforms in 1978, the banking
system was just one of many parts of a huge state
administration. Financial flows were organised
around the planning exercises for the whole economy
and flows were directed to specific industries and
regions based on political decisions. Since then, the
authorities have remained influential in the decision
making process of banks, especially larger ones.
While credit quotas have been removed, practices
remain, especially for large government projects and
SOEs (in disregard of creditworthiness and
repayment ability and willingness). This is not only
the case with central authorities, but also with local
ones.

The Chinese state has business interests. As
illustrated by Shih (2004), the Chinese authorities can
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obtain private gains and advancement through bank
loans. He showed that more loans were likely to flow
to a specific province when that province was headed
by a party official with ties to the central leadership.
Another way of increasing the flow of loans is to
generate more revenues for the central government
(Shih, 2004). For many local governments a tight grip
on bank lending decisions can help develop the local
economy by securing financing for infrastructure
projects and real estate development (local
governments have a monopoly on land, and thus on
land prices and land transfers; The Economist, 2006).

Additionally, the reforms of the state banking
sectors are a mean to realise the state’s assets rather
than a true privatisation. The restructurings never
changed the balance of power at the banks but rather
enabled the Party to strengthen its leadership and to
broaden its power based on written rules (corporate
governance rules and laws for example).

In order to achieve the highest gains on its
assets, the Party has required bank executives to run
the companies and banks it ultimately owns in a
commercial and market-oriented way. The structures
ensure in the end that the revenues thereby generated
flow to the Party itself. It is therefore unlikely to
relinquish any of its current powers, rather the Party
uses foreign ways and ideas to sustain its own future.

At times, the state appears to use bank lending
to compensate for lower levels of government
spending and government financed projects. Thus
local authorities needed to take more influence on the
lending decisions and processes, to politicise lending.
At the same time this weakens the power and
pressure that regulators can put on local financial
institutions. While corporate governance mechanisms
have limited the influence channels of party and local
governments, these have not been removed
completely (Heilmann, 2005a).

The state is the employer

The above-mentioned Leading Group for Finance and
Economics is also working together with the
Communist Party’s Organisation Department’ to
oversee senior appointments at both authorities and
financial institutions (lower level managers are
proposed by the firm's party committees and vetted
by CBRC). The blurred dividing line between Party

" The Organisation Department is a highly secretive and
massive organisation which is in charge of human resources
on behalf of the Communist Party. It penetrates every state
entity within the country — regardless of it being private or
not. It acts behind closed doors: it conducts candidates’
interviews and investigations, removes and changes
positions of senior managers and bureaucrats. As a result is
it also the place of strong political battles so far that posts
can be bought and sold. Appointments depend on
experience, education, and so on. Indicators inform about
the executive’s performance. Its professional head-hunter
practices work up to a certain official rank only however.
Promising officials are rotated between enterprises,
industries, departments and regions (McGregor, 2010).
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and state leads to yearly rounds of “musical chairs”
where senior managers rotate from one financial
institution to another®. “[...] the most significant
feature of the Chinese banking system was the
pervasive influence of the Chinese communist party,
which induced a high sensitivity among bankers to
political signals from the top.” (Shih, 2009: 31) Party
members answer to the Party first. For state-owned
banks, as the majority or sole shareholder, the
authorities have the right to choose senior managers.
The Party permeates every level of the state — but it
remains on the sidelines — without being a simple
watcher: it has the strings in its hands.

Foreign observers should not be misled by the
fact that personnel changes are announced by relevant
ministries or regulators or by the fact that no official
and publicly available bank documents mention the
Party. Banks are instruments of national economic
policy and will have to act along the Party lines
where necessary (the rules and regulations are
nonetheless issued by the relevant ministries and

departments). The same applies to senior
appointments. To ensure social stability and
successful macroeconomic policies, the Party —

through the bank’s individual Party Committees — is
in charge of personnel and strategic issues.

This is in line with the government’s policy of
choosing senior managers and board members
reflecting political credentials rather than business
acumen®. This activity is euphemistically called
“leadership” rather than “interference” (McGregor,
2010: 23). The authorities also have the power to
remove or transfer the managers as it sees fit, in all
banks in China: some 80% of CEOs and 56% of
senior executives in SOEs are appointed by the party
(Pei M., 2006

® For example in June 2007, Tang Shuangning, previously
vice-chairman of the CBRC, was appointed chairman of the
board of China Everbright Bank. Similarly, Xu Feng, former
director of CBRC became president of the Shanghai Pudong
Development Bank and Xiang Junbo, a deputy director at
PBOC was named president of the Agricultural Bank of
China (Anderlini, 2007).

