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Preface

Spring of 2009, a rainy season of Philadelphia, the fi-
nancial crisis had lasted for almost two years and the haze it
casted over people’s minds seemed to be far from over. The
public was protesting the outrageously high bonuses of the
Wall Street executives; two of the big three automobile man-
ufacturers - General Motors and Chryslers - were about to
be reorganized; and the national unemployment rate had
reached the highest level in 20 years and was approaching
10%.

In the middle of March 2009, the Fifth PENN - SAC
Executive Program co — sponsored by Securities Association
of China and University of Pennsylvania commenced as
scheduled at the Wharton School of Business. As usual, I
served as the academic director of the program and taught
Corporate Finance with Professor John Percival. However,
there was something unique with this class. The most inter-
esting thing about this class was that during the three months
of the program, the students kept asking the following ques-
tions in and outside the classroom: Why did the financial
crisis happen in the United States? Could it happen in Chi-
na? How could China avoid a similar crisis? I understood
that the reason these executives and bankers from China
were concerned with these questions was not out of fear of
the crisis, but the sense of responsibility they felt for their
country. Thus, at the end of the program, 1 gave a special

topic lecture on China’s financial system and gave them
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my viewpoints on the direction of its future development.

Dr. Sun Guomao from Shanghai was one of the students
at the program. He graduated from the Central University of
Finance and Economics and was a visiting scholar at the fi-
nance department of the University of British Columbia. He
is the Chairman of Wanjia Asset Management and serves as
an adjunct professor at several Chinese universities. I talked
to him on several occasions. Although I had learned from
other students that he had been in the industry for almost 20
years and had a strong academic background, I was still
surprised by his keen interest and tenacity about research in
finance. He gave me a book that he authored and told me he
planned to write a book on the development of Chinese in-
vestment banks upon his return to China. I was moved by the
fact that Guomao came to Wharton again this past spring to
further discuss the financial crisis.

The financial tsunami started by the sub — prime crisis
hit the businesses of the U. S. investment banks hard. As a
result, the era in which independent investment banks dom-
inated the Wall Street is over. Big commercial banks will a-
gain assume the leading position they once had. The all -
service and integrated commercial bank model will be
strengthened. A diversified finance business model has be-
come the trend. Before the financial crisis, the all - service
banking model was often criticized, but things are different

now. Although big all — service banks, such as the JP Mor-



gan Chase and HSBC, also suffered during the sub — prime

crisis, their ability to cope with crises have been strength-
ened. Their survival is not threatened. We can expect more
all - service banks to survive the financial crisis. One lesson
people learned from the financial crisis is that conservative
all — service banks with diversified and integrated businesses
are more likely to survive. This is why a lot of players in the
industry favor this model today. It seems the model of large
independent investment banks may disappear. Most inde-
pendent investment banks will be integrated into commercial
banks. Bank holding companies based on strong commercial
banking businesses may become the paradigm of the future.

In fact, the financial industry in Germany has long fol-
lowed an all - service model. Historically, the close rela-
tionship between commercial banks and the corporations
have provided the possibility of all — service banks. Laws of
Germany have not restricted commercial banks from practi-
cing securities and invesiment businesses. Moreover, the
German government has encouraged and supported the com-
mercial banks to provide multi — faceted and integrated fi-
nancial services. Thus the commercial banks, backed by
their strong capital power and high market share, have been
able to quickly enter the capital market businesses. German
banks diversified from their traditional commercial banking
businesses into stock, bond, insurance and other newly —

developed financial businesses. Compared to the independent
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investment banks in the United States, the traditional banks
in Europe, especially German banks, have suffered less
during the financial crisis. The major German banks, such
as Deutsche Bank, were not seriously impaired. Although
we still cannot conclude that the all — service model of the
German banks are necessarily better than the independent
investment bank model of the United States, the fact that
all — service banks have comparatively lower risks and more
consistent operations is indisputable.

Generally speaking, operations of commercial banking
businesses are more transparent and the risk management
and risk control systems are more rigorous and better devel-
oped. Moreover, the regulatory oversights, deposit insur-
ance protection and integrated operation of businesses are all
helpful for smoothing the fluctuations in operating income. In
fact, big investment banks, such as Goldman Sachs and
Morgan Stanley had already been contemplating transforma-
tions of their business models. The sub - prime crisis com-
pelled them to move faster. Based on the importance of the
US banking industry and capital market in the world, when
the integrated business model practiced by big commercial
banks is established in the US, it may be combined further
with the existing European integrated business model to be-

come the new paradigm for the international financial indus-

try.



Although I am not able to read Guomao’ s book as it is

in Chinese, I have learned the gist of his viewpoints. He an-
ticipates the Chinese investment banks to become part of a
financial holding company or a bank holding company and
the Chinese financial industry to pick up an integrated busi-
ness model - just like what Wall Street is doing. My in-
stinct tells me what suits Wall Street may not suit China and
the Chinese financial industry should not copy everything its
US counterpart does. After all, the economy and the finan-
cial system of China are very different from those of the Unit-
ed States. Moreover, there are fundamental differences be-
tween commercial banking and investment banking busines-
ses. As I said earlier, so far we have not been able to prove
that in theory the all - service business model is necessarily
better than the independent investment banking model. The
reasons why America went from an integrated business model
to a separated one and then back to an integrated one are the
two major financial crises. As far as I know, today the fi-
nancial assets in China concentrate in the commercial bank-
ing system: the handful of enormous state — owned commer-
cial banks operate an oligopoly without a deposit insurance
mechanism; the government exercises rigorous regulations
and oversights over the financial industry; the financial sys-
tem is relatively segregated from the outside; the interest
rates and exchange rates lack flexibility; and the RMB is not

freely convertible under current account. Although all these
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features persist, the Chinese financial industry is developing
at a rapid pace. The [PO’ s of the four major banks in Chi-
na represented the acceleration of the reforms in the Chinese
financial system. If China puts prevention of all sorts of fi-
nancial risks as a top priority, develops a roadmap for re-
forms and developments of the financial industry and mini-
mizes factors that may cause financial risks, the issue of
which operating model or regulatory model to pick is not the
most important.

No matter what the answers will be, they will only re-
veal themselves through the test of time and practice. I am
very glad that Guomao has raised the question in his
book. We cannot improve our defense against financial risks

unless we all study the financial crises carefully. I hope more

-students and researchers at Wharton and elsewhere can par-

ticipate in such discussion and research. This is my purpose

for writing this preface.

Nippon Life Professor of Finance and Economics
Co - Director, Financial Institutions Center

The Wharton School of the University of Pennsylvania
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