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Abstract

Banks play a predominant role in economic activities and economic
development and they have specific characteristics, so banking is one of
the industries under strict regulation and supervision in the world. In or-
der to avoid systematic banking crisis risks and to realize the sound and
steady operation and development of them, nations in the world all have
strong requirements on effective regulation and supervision of banking.

In China, banks are at the center of the financial system and bank
deposit is the main form of financial assets. So banks play a more impor-
tant role in the economic operation and development in China. In the
process of furthering the economic structure reform in China and getting
involved into the globalization in the world economy, Chinese banking
should reduce its fragility applicable to the finance opening, to protect
public interest and improve the sustainable development of econo-
my. With no doubt, the effective bank regulation and supervision is cer-
tainly a major precondition to realize the above goals. However, the bank
regulation and supervision at present is not so satisfactory in
China. Therefore, the research on the effectiveness of bank regulation
and supervision, including a quantified analysis, the constraints on the
effectiveness improvement and path selection, is of great urgency and
significance on both theoretical and practical basis.

The book employs the research methods of qualified combined with
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quantified, normal combined with empirical, national and international
comparative analysis combined with systematic analysis, history analysis
combined with reality analysis. A dialectical analysis is also introduced
according to China’s status quo.

The book studies the theoretical basis of how to judge the bank reg-
ulation and supervision’s effectiveness and designs a series of indicators
on the measurement of effectiveness of bank regulation and supervision
based on public interest, cost and results. The indicator series is used to
make quantified judgment of China’s effectiveness of bank regulation and
supervision. Afier getting the basic judgment conclusion, the book dis-
cusses how to realize the effective bank regulation on the theoretical
empirical, national historical, international standards points of views
respectively, and then concludes the market-oriented theory which pro-
vides the theoretical support to the research on the bank regulation effec-
tiveness in China. On the basis of the above analysis and theories and
China’s national conditions and economic development, the book analy-
zes three major. enforcements like governmental supervision, banking
self-control and market discipline and studies the root of the ineffective-
ness of China’s bank regulation and explores ways and methods on how to
improve the effectiveness through fostering and enhancing market super-
vision.

Besides the introduction, the book is composed of six chapters. The
first two chapters are the quantified research on the effectiveness of bank-
ing supervision. The first chapter is the theoretical basis and designs a
series of indicator. The second chapter is how the indicators are applica-
ble in China. The third chapter studies on how to regulate banking effec-
tively. And the first three chapters are the basis of the later three chap-
ters, which analyzes the root of the ineffectiveness of China’s banking

regulation and proposes ways on how to improve the effectiveness.
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The main conclusions of the book are as follows:

Firstly, the effectiveness of bank regulation should be analyzed
from the public interest point of view and the indicator series should be
designed based on public interest, cost and results. The main method is
to take public interest as the ultimate goal of bank regulation, according
to which to measure the returns of bank regulation based on the cost
analysis. To make the public interest effect specific, four levels of stabil-
ity, efficiency, fairness and development should be considered to de-
sign the intermediary goal. Cost indicators should be designed considering
the direct cost, compliance cost and distorts cost. Therefore, the indica-
tor series includes depositor protection indicator, banking stability indi-
cator, banking efficiency indicator, consumer protection indicator, de-
velopment indicator and regulation indicator.

Secondly, China’s bank regulation is of low efficiency with high
regulation cost to just realize public interest goal at very low level. To be
specific, among the five public interest goals, the core indicators of de-
positor protection and banking stability play well, but the attached indi-
cator of them shows that problems will come up. The efficiency, consum-
er protection and development indicators do not perform well. The bank
regulation has been costing 5. 5 trillion yuan from 1994 —-2006. Besides
this explicit cost, the implicit cost still exists. All these bank regulation
costs exceed the banking crisis costs.

Thirdly, three enforcement of the effective bank regulation is pro-
posed from the theoretical, empirical, international practice and normal
point of view and the market-driven bank regulation theory is pro-
posed. The book points out that the market-driven bank regulation is the
certain selection to improve the effectiveness of bank regulation in China
and it is realized through respecting and supporting the market to opti-

mize governmental regulation and fostering and enhancing banking self-
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control and market discipline.

Fourthly, to understand the effectiveness of China’s bank regula-
tion, we should focus on the bank regulation’s birth, development and
its changes. After 1998, banking stability and efficiency impacts social
stability much more than before and under the background of financial
opening up and marketization of economy, the bank regulation goes step
by step from a direct control to the prudent regulation. The regulation in-
stitution transit will take a long period of time impacting various interests
of various groups. To shorten the period of transition, quicken and en-
hance the construction of prudent bank regulation is the only way
out. But the quickening and enhancement of the construction of prudent
bank regulation is a complicated issue and need many facilitating meas-
ures.

Fifthly, banking self-control is the basis of external regulation to
take effect and the self-control includes the internal control and external
control. Measures on property rights, corporate governance and internal
control should be taken. The reasonable incentive mechanism should be
established to take reasonable actions from the point of view of the inter-
est maximization of banks’ share holder, management and employ-
ees. Reform should be taken on the aspects of position definition, organ-
izational structure, human resources and capital sources to further im-
prove the effectiveness of bank regulation and supervision.

Sixthly, on the governmental regulation-oriented bank regulation
system, market plays a very important supplementary role, but market
does not function automatically without a set of preconditions. According
to theoretical analysis and the empirical analysis by the DKH Model, the
market discipline of bank regulation in China is relatively weak and this
weakness produces moral hazard to the banking, supervision authority

and depositors and as a result increases the regulation cost. The market



Abstract — 5 —

discipline mechanism should be introduced on the one hand, the con-
straints and shortcomings of it should also be considered on the other
hand. The tradeoff between the punishment effect and protection effect of
market discipline should be found and a breakthrough of enhancement of
market discipline is to improve the public information disclosure of bank-
ing industry.

Progress achieved in the book is as follows:;

Firstly, the book considers public interest as the ultimate goal of
bank regulation on the basis of public interest, cost and result and takes
the stability goal, efficiency goal, fairness goal and development goal as
the specific goals of bank regulation. Based on the principle of cost and
return, the book designs six series of indicators for the first time to
measure the effectiveness of bank regulation and supervision, with which
to make a quantified analysis. All these provide the support to review the
effectiveness on an objective basis.

Secondly, the market-oriented theory is proposed through induction
and points out that to establish and improve the market-oriented bank
regulation system is the way to improve the effectiveness of China’s bank
regulation and supervision. Reasons on the ineffectiveness and the ways
to solve it are analyzed from the three parties of governmental regulation,
banking self-control and market discipline.

Thirdly, the North’s national model is extended further to combine
the developing economy, economic transition and financial open-
ing. According to these, the history evolvement and future development
of China’s governmental regulation is explained and points out that quick-
ening and enhancing the prudent bank regulation is the way to improve
the ineffectiveness of China’s bank regulation.

Fourthly, due to the complication and variation of market disci-

pline, the weakness of China’s market discipline and shortcomings of