In November 2004, the previously required party
membership for middle management has been removed at
Bank of China and China Construction Bank (Zhang X.,
2004b).
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Table 2. Chairmen’s and presidents’ previous positions (selection)

Bank name Chairman name and other previous President name and other previous positions
positions

ICBC Jiang Jianging* Yang Kaisheng
Member of Central Committee of CPC, Huarong AMC
PBOC

BOC Xiao Gang Li Lihui

Member of Central Committee of CPC, Vice Governor Hainan, ICBC
Orient AMC, PBOC
CCB Guo Shuging* Zhang Jianguo
Member of Central Committee of CPC, ICBC
SAFE, PBOC, NDRC

ABC Xiang Junbo* Zhang Yun
Member of Central Committee of CPC, -
PBOC
Industrial Gao Jianping* Li Renxing
- PBOC
Huaxia Wu Jian* Fan Dazhi
ICBC, BoComm Smaller NBFlIs
Minsheng Dong Wenbiao Hong Qi
PBOC BoComm
SPDB Ji Xiaohui* Fu Jianhua
ICBC, Shanghai municipal government CCB
BoComm Hu Huaibang Niu Ximing
CBRC, PBOC ICBC
Merchants Qin Xiao Ma Weihua
CITIC -
Everbright Tang Shuangning* Guo You
CBRC, PBOC, CCB SAFE, PBOC

Note: the selection should not suggest that all other banks’ senior managers have similar career paths. The
positions show only the name of the institution — other than their current institution, the positions held might
have been numerous and at different levels of hierarchy. The list entails only presidents and chairmen of the
boards as of end-2009. The information does not include other positions held in universities and other non-bank
or non-government institutions.

* Those with an asterisk are also mentioned as Party Committee secretaries in the annual reports. This
information is given in a few annual reports only.

- Means that the person did not held any positions in other banks or authorities.

Sources: http://www.chinavitae.com/index.php and banks’ annual reports.

Such policies are now centralised at highest Under such conditions, managers are given the
level which reduced the influence of local and incentive to reach a higher position in their (political)
regional offices and authorities (Heilmann, 2005a). career rather than profit maximisation (Goodhart and
This enabled the management of the banks with Zeng, 2005). In his interviews, Victor Shih found that
higher efficiency and more consistency (through “the single clearest message that emerges [...] is that,
higher party discipline, less loopholes allowing rent- above all else, Chinese leaders care about political
seeking, and so on). But the high Ilevel of survival and actively formulate strategies to expand
decentralised management in Chinese banks still or maintain power” (Shih, 2009: 16). Excessive risk
allows local authorities to intervene at branch level - taking is not incentivised because managers of banks
through “financial services offices” which are set up are being rotated from one position to another. They
to provide administrative services to financial risk their own career rather than their bank’s financial

institutions (such as encouraging their establishment standing®. Such risk aversion does not preclude some
in certain geographic areas). Now they intervene less
in appointments and rather in rules enforcement. ! “Even highly insulated bureaucrats in a professional

bureaucracy have an interest in getting promoted, and
financial resources constitute a powerful policy tool that can

”» ®
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lobbying however. Where rules appear too strict,
banks do not refrain from lobbying in order to
achieve more lenient regulations (as for example for
the recognition of cross-holdings of subordinated
debts into the capital adequacy calculation; Fang H.,
2009).

The supervision of the bank managers after their
appointment is twofold: political acumen or party
discipline is the responsibility of the Central
Discipline Inspection Commission (CDIC) which
encompasses corruption, compliance with party
policies, and so on. The second one is based on
professional standards encompassing compliance
with lending ratios and quotas as well as quality
indicators (McGregor, 2009). Bank performance is
linked to compliance with regulatory prudential ratios
and market shares (Wen X., Zhang M. and Fang H.,
2009). These are only tested by PBOC and/ or CBRC
(Shih, 2009).

