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Abstract

There are many ways to classify the financial risks that com-
mercial banks are subject to. The present book classifies them into
institutional risks and product risks, with the emphasis on the insti-
tutional risks of state — owned commercial banks in the transition
period, which means:

First, the time of the research is the transition period, namely,
the transition from the planned economy to the market economy.
China is now shifting td fhe socialist market economy system, the
marketization of the financial structure and its dovetailing with the
international financial market. On the one hand, they brings pros-
perity and development to our financial industry, on the other hand,
they produce financial risks inevitably. Especially, the incomplete-
ness and the imperfection of the changing structure cause the poten-
tial risks in our financial market to be more easily exposed. With the
gradual expansion of our financial market in recent years, people
have come to realize that financial risks are caused by the uncertain
factors in raising and using capitals in economic activities. Because
these uncertain factors exist objectively, financial risks also exist.
Since financial activities occupy a pivotal role in all economic activi-
ties, the accumulation of financial risks may develop into economic
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crisis that will not only destroy the economic order of a country or
even of the world, but also threaten the social stability of that coun-
try or of a region. Recently, Mexico financial crisis and other social
riots in some countries caused by illegally raising capital have obvi-
ously proved it. Therefore, it is vital importance to strengthen the
management and control of financial risks in this transition period.

Second, the object of the research is state — owned commercial
banks because they are the major components of commercial banks
system in China. In 1997, the loans of financial institutions in-
creased by 1070.3 billion Yuan. Among them, the loans of the
wholly state — owned commercial banks increased by 494.1 billion
Yuan, while the loans released by other commercial banks increased
by 87 billion Yuan. The economic and financial development of our
country over the past years has also determined that state — owned
commercial banks are more easily and frequently subject to the influ-
ence of institutional risks.

Third, the emphasis of the research is on the institutional
risks. By “institutional risks” mean the risks that commercial banks
are subject to because of the change in the institution or because of
the inherent defects in the institution. Institutional risks also include
the risks incurred by the commercial bank operators with their mas-
tering in the change of the institution. The reason why inherent de-
fects in the institution are also regarded as institutional risks lies in
that commercial banks do not know exactly where the institutional
defects are. But this book deals mainly with the institutional risks
incurred by the institutional changes to the commercial banks and

sometimes touches upon the risks caused by institutional defects in
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several articles.

The book is justified in undertaking the research in institutional
risks for following three reasons:

First, internationally, since the late 1970s, one of the remark-
able facts in the global economic circles is that the economic growth
of some emerging markets have displayed forceful vigor. Some coun-
tries which formerly adopted planned economy have shifted to mar-
ket economy, and those become what is called transition economy.
Both in emerging market economy countries and in transition econo-
my countries, the continuous and stable economic growth of emerg-
ing markets and the smooth transition of transition economy coun-
tries to market economy need a highly efficient commercial banking
system which can meet the demand of marketing ‘economy and suit
their national conditions. The commercial banks of emerging market
countries and transition economy countries confront a serious institu-
tional risk in constructing and developing such a banking system.
But, on matter in the mainstream western economics, or in tradi-
tional political economics, it is deficient in researching the operation
mechanism of commercial bank, commercialization reform of bank in
transition countries and developing countries during economic devel-
opment and transition period. The development economics, financial
development theory raised postwar, and transition economics oc-
curred in recent years etc. fill up blankness of this theory, however
the researching of the institutional risks are still unoccupied. There-
fore, it is very important to research the institutional risks.

Second, domestically, China is now changing from the tradi-
tional planned economy and the extensive economic growth pattern
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into the socialist marketing economy and intensive economic growth
pattern. In this stage, the related laws and regulations are yet in-
complete; policy factors have a great influence on commercial banks.
Most important, during the transition pericd, the reform in institu-
tions are rather unstable. Thus the research in the institutional risks
of commercial banks are more important and necessary than the re-
search in any other risk. Moreover, the financial crisis that broke
out in Southeast Asia recently also causes us to re — consider and re-
examine our banking system and financial organization system.

Third, theoretically, there is also an urgent call for the research
in institutional risks, which exist universally in the commercial
banks of all countries and differ only in their size and degree. Yet so
far, no theory has been broached to deal systematically with institu-
tional risks of the commercial banks. In developed marketing econo-
my countries, a long period of accumulation has resulted in a modern
commercial banking system that suits marketing economy. Besides,
their related laws and regulations are complete and stable; the opera-
tions of their commercial banks are standardization. Consequently,
there is virtually no research in the institutional risks of the commer-
cial banks in Western theoretical circles. In new rising and develop-
ing countries, especially in our country, though institutional risks
appear frequently in practice, theoretically there has been no rele-
‘Vant research in this field due to various reasons.

