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Abstract 

Chinese economic development is placing increasing demands on the financial sector. 
There are many aspects to this, including the pressing need to upgrade institutional 
capacity. Some aspects of the challenge expose deeper issues. This note focuses on one 
pervasive aspect. It points out how three major emerging development problems of the 
Chinese financial system - regional misallocations, the equity overhang and the funding 
of infrastructure - each have their roots in an uncertain and increasingly dysfunctional 
ambiguity in the dividing lines between State and market-driven control. Drawing on 
both international experience and recent research findings specific to China, the paper 
illustrates the damaging effects showing how hitherto apparently unrelated problems may 
reflect an aspect of the same ambiguity. A reorientation and clarification of the dividing 
line between State and private thus offers wide-ranging benefits. 
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1. Introduction 

The challenge of deepening and broadening Chinese economic development is placing 
increasing demands on the financial sector. There are many aspects to this, including the 
pressing need to upgrade institutional capacity to cope with the management of the 
increasingly diverse and novel risks that will present themselves. Some aspects of the 
challenge expose deeper issues. This note focuses on one pervasive aspect. It points out 
how three major emerging development problems of the Chinese financial system - 
regional misallocations, the equity overhang and the funding of infrastructure - each have 
their roots in an uncertain and increasingly dysfunctional ambiguity in the dividing lines 
between State and market-driven control. 

Concerning the gap between different provinces in the effectiveness of financial service 
provision, the problem is not that the less prosperous provinces are starved of loanable 
funds. Far from it: State ownership of the main banks and local government control of 
credit cooperatives have had the effect of maintaining what are arguably excessive flows 
of credit to certain SOE and other borrowers in low-income provinces. At the same time, 
a restrictive approach to the emergence of locally-sponsored private banks - reflecting in 
part prudential concerns, but also a distrust of private finance - has prevented these 
provinces benefiting from wider access to credit by creditworthy borrowers. Interest rate 
ceilings have been an additional important constraining factor. 

Thus, overall government ownership and control over the allocation of bank credit has 
skewed the regional pattern away from what would be economically efficient (and 
without even refocusing it as a redistributional mechanism to lower-income provinces). 
Long-term growth and productivity in both high- and low-income provinces is being 
compromised by this pattern. Elements of the solution are in sight: including (i) 
governance reform in the large banks to drive them towards a market-based allocation of 
resources, and (ii) the still gradual but progressive liberalization of interest rate spreads, 
as awareness grows of the economic inefficiency of subsidizing rural finance. Greater 
openness to the establishment of autonomous market-driven financial institutions 
(presuming satisfaction of prudential ownership, management and capitalization 
preconditions) in lower-income provinces will also be a key. 

A second, related, ambiguity surrounds the financing of public infrastructure in China 
today. Some infrastructure is best financed by official borrowing now with the servicing 
of the borrowing paid for out of tax revenue or project revenues in the future; some is 
best financed through structured financing where the lender assumes some of the project 
risks, often including revenue risk in the case of infrastructure that is intended to be 
tolled. At present, though precise data is not available given the indirect mechanisms 
employed, it is understood that much of the rapid expansion in infrastructure is being 
financed by conventional bank loans made to construction or operating companies whose 
viability and creditworthiness depends on implicit guarantees from local, provincial or 
central government. This results in an ambiguity of the allocation of costs: banks may be 
working on the presumption that government will meet any shortfall, whereas 



government presumes the financing is without recourse to them. The ambiguity could 
result in both unsound banking and the accumulation of an unsustainable fiscal burden. 
Greater clarity is required here also, the instruments of which will include improved 
governance of the banks and more intensive enforcement of risk management controls by 
the CBRC. Once again, though, better functioning of bond market will require greater 
liberalization of interest rateslpricing. Structured financing will also be a more 
appropriate investment (especially in terms of maturity) for institutional investors other 
than banks. 

