Chinese Banking Structural Defect and National Financial Security
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Abstract

As a member of WTO, China will reduce its control on foreign capital’s entry
into banking field. With regard to the forthcoming challenge and competition in
financial globalization, we should dedicate to further the reform of economic sys-
tem, eliminate potential hazard of our banking industry, optimize structure of
banking industry organization, elevate the efficiency of credit resource allocation
and China banks’ ability to compete in the market, and establish the national fi-
nancial security system in globalization.

By applying the Industrial Organization Theory as an analysis tool, the au-
thor delves into research on China banking industrial organization. Focusing on
the promotion of efficiency of China banking industrial organization, the thesis
conducts researches on such topics in sequence and makes its own conclusions
and policy advice, as market structure of banking industry in China, the situation
of its competition and monopoly, the evolution trend of worldwide banking indus-
trial organization and its implication to the system transition of state-owned banks,
the relationship between banking industrial structure and small and medium-sized
business finance, banking sector’s open-up with regard to globalization and na-
tional financial security, the strategies about optimization of banking industrial or-
ganization and banking supervision.

At first, the author gives an historical review on the Theory of Industrial or-
ganization. Based on this, the author summarizes the new arguments about Theo-
ry of Industrial Organization and the progress relative to research on financial in-
dustrial organization, pointing out that the research conclusions on China banking
industrial organization could be more practical only when it is drawn under such
consideration that China is a transition economy and developing country.

Chapter 1 examines China banking industrial structure and its competition
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and monopoly in institutional evolution. Because of the path dependence of re-
form and strict control on banking sector from government, the state-owned banks
monopoly credit market, the non-state-owned banks are evidently lack of ability
to acquire more clients, and the performance of whole banking sector is getting
worse and worse. Banking industrial structure in China is typically oligopolistic.
Compared with other market economies, the extent of competition among banks of
China is substantially low before 2003. The scale economy of banking industry is
not evident, while state-owned banks are not in scale economy.

Chapter 2 concentrates on the banking market structure, competition and
performance facing the impact from external since 2003. The new round of reform
on state-owned banks has not only used those traditional means of rewriting the
balance sheet such as capital injection and isolation of toxic-assets, but also ini-
tially built the corporate governance structure for state-owned commercial banks,
brought in strategic investors and then realized the listing of CCB, BC, BCM,
ABC and many small and medium-sized commercial banks. After the new around
of reform, both the internal structure and the externalities have significantly
changed. The policy burden beard by joint-equity banks are relatively far less
than that of state-owned commercial banks. Since the year of 2003, our banking
concentration continues a declining trend, which means a shrinking market share
to the Big Four banks and an increase to the other commercial banks, yet the
banking concentration is still high. Besides, China has gradually been opening
the financial markets according to the promise for entering WTO, especially when
it came to the year of 2006, owing to the full opening of banking and the abolish-
ment of restrictions on overseas banks’ locations, choice of customers and non-
prudence, foreign banks in China has gain rapid development. Though foreign
banks have a smaller share at present, in the long term, their strength should not
be overlooked.

Chapter 3 focuses on the discussion of efficiency of banking industrial organ-
ization in China. The efficiency of financial resource allocation of China is largely
determined by the allocation efficiency of the capital of banking sector, which ac-

count for 78% of the total. The author discusses double sides of efficiency of
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Abstract

banking industrial organization in China under oligopolistic structure separately.
(One is the micro business performance of every single bank; the other is the
macro credit allocation efficiency of whole banking sector. ) The research indi-
cates that state-owned banks which account for the main part of credit market,
performed not only far worse than their international competitors, but worse than
joint-equity commercial banks. The credit allocation in China is twisted and inef-
ficient. On one hand, the state-owned banks tend to be reluctant to lend; on the
other hand, the small and medium-sized firms ( especially the high-efficiency
ones) can’t get loans. Full development of midsize banks is therefore of great sig-
nificance.

Chapter 4 discusses the path selection of state-owned banks’ system transi-
tion, considering the evolution trend of banking industrial organization in main
market economies. With the expanding of financial globalization, generalization
of universal banking system, and development of Information technology revolu-
tion, the trend of concentration and scale expanding in main market economies is
more and more evident since 1990s. Based on this background, the author argues
that the core problem of China banking reform is to promote the efficiency of
banking industrial organization. Property reforms and market structure adjustment
should be combined to solve this problem, which is determined by the particular
contradiction in economy transition. The path selection of state-owned banks’ sys-
tem transition should pay the same attention to both the diversified property struc-
ture reform and the industrial structure reform contributing to reducing control on
banking. To achieve this, the key point lies in the cooperation between policies.
The banking reform since 2003 has mainly been concentrated on multiple property
rights (such as bring in foreign investors) , however quite less attention is paid to
competitive market structure, without a comprehensive reform programme of the
two factors, hardly can we achieve good effect. Only open markets can be com-
petitive,, only competitive markets can be effective, only competitive markets can
gain competitiveness, and only competitiveness can secure national financial safe-
ty. The best path of reform is to combine multiple property rights structure with

competitive market structure. Since foreign banks have a small market share, its
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effect on competition and efficiency is quite insignificant. Presently the policy
priorities of competitive banking market structure should unswervingly emphasize
on entirely opening to domestic investors, especially to those private investors.
Chapter 5 provides a detailed discussion on the relationship between banking
industrial structure and small and medium-sized firms finance. As to the cogita-
tion of policies, many scholars still have illusions about big banks’ help solving
the financing of small and medium-sized firms pin their hopes on the business
process reengineering of big banks. The author argues that the lacuna of banking
industrial structure is the key reason that small and medium-sized firms ( espe-
cially the privately-owned small and medium-sized ones) can’t get enough loans.
Small and medium-sized firms are usually financed indirectly. Compared with big
banks, small banks have an advantage when they deal with loans to small and
medium-sized firms. Therefore, in order to compensate for the lacuna of banking
industrial structure, it is necessary to conduct market structure reform, which in-
cludes reducing government control on banking, developing small and medium-
sized banks (especially private small banks). Banking organizational deficiencies
(underdevelopment of small and medium-sized institutions) formed under the
long term financial regulation is the main reason for financing of small and medi-
um-size firms. Contemporarily, rural areas and the West have always been raven-
ous for financial resources, while their deposits keep streaming to urban and de-
veloped areas, which increase the economical discrepancies between urban-rural
and different regions. The decentralization of banking organization structure will
increase lending to small and medium-sized firms and intensify competition,
therefore gradually improve the distortion of financial resources allocation.
Chapter 6 focuses on banking sector’s open-up and financial security in fi-
nancial globalization, involving the access to Chinese market, evolution of organi-
zational form and performance of foreign banks, lessons from banking sector’s
open-up and financial security. Since 30 years of reform and opening-up, China
banking sector has went through a development process from regional to country-
wide, from foreign currency business to local currency business, from foreign res-

idents to residents, which promotes steadily step by step. Foreign banks are be-
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