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A Study on The Rural Financial
Industrial Organization in China

The positive impact of the development of financial system,
espeeially the development of banking organization system, to
economic growth has been verified by theory and practice. Rural
finance is the core of the modern rural economy. The
modernization of agriculture, the construction of new socialist
countryside and the solving of the issues of agriculture, farmer
and rural area, need lots of money in the accumulation and re-
investment and are inseparable from the strong support of rural
finance. Over the years, the development of agriculture has
made tremendous contribution to the rural economy, but
agriculture economy has been in a deprived position. The rural
financial system has limited support to the rural economic
development. The changes in capital supply and demand in rural
areas at this stage have made the newer and higher requirements
in either the quantity of credit or financial services of rural
finance. But judged from the current situation, most of the
domestic social capital flows to relatively high non-agricultural
sector. A large number of rural funds rush into cities through
financial channels, which makes *“anemia” in the rural areas

continue the “loss of blood” . Massive outflow of funds from
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rural areas cause the development agricultural and rural economy
seriously constrained. The lack of appropriate and effective rural
financial institutions to provide financial services for agriculture,
rural areas and farmers and the inability to meet the financing
needs of the main body of the rural economy constitute are the
current plight of the rural financial development.

The Third Plenary Session of the 17th CPC Central
Committee proposed to “establish a modern rural financial
system” and “accelerate the combination of commercial finance,
cooperative finance and based finance and establish the rural
financial system which has adequate capital, perfect function,
improved service and is safely operating” . The realization of
this goal requires the establishment of an efficient industrial
organization of rural financial system. Based on this point, from
the perspective of industrial organization and using the industrial
organization theory, this book analyzes China’s rural financial
market, draws out China’s rural financial market structure, tests
the behavior of the rural financial institutions, measures the
performance of rural financial market performance, proposes
goals of industrial organizational policy and corresponding
policies; it was an meaningful exploration of China's rural
financial system reform.

Firstly, this book systematically combines the historical
context and schools of the industrial organization theory.
Especially, this book analyses the Harvard School of Industrial
Organization and the Structure-Conduct-Performance ( SCP)
analysis paradigm. In the SCP paradigm, industrial organization

theory is combined with three basic parts: market structure,
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market behavior and market performance. Composed with
government’s policy of industrial organization, the basic analysis
procedures of analysis follow the Market Structure—Market
Conduct—Market Performance—Industrial Organization Policy.
According to the logic of SCP paradigm, there is causal
relationship among the market structure, market conduct and
market performance. The basic situation is industry influences
the market structure; market structure determines market
conduct, and thus market structure affects market performance
through market conduct. Meanwhile, there is a feedback effect
among structure-conduct-performance. In order to obtain idealist
market performance, the irrational market structure needs to be
adjusted and directly improved by the industrial organization
policies. The SCP paradigm has long been the basic framework
of the traditional industrial organization theory. Until now, most
industry analysis has been based on the SCP paradigm and SCP
paradigm is still in a dominant position in industrial economics.
Meanwhile, this book makes a brief summary of domestic
scholars’ research of China's rural financial industrial
organization in recent years.

Secondly,. this book examines from a historical point of view
the development of China's rural financial sector. It briefly
summarizes the China’s rural financial industry in the formation
and development before the founding of the People’s Republic of
China. Then it shifts the focus to the situation after the founding
People’s Republic of China and sums up the seven stages of the
development of rural financial sector and its major status.

Thirdly, this book analyzes China’s rural financial market
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structure from the number of competitors, the market share of
all financial institutions, the concentration of rural financial
market and the entry barriers of rural financial market. This
study finds out that varied types of banking institutions are
entering into the rural financial market to some degree. But in
the specific county financial markets, there are some differences
in the number of competitors. This difference is mainly related to
the county economic development. In rural financial markets,
rural cooperative financial institutions are in the leading position,
especially in the loan market. It is in a very strong position in the
household loan market and basically monopolizes the market.
From the average HHI, most of the county financial market
belongs to the tight oligopoly model ( T ), part of the market
belongs to the tight oligopoly model (]I ) and part of the market
is in pure monopoly status. According to the degree of monopoly,
the farmer’s loan market is higher than the agricultural loan
market; agricultural loan market is higher than the small
business loan market; the small business loan market is higher
than the overall loan market, and the overall loan market is
higher than the deposit market. Due to the regulatory
constraints and economic factors, China’s rural financial markets
have relatively high entry barriers. In the current situation, the
impacts of economic barriers are more important to some extent,
compared with the adjustment and relaxation of market access. It
is one of the most important factors which affect the structure of
rural financial market to make China’s rural financial markets
have relatively high entry barriers. From the pointview of high

entry barriers, the oligopoly structure of rural financial market is
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objectivitiv to some extent.