The third area of ambiguity relates to the securities markets, and more generally to 
corporate ownership and corporate governance. After a rapid early development, the past 
three years or so have not seen any substantial deepening of China's onshore securities 
markets, especially when compared with the continued rapid growth (Figure 1) in the 
banking ~ e c t o r . ~  Among the causes are the fact that the canonical model of early 
equitization - structuring to-be-listed companies by carving out the good assets of 
existing State-owned enterprises and selling minority stakes into the market - has more 
or less run its course and has left an uncertain overhang of State and Legal Person shares. 
The relative claims of these and the tradable shares on the stream of revenue from the 
groups with listed enterprises remains unclear. Equity prices have been depressed by the 
prospect of a further sell-off of the State shares. More generally the role of the State and 
the uncertain dividing line between its claims and those of the private sector has become 
a depressing factor on the stock market. A number of possible ways forward can be 
identified, any one of which would help remove the uncertainty, place equity valuations 
on a firmer footing, and widen access to equity (and bond) finance for a new wave of 
enterprises coming to the market. (A strengthening of the demand side through reform in 
the regulation of institutional investors will also be needed). 

In each case, the appropriate function of government changes: away from controlling the 
lending decisions of banks as if they were fiscal allocations to the more limited prudential 
goal of ensuring safe and sound banking. Away from exercising routine ownership rights 
over listed enterprises but more effective enforcement of corporate governance rules. 
Away from quantitative rationing of the flow of new issues on the bond markets to 
ensuring sound foundations for market evaluation and pricing of risk. 

2. Regional development 

2.1 Foreign experience 
Given the continental scale and diversity of China's economy and the fact that 
transportation links, despite improvements, remain poor, what set of policies for the 
industrial organization of finance could ensure that the needed financial infrastructure for 
supporting economic growth is not confined to those regions that are already moving 
ahead rapidly? It has to be acknowledged that history does not point to a unique model 
for the effective institutional development of continental-scale financial systems. If we 

- - - 

Indeed, for the past decade, capital raised in Chinese equity markets has averaged less than one per cent of 
GDP, as compared with an annual average increase in domestic credit of the banking sector of over 17 per 
cent of GDP, even after subtracting credit to government and to financial institutions. 



seek to discover what features Europe and the US - taken as having continental-scale 
financial systems which have, broadly speaking, been successful in supporting economic 
growth on a fairly broad geographical basis - it is the striking contrasts between the 
evolution of these two systems in terms of the scale, ownership and integration of the 
intermediaries and markets that we notice, more than the similarities. 

Two important common themes that can be detected, despite this institutional diversity, 
are that (i) neither the US nor Europe has ever been dominated by a small group of 
continent-wide banks, yet the provision of financial services has extended fairly 
uniformly across each continent; (ii) despite numerous interventions, there has rarely 
been a tight centralized control by national governments over the allocation of credit: 
instead, individual banks, whether controlled by private entrepreneurs, or by local 
cooperatives or regional entities, have been the driving force behind finance. 

Finance has long been a dimension of economic activity which works effectively on a 
large geographic scale. But internal financial market development within Europe and 
within the United States has not been a seamless process of integrated markets. 

Indeed, the federal structure of the United Stutes militated against integrated finance 
from an early stage. Each State's government wanted to benefit from the establishment of 
local monopoly banks, either directly or from the fees paid in one form or another 
(including commitments to provide financing for government-favored infrastructure 
projects) by the private recipients of a banking charter. Revenue from banking 
monopolies accounted for between 9 and 61 per cent of State government revenues in the 
early 1 9 ' ~  century in the States for which data is available. At a time when spending 
needs outran the potential for tax revenue, it is no wonder that States opposed 
establishment and renewal of the licenses of the two nationwide Banks of the United 
States, whose activities naturally tended to reduce the value of local banks, and each of 
which in its turn had a life of only a couple of decades before being terminated. But it 
was not long before pressure from "the broadening of the suffrage served to undermine 
the political coalitions that supported restrictions on the number of bank chartersw3. 
Indeed, populist hostility to concentrated banking power was such that the pendulum 
swung the other way, with prohibitions or tight restrictions against branch banking being 
introduced in most States. These developments led to a proliferation of small banks in the 
United States - 1,600 by the year 1860; more than 25,000 a half-century later. This 
model was bad for risk-pooling (and individual bank failures were frequent), but it 
ensured vigorous competition in the provision of finance and hence in access of all 
geographical areas to finance. The unit-bank model was retained in the United States 
until quite recently (increasing regulatory avoidance finally led to the abandonment of the 
prohibitions on branching in the mid-1990s) and, despite a continuing wave of 
consolidation, there are still over 8,000 banks in the country, most of them very small.4 

