China’s Financial System and the Law*
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Law plays a different role in China’s financial system than in most
developed economies. China’s financial system is dominated by a large
banking sector. The role of the stock market in allocating resources in the
economy has been limited and ineffective. The most successful part of the
financial system, in terms of supporting the growth of the overall economy,
is a shadow banking sector that consists of alternative financing channels,
governance mechanisms, and institutions. These by and large do not rely
on the law but on other enforcement mechanisms. The co-existence of this
sector with banks and markets can continue to support the growth of the
Hybrid Sector (non-state, non-listed firms).
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Introduction

In most financial systems, the law plays a crucial role. Finance is a
process by which lenders provide money to borrowers now in exchange for
payments in the future. The law usually provides a way of making such
promises credible. Allen, Qian and Qian (AQQ) point out that China oper-
ates differently.! During the last thirty-five years or so, China has been one
of the most successful economies in terms of growth.? In 2014, the IMF
predicts that it will overtake the U.S. and become the largest economy in
the world in terms of Purchasing Power Parity.> China has achieved this
despite formal financial institutions, poorly functioning markets, and an
ineffective legal system underpinning their operation.

In this paper, we provide a comprehensive review of China’s financial
system and the legal system associated with it.* Almost every functioning
financial system includes financial markets and intermediaries (e.g. a
banking sector), but how these two standard financial sectors contribute to
the entire financial system and economy differs significantly across differ-
ent countries.® In this regard, we discuss what has worked and what has
not within the two sectors in China and consider the effects of further
development on the entire economy. We also examine a shadow financial
sector, which operates outside the markets and banking sectors and con-
sists of alternative financing channels, governance mechanisms, and
institutions.

We draw three main conclusions about China’s financial system and
its future development. First, China’s financial system has been dominated
by a large banking system. This is clear when China’s banking system and
financial markets is compared with those of both developed and emerging
countries.® Even with the entrance and growth of many domestic and for-

1. Franklin Allen, Jun Qian & Meijun Qian, Law, Finance, and Economic Growth in
China, 77 J. Fin. Econ. 57, 59 (2005) [hereinafter AQQ, Law, Finance, and Economic
Growth].

2. See China Overview, THE WorLD Bank (Apr. 1, 2014), http://www.worldbank
.org/en/country/china/overview.

3. Ann Williams, Did China Just Overtake the US as World’s Largest Economy? Well,
Yes and No, Tue Strarts Times (Oct. 9, 2014, 3:18 PM), http://www.straitstimes.com/
news/business/economy/story/did-china-just-overtake-the-us-worlds-largest-economy-
well-yes-and-no-20.

4. This paper draws heavily on our previous work, including AQQ, Law, Finance,
and Economic Growth; Franklin Allen, Jun Qian, & Meijun Qian, China’s Financial Sys-
tem: Past, Present, and Future, in CHINA’S GREAT EcoNoMIC TRANSFORMATION 506 (Loren
Brandt & Thomas G. Rawski eds., 2008) [hereinafter AQQ, Past, Present, and Future];
Franklin Allen, Jun Qian, Chenying Zhang & Mengxin Zhao, China’s Financial System:
Opportunities and Challenges, in CapitaLiziNG CHINA 46 (Joseph P.H. Fan & Randall
Morck eds., 2013) [hereinafter AQZZ, Opportunities and Challenges]. In particular, much
of the data and many of the arguments made are from the latter paper.

5. See Franklin Allen & Douglas Gale, A Welfare Comparison of Intermediaries and
Financial Markets in Germany and the U.S., 39 Eur. Econ. R. 179, 180 (1995).

6. See AQZZ, Opportunities and Challenges, supra note 4.


http://www.straitstimes.com
http://www.worldbank
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eign banks and financial institutions in recent years, China’s banking sys-
tem is still mainly controlled by the four largest state-owned banks.” All of
these “Big Four” banks have become publicly listed and traded companies
in recent years; the government is the largest shareholder and retains con-
trol of these institutions.® This ownership structure has served these
banks well by avoiding the problems encountered by the major financial
institutions in developed countries that were at the center of the 2007-2009
global financial crisis.” Continuous improvement of the banking system,
including further development of financial institutions outside the Big
Four banks and extension of more credit to productive firms and projects,
can help stabilize China’s financial system in the short run and can be
especially timely given the uncertainties in the Chinese and global
economies. !¢

Our second conclusion concerns China’s financial markets. Two
domestic stock exchanges, the Shanghai Stock Exchange (SHSE) and
Shenzhen Stock Exchange (SZSE) were established in 1990.1! The scale
and importance of the stock exchanges are insignificant compared to the
banking sectors; the stock exchanges have not been effective in allocating
resources in the economy, because these stock exchanges remain specula-
tive and driven by insider trading.!? In recent years, the stock market has
witnessed significant development.!® As such, financial markets are likely
to play an increasingly significant role in the economy.!* We discuss sev-
eral issues and potential problems related to increasing the size and scope
and improving the efficiency of the stock and other financial markets.

Third, we find that the most successful part of the financial system, in
terms of supporting the economy’s overall growth, is neither the banking
sector nor the financial markets. Rather it is a sector of alternative financ-
ing channels, such as informal financial intermediaries; internal financing
and trade credits; and coalitions among firms, investors, and local govern-

7. See infra Table 4-B; AQZZ, Opportunities and Challenges, supra note 4, at 2.

8. Michael Wines, China Bank I.P.P. Raises $19 Billion, N.Y. Times (July 6, 2010),
http://www.nytimes.com/2010/07/07 /business/global/07ipo.htm]?_r=0.

9. See Tarhan Feyzioglu, Does Good Financial Performance Mean Good Financial
Intermediation in China? 4-5 (Int'l Monetary Fund, Working Paper No. 170, 2009),
available at https://www.imf.org/external/pubs/ft/wp/2009/wp09170.pdf.

10. See AQQ, Past, Present, and Future, supra note 4, at 2.

11. SuELDON GAO, Dow JONES INDEXES, CHINA STOCK MARKET IN A GLOBAL PERSPECTIVE
1 (2002), available at http://people.stern.nyu.edu/jmei/b40/ChinalndexCom.pdf.

12. Allen Berger et al., Bank Ownership and Efficiency in China: What Will Happen in
the World’s Largest Nation, 33 J. BaNkiNG & Fin. 113, 114 (2009) (“The banking industry
is larger than the stock markets in China, and as shown below, is very ineffi-
cient-particularly the Big Four banks.”); Michael Pettis, Why China’s Financial Markets
Are Inefficient, CHINA SpECTATOR (Nov. 28, 2013, 7:05 AM), http://www.businesss-
pectator.com.au/article/2013/11/28/china/why-chinas-financial-markets-are-
inefficient.