Pervasiveness of the state

As shown above, the state permeates every area of the
financial system: as the regulator, as the provider of
emergency funds, as the provider of indirect and
implicit guarantees to all commercial banks, as the
dominant shareholder in banks, and as an employer.

All above roles are not independent from one
another; they are all part of the same entity: the party-
cum-state. The interference of the state or the party is
pervasive and permeates all decision areas, all
economic sectors and all institutional levels. At least
the state lends to these institutions its good
international credit ratings. It also ensures support to
an investment-led GDP growth.

Unfortunately, the state or even the party is not
one but many: the state includes the central
government, a wide range of local governments,
regulatory  agencies, ministries and  other
administrative units. These often have conflicting and
contradictory views, and compete for power and
prestige.

All entities fear a loss of power and control over
the activities in the financial industry, over the
allocation of funds and resources, over decisions and
over ownership. This high number of actors in the
financial industry can have a strong influence on
decisions and on compromising arrangements, but
also points to a strong potential for conflicts.

Victor Shih has found a powerful explanation
behind the seemingly shifts of power between the
many entities within the state (Shih, 2009). He finds
that power changes hands between two types of
factions: the generalist faction running vertically from
central to local governments and the technocratic
faction which runs horizontally at central level®. The

quickly bolster one’s administrative accomplishments and
thus speed up promotion.” (Shih, 2009: 8)

2 A faction is a “personal network of reciprocity that seeks to
preserve and expand the power of the patron”, which is

VIRTUS,

”

first sort of faction is mostly interested in the
unhindered flow of financial resources to their own
projects — mostly in their provinces. The second
faction type is focused, on the contrary, on financial
centralisation because their ability to solve financial
challenges is the basis for promotion. The two types
of factions succeed to one another around an
equilibrium state that ensures that lending and
inflation are sufficient without being too high to
ensure the creation of financial resources of the state.?

Not only does such model explain recurrent
episodes of low and high inflation as well as
economic growth but it also supports the idea that the
banking reform agenda is fully in the hands of the
political elite. The seemingly pro-market reforms
introduced in China in the last ten to fifteen years are
the result of the technocratic faction being successful
at erecting mechanisms to mitigate the effects of the
expansionary and decentralising stance of the
generalist faction (for example through risk
management ratios’ (capital, lending, asset quality

formed based “on personal relationships between the patron
and its clients” and which “exists as a channel to exchange
goods and influence”. Generalist factions have the highest
power, while the technocratic factions arrange themselves
around specialised mandates such as in the financial sector
(Shih, 2009). A member of a faction gets promoted either
because he/she brought additional investments and
resources to his/her home province (mainly through loan
allocation because they can form the largest fund volumes) if
he/she is part of a generalist faction, or because he/she
shows sufficient authority to have the resources to be spent
in case of need or financial problems if he/she is part of a
technocratic faction. All are rent-seekers nonetheless.

® Alternative views to explain the country’s reform path also
include one which puts modernist and conservative faction
vis-a-vis and other one which puts centralisation vs.
decentralisation efforts at the centre of the explanations. The
former explanation fully fails to recognise the fact that loyalty
is to the Party and/or to a person (or a faction) and not to an
idea and that the centre-periphery relationship is of
paramount importance in Chinese governance: ‘the
dominance of the centre is the precondition to guarantee the
unity of the state” (Weigelin-Schwriedzik, 2004). At the same
time the periphery — through local authorities — ensures the
enforcement and implementation of decisions of the central
authorities which also devolve a number of other duties and
responsibilities to the peripheries. The relative independence
of local authorities or the periphery allows for a larger unified
state while spending fewer efforts in controlling it. The means
to ensure that the relationship remains stable (apart from
guaranteeing unity) include control over human resources
and the bureaucracy, the armed forces and the propaganda
(McGregor 2010). These three pillars ensure that all are loyal
to the Party and speak in one voice. The bureaucracy
embodies the complementary link between centre and
periphery. This arrangement has endured over the long
Chinese history. A failure to balance out power and control
between centre and periphery may lead to a change of
regime. The latter explanation concentrates on the fact that
political and fiscal decentralisation allowed local authorities
to use resources as they pleased and to test different
policies locally to innovate. Authors however found that this
did not explain China’s economic miracle (Cai, Treisman,
2006).

