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Preface

What is finance? Is finance just a type of financing activities? What is a bank? Do
banks only engage in deposit taking and loan extending? What after all is segregated or
mixed operation of finance? Must there be segregated operations and parallel regulation
among banking, insurance and securities? Is there any essential difference between
commercial banking and investment banking? Is the financial industry a special indus-
try? Why do differences exist among the financial systems of different countries? Can
the financial mode be transplanted from one country to another country? Why in the
modern history of China has the financial evolution process been interrupted again and
again? Can the undergoing financial reform transform China into a great power in fi-
nance? All these questions are both simple (in the sense that, first of all, they are
some basic questions we often ask ourselves in schools and in work; and secondly,
these questions are already answered in every textbook about money and banking) and
complicated ( because I personally think that answers from the textbook are incom-
plete, superficial, simplified and do not touch upon the basic nature of finance).
These questions have lingered on my mind all these years and as I am becoming more
involved in decision-making in my work I get an increasingly stronger sense that they
must be understood correctly and answered properly. Yet, limited by my knowledge, I
could not get any proper answer.

On Dec. 7, 2004, Governor of the People’s Bank of China, Mr. Zhou Xiaochuan
published in Financial News an article entitled “Improving the Legal System to Improve
the Financial Ecology”. This article, together with a series of Mr. Zhou’s other analy-
ses on financial ecology gave me the key to above-mentioned questions.

As we all know, ecology is a branch of science that studies the mutual relationship
between living beings and their living environment. A major feature of ecology is that it
observes living beings in their environments and studies how they evolve in and adapt
to different environments, how environments affect living beings, what environmental
factors affect living beings, how living beings adapt to new environments and what are

the laws of evolution and adaptation. Researches on ecology tell us that living beings e-
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volve from low to high level, from simplicity to complexity and from singleton to diver-
sity. Evolution happens at certain times and in certain places. The differences in time
and place cause the variation in the evolution of living beings, and variation is the
change in nature, biology and form of living beings in order to adapt to the environ-
ment. Variation is the source of diversity of living beings and is what makes our mother
nature a lively, colorful and abundant world. This world was not created by any God,
but the result of natural evolution. God does not exist in nature, but nature is full of
competition and order of survival. The ultimate aim of ecology is to tell human beings
not to go excessively against this competition and order, but to live with it in harmony.
This is what we call the survival of the fittest.

Finance happens in time and place, too. Difference in time and place constitutes
the environmental factors that affect finance. To apply the research methodology and
results of ecology to finance is to study the mutual relationship between finance and en-
vironment, to study how finance is affected by these environmental factors and how fi-
nance changes its own organization, structure and behavior to adapt to the environ-
ment. It also means to understand financial development, innovation, structural
change and competition in the light of evolution. We call it the methodology of finan-
cial ecology. If we can apply this new methodology to the analysis of financial issues,
we will be able to acquire a brand-new understanding of finance ;

1. From the perspective of financial ecology, finance is a type of living organiza-
tional activities. Financial agents are like living beings. They are organic and have the
features that living beings have, such as life, competition and self-adaptation. We
used to look upon finance as a static and mechanical instrument, unaware of its having
life. This is why we failed to understand the conditions and environment for finance’s
survival and development, or to understand the growth pattern of financial institutions
as living organic organizations. These failures led to many policy errors. If we can fully
recognize the life of the financial industry, we will be able to analyze the inherent na-
ture of financial institutions from the perspective of life and find out the survival condi-
tions for financial institutions. We are also able to find out whether the inherent pat-
terns of financial ecology will lead to the death of financial institutions, and whether
the inherent equilibrium of a financial system can be maintained without a mechanism
of the death of financial institutions. Because we failed to fully recognize the competi-

tiveness of the financial industry, we ignored the diversity of the industry. Now that we
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have realized that, we are able to recognize the importance of fostering different finan-
cial institutions and protecting competition. We will guard against monopoly, focus on
developing various competing agents, permit the existence of financial institutions of
different ownership structures, and follow the law of the survival of the fittest. Because
we failed to fully recognize the self-adaptation of the financial industry, we did not see
the effects of environment on the form, biology and behavior of financial institutions.
Nor did we see that the diversity of the financial industry is formed while financial in-
stitutions adapt to their environment as living beings do. As a result, we failed to guide
finance to meet objective needs. Instead, we copied foreign and ideal textbook de-
signs. Now that we have seen the self-adaptation of the financial industry, we are able
to respect the laws of evolution of the industry, improve financial ecological environ-
ment, and for our own financial institutions design an institutional framework that will
fit our local environment.