13. Jennifer N. Carpenter et al., The Real Value of China’s Stock Market 1 (2014),
available at http://people.stern.nyu.edu/jcarpen0/pdfs/Carpenter%20Lu%20Whitelaw
%202014%20-%20The%20Real%20Value%200f%20China’s%20Stock%20Market.pdf.

14. Id. at 21.


http://people.stern.nyu.edu/jcarpen0/pdfs/Carpenter%20Lu%20Whitelaw
http://www.businesss
http://people.stern.nyu.edu/jmei/b40/ChinaIndexCom.pdf
https://www.imf.org/external/pubs/ft/wp/2009/wp09170.pdf
http://www.nytimes.com/2010/07/07/business/global/07ipo.html?_r=0
https://economy.14
https://development.13
https://trading.12
https://economies.10
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ments.'> This alternative system is often referred to as the shadow banking
system.'® Many of these financing channels do not rely on the law for
enforcement but depend on other enforcement mechanisms, such as com-
petition in product and input markets, as well as trust, reputation, and
relationships.!” This alternative financial sector, together with the banking
system and the financial markets, has supported the growth of a “Hybrid
Sector” with various types of ownership structures.'® Our definition of the
Hybrid Sector includes all non-state, non-listed firms, including privately
or individually owned firms, and firms that are partially owned by local
governments (e.g. Township Village Enterprises or TVEs).!? The growth of
the Hybrid Sector has been much higher than that of the State Sector (state-
owned enterprises or SOEs, and all firms where the central government has
ultimate control) and the Listed Sector (publicly listed and traded firms,
with most of them having been converted from the State Sector).2® The
Hybrid Sector contributes to most of China’s economic growth, and it
employs the majority of the labor force.?! The co-existence of the alterna-
tive financial sector with banks and markets can continue to fuel the
growth of the Hybrid Sector.?2

This paper draws heavily on our previous work including “Law,
Finance, and Economic Growth in China” by Franklin Allen, Jun Qian &
Meijun Qian (AQQ (2005)), “China’s Financial System: Past, Present, and
Future,” a chapter in China’s Great Economic Transformation, also by
Franklin Allen, Jun Qian, and Meijun Qian (AQQ (2008)); and “China’s
Financial System: Opportunities and Challenges,” a chapter in Capitalizing
China by Franklin Allen, Jun Qian, Chenying Zhang & Mengxin Zhao
(AQZZ (2013)). The remaining sections are organized as follows. In Sec-
tion I, we briefly review the history of China’s financial system, present
aggregate evidence on China’s financial system, and compare China’s
financial system to those of developed and other developing countries. In
Section II, we examine China’s banking system and how it has changed
over time. In Section III, we briefly examine the growth and irregularities
of financial markets, including the stock market, and listed firms. We also
consider the effects of several initiatives to develop new markets and fur-
ther develop existing markets, as well as changes in corporate governance

15. AQZZ, Opportunities and Challenges, supra note 4, at 96.

16. Jing Jiang, Shadow Banking in China: Battling the Darkness, THE EconomisT (May
10, 2014), http://www.economist.com/news/finance-and-economics/21601872-every-
time-regulators-curb-one-form-non-bank-lending-another-begins.

17. AQZZ, Opportunities and Challenges, supra note 4, at 96.

18. AQQ, Past, Present, and Future, supra note 4, at 506.

19. Id. at 507. We include firms partially owned by local governments in the
Hybrid Sector for two reasons. First, despite the ownership stake of local governments
and the sometimes ambiguous ownership structure and property rights, the operation of
these firms resembles more closely that of a for-profit, privately-owned firm than that of
a state-owned firm. Second, the ownership stake of local governments in many of these
firms has been privatized.

20. Id. at 507-08.

21. Id. at 508.

22, Id.


http://www.economist.com/news/finance-and-economics/21601872-every
https://Sector.22
https://force.21
https://Sector).20
https://TVEs).19
https://structures.18
https://relationships.17
https://system.16
https://ments.15
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among listed firms. In Section IV, we examine the shadow financial sector,
including alternative financial channels and governance mechanisms.
Motivated by the success of this financial sector and firms in the Hybrid
Sector, we also compare the advantages and disadvantages of using the law
as the basis of finance and commerce. When converting RMB into US dol-
lar, we use the exchange rate of US$1 = RMB 8.28 (yuan) for transactions
and events occurring before 2005, and we use the spot rate at the end of
each year for activities that occur during and after 2005.

I. Overview of China’s Financial System
A. A Brief Review of the History of China’s Financial System

China’s financial system was well developed before 1949.23 One key
finding in reviewing the history of this period, including the rise of Shang-
hai as one of the financial centers of Asia during the first half of the 20th
Century, is that the development of China’s commerce and financial sys-
tem as a whole was largely outside of the formal legal system.?* For exam-
ple, despite the introduction of Western-style courts in Shanghai and other
major coastal cities in the early 1900s, most business-related disputes were
resolved through mechanisms outside of the courts, including guilds
(merchant coalitions), families and local notables.?> In Section IV.C
below, we argue that modern equivalents of these non-legal dispute-resolu-
tion and corporate governance mechanisms are behind the success of
Hybrid Sector firms in the same areas in the 1980s and 1990s. These alter-
native mechanisms may be more responsive in adapting to changes in a
fast-growing economy like China than the law and legal institutions.

After the founding of the People’s Republic of China in 1949, all of the
pre-1949 capitalist companies and institutions were nationalized by
1950.26 Between 1950 and 1978, China’s financial system consisted of a
single bank - the People’s Bank of China (PBOC). This bank was owned
and controlled by the central government under the Ministry of Finance. It
served as both the central bank and a commercial bank, controlling about

23. For more descriptions of the pre-1949 history of China’s financial system, see
AQQ, Past, Present, and Future, supra note 4. For more anecdotal evidence on China’s
financial system in the same period, see, e.g., William C. Kirby, China Unincorporated:
Company Law and Business Enterprise in Twentieth-Century China, 54 J. AsiaN Stup. 43
(1995).

24. See AQQ, Past, Present, and Future, supra note 4, at 509.

25. See Kirby, supra note 23, at 45. For descriptions of family- and community-
based mechanisms for contract enforcement, see, e.g., Stephanie P. Chung, Changes and
Continuities: Evolution of a Chinese Family Business (1876-2004), 3 Asia Eur. J. 259, 260
(2005). When examining how disputes were resolved both in and outside of court,
Goetzmann and Koll concluded that the passing of China’s first Company law in 1904,
which was intended to provide a better legal environment for business and commerce,
did not lead to actual changes in corporate governance or the better protection of minor-
ity shareholder rights. See William Goetzman & Elisabeth Koll, The History of Corporate
Ownership in China: State Patronage, Company Legislation, and the Issue of Control, in A
History OF CORPORATE GOVERNANCE AROUND THE WORLD: FaMmiLy BusiNess Groups TO
PrOFESSIONAL MaNAGERS 150-51 (Nat'l Bureau of Econ. Research ed., 2005).