Haber (2004), from which this account is largely drawn. 
This model of enforced proliferation of tiny banks does not seem to offer many benefits to a country like 

China. It certainly increased bank instability in the United States (Bordo, 1997). And, even though it is 
smaller banks that tend to specialize in serving SMEs, the indications from the recent and ongoing US 



These small banks did not remain isolated, but have always participated in a nationwide 
market for wholesale funds. In practice, agricultural areas proved to be normally areas of 
savings surplus (though with a strong seasonal pattern in their demand for funds), and 
banks in these areas have long channeled sizable surplus funds to New York and other 
centers, where they were employed by the large money-center banks. The flow of 
interbank funds is a mechanism which has largely integrated the financial system across 
the United States since the late 1 9'h Century. 

The development of European financial systems differed on national lines, especially 
from the second half of the 1 9 ' ~  Century, as the relative importance of the international 
private investment bankers declined with the rise of joint-stock banking (Kindleberger, 
1984; Cameron, 1992). Even within Europe different countries have followed different 
patterns: for a century now, just a handful of large institutions has dominated British 
banking, whereas Germany, like the US, has had thousands of locally-controlled small 
banks. France represents an intermediate model, though its regionally-based savings 
banks have by now been largely consolidated into nationwide umbrella bodies. 

Even in the heyday of the international gold standard,' exchange rate risk tended to 
reinforce a degree of segmentation of financial flows between different European 
countries, as did the World Wars. In addition, the member countries have inherited 
widely differing legal and regulatory infrastructures for finance, which has hampered the 
efforts of financial service providers to sell their products across frontiers even within the 
European Union (EU). From the mid-1980s, legislative harmonization in the EU has 
been sought by means of directives eliminating incompatibilities and aiming at mutual 
recognition of each member country's licensing process. But the drive to complete the 
internal market in financial services across the EU is still ongoing, with major steps on 
banking integration completed only in the 1980s, the single currency in effect only in 
1999, and barriers remaining in several areas, for example in the market for pension fund 
management and the provision of deferred annuities (Cecchini, 1988; Gali, 1995; Davies, 
2004). Official efforts to improve the effectiveness of financial service provision in 
peripheral areas through the establishment of official institutions, notably through the 
operations of the European Investment Bank group, has been a part of this process 
(Honohan, 1995), though a diminishing one. Indeed, the process of financial 
globalization has been more conspicuous in integrating European financial markets than 
has the administrative process of harmonizing regulation.6 

process of merger and consolidation in banking are that market-wide adjustments work to offset any 
tendency for a worsening of SME access (cf. Berger et al, 2004). 

During which, to use the words of Cameron, "the banking systems of the world achieved a degree of 
internationalization . . . without precedent." 

For example, that dispersion (cross-sectional standard deviation) of nominal yields on government bonds 
in the countries of the euro area narrowed from about 5 per cent in 1985 to per cent 2 per cent in 1995 
before collapsing to about 0.1 per cent from 1998, was thanks to tighter national monetary policies and then 
to the single currency. But dispersion of real rates was already well under 2 per cent in the mid-1980s 
before the enactment of most of the EU-wide directives aimed at completing the single market financial 
services. Furthermore, thanks to persistent divergence of national inflation rates within the eurozone, it has 
displayed no subsequent downward trend (AdjaoutC and Danthine, 2003). 