The institutional risks are always act on products, and shows
up through products risks of commercial banks. For example, in
1996, central bank announced to reduce interest of deposit and loan,

and lower imposed ratio of fine in respect of overdue loan properly,
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this interest policy affect benefits of commercial banks universally.
Particularly, reducing of imposed ratio of fine in respect of overdue
loan make largely negative effect in operating benefits of commercial
bank, because overdue loan have became large proportions in capital
structure of commercial banks. For other instance, the capital and
debt of commercial banks have suffered risks by introducing of secu-
rity market. Because, in the connection of commercial bank loan,
enterprises could finance from security markets directly which result
in weakening the their reliance to commercial banks comparatively
and further affect benefit of commercial banks at some extent; To
the deposit of commercial bank, since security markets as a new
coming have been just introduced into China, it exist certain specu-
lation in security markets, especially in its first stage of developing,
and thus profit ratio are high certainly. Therefore, the deposit inter-
est of commercial banks could not have enough attraction to the un-
used capital in society. Moreover, those capital which already be at-
tracted in commercial banks, might not bear the high profit tempta-
tion of security markets and turn to be fiscal capital or shift to be
other capital form, such as turn to be interbank deposit, thus usable
capital of commercial banks would decrease, or payable interest
would be increase comparatively. Therefore, precaution and control
of institutional risks sometimes could become reality through precau-
tion and control of product risks.

Institutional risks and systematization risks have some relation-
ship, and also have some difference. Systematization risks are arisen
by entire factors which could not be controlled by any individual fac-

tor, it affect overall situation, like natural and manmade disaster,
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affect any individual factor, it affect overall situation, like natural
and manmade disaster, affect any individual, any individual could
not avoid it inevitably, so commercial banks could not be exception.
Institutional risks affect overall situation, however, it is not to say,
institutional risks could not avoid. Institutional risks could avoid in
way that make use of another systematization risks to avert a sys-
tematization risks, or avoid risks arisen by an old institution through
establishing a new institution.

This book is divided into four chapters. The first introduces the
characteristics of the institutional risks of state — owned commercial
banks and their management in the transition period, with the em-
phasis on the characteristics of state — owned commercial banks in
the transition period, the possible institutional reforms, the defini-
tion of institutional risks, the characteristics of the institutional risks
of state — owned commercial banks and their management, the ob-
jective of the management of institutional risks and so on. The sec-
ond chapter deals with the identification and evaluation of the insti-
tutional risks of state — owned commercial banks in the transition pe-
riod, emphasizing the general principles for their identification and
evaluation. It also endeavors to identify and evaluate the specific in-
stitutional risks that state — owned commercial banks may confront
in the transition period, such as law and policy risks, modern enter-
prise institutional risks, modern banking institutional risks, interest
rate institutional risks, securities institutional risks and banking in —
novation institutional risks and so on. The third chapter is on the
external monitoring and control of the institutional risks of state ~o

wned commercial banks in the transition period, featuring the gen-
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eral situation of the external monitoring and control of the institu-
tional risks of state — owned commercial banks and suggesting some
methods and measures to strengthen and perfect them. The fourth
chapter is on the management and prevention of the institutional
risks of state — owned commercial banks in the transition period,
with the focus on their general situation. It argues that state —
owned commercial banks should strengthen their internal control in
the transition period and also suggests some measures to prevent and
control law and policy risks, modern enterprise institutional risks,
modern banking institutional risks, interest rate institutional risks,
securities institutional risks and banking innovation institutional
risks and so on.

Based on transition economy, this book attempts outline the
commercializing reforms of the state — owned banks and the operat-
ing mechanism of the commercial banks and to analyze impartially
and objectively the possible institutional risks that state — owned
commercial banks may confront. I have endeavored to combine the
large number of first — hand experiences and materials I collected in
practical work with the latest research achievements from home and
abroad so that the book may have some profundity. However, this is
the first time I undertake to tackle such a difficult problem, so it
necessarily has some weak points and 1 hope you will not spare your
comments.

The originality of this book lies in that it puts forward the con-
cept of institutional risk for the first time. Using this concept, it
tries to identify and evaluate the institutional risks of China’s state
— owned commercial banks. It also suggests some effective measures
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