26. See Kirby, supra note 23, at 56.


https://notables.25
https://system.24
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93% of the total financial assets of the country and handling almost all
financial transactions.?” Functioning primarily to finance the physical
production plans, the PBOC used both a “cash-plan” and a “credit-plan” to
control the cash flows in consumer markets and transfer flows between
branches.?8

The first main structural change began in 1978 and ended in 1984.2°
By the end of 1979, the PBOC dissociated itself from the Ministry and
became a separate entity, while three state-owned banks took over some of
its commercial banking businesses. The Bank of China3° (BOC) was given
the mandate to specialize in transactions related to foreign trade and invest-
ment; the People’s Construction Bank of China (PCBC), created in 1954,
was set up to handle transactions related to fixed investment, especially in
manufacturing; and the Agriculture Bank of China (ABC) was created in
1979 to manage all banking business in rural areas. The PBOC itself was
formally established as China’s central bank.3! Finally, the fourth state-
owned commercial bank, the Industrial and Commercial Bank of China
(ICBC) was formed in 1984, and took over the rest of the commercial trans-
actions of the PBOC.>2

For most of the 1980s, the development of China’s financial system
can be characterized by the fast growth of financial intermediaries outside
of the “Big Four” banks.?3> Regional banks (partially owned by local gov-
ernments) were formed in the Special Economic Zones in the coastal areas;
in rural areas, a network of Rural Credit Cooperatives (RCCs), which are
similar to credit unions in the United States, was set up under the supervi-
sion of the ABC; and Urban Credit Cooperatives (UCCs), counterparts of
the RCCs in the urban areas, were also founded.3* Non-bank financial
intermediaries, such as the Trust and Investment Corporations (TICs),
which operated in selected banking and non-banking services with restric-
tions on both deposits and loans, emerged and proliferated in this
period.?>

The most significant event for China’s financial system in the 1990s
was the inception and growth of China’s stock market.3® Two domestic
stock exchanges (SHSE and SZSE) were established in 1990 and grew
quickly, with respect to the total market capitalization and trading volume,
during most of the 1990s and in recent years.>” The real estate market
paralleled the stock market, growing from nonexistent in the early 1990s to

27. See AQQ, Past, Present, and Future, supra note 4, at 509.

28. See id.

29. See id.

30. BOC, which is among the oldest banks currently in operation, was originally
established in 1912 as a private bank and specialized in foreign currency related trans-
actions. Id.

31. Id. at 509-10.

32. Id. at 510.

33. Id.

34. Id.

35. Id.

36. Id.

37. 1d.


https://years.37
https://market.36
https://period.35
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https://banks.33
https://branches.28
https://transactions.27
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being a significant market in recent years. Both the stock and real estate
markets have experienced major corrections during the past decade, and
are characterized by high volatilities and speculative short-term behaviors
by many investors.38

These patterns are due, in part, to the fact that the development of a
supportive legal framework and institutions has been lagging behind that
of the markets.?® For example, China’s first bankruptcy law governing
SOEs was passed in 1986 on a trial basis, but the formal Company Law did
not become effective until the end of 1999.40 This version of the Company
Law governs all corporations with limited liability, publicly listed and
traded companies, and branches or divisions of foreign companies, as well
as the organization structure, securities issuance and trading, accounting,
bankruptcy, and mergers and acquisitions of those companies.*! China
enacted a new bankruptcy law in August 27, 2006 that became effective
June 1, 2007.42 We provide a brief analysis of the status and problems of
the stock market and real estate market in Section V below.

Following the Asian Financial Crisis in 1997, financial sector reform
focused on state-owned banks, especially the problem of NPLs.*> We will
further discuss this issue in Section II. China’s entry into the WTO in
December 2001 marked the beginning of a new era, as we continue to
observe increasing competition from foreign financial institutions and
more frequent and larger-scale capital flows.**

A developed financial system is characterized by, among other factors,
the substantial role played by institutional investors.*> In China, institu-
tional investors began to emerge in the late 1990s: the first closed-ended
fund, from which investors cannot withdraw capital after initial invest-
ment, was set up in 1997, and the first open-ended fund, from which inves-
tors can freely withdraw capital (subject to share redemption restrictions),
was established in 2001.#%¢ By November 2013, there were 89 fund compa-
nies.*” The total net assets value (NAV) increased from RMB 11 billion (or
US $1.3 billion) in 1998 to RMB 2.58 trillion or $322 billion in May 2008,

38. See Daniel Chow, China’s Response to the Global Financial Crisis: Implications for
U.S.-China Economic Relations, 1 GLosAL Bus. L. Rev. 47, 65 (2011); Jing Leng, The Inter-
action Between Domestic and Overseas Capital Markets and Corporate Governance of Chi-
nese Listed Companies, 7 Stup. INT'L FIN. Econ. & TecH L. 273, 284 (2005).

39. See AQQ, Past, Present, and Future, supra note 4, at 510.

40. See id.

41. See id. For more details on this law and its scope, see CHINA SEC. REGULATORY
Comm'N (CSRC), http://www.csre.gov.cn/pub/csrc_en (last visited June 6, 2014).

42. See AQQ, Past, Present, and Future, supra note 4, at 510.

43. See id. The China Banking Regulation Committee (CBRC) was also established
to oversee the banking industry.

44. See id.

45. See AQQ, Past, Present, and Future, supra note 4, at 511.

46. See id.

47. List of Fund Management Companies (November 2013), CHINA SEC. REGULATORY

Comwm'N,  http://www.csrc.gov.cn/pub/csrc_en/participants/FundsRelatedList/Fund
ManagementCompanies/201401/t20140110_242346.html (last visited Oct. 7, 2014).


http://www.csrc.gov.cn/pub/csrc_en/participants/FundsRelatedList/Fund
http://www.csrc.gov.cn/pub/csrc_en
https://investors.45
https://flows.44
https://companies.41
https://markets.39
https://investors.38
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which was still small compared to the assets within the banking sector.*8
In 2003, a few Qualified Foreign Institutional Investors (QFII) entered
China’s asset management industry, where they have been operating
through forming joint ventures with Chinese companies.*> In 2011, China
approved the RMB Qualified Foreign Institutional Investors (RQFII), which
allows QFII to invest in Chinese stock and bond markets within a predeter-
mined limit.>© On the other hand, China allowed Qualified Domestic Insti-
tutional Investors (QDII) to invest in overseas markets beginning in July
2006.51

At the national level, the China Investment Corporation (CIC) was
established in September 2007 with the intent of utilizing the accumulated
foreign reserves for the benefit of the state, and part of the foreign reserves
were placed under management at the establishment.>? CIC makes occa-
sional announcements about its investments, but the overall transparency
of its investment strategy is low.>> Since inception, CIC has made some
aggressive investment decisions, including the well-publicized $3 billion
(pre-IPO) investment in private equity group Blackstone, and the $5 billion
investment in Morgan Stanley (this took the form of mandatory convertible
bonds that can be converted into almost 10% of the firm’s equity).>*

Endowed with limited capital and given the problems with the admin-
istration of the pension system, pension funds have not played a significant
role in the stock or bond markets.>> With a fast aging population and the
growth of household disposable incomes, further development of a multi-
pillar pension system that includes individual accounts with employees’
self-contributed and tax-exempt funds that can be directly invested in the
financial markets can lead to the development of both the financial system
and the fiscal system, as well as the development of social stability.>©

48. Franklin Allen et al., A Review of China’s Financial System and Initiatives for the
Future, in CHiNA’'S EMERGING FINANCIAL MARKETS: CHALLENGES AND OPPORTUNITIES 8
(James R. Barth, John A. Tatom & Glenn Yago eds., 2009) [hereinafter, Allen et al., A
Review of China’s Financial System].