It is important to note that, despite waves of nationalization bringing some national 
banking systems in Europe under State control for a time (including in France and Italy), 
and despite the corporatist era of the 1950s and 1960s characterized by cartelization, 
interest rate control and lending to national governments, each national European banking 
system still retained a degree of competition and rivalry between different banks, each 
with its distinctive history and traditions, even when they may have been temporarily 
under a common State ownership. 

If the European and US financial systems have been reasonably successful over the past 
century in supporting their respective continental economies on the cutting edge of 
productivity and growth, their common features suggest that ensuring effective finance 
on a continental scale does not require establishing or maintaining continent-wide State 
financial institutions. Nor does it seem to need special measures to encourage more 
loanable flows to flow to backward areas. Instead, what seems to have worked is an 
openness to market-driven intermediary expansion. 

2.2 Regional financial sector issues: The Chinese experience 
The conventional indicators of geographically segmented financial markets - divergent 
interest rates and asset prices - are not commonly reported for China. Indeed until quite 
recently banking interest rates - deposit and lending - were set at a common rate for the 
whole economy, with only limited variations permitted.7 More recently, a greater degree 
of discretion has been allowed to banks in respect of specific loans, commonly expected 
to reflect the differential expected costs, both administrative and risk-related. It may be 
that this wider discretion will result in the emergence of systematic regional differentials, 
but so far this has not been reported. Yet it is far from clear that credit is flowing to the 
right borrowers or that access to financial services adequately meets sectoral and regional 
needs. Recent research (discussed below) displays not only the limited interprovincial 
capital mobility in China, but that the net banking flows that do occur do not flow to the 
provinces with the most rapid growth prospects. But nor do they flow systematically to 
the poorest provinces (as might be expected if they were substituting for a fiscal 
redistribution to the less prosperous regions). Instead, it is the provinces with the greatest 
concentration of State-owned enterprises that experience the largest net banking inflows. 

A smoothly functioning market economy should see investible funds flow to wherever 
their expected risk-adjusted return is the highest. This does not necessarily mean the 
most prosperous areas will be net recipients of investible funds; indeed mature economies 
- national or provincial - may find themselves accumulating external financial claims, 
just as Britain did in the late lgth Century and Japan does today. Regions where 
emerging industries and opportunities are concentrated would tend to be the magnets for 
funds. 

In practice, lack of information, administrative barriers, and a variety of costs of 
monitoring and enforcing financial contracts across frontiers mean that funds do not flow 
as effortlessly across frontiers as simple theories might suggest. 

Though informal money lender rates are said to be much higher in inland areas than on the coast. 



But what of flows between Chinese provinces? At first sight, the conditions would seem 
to be ideal for an integrated financial market. Not only are the main banks in each 
province the same, but the two organized securities markets seem open to enterprises 
from all provinces. The legal and regulatory system is common across the provinces and 
language problems are of relatively minor importance. 

However, as is reasonably well-known, the governance of the State-owned commercial 
banks has not been unitary. Although apparently a single legal entity, these banks have 
operated in a highly decentralized way, and their regional management has been strongly 
influenced by local governments (Yi, 2003). Recent steps to centralize management 
control, notably through the appointment process for managers, reportedly have not yet 
fully eliminated the divided loyalties of regional management. These institutional 
features resulted in a fragmentation of banking policy. 

The results can be detected from the pattern of financial flows that ensued. A growing 
body of econometric evidence suggests that, even in recent years, finance has not been 
flowing the way theory would suggest. To state it bluntly, the evidence is consistent with 
part of the savings of Chinese households being wasted by being invested in the wrong 
geographical areas. If the allocation of loanable funds between provinces is wasteful, 
then it would not be surprising if the pattern of allocation within provinces (between 
different borrowers) were also wasteful. While this conjecture must be qualified by the 
finding of Cull and Xu (2003) that access of enterprises to bank lending has been 
correlated on a firm-by-firm basis with the enterprise's profitability, productivity and 
employment growth, the same authors also found (in their 2000 paper) that this 
relationship has tended to weaken over time. 

