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Bank Financing for Changing Enterprises

Abstract

In the market economy, banks and enterprises are both economic
entities with independent economic interests and full power of man-
agerial decision — making. Along with the growth of enterprises, fi-
nancing services will from the banks become more active, and ex-
pand in scope, which, in turn, will further accelerate the develop-
ment of the enterprises in a positive manner. A financing transaction
may be successfully implemented when an enterprise has a need for
fund and a bank holds the motive for financing the former, which
therefore may formalize bilaterally accepted market conditions bound
by market practices between the two gamed parties. This is 2 two—
way choice process. From enterprises’ perspective, the capital
structure, which has been established in the light of business objec-
tives, will influence the enterprise’s decision — making on capital fi-
nancing to a large extent. While from the perspective of banks, se-
lection of clients and risk management are the key components in a
financing activity. A complete financing process of a bank must in-
clude establishment of credit policy, market analysis and credit anal-
ysis, loan disbursement and collection and recourse process on non —
performing loans. In addition, the bank — enterprise financing
transaction is also an interactive process. The transaction presents
different features depending on different phases in the life cycle of an

enterprise. The motive for capital financing, the goal of investment
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and actions taken by enterprises in the financing process will differ
accordingly. Banks need to decide whether to proceed or exit, or
whether to increase or reduce credit line for the enterprise according
to the performance of the enterprise at particular time and the poten-
tial for future development. The objective of the bank is to avoid or
reduce any opportunity of making a reverse choice or taking any
moral risk. After the financing transaction is completed, on the one
hand, micro — effect will be determined by whether the enterprise
can enjoy development from the financing and whether the target of
investment can be realized. The enterprise will make profit provided
that the expected target is met, and the bank will safely collect the
principal and gain interest thereof. Otherwise, the transaction will
affect the business operations of the enterprise in reverse or even en-
danger the survival of it. Under the circumstarices, the bank is like-
ly to lose principal and interest. On the other hand, as macro — ef-
fect, financing activity can promote effective transformation of na-
tional savings to practical investment and a rational allocation of so-
cial and economic resources as long as the financing activities taken
by the banking sector can be carried out effectively. Banks and en- .
terprises will progress under interactive forces and this will form a
sound cycle of the economic activities. Otherwise, with ever — wors-
en asset quality, banks will not have the intention or ability to ex-
pand their financing activities, which will drive enterprise into a
pitiable plight either for business operations or for capital required
for further expansion. It will block in the way of the transformation
from savings into investment, and thus it may result in the irrational
allocation of resources, and if serious enough, may trigger the out —
break of financial crisis and economic turbulence. Therefore, the ob-

jectives of the studies on the development of enterprises and banks’

2



financial activities are to seek rationalized and effective behaviors be-
tween enterprises and banks with aim to promote economic growth
and to prevent or dissolve economic risk.

This dissertation falls into four parts to examine the development of
China’ s enterprises and financing activities of banks. First is the
analysis of the changes of financing activities between enterprises
and banks during: the’transitional period. Second, it analyses the
debt difficulty of enterprises and solutions to the issue. Third is an
attempt to explore a new financing model that can meet the‘require-
ments of China’s socialist market economy. Finally, it tries to ab-
sorb from international practices and learn lessons from the Asian fi-
nancial crisis on the relationship between enterprises and banks. In
the dissertation, the growth of China’s financing activities between
banks and enterprises is divided into three phases: the traditional
phase before 1978, the transitional phase from 1978 to 1994 and in-
novative phase after 1994.

In the transitional phase, bank — enterprise relationship used to pre-
sent a typical “double — track” feature, that is the co — existence of
market — directed choice and administrative order in the establish-
ment of bank and enterprise relationship. Over a long period of
time, banks used to offer settlement and credit service to the desig-
nated enterprises under administrative arrangement. And enterprises
can only go to the designated banks for deposit and loan, or settle-
ment business. However, with the deepening of reforms, this kind
of administrative arrangement model becomes wavering. Firstly, en-
terprises have more power to choose banks, which has created com-
petitions between the banks for profitable enterprises. Secondly,
banks begin to choose enterprises as well when trying to establish