49. AQQ, Past, Present, and Future, supra note 4, at 511.

50. YONG ZHEN, CHINA'S CAPITAL MARKETS 250 (2013).

51. Allen et al., A Review of China’s Financial System, supra note 48, at 49.

52. Fund Profile: China Investment Corporation (CIC), THE SOVEREIGN WEALTH FUND
IntriaTive  (Feb. 2012), http://fletcher.tufts.edu/SWFI-OLD/~/media/Fletcher/Micro
sites/swfi/pdfs/2012/profiles/CIC%20Fund%20Profile_Final.pdf (last visited Oct. 7,
2014).

53. Michael H. Cognato, China Investment Corporation: Threat or Opportunity?, in 19
NBR ANALYsIS: UNDERSTANDING CHINA’S NEw SOVEREIGN WEALTH FunD 21 (July 2008).

54. Id. at 21-22.
55. AQQ, Past, Present, and Future, supra note 4, at 511.
56. Id.
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Figure 1: Overview of China’s Financial System
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Figure 1 depicts the current structure of the entire financial system. In
what follows, we will describe and examine each of the major sectors of the
financial system. In addition to the standard sectors of banking and inter-
mediation, and financial markets, we will document the importance of the
shadow financial sector.”

57. Due to space limitations, we do not cover China’s “foreign sectors” in this paper.
For discussions on the history and the role of these sectors in supporting the growth of
the economy, see, e.g., Eswar Prasad & Shang-Jin Wei, The Chinese Approach to Capital
Inflows: Patterns and Possible Explanations, in CapitaAL CONTROLS AND CAPITAL FLOWS IN
EMERGING EcoNoMmiEs: PoOLICIES, PRACTICES, AND CONSEQUENCES (Sebastian Edwards, ed.,
2007) for a review.


https://sector.57
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B. Size and Efficiency of the Financial System: Banks, Markets, and
Alternative Finance

In Table 1, we compare China’s financial system to those of other
major emerging economies, with measures for the size and efficiency of
banks and markets taken from Levine (2002), Demirgti¢-Kunt and Levine
(2001), and data from the World Bank’s Global Financial Development
Database (GFDD). We present average figures from 2001-2011 for each
country as well as the average of all the other emerging economies (exclud-
ing China). We first compare the size of a country’s banks and equity mar-
kets relative to that country’s gross domestic product (GDP). In terms of
total market capitalization, China’s stock market, at 63% of its GDP over
the period 2001-2011, is slightly larger than the 57% of GDP average of the
other major emerging economies.>® “Value traded” is perhaps a better mea-
sure of the actual size of the market than “market capitalization,” because
the latter includes non-tradable shares or tradable shares that are rarely
traded.>® However, the majority of the bank credit goes to state-owned
firms in China and only a small fraction goes to firms in the Hybrid Sector
(more evidence of this is given below).%° In addition, NPLs account for a
larger percentage of all the loans in China at 11% than the average percent-
age in other emerging economies at 8%, indicating that China’s banking
sector still has room to improve its efficiency.®?

58. See infra Table 1.

59. Allen et al., A Review of China’s Financial System, supra note 48, at 11.

60. AQZZ, Opportunities and Challenges, supra note 4, at 77.

61. See supra Table 1; see also id. at 72. Levine (2002) uses bank overhead cost/total
assets to measure banking sector efficiency, and used this measure to construct the
“Structure Efficiency” and “Finance Efficiency” measures. However, the World Bank
Financial Database no longer reports the overhead cost/assets ratio. We replace the over-
head costs/assets ratio with the NPLs/loans ratio as an alternative measure of efficiency
and use this variable to define other efficiency measures in Table 1.


https://efficiency.61
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The next two columns of Table 1 (Structure Indices) compare the rela-
tive importance of financial markets versus banks, with a lower score indi-
cating that banks are more important relative to markets. China’s score for
“Structure Size” (log of the ratio of Market Capitalization/Total Bank
Credit) is negative, suggesting that the size of total market capitalization is
actually smaller than that of bank credit, and the score is lower than the
average of other emerging economies. Its score for “Structure Activity” (log
of the ratio of Total Value Traded/Total Bank Credit) is negative, indicating
that the trading volume of markets is still smaller than bank credit, and its
Structure Activity is slightly larger than the average of other emerging econ-
omies. Taken together, these numbers suggest that the financial systems of
most emerging economies, including that of China, remain bank-domi-
nated.®? In terms of “Structure Efficiency” (log of product (market capitali-
zation/GDP) x (bank NPLs/bank total loans)), which denotes the relative
efficiency of markets versus banks, China has a higher score than most
other developing countries, suggesting that its banks are relatively less effi-
cient than markets when compared to the efficiency of other countries.®3
“Structure Regulatory” is based on 2005 data and measures the extent to
which commercial banks are restricted in participating in activities outside
commercial lending. China’s score of 16 is higher than most other coun-
tries, suggesting that by law commercial banks in China face tight restric-
tions in operating in other areas.®*

We also compare the development of the financial system (Financial
Development), including both banks and markets (the last three columns
of Table 1). China’s overall financial market size, in terms of both “Finance
Activity” (Log of product of (Total Value Traded/GDP) x (Bank credit/
GDP)) and “Finance Size” (Log of product of (Market capitalization/GDP)
x (Bank credit/GDP)), is larger than the average market size of other emerg-
ing countries.%> For “Finance Efficiency” (Log of (Total Value Traded/
GDP)/Bank NPLs Ratio), China’s measure is also higher than the average
measure of other emerging countries.%¢ Based on the evidence from the
past decade, we can conclude that China’s banks and markets, or at least
the formal sectors of the financial system, are, relative to the size of China’s
economy, as large as or larger than that of other major emerging econo-
mies.%” However, the banking sector does not lend much to the Hybrid
Sector, which, as we will see in Section IV, is the dynamic part of the
economy.

