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Abstract

In order to solve the problems of low outlet coverage rate, financial supply
shortage and insufficient competition among financial institutions in rural China.
China Banking Regulation Commission ( CBRC) has released the readjustment
and loosening policy of banking financial institution, and launched a pilot pro-
gram of cultivating new type financial institutions to start rural finance incremental
reform. Representing the new type of rural financial institutions in China, village
banks take on the responsibility of filling rural financial gaps, increasing rural fi-
nancial supply and activating competitions in rural financial market. As of Sep-
tember 2014, a total of morethan two thousand village banks have been estab-
lished. However, under the special conditions of China, village banks must face
the grim situation of harsh financial environment, lagging credit information sys-
tem, high operating costs and rather narrow financing channels. Compared to tra-
ditional rural financial institutions, village bank is a financial institutional ar-
rangement that prefers social capital input and its decisions making rely more on
“soft information” like trust and reputation, while its access to “soft information”
lies in interpersonal relationship network in rural communities. Therefore, how to
survive and even develop from inferior position, fully utilize the existing interper-
sonal relationship network and social capital in order to reduce transaction costs in
rural China and stand out from the fierce competition with its core competitive ad-
vantages is what every practitioner and theorist should consider.

Facing the severe information constraint and mortgage constraint, the devel-
opment of rural financial institutions is always in the dual —lost of policy failure

and market failure. Cultivating village banks marks a breakthrough in accessing
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to rural financial market and a new round of institutional change. Whether village
banks can achieve sustainable development becomes the key point of this rural fi-
nance incremental reform. However, the operation of village banks is excluded by
both of the existing financial system and rural economy and even constrained by
the development of traditional financial institutions. In hence, firstly, this study
combs the theoretical revolution of microfinance development, its achievement,
institutional change of rural finance and lending behavioral evolution of Chinese
farmers. Reviewing the development status and the existing constraints of village
banks, the study analyses the causes and explores the target performance of vil-
lage banks under the functional view. Secondly, in accordance with the unique
human characteristics, the study applies embeddedness theory and associated
game theoretical methodology to explore the general competitive advantages and
core competitive advantage of the sustainable development of village banks. Last,
based on the research conclusions, worldwide development experiences of micro-
finance institutions and a case study of village banks in China, this study also of-
fers come measures and suggestions an building the competitive advantages of vil-
lage banks.

The main content and conclusions of this study are as follows:

(1) As with the failure from both of government subsidies and free market
especially the risks and costs generated by information restraint, accelerating the
birth and development of microfinance becomes a must. Microfinance is a finan-
cial form bases mainly on micro — lending while social capital is a useful weapon
for successfully promoting micro — lending. A design on information screening
mechanism, group lending, consecutive loans and installment credit constraints
can help microfinance to understand and utilize rural social network information
correctly and creatively, at the same time solve information asymmetry problem
might coming out in credit process and therefore greatly lower transaction costs in
order to comparatively succeed in offering financial resources to rural low — in-
come group and effectively accelerate the reform process of rural finance deepe-
ning.

(2) Gradually advancing with the development of agriculture and rural eco-
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nomics and following the strategic focus and strategic need of national economic
development as well, the financial system reform in rural China has experienced
two phases of planned economy institutional change and reform — and — opening
institutional change which almost keep the same pace with national financial sys-
tem reform. The evolvement characteristics of China’ s formal rural financial
system show that the central government driving the reform from top to bottom for
the maximization of its utility function with state — owned real control right and fi-
nal residual claim over rural financial institutions, mobilization of saving as the
main function of rural financial institutions, changes on regulatory system for fi-
nancial institutions, the reassignment of administration rights and other mandatory
institutional changes on internal management system of financial institutions after
rural reform as well.