new credit relations. “To despise the poor and chase after the rich”
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becomes the rule when banks select their corporate clients. The rela-
tionships between state — owned banks and non — state — owned en-
terprises, non — state — owned banks and enterprises tend to be
rather more market — oriented. Although because of the administra-
tive inertia from the traditional system, it still takes time to thor-
oughly change the kind of administratively natured relationship be-
tween banks and enterprises, the general direction of development
either for banks, enterprises or for the relationship between the two
is increasingly more market — directed. The change is quite helpful
to promote the economic growth and the establishment of socialist
market economy. On the one hand, to grant loans to the state —
owned enterprises (SOEs) in priority and especially to those large
and medium ones by banks helps with the survival and growth of
these enterprises. The significance is that banks substitute the fiscal
functional departments to support the key enterprises over time. On
the other hand, the enhancement of the market force helps to opti-
mize the allocation of both capital fund and other resources. Enter-
prises will choose the banks with better service and high operational
efficiency to accelerate circulation of fund, and banks can transfer
the fund to profitable enterprises and increases the efficiency of use
of fund by choosing quality clients. Finally, the creation of the tight
credit bound between banks and non — state — owned enterprises pro-
vides us with the direction of bank — enterprise reform, which will
help to create market eotities in the real sense and regulate financing
activities between banks and enterprises.

Although the financing model mostly directed by the state — owned
banks for transfer from savings to investment capital during the
transitional phase used to relieve the severe shortage of capital for

enterprises, but it has hidden banks’ credit risk and debt crisis of
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the enterprises. This model creates heavy credit risk and high cost
for banks, with huge non — performing loans from which the credi-
tor’s rights cannot be claimed. Actually, the over — debt of enter-
prises and bank’ s non — performing loan problem are the two sides of
one issue. On the one side, it is only superficial phenomenon that
the over — debt of SOEs results from the over — dependence of
bank’s credit. The root of this problem should be found in system-
atic deficiencies. The huge loan interest to be paid cannot be a major
excuse that enterprises take for running at loss. On the other hand,
although the increasing amount of non — performing loans should be
closely linked to the poor operations and the huge loss of a large
number of SOEs, the internal weaknesses of banks such as bad oper-
ational mechanism, outdated credit risk management, poor internal
control and monitoring capability, also are important factors of the
problem. While it is necessary to relate to business operations of
banks when we analyze the debt crisis of enterprises, we should
combine the analysis of both enterprises and internal weaknesses of
the banks for the study of non — performing loan problem. Only
when there are solutions for both parties internally can the debt
problems between bank and enterprise be solved thoroughly. It will
be of little success to touch any side of the issue separately. Based on
the above perspectives, the dissertation examines the effect of some
major measures that the government has taken to solve the debt cri-
sis, such as merge and bankruptcy, writing —off bad assets, debt/ .
equity swap and establishment of AMCs. The conclusion drawn
from the study is that fundamental reforms should be carried out to
move out the systematic root for the generation of non - performing
loans.

The third plenary session of the fourteenth People’ s Congress has
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set the target of our reform as establishing the socialist market econ-
omy, which has further pushed the economic restructuring, includ-
ing the reform of SOEs and the banking sector, into the overall in-
novative phase. Supposing that the effort to solve the debt problem
is to get rid of the historical burden that still exists, the systematic
innovation — featured reform focuses more on the incremental part
with objectives to establish a new enterprise’ system asd corporate
operational mechanism as well a new banking system and bank’ s
management system which can meet the requirements of market e--
conomy. The dissertation points out that banks and enterprises
should carry out financing activities under market environment and
by two— way choice in order to create a real market — directed coop-
eration model. The reform should take the reform of property rights
as break — through and share — holding restructuring as the main
form. The objective of the reform is to make banks and enterprises
fully independent entities in the market with rationalized business
target and behaviors, by the establishment of rational capital struc-
ture and corporate governance, and by the restructuring of industries
and the consolidation in the banking sector which are carried out on
the principle of orderly competition and Jomt — alliance between the
powerful players. The reform will only succeed when other aspects
of reform can keep up with it, such as the universalization of banks’

business, the liberalization of interest rate, the establishment of
proper inter — banking market, the optimization of credit manage-
ment of banks, the enhancement of risk management and a number
of other social reforming measures. On the basis of a scientific credit
decision — making process, the improved risk control skills and the
effective bankruptcy and restructuring mechanism, and with the re

— established credit system and the legislative system, the general
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goal of reform is to realize the coordinated growth of both banks and
enterprises as well as the effective combination of both economic
growth and prevention and dissolving of risk through market compe-
tition and under the rule of survival of the fittest.

With China’s access into the WTO, we are going to face up with se-
vere competition from international large enterprises and big banks.
The effective combination between the economic growth and the
prevention and dissolving of risk can be realized only when we have
made firm determination to solve the current problems and to estab-
lish effective financing models and efficient modern enterprise system
and commercial banking system in the true sense, on the premises of
coordinated growth of banks and enterprises and through learning

from advanced international practices.
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