Related to the size of banks and markets is the question: where do
most firms get their capital and funds? As shown in AQQ (2005) and
AQQ (2008), the four most important financing sources for all firms in
China, in terms of firms’ fixed asset investments, are domestic bank loans,

62. AQZZ, Opportunities and Challenges, supra note 4, at 72.

63. AQQ, Past, Present, and Future, supra note 4, at 514.

64. Allen et al., A Review of China’s Financial System, supra note 48, at 11.
65. Id. at 14.

66. Id.

67. Id.
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firms’ self-fundraising, the state budget, and FDI, with self-fundraising and
bank loans carrying most of the weight. Self-fundraising, falling into the
category of alternative finance (non-bank, non-market finance), includes
proceeds from capital raised from local governments (beyond the state
budget), communities, and other investors; internal financing channels
such as retained earnings; and all other funds raised domestically by the
firms. It is important to point out that equity and bond issuance, which
are included in self-fundraising (but fall into the category of formal exter-
nal finance), apply only to the Listed Sector, and account for a small frac-
tion of this category.®8

While the Listed Sector has been growing rapidly, SOEs are on a
downward trend, as privatization of these firms is still in progress.®®
Around 30% of the funding for publicly traded companies comes from
bank loans, and this ratio has been very stable.”® Around 45% of the
Listed Sector’s total funding comes from self-fundraising, including inter-
nal financing and proceeds from equity and bond issuance.”! Moreover,
equity and bond sales, which rely on the use of external markets, only
constitute a small fraction of total funds raised in comparison to internal
financing and other forms of fundraising.”? Combined with the fact that
self-fundraising is also the most important source of financing for the State
Sector—around 45% to 65% of total funding—we can conclude that alter-
native channels of financing are important even for the State and Listed
Sectors.”3

Not surprisingly, self-fundraising plays an even more important role
for firms in the Hybrid Sector, accounting for close to 60% of total funds
raised, while individually owned companies—a subset of the Hybrid Sec-
tor—rely on self-fundraising for 90% of total financing.”* Self-fundraising
includes all forms of internal finance, capital raised from family and
friends of the founders and managers, and funds raised in the form of
private equity and loans.”> Since firms in this sector operate in an environ-
ment with legal and financial mechanisms and regulations that are likely
poorer than those available for firms in the State and Listed Sectors, financ-
ing sources here may work differently from how they work in the State and
Listed Sectors, and may also work differently from self-fundraising con-
ducted in developed countries.”®

68. AQZZ, Opportunities and Challenges, supra note 4, at 73.
69. Id.

70. Id.

71. Id.

72. Id.

73. Id. at 73-74.

74. Id. at 74.

75. Id.

76. Id.
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II. The Banking and Intermediation Sector

In this section, we examine the status of China’s banking and interme-
diation sector. After reviewing aggregate evidence on bank deposits and
loans, we review evidence on the growth of non-state banks and financial
intermediaries.

A. Aggregate Evidence on Bank Deposits and Loans

As in other Asian countries, China’s household savings rates have
been high throughout the reform era.”” Given the growth of the economy,
the sharp increase in personal income, and limited investment opportuni-
ties, it is not surprising that total bank deposits from individuals have been
growing quickly since the mid-1980s.7® From Figure 2-A, residents in met-
ropolitan areas contribute the most to total deposits beginning in the late
1980s, while deposits from enterprises (including firms from all three sec-
tors) provide the second largest source. The role of deposits from govern-
ment agencies and organizations (including non-profit and for-profit
organizations, not shown in the figure) has steadily decreased over time.”®

77. Id.
78. Id.
79. Id.
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Figure 2-A: Sources for Bank Deposits in China
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Table 2-A compares total savings and bank deposits in China, Japan,
South Korea, and India, during the period of 1997-2012. In terms of the
ratio of Time and Savings Deposits/GDP, China maintains the highest or
second highest level (an average of over 90% in recent years), while Japan
leads the group in terms of total amount. Looking at the breakdown of
bank deposits, interest-bearing “savings deposits” are by far the most
important form of deposits in China, providing a good source for bank
loans and other forms of investment. Figure 2-B compares total (non-state)
bank credit (over GDP) extended to Hybrid Sector firms in China and pri-
vately owned firms (including those publicly listed and traded) in Taiwan
and South Korea. For South Korea, we also plot the bank credit ratios dur-
ing its high economic growth period of the 1970s and 1980s (each year
appearing on the horizontal axis indicates the time period for China, while
a particular year minus 20 indicates the time period for South Korea). We
can see that the scale and growth of China’s ‘hybrid’ bank credit during
1991-2009 are far below that of the private bank credit of Taiwan and
South Korea in the same period, but are similar to those of South Korea
twenty years ago.
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Figure 2-B: Comparing Total Bank Credit extended to private/hybrid
sectors
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Table 2-B breaks down China’s bank loans by maturities, loan pur-
poses, and borrower types during the period of 1994-2012.8° While there
has been a shift from short-term to long-term loans (first two columns), the
majority of loans goes to SOEs in manufacturing industries (Industrial
Loans and Commercial Loans).8! Most of the “Infrastructure/Construc-
tion Loans” (a small component of total loans) fund government sponsored
projects, while the size of “Agricultural Loans” is much smaller.8?2 More
importantly, the size of loans made to TVEs, privately- and collectively-
owned firms, and joint ventures (last three columns), all of which belong to
the Hybrid Sector, is also much smaller.83

B. Growth of Non-state Financial Intermediaries

The development of both non-state banks and other (state and non-
state) financial institutions will allow China to have a stable and function-
ing banking system in the future.®4 In addition to boosting the overall effi-
ciency of the banking system, these financial institutions provide funding

80. We have not been able to obtain the continuous data under the old classification
since 2010 because the PBOC changed the breakdown method of bank loans in terms of
loan purposes and borrower types at that time.

81. Id.

82. Id.

83. Id. at 76-77.

84. See generally International Bank for Reconstruction and Development, China:
Financial Sector Assessment, WORLD Bank 6 (2011).
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to support the growth of the Hybrid Sector.8>

Recent Development of Shadow Banking

Due to the strong demand of capital by the real economy, shadow
banking—which includes trust loans, entrusted loans, loans by small-scale
lending companies, corporate bonds, and informal finances, etc.—has been
growing rapidly since 2009.86 We will leave the development of corporate
bonds for Part IV and informal financing for Part V. In this part we will
elaborate on trends of trust loans, entrusted loans and loans by small-scale
lending companies. The growth of banks’ wealth management products
also reflects the development of the shadow banking system.8” However,
here we do not include wealth management products into shadow banking
as this would involve double counting.