What is the nature of this evidence? Detailed data to make a direct assessment of the rate 
return on funds allocated by China's financial sector is not readily available, so the 
evidence is necessarily somewhat indirect. One piece of evidence comes from banking 
statistics and the allocation of bank loans between different provinces. Here we find a 
striking contrast between the pattern observed across countries worldwide and that 
observed in Chinese provinces. Deeper national financial systems are systematically 
associated with more rapid gowth8, whereas, as has been noted by Boyreau-Debray 
(2003), the opposite is true in a comparison of provincial banking depth and provincial 
output growth in China (Figure 2).9 The dramatically contrasting pattern strongly 

For a recent summary of this literature, providing citations to the main papers, see Honohan, 2004 (also 
World Bank, 2001). Most of the cross-country studies do not include China apparently because of 
difficulty in matching the authors' preferred concepts of financial depth. China's exceptionally deep 
financial system and rapid economic growth at first sight suggests that its experience is fully consistent 
with the global correlation. However, more complex econometric models taking account of additional 
dimensions of financial sector development reduce China's ranking in this regard. 

The same perverse relationship holds for the market valuation of tradable shares in companies that have 
secured listings in the Shanghai and Shenzhen stock exchanges (Figure 3).  



suggests that the flow of investable funds from China's formal financial systemlo pursues 
a different logic to that of the market." 

Perhaps the allocation of financial resources between Chinese provinces reflects a policy 
intention to ensure that there is an adequate availability of credit in poorer provinces. 
However, the data does not provide supportive evidence of such an idea. Indeed, a 
regression analysis fails to detect any significant correlation between mean provincial 
output per capita and bank credit (Figure 4).12 Credit is not being systematically 
channeled to poor provinces. Note that such a policy goal, were it to be present, could be 
difficult to rationalize. Less prosperous provinces might indeed be in need of support or 
subsidy from the remainder of the country simply because of their poverty and hence 
their inability to generate the necessary tax revenues to cover the cost of essential public 
services including income support of needy households. But such resource transfers 
should be on a grant basis if it is to redress the poverty imbalance. 

Instead of income levels being the determinant, it seems to be the provinces with the 
greatest concentration of State-owned enterprises that experience the largest net banking 
inflows (Figure 5 - this has also been shown by regression analysis). Lending is not 
going to where it achieves the best pay-off in terms of economic growth but instead to 
where the State-owned banks' traditional clients are to be found. Presumably, the 
progressive commercialization of the State-owned commercial banks will eventually 
weaken this link, but while it persists, a price is being paid in terms of provincial growth. 
Poor provinces with good growth potential, but relatively few State enterprises, are being 
starved of funds. It is more than plausible to suppose that, even in those provinces that 
are net recipients of funds because of the presence of State-owned enterprises, many 
enterprises with promising growth prospects are also being starved of funds. To that 
extent, the empirical evidence points not only to problems in the geographic distribution 
of the volume of funds but to deeper contrasts between how financial intermediation has 
been functioning in China and the theoretical picture of market finance. The most 
obvious structural difference that might explain this contrast is, of course, the 
predominance of State ownership in banking in China and especially in provinces away 
from the coast. 

