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Abstract

Since 2004, the rural financial issues have been specifically reques-
ted in the five 1™ Documents issued by the central government. In the
17" Third Plenary Session of the Party in 2008, The CPC Central Com-
mittee’ s Resolutions on the major issues in Pushing Forward the Rural Re-
form was passed which clearly states that rural finance is the core of the
modern rural economy, that the rural finance system should be innovated
and that the rural financial access policies should be introduced so as to
combine commercial finance, financial cooperation and policy finance
and speed up the establishment of the rural financial system with capital
adequacy, sound features, perfect services and safe operation. Accord-
ing to the Resolution, small - scale rural financial institutions are allowed
to raise money through financing from other financial institutions and the
qualified professional farmers’ cooperatives can develop cooperation
credit. The Resolution also suggests to regulate and guide the healthy de-
velopment of private lending, to speed up the establishment of the rural
credit system and a rural credit guarantee mechanism with the govern-
ment’ s support and multi — party participation in the operation of the
market. This is a resolution made by the CPC Central Committee in a
new situation to promote the rural reform and development. It has set the
orientation and direction in furthering the rural financial reform, promo-
ting the healthy development of rural economy and the new countryside.

There is no doubt that farmers are the main force in rural economic
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and social development and in building a new countryside. In order to
develop the rural economy and increase farmers’ revenue, the primary
task is to meet their increasingly growing financial needs. Since the
launching of China’s rural economic reform in 1978, in order to meet
the development needs of the rural economy, a series of reforms have
been implemented in the old rural financial system and the current rural
financial system has been formed. In the new system, agricultural
banks, rural credit cooperatives and the agricultural development banks
are taken as the representative and operate with the supply from commer-
cial finance, financial cooperation and policy finance. But with a careful
study, we can easily see that the problems in the current rural finance
are still very prominent, including the difficulties in farmers’ loans, a
serious outflow of capital in rural areas and the contraction of rural finan-
cial institutions. At present, commercial banks have largely evacuated
the rural areas and the agricultural development bank is only responible
for the state’ s acquisition of cotton, grain and oil, leaving only the rural
credit cooperatives to provide loans to farmers. The rural finance is es-
sentially in a state of supply failures. A new round of pilot reform of rural
credit cooperatives began with eight provinces in 2003. Focusing on
property rights reform and engaged in the establishment of a new govern-
ance structure and management model, it tried to throw off the historical
burden through the purchase of mechanism and was introduced to the
whole country in 2004. Since the pilot reform, certain achievements have
been accomplished and substantial progress has been made particularly in
the mechanism conversion. However, this new system is not a result from
the internal driving force, but from top — bottom external pressure, so it
is a mandatory system change and in the process, a number of problems

have been inevitably exposed such as the failure of the supposed advanta-
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Abstract

ges of the financial cooperatives, the adverse selection of the mechanism
as well as the marginalization of the goal of the “three rural” services. It
is just as Mr. Liu Mingkang said, “ China’ s rural finance is the weakest
link in the financial system as a whole and the financial services in rural
areas lag far behind the needs of a new socialist countryside. ” The finan-
cial reform in rural areas still has a long way to go.

Analysing the evolution and performance of China’ s rural financial
system, we can draw a conclusion that, to solve the problems in rural
finance, the key issue is the design of a rural financial system to match
the basic rural economic system of our country at this stage. Institutional
economics has proved that only an incentive compatible system can be
effective. At this stage, the basic rural economic system in China is the
Household Contract Responsibility System, whose effetiveness has been
proved by the over 30 years’ reform. Under the Household Contract
Responsibility System, the Rural Cooperative Fund is the only effective
one under which the households are the subject, which has advantages in
information and transaction. Such a cooeperative financial organization
has the features as follows: 1. farmers are the subjects and they develop
financial co — operation and assistance among themselves; 2. villages are
taken as the border to minimize the information and transaction costs
among the villagers; 3. industrial cooperation is taken as the basis under
which the cooperation between farmers is based on their collaborative
production; 4. village culture is the basis for such a cooperative fund
because the households living in the same village share the same cultural
and moral strength, which is the basis for credit cooperation. Obviously,
it is essentially different from the one represented by the existing but
alienated financial cooperatives.

In this paper, Based on the incentive compatible mechanism in in-
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stitutional economics and transaction cost theory, combining the achieve-
ments in the study of modern financial theory, cooperative economic the-
ory and the small — scale peasant economy, this paper studies farmers’
financial needs and supplies. It attempts a framework for the evaluation
and analysis of the system performance and effectiveness from the per-
spective of the family contract system. Revealing the invalidity of the ex-
ogenous financial system (the formal financial system) and the inevita-
bility of endogenous financial system (farmers’ cooperative financial sys-
tem) in rural areas, it proposes two models in the organization of farm-
ers’ cooperative financial systems. And through the performance and
game analyses, in the light of the experience of rural cooperative finan-
cial systems in other countries and the case study of Fengyang County, it
proves the validity of the farmers’ cooperative financial system - farm-
ers’ union funds and union federation. Finally, conclusions are drawn
and policy recommendations are offered on the basis of theoretical analy-
sis and case study.

This paper covers ten parts altogether. Part I is an introduction in
which the central issue has been put forward and a survey has been made
on the rural financial documents at home and abroad. It has outlined the
framework and contents of the paper and introduced the research method-
ology and possible innovations. And it has also proposed the direction
and major issues for further research. The second part illustrates the
main theories of the paper, including the theory of financial develop-
ment, cooperative economic theory, small — scale peasant economy theo-
ry, institutional change theory and the compatible incentive theory. The
third part analyses farmers’ financial needs under the Household Con-
tract Responsibility System and it studies farmers’ economic behavior,

savings behavior and credit behavior. It also deals with the study on how
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to restrain farmers’ financial needs. From the motivation and goal of the
exogenous financial system and also through the analysis of its perform-
ance, the fourth part reveals the incentive incompatibility of the rural ex-
ogenous financial system. The fifth part, from a historical perspective,
looks at the evolution of the endogenous financial system and reveals the
causes and motivation of its inhibition in the preference of the national fi-
nancial system. On the basis of incentive compatible mechanism, Part VI
puts forward two models of farmers’ cooperative financial system, name-
ly, farmers’ union funds and union federation. From rural culture, the
credit basis of cooperative financial system, and the compatibility of the
family contract system, Part VII proves the validity of farmers’ coopera-
tive financial system from the analysis of the game between farmers and
the exogenous and endogenous financial systems and also from a contras-
tive analysis of transaction costs and competitiveness. The eighth part
makes an analysis of the typical rural cooperative financial systems of
some countries, sums up their experience and suggests what should be
learnt from them in the construction of China’s rural financial system.
The ninth part tries to apply the model of the system to practice. Through
experimental activities, it studies the establishment and operation of the
farmers’ union funds and union funds federation in Fengyang County of
Anhui Province, the birthplace of China’s rural economic reform. With
a comparative analysis of the performance of rural credits and town/vil-
lage banks, it proves the effectiveness of the farmers’ cooperative finan-
cial system. The tenth part, based on theoretical research and case stud-

ies, draws a conclusion, and proposes policy — orientation.
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