(3) In order to break the old rural financial pattern and build up a new mul-
tilevel, broad — coverage and sustainable rural financial pattern entirely based on
the financial needs of rural economic entities, destroying the old interest mecha-
nism and setting up a new balanced interest mechanism orienting financial needs
from farmers and small medium enterprises becomes a must. From the perspective
of interest, central government should set the example and regulateall interest im-
pulses of local governmentripping out rural economic development to form the new
rural financial system. In millennial evolution, farmers’ lending behavior still
show the fundamental principle of small — scale farmer economy among which
means a long — term life credit domination, a gradual rise in production credit
level, difference sequence of farmers’ lending behavior and regional differentia-
tion of lending level. The ineffective path dependence formed by farmers’ lend-
ing behavior should be corrected by formal rule supply, reforms on small farmer
mentality and financial organizations.

(4) Since CBRC lowered the access barriers of rural banking to encourage
the development of village banks in December 2006, village banks witness a
quick boost but uneven distribution. As of September 2014, a total of more than
two thousand village banks have been formally opened. During the process of

their development, although a great support from the government have been giv-
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en, village banks still face the problems of small profit and weak competitive-
ness. The external restraints of developing village banks are a narrow range of ini-
tiator choosing, lack of exit mechanism, target might running against public
good ; insufficiency in protecting interests of depositors, low social recognition,
scarce in capital resources, difficulty in sectional interest coordination, not —in —
place preferential policy; bad rural credit environment and continuous interven-
tion from local governments. While the internal restraints faced by village banks
in their development process are: difficulty in insider control, comparatively high
risk of financial innovation; severe product homogeneity, imbalance between
service supply and demand; high operation costs, difficulty in loan risk control;
low personnel quality and weak risk consciousness. The fundamental root of real-
istic constraints is village banks’ insufficiency in embedding into rural communi-
ties.

(5) Village banks shoulder both the social performance to full the gaps in
rural financial services and financial performance to maximize profit. Village
banks can hardly achieve both of them only by commercial operation at their early
stage of development. In this situation, giving priority to financial performance
becomes a rational choice behavior. However, if provided with policy supports
from the government during this period, village banks can fully track of both so-
cial and financial performances. The government should also gradually withdraw
support and let village banks participate in market operation as independent enti-
ties once they go across the turning of development. Belonging to rural medium
and small - sized joint equity community bank, village bank is a financial institu-
tional arrangement that prefers social capital input with general competitive ad-
vantages of clear ownership structure, personalized financial service, flexible op-
erational mechanism and low — changing retail services and core competitive ad-
vantage of relationship lending.

(6) On the basis of criticizing economics, one of the contributions of eco-
nomic sociology is to come up with the definition of embeddness and build up a
new perspective of economic actions which studies on the legitimacy of economic

life. Interpersonal relationship, trust and embeddness are effective instruments
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for transaction cost economics to avoid under — socialized mistake in analyzing e-
conomic actions. Combining transaction cost theory and embeddness, the theoret-
ical definition of embedded transaction cost effectively get rid of both over — so-
cialized tendency from sociologists and under socialized tendency from econo-
mists. Embedded transaction cost helps the interpersonal embeddness among
transaction parties in order to form mutual trust and save the execution costs of
transaction mechanisms such as information screening and contract signing, so
embedded transaction cost less than or equal to traditional transaction cost in
quantitative value and if and only if trust is 0, the two costs are equal.

(7) Under the humane environment in China’ s rural communities, a good
interpersonal relationship helps to build trust relationship which can be embedded
into rural communities to promote interaction and generate embedded transaction
cost which is lower than transaction cost, and the mutual embeddness of interper-
sonal relationship and trust relationship between transaction parties can further
lower embedded transaction cost. In hence, the essence of relationship lending
lies in its birth within rural communities and community — orientation in order to
provide long — term cooperative financial services based on soft information
coming from the interpersonal relationship and trust of rural economic entities.
Then survival rules can be drawn that by taking full advantage and actively devel-
oping soft information such as interpersonal relationship of rural communities, vil-
lage banks can effectively embed into rural communities, generate and lower em-
bedded transaction cost to build up their own core competitiveness.