10 Note that this is not necessarily true of investment funds coming from non-banking sources, which are 
becoming increasingly important in China. Boyreau-Debray and Wei (2004) show that, in contrast to bank- 
financed, or government-financed funds, self-financed corporate investment is higher in the provinces that 
exhibit a higher marginal productivity of capital. For a perceptive account of the institutional background 
that helps ensure that non-State and non-bank finance in China can be more effectively channeled, see 
Allen, Qian and Qian (2002). 
' I  The inter-provincial pattern of some alternative indicators of financial development, such as greater 
diversity in sources of finance, are correlated with growth as predicted by conventional theory (Boyreau- 
Debray, 2003). These points are foreshadowed in the earlier work of Lardy (1998). Note, however, that the 
idea of a dividing line between coastal provinces and the rest should not be taken too simplistically, given 
the findings of Cull, Shen and Xu (2003) in relation to Sichuan province. 
'' A similar finding was made by Dayal-Gulati and Husain (2002) who showed that more bank credit 
actually slowed the speed of interprovincial income convergence. Note that the credit data here have the 
limitation that they refer to State-owned commercial banks, and not to the system as a whole. 



Standing back from the banking system, there may be a partial offset to the direction of 
banking flows, notably from FDI, which tends to favor some of the more dynamic 
regions. However the offset is only partial. 

An alternative approach to assessing the degree of geographical integration of finance 
compares investment and savings rates. For a small country, or a province, that is 
integrated into an efficient global financial system, the determinants of saving and 
investment rates in a given year may be quite different. Investment would depend of 
future profitability of capital located in the province; saving on current and expected 
income levels, on inherited wealth, on demographics and so on. In practice, countries 
with high investment rates do have high savings rates, belying the theory,13 but over time 
the correlation between national saving and investment rates has tended to decline, 
especially in the advanced economies. A recent study (Boyreau-Debray and Wei, 2004) 
shows that saving and investment rates for Chinese provinces shows that these have in 
recent years been much more highly correlated than is the case in advanced economies. 
Here too, then, there seems to be some indication, if not of barriers to inter-provincial 
flows, yet of a failure of these to respond in the way one would expect in a fully 
integrated financial market. 

The indications from analysis of inter-provincial patterns of finance in China are thus 
suggestive of unexploited potential for better credit allocation. As suggested above, one 
of the main barriers to exploitation of this potential has been the de facto local 
government control or influence over the allocation of credit. This control did not come 
solely through exercise of ownership rights but instead through indirect means of 
influence from regional governments and elites on the behavior and decisions of the 
regional managers of the banks, especially the State-owned banks but also the other 
banks many if not most of which are largely controlled by regional governments or 
owned by government-owned enterprises. By capturing the allocation of credit in this 
way, these government and quasi-government bodies may have thought that they are 
advancing the public interest, but ultimately they are hampering the long-term 
maintenance of growth and convergence of Chinese productivity and per capital output to 
advance economy levels. 

The authorities have wisely acted to alter the lines of responsibility in the banks, 
centralizing decisions and appointment processes with a view to weakening the influence 
of local governments on banking policy (Yi, 2003, Zhou, 2004). It remains to be seen 
whether these measures will be enough (the potential for more far-reaching reforms of 
the main State-owned banks is considered in the Appendix). They could be 
supplemented by a more open approach to the establishment of private banks not linked 
with government or State-owned enterprises. Expansion of existing banks into a wider 
geographic area could also be encouraged. Further steps towards widening maximum 

l 3  Though this need not reflect barriers to financial flows: as has been pointed out by several authors, an 
improvement in the profitability of investment may often be correlated with an upturn in income; if such a 
case, both saving and investment will respond, generating a correlation between the two. 

9 



interest rate spreads would also widen the market that can be profitably served by such 
banks.I4 

It might be argued that China is growing so fast that improvements in the allocation of 
credit cannot credibly enhance China's growth trajectory. There are several reasons why 
such an argument has less weight than appears. First, much of China's growth has so far 
been achieved by a shift of labor resources away from subsistence agriculture into the 
modem sector, supported by capital accumulation on a vast scale as reflected in a 
national saving ratio sustained at over 35 per cent on average for two decades (Young, 
2000). The huge sacrifice in current consumption (and the willingness of households to 
place their savings in low-yielding bank deposits) has masked the considerable 
inefficiencies that have been involved in the process. Second, economic depreciation of 
the capital thus formed may be a good deal higher than it would have been with a better 
investment decisions; if so, net national product is growing much less rapidly than 
appears. Third, the vulnerability of the growth process to financial collapse would be 
lessened by an efficient financial sector. 