* As noted by Shih (2009), the first introduction of such limits
and ratios came only after the Asian Financial Crisis which
provided the technocratic faction with a powerful rationale
and narrative to restrict the power of the generalist faction.
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limits), through the centralisation of senior bank
appointments, the timid introduction of private
monitoring mechanisms). The mitigating mechanisms
are not a kow-tow to private markets and players or
reflections of an intrinsic interest in pro-market
reforms: they are much more instruments of power to
stabilise around the equilibrium state (between the
two factions) and avoid too large deviations which
would be costly to the state.

Recent success with large-scale IPOs have
allowed the state to collect the fruits, that is, capital
which does not need to be repaid together with
dividends. Partial listings are the rage — just as joint-
ventures were the answer to the early years of reform
and opening policy — because on one side they
provide much needed technical knowledge and
capital (and additional layers of independent
oversight) without using state resources (even
creating additional revenues from investments) and
on the other side few strings are attached and neither
power nor influence are relinquished.

To ensure keeping the status quo, reforms need
to focus on truly reliable control mechanisms and
structures — private ownership and market forces
would unfortunately mean a loss of power for the
ruling elites. Thus, Zhou Xiaochuan argued in an
article in the People’s Daily in 2000 that “to preserve
sufficient state control and defence capacity against
external shocks during a period of economic system
transformation and of further opening to the outside
world, the state can preserve an absolute right of
control over some large commercial banks, for
example 75%.” (republished in Zhou, 2005).

Rationale for state interference

Chinese regulators follow a very hands-on approach
to regulation as they represent extensions of the state.
Their role is to ensure that fruits of the banking
system do indeed flow to the state itself (being in the
form of state-owned enterprises with lower costs of
funding or state coffers refilled with dividends and
taxes paid by the financial institutions).

Nevertheless, the basis for regulatory
intervention follows the same pattern as Mandanis,
Schooner and Taylor (2009) assert: intervention is the
result of three market failures namely existence of
monopoly power (banks as a group form a strong
monopoly in finance intermediation with enterprises
and individuals), the existence of negative
externalities (failure is then fully covered by the state)
and to reduce information asymmetries (regulators
concentrate a high level of information and of data
from banks, either reported or inspected — the
regulators play that role for the state).

The regulators interact between state and banks
and not as usually between bank customers and banks
themselves. The objectives of financial supervision
are still to promote systemic stability, efficiency and
competition, to ensure market confidence and protect

”

depositors. These goals are points on the overarching
goal of keeping the political elite in power — by
allowing it to reign in a stable and predictable
environment and by providing it the necessary
financial resources for further development.

3 Xijian wei ti - the practicality of private
monitoring mechanisms

To illustrate how private mechanisms are used in the
Chinese regulatory framework, we will analyse the
entry of foreign investors into China, as an example.
Other mechanisms among which are the enforcement
of prudential ratios for liquidity and capital adequacy
for example, accounting standards which in China
now in most aspects reflect international ones, the
limited entry of international rating agencies which
actively and for the last decades have rated most large
Chinese banks, or since 2007 the new internationally
wetted anti money laundering rules, all have been
selected to serve one single purpose.

Since 1991, when the Asian Development Bank
acquired a stake in Xiamen International Bank,
foreign banks have started buying stakes in the capital
of Chinese banks. Most of the deals have taken place
between 2004 and 2006, after CBRC raised the
ceiling on individual stakes to 20% and overall on
foreign stakes to 25% in the capital of any type of
Chinese bank (including RCCs) in December 2003.
Further to this, in January 2006, CBRC announced
that foreign investors can invest in “up-to-now off-
limits”  A-shares. Overall, individual foreign
institutions’ stakes range between 2 and 20%. As of
end 2008, foreign investors had taken equity stakes in
31 Chinese banks (approved) and their equity
participations amounted to some USD 32.7 biln (a
further USD 45.5 bin were raised through market
listings, CBRC, 2010).

Getting a share of the growing Chinese market
is further limited by principles laid down by CBRC®:
no controlling stakes in large banks, foreign investors
should bring in strong management experience and
technical skills, the investing institution should be a
large financial institution and the adequacy of the
foreign investor should be tested in a strict review.
Further to these principles, minimum standards have
been announced: investments should be for at least
three years and 5% stakes, the investing institution
should bring forward a director to sit on the board;
the institution should not have more than two
strategic investments in Chinese banks and the
foreign investors should bring technical and network
support (People’s Net — Jiangnan Times, 2005; Yu F.,
2005). According to new licensing rules published in
early 2006, foreign investors in Chinese financial
institutions should have a long-term orientation, have
a large asset base (at least USD10blIn for investing in

® This was done in mid-2000s following a controversial
discussion in China about the usefulness of foreign
investors.
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a commercial bank, less for rural institutions), have a
good international credit rating, have been profitable
in the last two consecutive years, show sound internal
controls and enjoy a favourable (economic and
supervisory) environment at home.