(8) The efficiency of relationship lending in village banks mainly lies in .
Firstly, in merely economic exchange domain, the credit rationing phenomenon
will come out; when economic exchange domain embedded in social exchange do-
main and political exchange domain can effectively ease the credit rationing phe-
nomenon and can better avoid credit risk. Secondly, because economic exchange
domain embedded in the social exchange domain and political exchange domain
can produce embedded transaction cost and reduce lending costs, relationship
lending breaks the incentive constraint of game in the economic exchange domain

between village banks and enterprises. Thirdly, when in a secondary embedded
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situation, if the lender is a bank agency operator, the bank official may conspire
with the related parties to gain personal interests and therefore damage the inter-
ests of village banks. The peasant household joint guarantee loan developed by
Hakka county bank is a typical relationship lending technology. The study finds
that the farmer household joint guarantee loan mainly takes trust as intermediate
variable which is effected by interpersonal relationship (such as enterprise char-
acteristics, community characteristics and people characteristics between village
banks and farmers. As trust lowers transaction costs between creditors and bor-
rowers, embedded transaction cost is generated. Through interactions with rural
communities and government, Hakka County Bank has expanded its social ex-
change domain and political exchange domain and got rid of mere economic ex-
change domain to improve social welfare.

(9) Compared to transaction lending, the internal attribute of relationship
lending makes a larger loan decision authority for account managers. The two to-
tally different utility functions of village banks and account managers lead to the
principal — agent problem. Under the specific economic and cultural background
in China, the principal — agent problem in °‘relationship lending prefers self in-
terest to the bank’ s interest, short — term interest to long — term interest and
loan size to loan quality. The causes of principal — agent problem generated by
village banks are: viewed form incentives, there is a lack of financial incentives
and control — right incentives of village banks; as for risk — control, village banks
attach too much importance to remedial prevention rather than beforehand preven-
tion and pay more attention to information collection instead of database construc-
tion; based on culture, the family culture, man — rule culture and implicative
culture may increase the difficulties in supervision, execution and effective infor-
mation communication. Solution of the above problems are improvements on in-
centives for account managers, optimization of the personnel recruitment mecha-
nism and molding the family culture in order to develop the sense of belonging a-
mong account managers.

(10) By embedding into rural communities to strenthen their core competi-

tiveness, villager banks should not only proactively take embedding actions such
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as structural embeddedness, relationship embeddedness, cultural embeddedness
and institutional embeddedneass, but should also establish good incentive mecha-
nism including external incentive arrangement and internal mechanism design, A-
mong which external incentive arrangement should contain agricultural transforma-
tion, external supervision, social coordination, financial incentive and lawmaking
guarantee while external incentive design should embody property incentive, tal-
ent incentive, cultural incentive and job — design incentive. The social — econom-
ic culture and coordination among all parties decide whether village banks can be
set up and achieve sustainable development or not. Therefore, in order to make
village banks stand on, come from and serve rural communities, village banks
themselves, rural economic entities, governments, supervision organizations and
other stakeholders to guide village banks to achieve sustainable development and
smoothly implement the new round of rural financial incremental reform.

(11) Foreign experiences of microfinance institutions shows that innovation
breeds success; financial sustainability depends on reasonable credit interest
rate; effective incentive mechanism ensures the success of microfinance institu-
tions ; social credit environment and legal system are of great importance to micro-
finance institutions; embedding into communities and localization are the key to
the success of microfinance institutions. The enlightenment that can be drawn
from foreign experiences are; firstly, as for governments, the governments should
correctly realize the importance and urgency of rural finance, make effective
mechanism arrangements based on national conditions, support and encourage the
development of village banks. Secondly, as for village banks, they should proac-
tively embed themselves into rural communities and conduct an all — round reform
on operation mechanism, organization model, service consciousness, managerial
model and human resources to develop personalized financial products orienting
demanders. Last, as for rural finance demanders, they should upgrade their cred-
it consciousness and market consciousness and proactively cooperate with local
village banks to develop more financial service.

(12) Standing on the above conclusions, the study comes up with a set of

measures and suggestions on village banks and policy guarantee including market
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