For all the rapid growth that China has had, it is still not at the global production frontier. 
Per capita income is still scarcely $1000 measured at market prices, and less than $5000 
measured at purchasing power parities.'5 Even the higher figure puts it into the same 
class (only) as Eritrea, Macedonia, Algeria or Peru. Although some provinces have done 
a lot better - Shanghai passing out the Czech Republic, for example - others have fallen 
behind - Guizhou is no better-off than Tajikistan. Overall, there's still a long way to go 
to match, say, Korea (with its PPP per capita income at $18,000): it will need a better 
financial system to get to the frontier. And that financial system will have to reach out to 
a new set of entrepreneurs, outside of the existing circle of State-owned and well- 
connected enterprises, and coming not only from the provinces that have so far 
dominated in the growth process. 

3. The market for corporate control 

The second area in which a hidden ambiguity in the role of the State has the potential to 
slow the strengthening of economic structures supporting productivity growth can be 
described as the market for corporate control. Once again there are many dimensions to 
this, of which we select just two, namely the nature of ownership rights in listed 
enterprises, and barriers to change of control of underperforming enterprises, including 
State-owned enterprises. 

The potential contribution of the equities markets to growth in China has so far been 
somewhat subdued. To be sure, if all of the equities in listed enterprises are valued at the 

l 4  The government's plans for the large state-owned banks include corporatization and sales of part of the 
shareholdings. It would not be out of place to consider more far-reaching restructuring which could address 
both the regional issues as well as internal governance and efficiency of these banks (see Appendix). 
l 5  The PPP measure is better for judging living standards; it is less good for assessing convergence to 
international levels of productivity (Honohan, 200 1 ). 



"A" market prices, then equity market capitalization in China in mid-2004 can be 
computed at over 40 per cent of GDP, and as such make a reasonably good showing in 
international comparison, though still low by comparison with banking depth. 
Furthermore, primary and rights issues of equities onto the markets have raised a total of 
well under RMB 1 trillion over the past decade, equivalent to an annual average of about 
0.8 percent of GDP - still a sizable sum, but dwarfed by the annual average net increase 
of 17 per cent of GDP in non-government lending by the banking system. 

But there are two separate reasons why this figure has to be considered an overstatement. 
First is the adjustment commonly made to identify the "free-float" of shares, i.e. those not 
tied-up in strategic stakes held by controlling shareholders and others considered unlikely 
to offer their holdings for sale on the market. An adjustment for such shares has to be 
made for all markets and it can be sizable (for instance recent estimates for Egypt - a 
country whose stock market has more listed companies than almost any other emerging 
economy - suggest that no more than about 5 per cent of total market capitalization in 
that market is in shares that are both liquid and available for trading). The freely tradable 
"A" shares in China are currently about 27 per cent of the total, and as such equivalent to 
a relatively modest 12 per cent of GDP. 

The second reason why China's equity market is smaller than it appears is related to the 
non-tradable shares but is a distinctive China-specific reason, namely the non-standard 
nature of those non-tradable shares. The so-called Legal Person (LP) and State-share 
categories refer to separate classes of shares conceptually distinct from those listed in the 
Shanghai or Shenzhen markets. (LP shares are generally held by State-owned 
enterprises). The historical evolution of these distinct classes of shares need not concern 
us here (an account is contained in Walter and Howie, 2003), but the current situation is 
that while (i) these shares convey equal voting rights and claims on dividends (when 
paid); (ii) they cannot be transferred between different classes of owner;16 (iii) transfers 
of legal person between different enterprises seem to take place at prices which are very 
far from "A" market exchange prices. 