Capital and expertise is what foreign banks are
expected to bring, but not control. Control will
remain in the hands of the state, for smaller and larger
banks. The state regularly reiterates its unwillingness
to relinquish full control. Such assertions have been
heard from central bankers, bank regulators and other
high ranking government officials. Most of the
foreign influence is likely to be felt in the area of
corporate governance — and to serve the interests of
the state.

The best example with foreign investors came
with Shenzhen Development Bank. In order to clean
the bank’s books, foreign investors were accepted to
take a strong share of the business (the capital share
was less than 20% but the board director and staffing
was partially in the hands of the investor). A few
years later, the trick proved to be a success. The bank
is clean and was sold at a great profit for the foreign
investor as well. The local authorities did not need to
pay too much for that and control returned to Chinese
hands.

The introduction of foreign investors and the
opening of the banking sector to competition will not
change much the position of the Chinese state. Pei
Minxin (2006) writes that “partial reforms have thus
created a hybrid, albeit state-centred, system that
allows these elites to perpetuate its privileges”. For
him, even foreign entry into banks’ equity is only a
way for the state to strengthen itself. As two China
observers mentioned, “China’s communist cadres
have discovered that equity capital, like state banks’
loans in the old days of central planning, does not
have to be repaid. And while investors’ funds do
come with some strings attached, including
international-standard accounts and  disclosure
requirements, this is a small price to pay considering
how little control the state has had to relinquish in the
process” (Mitchell T. and Lau J., 2006).

With their limited influence (at most a combined
25% of the banks’ capital) over decisions in Chinese
banks, foreign investors might as well settle for
taking their dividends home without much reforms
(or only those reforms necessary to ensure steady
investment gains) — without embarking for a full
marketization of the banking system, which is not in
the interest of the state.

Looking back at the re-formulated tiyong moto,
the reader can now understand why the specific
Chinese regulatory framework still results in strong
banks even though it contradicts evidence worldwide.

Chinese officials and regulators act in the
interests of the state and not of the public. They are
all supposed to work to ensure that the state keeps
sufficient capacity in action and power. As a result
there is an independent private sector oversight to

”

ensure information transparency — but which serves
the interests of the state in the end.

Furthermore, the regulators still exercise control
over the provision of information and the
transparency of the institutions they are supposed to
control with the goal of reducing risks to the state
(risk of its power being withdrawn). Market
discipline or information transparency is advocated
but not to fulfil the interests of private investors or of
the public at large, but the internal stakeholders and
the state in the end. The dissemination of information
is promoted within the state and its structures and
“accidentally” to the outside.

This at the same time provides the argument for
a strong regulator (in front of the banks but not the
executive). To ensure the right flows of information
and of financial resources and that these do not reach
outside the framework, it is required that banks
remain sheltered from too much competition or
outside interests. A small dose of competition and
outside influences is sufficient to provide a counter-
balance to the potentially damaging misallocation or
even dilapidation of resources (either through bad
lending decisions or through corruption). A negative
effect of such arrangement to be reckoned with is that
some corruption in lending and in banks will remain.
It appears that Chinese regulators are prepared to pay
that price to ensure their own model and their own
power is undiminished.

The private market and private players have
only an instrumented role to play and are intended to
delegate their oversight duties to the state. The state
remains powerful in that it delegates its own
oversight only one step below: to the regulatory
agencies and which remain fully dependent of it.

State interest view

Compared to the opposing views or approaches to
bank regulation (Barth, J. R., Caprio, G. Jr., Levine,
R. 2006), China follows a “state interest view”, being
neither public nor private — but rather using a closed
circuit of state interests where public and private
constituencies are satisfied as a by-product (for the
public — the state interests also mean that economic
development should be boosted and that consumers
should be protected and for the private investors: they
may take their gains and dividends home but remain
in distinctively disadvantaged position in terms of
influence and information channels). The state
interest view keeps out fully any interested potential
entrant (being a private enterprise and borrower or a
private investor) — and might only be accepted if it
brings in further financial gains (interest paid by
private borrowers in lending) or further improves the
allocation of resources (technical assistance of private
investors — meant to be strategic ones only and not
financial ones).