Due to the limited loan quota of the banking system and the strong
demand of capital by the real economy, financing through shadow banking
has been growing rapidly since 2009.88 First, we examine the entrusted
loans, trust loans and corporate bonds, all of which are included in the
total social financing. The term Total Social Financing (TSF), first intro-
duced by the governor of the PBOC, Xiaolian Hu, in her speech on Decem-
ber 24, 2010, is a liquidity measure which covers loans in local currency,
loans in foreign currency, entrusted loans, trusted loans, bank acceptance
bills, net corporate bond financing, and non-financial enterprise equity
financing.8® The PBOC elaborated on the statistics’ details and the mean-
ings of this term in China’s Monetary Policy Report Quarter Four of 2010 in
January 2011,°° and it started to publish monthly data for this indicator.
Since then, this indicator has been seen as one of the most important mon-
etary indicators in China, because traditional monetary indicators such as
M2 fail to take all of the social financing sources into account.®! Table 3-A
describes the breakdown of China’s total social financing from 2002 to

85. See Allen et al., supra note 4, at 3-4.

86. See Kate Mackenzie, Deflating Shadow Credit in China, Fin. Times (Feb. 27, 2013),
http://fralphaville.ft.com/2013/02/27/1397152/deflating-shadow-credit-in-china.

87. Id.

88. Jamil Anderlini, Into The Shadows: Risky Business, Global Threat, Fin. TiMes (June
15, 2014), http://www.ft.com/intl/cms/s/2/a123375a-d774-11e3-a47c-00144feabdcO
html#axzz3Ffw4w9Vp.

89. See CountrYy RePOrRT No. 14/235: PeopLE’s REPUBLIC OF CHINA, INTERNATIONAL
MoneTary Funp 42 (2014).

90. The term Total Social Financing (TSF), is defined by the PBOC as the total funds
that the real economy obtained from the financial system over a certain period of time.
It measures money offered by domestic suppliers, including financial institutions, Chi-
nese households and non-financial entities. Thus, it offers a view of both borrowers and
lenders. It also excludes proceeds from government bonds, which are used for govern-
ment spending and deficit coverage, as well as all foreign-related items, such as foreign
direct investment (FDI) and overseas debt. See Bob Davis, Slower China Credit Is a Risk
to Growth, WaLL St. J. (June 9, 2013), http://online.wsj.com/news/articles/SB10001424
127887324299104578534340906234614.

91. See generally Zhou Xiaochuan et al., THE PEOPLE’s BANK OF CHINA ANNUAL REPORT
2010 (2011), available at http://www.pbc.gov.cn/image_public/UserFiles/english/up
load/File/Annual%20Report%202010.pdf.


http://www.pbc.gov.cn/image_public/UserFiles/english/up
http://online.wsj.com/news/articles/SB10001424
http://www.ft.com/intl/cms/s/2/a123375a-d774-11e3-a47c-00144feabdc0
http://ftalphaville.ft.com/2013/02/27/1397152/deflating-shadow-credit-in-china
https://account.91
https://financing.89
https://system.87
https://Sector.85
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2012. During that period, trust loans, entrusted loans, and net corporate
bond financing ranked in the top three sources for social financing in
terms of average annual growth, with the rate of 58.0%, 53.7%, and 51.0%,
respectively.®? The average annual growth rate of total social financing
from 2002 to 2012 is 22.9%, much higher than the growth rate of M2
(18.3%) and that of the outstanding bank loans (17.0%) within the same
period, indicating that the other sources of financing have been growing
dramatically in the recent years.”> By 2012, loans in both local and foreign
currency accounted for 57.9% of total social financing.®* Entrusted loans,
trust loans, and net corporate bond financing accounted for only 8.1%,
8.1% and 14.3%, respectively, but are on an upward trend.®> Besides these
three sources, loans by small-scale companies also have been growing rap-
idly since 2010.9¢ By September 2013, the amount of outstanding loans
by small-scale lending companies was RMB 753.5 billion.?” The total num-
ber of small-scale lending companies grew from about 2,500 in December
2010 to 7,398 in September 2013.98

The high growth of credit through shadow banking is driven by the
following factors. First, the bank loan quota is still restricted by the regula-
tory requirements.”® Thus, the funding demand is much higher than the
supply of bank loans.1°0 In this situation, shadow banking has been grow-
ing rapidly to meet the demand of funds by the real economy.'°! Second,
due to the restrictions on real estate loans, the funding demand in real
estate and for local government financing platforms cannot be satisfied.'02
In this case, those real estate enterprises can only get funds through trust
loans or other sources.'®3 Third, the growth rate of bank deposits was

92. See MONETARY Poricy ANALysis GROUP OF THE PEOPLE’s BANK OF CHINA, CHINA
MonNETARY Poricy ReporT, QUARTER Fouwr, 2012, THE PeopLE’s Bank oF CHINA 5-6
(2013), available at http://www.pbc.gov.cn/image_public/UserFiles/english/upload/
File/%E8%B4%A7%E5%B8%81%E6%94%BF%E7%AD%96%E6%8A%A5%E5%91%8
A(1).pdf.

93. Id.

94. Id.

95. Id.

96. Id. at 5-7.

97. Due to the fast growth of small-scale lending companies, the PBOC started to
release the quarterly report on small-scale lending companies since the fourth quarter of
2010. See generally Micro CREDIT COMPANY STATISTICS BY PROVINCES (MUNICIPALITIES)
(2013), THe PeopLe’s Bank OF CHINA, available at http://www.pbc.gov.cn/publish/
english/955/2013/20131030084112766413637/20131030084112766413637.html
[hereinafter Micro CREDIT COMPANY STATISTICS].

98. See China Microfinance, Micro-Credit Companies, MicrRO FINANCE CHINA, available
at http://www.microfinancechina.org/micro-credit-companies.html; Micro Crebit Com-
PANY STATISTICS, suprd note 97.

99. See generally Margaret K. Lewis, Criminal Law Pays: Penal Law’s Contribution to
China’s Economic Development, 47 VAND. J. TRANSNAT'L L. 371, 423-24 (2014).

100. See id.

101. See Jiang, supra note 16.

102. See generally CHINESE SHADOW BANKING: UNDERSTANDING KRIS AND Risk SCENA-
RI0S, THOMSON REUTERS AcCELUS, available at http://accelus.thomsonreuters.com/white
paper/chinese-shadow-banking-understanding-kris-and-risk-scenarios.

103. See id.


http://accelus.thomsonreuters.com/white
http://www.microfinancechina.org/micro-credit-companies.html
http://www.pbc.gov.cn/publish
http://www.pbc.gov.cn/image_public/UserFiles/english/upload
https://requirements.99
https://billion.97
https://trend.95
https://financing.94
https://years.93
https://respectively.92
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Figure 2-C: Recent Growth of Banks’ Wealth Management Products
(2009-2013)
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much lower than that of bank loans for a long period starting from 1979,
except the years of 1984 to 1986, 1988, and 1997.19% Since 2009, the
opposite situation has started to take place.1%> This is partly due to the
restricted deposit interest rate and the relatively higher required return of
financial assets by Chinese households, and also partly due to the drop of
trade surplus and capital inflows after 2009.1°6 In order to meet the
requirement of the ratio of loan to deposit (LTD) set by the CBRC, banks
have to raise funds by issuing wealth management products.!°”

104. See generally AQZZ, Opportunities and Challenges, supra note 4, at 63-138.

105. See generally Allen et al., The IPO of Industrial and Commercial Bank of China and
the ‘Chinese Model’ ‘of Privatizing Large Financial Institutions, Eur. J. Fin. (2012).