Fourthly, based on the analysis of the rural financial market
structure, this book studies the price competition and the
product differentiation of rural financial institutions. This study
finds out that in monopoly conditions, the rural financial
institutions will charge a monopoly price; in oligopolistic
conditions, both Bertrand price competition and price collusion
may be possible. In whatever kinds of market structure, interest
rate control can only influence nominal interest rates instead of
real interest rates. The difference between real interest rates and
nominal interest rates is implicit interest payments, which is an
important performance of financial corruption. Because multiple
markets contact will increase the likelihood of collusion, seeking
to build cross-regional legal institutions may affect competition in
rural financial markets during the process rural financial system
reform. Therefore the county level institutional stability should
be maintained. Nowadays, the subjective difference is the main
means of product differentiation in deposit services at China’s
rural financial market and the objective difference is the main
means of p}oduct differentiation in the loan services. In general,
the degree of product differentiation in China’s rural financial
market is relatively low.

Fifthly, based on China’s rural financial market structure
and market conduct, this book evaluates the performance of the
rural financial market from the micro and macro perspectives.
The result shows that from the efficiency of human resources
operations, profitability and asset quality, the operating

performance of rural financial institutions was poor, but has
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been improved in recent years. Although rural credit
cooperatives have exercised market power, the X-inefficiency
brought about by monopoly position affects its performance.
Deepening the reform of property rights and improving the
governance mechanisms of the rural credit cooperatives are
beneficial to the reduction of the impact of X-inefficiency. Rural
financial market is low in coverage, and the degree of its
monopoly continues to grow. Therefore, the availability of
financial services in rural areas is comparatively b_()or. High
barriers of entry affect the behavior of financial institutions and
led to low coverage of rural financial markets. In 1978 — 2008,
there is long-term stable equilibrium relationship among the
growth of the primary industry added value, the scale of the
rural financial development and the efficiency of the rural
financial development. The scale of the rural financial
development has positive effects on the growth of the primary
industry added value. The efficiency of the rural financial
development has negative effect on the growth of the primary
industry added value. In 1978 —2008, there is long-term stable
equilibrium relationship among the income growth of farmers,
the scale of the rural financial development and the efficiency of
the rural financial development. Both the scale of the rural
financial development and the efficiency of the rural financial
development have a significant negative impact on the income
growth of the farmers. There is serious mismatch between
China’s rural financial development and rural economic
development, and between China’s rural financial development

and the income growth of farmers. All of the factors—the
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difference of market structure and the difference of competition
status among the deposit market, the agricultural loan market,
farmers loan market and small business loan market, the low
lending will of the rural financial institutions to loan to
agriculture and farmers, and the competitive landscape that the
cooperative financial institutions almost independently bear the
task to support the development of agriculture, farmer and rural
area—lead to low efficiency in rural financial deposit resource
transferring to rural financial loan resource. Ultimately, it
affects the development of rural economy and the income
increasing of the farmers.

Finally, based on the rural financial market structure,
conduct and performance, this book studies the policies of rural
financial organization in China. The objectives China’s rural
finance policy should be designed to achieve workable
competition in rural financial markets as the basic goals,
including the protection of supply of rural financial services, the
promotion of appropriate competition in rural financial markets
and the promotion of sustainable development of the rural
financial institutions. In order to achieve the objectives of policy
of rural finance industry organization, the current policy of
industrial organization should focus on: loosening the access for
private financial institutions to enter in rural financial market,
establishing rural finance quasi-public goods’ nature of rural
financial services, making government play an active role in the
supply of financial services in rural areas, and realizing the
coordination between rural financial organizations policy and

other measures.
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