In all fairness one must also acknowledge that
the state recaps the gains but also — where they might
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arise — the losses due to bank failures. The state also
provides the incentives for managers to do good in
the interests of the state: the highest penalty is to be
taken out of the framework — which is rarely used
(only in strong corruption cases or where loyalty is
not given anymore). This is not too much an issue
because the paramount goal of system stability means
that too high risk taking is not necessary either.

From lending to state borrowers and a small
public base, the banks can reap privileges in terms of
continuity of their franchise and of their existence, by
being rewarded for supporting the survival of the
state. Not doing so would put bank gains at risk of not
being earned (lending to SOEs is less risky than to
private enterprises from which repayment might not
be easily guaranteed). Taking too many risks in
banking is thus not advisable — especially in view of
the sizeable potential benefits. At the same time,
regulation will not impede the development of the
banks to generate profits (for example PBOC keeps a
deposit and a lending rate — sufficiently one apart
from the other so as to ensure a sound margin for
banking business).

In conclusion we find that — while in other
countries more state has meant largely poorer
efficiency in banking and higher instability of the
banking system — this does not seem to be the case
for China. In China, the state capture of the banks
appears to be mostly a blessing rather than a liability -
for now at least. Control by the state has changed its
tools and channels but has increased its scope.

4 Conclusions

All is not well in China either: the current
arrangement is not without risks. Increasingly power
is being transferred to the generalist faction which
uses more leeway in enforcing the rules set by the
technocratic faction. This issue is important because
regulators require the cooperation of local authorities
to achieve their goals.

With the growing power of local authorities and
of the generalist faction, the capacity of the central
government or technocratic faction has been eroded.
More worryingly, the growing transfer of power
towards the periphery has also meant that the
establishment of a truly private and independent
alternative is fully hampered. The private and
independent arrangements that have been able to exist
up to now (for example foreign shareholders,
international rating agencies, external auditors) owe
their very existence to the necessity for the
technocratic faction to have reliable information
about the banking industry it wishes to control.

A transition from socialist banking to a market
oriented system has failed to become a revolution
because the underlying structures continue to serve
the same purposes: that is the interests of the state
solely. This was termed a “trapped transition” by
Minxin Pei (2006). The banking system is geared

”

towards producing better returns to the state - the
system is dealing with itself in a closed circuit. There
is no incentive for further banking reforms other than
those that ensure the current status quo can endure.

For the time being, the current mechanisms offer
what the state requires, but it remains to be seen if in
the long term such arrangement is still viable and still
fulfils its purpose. As long as the state is not only a
predatory one but also offers on balance growth and
development (or even a safety net in times of crisis),
it is likely that the status quo will not be challenged.

Thus the greatest danger to the status quo and to
the system’s stability is the state itself but only
because it is losing effective control to competing
layers of authority (generalist versus specialist
function). The central government must manage the
diverging interests of local authorities and ensure that
these constituencies play a neutral role at least. Up to
now the private and independent monitoring
arrangements have been established at national level
only. There is little control over the activities of local
financial sectors. To ensure that things do not get
awry at local level either, further foreign and private
monitoring mechanisms might be useful at lower
administrative level as well: higher transparency by
strengthening the role of domestic shareholders and
stricter enforcement of rules with harsher anti-
corruption activities.

Viewed through the tiyong lenses, the tiyong-
supervisory  arrangement offers a  powerful
explanation for a supervisory structure which cannot
be fully explained otherwise as these fail to recognise
the strength of such a hybrid model. By doing so
China has chosen a path of modernisation without
opting for a full westernisation and thus was able to
avert any alienation or loss of control or identity over
its own banks and its own agenda. The path to
modernity is a lively one which is susceptible of
evolution and change - a fertile ground for inventions
and possibly re-inventions.

Inventions could continue to fit the Chinese
model and strengthen the current arrangement:
ensuring the continued existence of monitoring
mechanisms with for example the further integration
of China within the world - as well in banking and
supervisory terms.
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