106. See id. at 93.

107. See generally The People’s Bank of China Annual Report 2012, THE PEOPLE’s BaNk
oF CuiNa (2013), available at http://www.pbc.gov.cn/publish/english/4133/2013/
20130829090453489508948/20130829090453489508948.html.


http://www.pbc.gov.cn/publish/english/4133/2013
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Table 3-B: State-owned and Private Banks in China (RMB billion)

Total Total Outstanding NPL rate
Types of Banks Assets  Deposits Loans Profit! (%)
2012
Big Five Banks 60,040.0 - - 754.6 1.0
Other Commercial Banks 35,874.0 — — — —
1) Joint Equity 23,527.0 - — 136.8 0.7
2) City Commercial Banks 12,347.0 — — 252.6 0.8
Foreign Banks 2380.4 1307.2 — 16.34 0.5
Urban Credit Cooperatives - 3.3(-Sep.) — - -
Rural Credit Cooperatives 7,953.5 5,974.0 — 65.4 —
2011
Big Five Banks 53,634.0 - - 664.7 1.1
Other Commercial Banks 28,363.5 — - — —
1) Joint Equity 18,379.0 - - 200.5 0.6
2) City Commercial Banks 9,984.5 - - 108.1 0.8
Foreign Banks 21535 1220.2 934.63 16.7 0.4
Urban Credit Cooperatives 3.0 55 3.46 0.02 -
Rural Credit Cooperatives 7,204.7 5,570.3 3955.12 53.1 —
2010
Big Five Banks 46,894.0 — — 515.1 13
Other Commercial Banks 22,756.6 — — - -
1) Joint Equity 14,904.0 - — 135.8 0.7
2) City Commercial Banks 7,852.6 - — 77.0 0.9
Foreign Banks 17423 967.7 818.54 11.9 0.5
Urban Credit Cooperatives 22 9.7 6.78 0.01 -
Rural Credit Cooperatives 6,391.1 5,050.0 3601.63 233 -
2009
Big Five Banks 40,089.0 29,506.5 20,151.7 400.1 1.8
Other Commercial Banks 17,465.0 15,041.5 9,606.6 — -
1) Joint Equity 11,785.0 10,548.7 6,707.4 92.5 1.0
2) City Commercial Banks 5,680.0 4,492.8 2,899.2 49.7 1.3
Foreign Banks 1,349.2 668.8 727.1 6.5 0.9
Urban Credit Cooperatives 27.2 39.5 - 0.2 -
Rural Credit Cooperatives 5,492.5 4,742.1 5421.3 22.8 —
2008
Big Five Banks 31,836.0 23,696.1 15,029.3 354.2 2.8
Other Commercial Banks 129412 11,072.2 7,162.4 - -
1) Joint Equity 8,809.2 7,801.8 5,054.5 84.1 13
2) City Commercial Banks 4,132.0 3,270.4 2,107.9 40.8 23
Foreign Banks 1,344.8 533.5 762.1 11.9 0.8
Urban Credit Cooperatives 80.4 76.2 - 0.62 -
Rural Credit Cooperatives 5211.3 4,173.6 3,753.2 21.9 -
2007
Big Five Banks 28,007.0 20,067.7 13,8509 246.6 8.05
Other Commercial Banks 10,589.9 9,023.3 5,684.4 - -
1) Joint Equity 7,249.4 6,432.0 4,001.9 56.4 2.15
2) City Commercial Banks 33405 25914 1,682.6 24.8 3.04
Foreign Banks 1,252.5 390.0 700.0 6.1 0.46
Urban Credit Cooperatives 131.2 134.1 84.7 0.77 -
Rural Credit Cooperatives 4343.4 3,534.9 3,256.1 19.3 —
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2006
Big Five Banks 24236 18.285.1 11,426.2 197.5 9.22
Other Commercial Banks 8,038.4 7512.8 5526.6 — —
1) Joint Equity 5,444.6 5,396.5 4,156.9 43.4 2.81
2) City Commercial Banks 2,593.8 2,116.2 1,369.7 18.1 4.78
Foreign Banks 9279 244.0 485.9 5.8 0.78
Urban Credit Cooperatives 183.1 157.9 100.7 1.0 -
Rural Credit Cooperatives 3,450.3 3,040.2 2,747.6 18.6 —
2005
Big Five Banks® 21,005.0 16,283.8 10,224.0 156.1 10.49
Other Commercial Banks 6,502.2 6,261.1 4,576.6 — —
1) Joint Equity 4,465.5 4,570.0 3,487.7 289 4.22
2) City Commercial Banks 2,036.7 16,91.2 1,088.9 12.1 7.73
Foreign Banks 7155 1793 363.8 3.7 1.05
Urban Credit Cooperatives 203.3 181.3 113.1 0.9 -
Rural Credit Cooperatives 3,142.7 2,767.4 2,319.9 12.0 —
2004
Big Four Banks 16,932.1 14,4123 10,086.1 45.9 15.57
Other Commercial Banks 4,697.2 4,059.9 2,885.9 50.7 4.93
1) Joint Equity — — — 17.6 5.01
2) City Commercial Banks 1,693.8 1,434.1 904.5 8.5 11.73
Foreign Banks 515.9 126.4 255.8 18.8 1.34
Urban Credit Cooperatives 1715 154.9 97.9 0.4 -
Rural Credit Cooperatives 3,101.3 2,734.8 1,974.8 9.65 -
2003
Big Four Banks 16,275.1 13,071.9 9,950.1 196.5 19.74
Other Commercial Banks 3,816.8 3,286.5 2,368.2 — 7.92
1) Joint Equity 14.6 6.5
2) City Commercial Banks 1,465.4 1,174.7 774.4 5.4 14.94
Foreign Banks 3331 90.7 147.6 18.1 2.87
Urban Credit Cooperatives 148.7 127.1 85.6 0.01 -
Rural Credit Cooperatives 2,674.6 2,376.5 1,775.9 4.4 -
2002
Big Four Banks 14,450.0 11,840.0 8,460.0 71.0 26.1
Other Commercial Banks 4,160.0 3,390.0 2,290.0 — -
1) Joint Equity 2,990.0 . - . 9.5
2) City Commercial Banks 1,170.0 - - - 17.7
Foreign Banks 324.2 - 154.0 15.2 -
Urban Credit Cooperatives 119.0 101.0 66.4 -
Rural Credit Cooperatives - 1,987.0 1,393.0 - -
2001
Big Four Banks 13,000.0 10,770.0 7,400.0 23.0 25.37
Other Commercial Banks 3,259.0 2,530.7 1,649.8 12.9 —
1) Joint Equity 2,386.0 1,849.0 1,224.0 10.5 12.94
2) City Commercial Banks 873.0 681.7 425.8 2.4 -
Foreign Banks 373.4 - 153.2 1.7 -
Urban Credit Cooperatives 128.7 107.1 72.5 2.6 —
Rural Credit Cooperatives — 1,729.8 1,197.0 — —

Table 3-B Notes:

1. It is before tax profit up to 2006, and after tax profit from 2006-2012.

2. Big four (stated owned) banks refer to Bank of China, China Construction Bank, Industrial and
Commercial Bank of China, and Agricultural Bank of China. Big five banks are the Big four Banks
and the Bank of Communications.