2. Finance evolves from low to high levels and from simplicity to complexity.
Banking evolved from money brokerage to the intermediary between deposit and loan,
then to modern financial industry including wealth management, insurance, fund man-
agement and securities. The formal finance evolves from the informal finance we know
as traditional lending and money brokerage. The evolution process of finance tells us
that financial development always follows its own life logic, and that we should not in-
terfere by setting limitations or giving unwarranted support. In fact, in order to survive
and develop, financial institutions will form rational division and cooperation between
and among themselves during their evolution processes. They will form into a system
within which they are interrelated, interdependent and interactive and compete with
one another. Taking formal finance for example, formal finance gradually evolves from
informal finance, which is typically represented by informal lending, at a time when
credit boundaries limit the development of informal lending. Yet, formal finance is not
there to take the place of informal finance, but to complement it. They work together to
better meet the needs of social and economic developments and to improve the func-
tions of the whole financial system. Therefore, in financial ecology, different types of
institutions, businesses, instruments all evolve from survival and competition processes
while finance adapts to its inner and outer environments. They are the survive and
complement one another. In countries where market economy is more developed and

mature, financial institutions and markets evolve in a more natural fashion with closer
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biological links between them. As a result, these institutions and markets are more a-
daptive and stable and function better. Modern China has seen the blind import of
modern western banking systems without a full respect for its own financial orders and
structures that have existed for thousands of years. This explains why we still depend
on foreign strategic investors to regain the resilience of our financial industry.

3. The structural order of financial ecology is formed in competition. Competition
means the fittest survives the weakest. The financial indusiry is analogic to ecology in
that finance has life and will either survive or die in the process of competition. In e-
cology, the birth of the new living being is always accompanied by the death of the
old. Similarly, in financial system it is unimaginable to have no death of financial a-
gents. The existence of death makes life meaningful and valuable, gives it pressure
and energy that constitutes the equilibrium of the whole ecosystem. An ecosystem with-
out the competitive rule of life and death will fall into a standstill and lead to final col-
lective death. So, the dynamics, life and diversity of the financial ecology totally come
from its death mechanism. The competitive rule of the survival of the fittest in natural
ecology repeats itself in the financial ecology. Any man-made destruction of this natu-
ral selection mechanism, which either blocks the exit of failed institutions or stifles the
survival and development of certain types of institutions, will damage the financial or-
der and structure, the result of which is but the disequilibrium of the financial system.

4. The agents in a financial ecosystem are self-beneficiary organizations that strive
to maximize their interests. They are able to adapt their behavior to the environment.
They are self-beneficiary for many reasons. Firstly, they act in their own interests, for
which they may cooperate with one another or may jeopardize others’ interests. Second-
ly, they are not passive in reaction to the environment because they can adapt to and fit
into the environment by changing their forms of organization, modes of operation and
management and by product innovation. Innovation is the embodiment of ability of a fi-
nancial agent to adapt environment. Thirdly, variation is the basis for natural selec-
tion. Selection is to select from different abilities to survive and develop, which reflect
the behavioral differences in forms of organization, modes of operation and management
and product mix and quality. Without theses differences among financial agents, there
would never be natural selection. Selection is the force that drives the evolution of fi-
nancial agents. Fourthly, variation in the adaptability explains why financial institu-

tions are different in different countries and regions and even in the same region. It al-
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so explains the operational changes in the different types of financial institutions that
China imported. Variation, at the same time, reminds us that financial systems need
be multiple, various and abundant in types. Fifthly, financial institutions interact with
one another in a financial system of diversity. The interaction can be seen through the
competition and cooperation among institutions for resources allocation and coverage
until they finally form an interdependency of division and cooperation. When ecological
resources and coverage are used to their maximum, each agent in the financial ecology
will find its own habitat and stabilize its relationship with other institutions. Therefore,
a financial system with different types of financial institutions is more effective in mak-
ing use of environmental resources, maintaining long-term high productivity and greater
stability than that of a single type.

5. Just as natural ecology is always formed under certain natural environment with
different ecological features, financial ecology is also formed under certain political , e-
conomic, cultural and legal environment with outstanding institutionally structured
characteristics. A sound political, economic, cultural and legal environment will opti-
mize the financial ecological structure, intensify its functions and raise productivity,
and vice versa. The improvement of financial ecological environment is to improve fi-
nancial ecological structure, strengthening its financial ecological function and raise its
productivity. Therefore, Legal system is the most direct and important factor that af-
fects the financial ecology.

In the financial ecosystem, financial ecological agents and their environment are
interactive and dialectic. On one hand, financial ecological agents have always relied
on certain environment for survival and development. Financial ecological environment
constitutes financial agents’ servicing objects and activity space, which determines the
living condition, health status, moving and development direction of financial agents.
Different environment creates different structures and features of financial ecological a-
gents, as does the natural environment. On the other hand, financial ecological agents
are not passive in adapting to the environment. While they actively regulate themselves
to fit the environment, they also influence the environment directly and indirectly make
the environment meet their own needs.

6. Financial ecosystem is a self-regulating and balanced stable system. Balance
refers to the balance of its agents with its environment. Financial system is also a com-

plex ecosystem which is determined by the basic features of financial ecosystem—the