Source: Almanac of China’s Finance and Banking 2000-2012, CEIC data base, Quarterly Monetary
Report of PBOC.
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Development of Other Non-state Banks

Table 3-B provides a (partial) breakdown of the different types of
banks. Although the largest four or five banks (the fifth largest bank is the
Bank of Communications, also state-owned) dominate in every aspect of
the banking sector during the period of 2001-2012, the role of other banks
in the entire banking sector cannot be ignored.'®® Table 4-C provides evi-
dence on the growth of non-bank intermediaries. Overall, the growth of
these non-bank intermediaries has been impressive since the late 1990s.10°
Among them, “other commercial banks” (many are state-owned), RCCs,
and TICs hold the largest amount of assets; the size of foreign banks and
mutual funds (not listed in the table) is minuscule, but these are likely to
be the focus of development in the near future.!'® In an effort to boost
lending to the private sector and improve competition in the banking sys-
tem, the CBRC granted private capital the same entry standards to the
banking industry as other capital in May 2012.''! The CBRC indicated
that private companies may buy into banks through private stock place-
ments, new share subscription, equity transfers, and mergers and acquisi-
tions.'12 Further, private investment is also welcomed in trust, financial
leasing, and auto-financing companies.'!3 As a development on this front,
after the Third Plenum of the 18th CPC Central Committee in November
2013, the government also allowed private investors that meet certain
requirements to set up small and medium-sized banks and other financial
institutions.''* Finally, our coverage of non-bank financial institutions
excludes various forms of informal financial intermediaries, some of which
are deemed illegal but overall provide a considerable amount of financing
to firms in the Hybrid Sector.

III. Financial Markets

In this section, we examine China’s financial markets, including the
stock markets, and the recent addition of venture capital and private equity
markets as well as asset management industries. We also compare, at the
aggregate level, how firms raise funds in China and in other emerging
economies through external markets in order to determine if China’s expe-

108. AQZZ, Opportunities and Challenges, supra note 4, at 64.

109. See generally AQZZ, Opportunities and Challenges, supra note 4.

110. Postal savings, which are deposit-taking institutions affiliated with local post
offices, constitute another form of non-bank intermediation that is not reported in Table
3-B due to a lack of time series data. However, at the end of 2008, total deposits within
the postal savings system exceeded RMB 2079 billion, or 9.5% of all deposits in China.
See MiICHAEL MARTIN, CONG. RESEARCH SERV., R42380, CHINESE BANKING SYSTEM: ISSUES
FOR CONGRESs 5 (2012).

111. See Grant Turner, Nicholas Tan & Dena Sadeghian, The Chinese Banking System,
RESERVE BANK OF AUSTRALIA BULLETIN 57-58 (Sept. 2012).

112. Id. at 58-60.

113. Id.

114. See John Howkins, Guest Post: The Third Plenum and Cultural Industries, FIN.
Times (Nov. 26, 2013, 4:30 AM), http://blogs.ft.com/beyond-brics/2013/11/26/guest-
post-the-third-plenum-and-cultural-industries.


http://blogs.ft.com/beyond-brics/2013/11/26/guest
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rience is unique. We then briefly review publicly traded companies’
financing and investment decisions. Finally, we discuss the further devel-
opment of financial markets as well as corporate governance and the per-
formance of listed firms.

A. Overview of Stock Markets

After the introduction of China’s domestic stock exchanges in 1991,
the SHSE and SZSE initially underwent rapid growth.!'> However, in the
long run they have not done so well.11¢ Figure 3 compares the perform-
ance of some of the major stock exchanges around the world, as measured
by the “buy-and-hold” return in the period January 1992 and December
2013.117 The figure plots inflation-adjusted real returns. Over this period,
the performance of the value-weighted SHSE index (the calculation for the
SZSE is similar) is below that of the DAX (Germany), which has the best
performance among the group, and that of the S&P 500 (U.S.), FTSE
(UXK.), CAC (France), and only slightly better than the Nikkei Index
(Japan), the worst among the group. By the end of 2013 it was at about the
same level in real terms as at the start of 1992.

Table 4-A: A Comparison of the Largest Stock Markets in the World
in December 2013

2013 Dec

Market cap 2013 Dec
Ranking Stock Exchange US bn share turnover
1 NYSE Euronext (US) 17,950 70.9%
2 NASDAQ OMX (US) 6,085 144.6%
3 Tokyo SE Group 4,543 129.6%
4 London SE Group 4,428 46.5%
5 NYSE Euronext (Europe) 3,584 355.2%
6 Hong Kong Stock Exchange 3,101 40.9%
7 Shanghai SE 2,497 151.6%
8 TMX Group 2,114 62.6%
9 Deutsche Borse 1,936 67.8%
10 SIX Swiss Exchange 1,541 45.4%
11 Shenzhen SE 1,452 269.3%
12 Australian SE 1,387 57.7%

China (SHSE, SZSE, HKSE) 7,050 127.14%

Notes: All figures are from http//:www.world-exchanges.org, the web site of the
international organization of stock exchanges. Turnover velocity is the total turnover of
domestic stocks for the year expressed as a percentage of the total market capitalization.

115. See Sonia L. Wong, China’s Stock Market: A Marriage of Capitalism and Socialism,
26 Cato J. 389, 389 (2006), available at http://object.cato.org/sites/cato.org/files/seri
als/files/cato-journal/2006/11/cj26n3-1.pdf.

116. See generally Gao, supra note 11.

117. This is the gross return at December 2013 from 1 unit of currency invested in
each of the valued-weighted stock indexes at the beginning of 1992.


http://object.cato.org/sites/cato.org/files/seri
https://http//:www.world-exchanges.org
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Figure 3: A Comparison of Performance of Major Stock Indexes (Buy-
and-hold returns of $1 between Jan. 1992 and Dec. 2013)
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As Table 4-A indicates, at the end of 2013, the SHSE was ranked the
seventh largest market in the world in terms of market capitalization, while
the SZSE was ranked the eleventh. The Hong Kong Stock Exchange
(HKSE), where selected firms from mainland China have been listed and
traded, was ranked the seventh largest in the world. Needless to say, the
Chinese financial markets will play an increasin