The unusual characteristics of the LP and State shares creates considerable uncertainty 
about the value of the company as a whole. Noting the way in which share prices have 
moved in response to the issue of new "A" shares, some authors have even suggested that 
the market attaches almost no value to the LP and State shares (see Walter and Howie, 
2003). 

On the other hand, it is clear that a controlling stake in virtually all of the listed 
enterprises remains in State or State-controlled hands. Worldwide, such control is 
usually held to convey an additional value to the shares held by the controlling 
shareholder. Could it really be that in China no value is assigned by the market to these 
shareholdings? In fact, the valuation formulas has an alternative interpretation: the price 
movements on which the zero valuation has been based is also consistent with the idea 

16 Thus, State shares cannot be simply sold to the general public, nor can "Legal Person" shares. The 
conditions under which legal person shares can be transferred between different enterprises are also 
somewhat constrained by requirements for administrative approval. 



that the value of the enterprise is seen by the market as being divided between tradable 
and other shares on a fixed basis, independent of the number of shares issued. That is to 
say, when new tradable shares are issued, the market assumes that this will dilute its 
financial interest, but not affect the value taken by the State and LP shareholders. This is 
a much more plausible interpretation" and it underlines the fact that tradable " A  shares 
do not appear to convey the same kind of entitlements as would occur in respect of equity 
shares in most advanced securities markets--even in cases where there are multiple 
categories of shareholding, as is the case in several European bourses. 

The uncertainty of what the "A" shareholder is entitled to is only the tip of the iceberg. 
When it comes to determining whether shareholders can have any real say over the 
management and wider governance of listed enterprises the situation is even more 
unclear. Evidently, transferring more State shares into LP hands, or even re-assigning 
some existing State or LP shares as tradable may not alter the picture by much. 

The idea that possible sale of the State and LP shares overhangs the market can be 
reinterpreted in light of the idea that the market assumes that tradable shares - no matter 
how many there are - will share the same fraction of each company's value. Sale of 
more tradable shares will, in this interpretation, not reflect a transfer of ownership rights 
at all, but merely a kind of inflation tax imposed on existing holders of tradable shares. 
The sharp decline in tradable share prices following the announcement in June 2001 that 
State shares would be sold for the benefit of the newly established National Social 
Security Fund is consistent with this perspective. 

A decisive rationalization and clarification of this situation is likely the only way to turn 
around the market's view of further divestments by government of its ownership of 
productive assets. If the market believed that the government was really transferring 
ownership and control of these enterprises into private hands, it might well increase the 
value it places on its existing shares. 

On the other hand it would be very unwise for the government to have its asset 
divestment policy driven by a pre-occupation with ensuring high prices. Attempts to 
manipulate market expectations underlay much of the technology bubble in advanced 
economies in the late 1990s. Not only are the perpetrators of misleading accounting 
statements during that period now facing prosecution, but many of them pursued the goal 
of validating exaggerated profit projections to the point of damaging the true position of 
their enterprises which are now weakened, several fatally. The lesson is that struggling to 
maintain overvalued share prices is a hazardous and unwise course of action (Jensen, 
2003). 

17 Even though there have been transactions of LP shares that value them at heavy discounts to the "A" 
shares (Green, 2003). This could be interpreted as transfers at administered prices rather than reflecting a 
fair market value. Of course the conventional explanation for the price differential is not excluded namely 
that, in addition, the "A" market may have typically over-valued its shares, as is often stated; the fact that 
"B" shares have generally traded at a substantial discount supports this view. 



It is not only the minority shareholder's behavior that is affected by the ambiguous 
dividing line between government and enterprise management in so many Chinese 
enterprises. Indeed, arguably much more important is the barrier this places to the wider 
market's ability to help ensure that enterprises are well-managed by being taken over by a 
more effective management team, often through a merger or acquisition by some better- 
placed or more skilled incumbent." 

This can be difficult not only for the listed enterprises - which after all, include the elite 
of Chinese industry - but even more so for small underperforming local and regional 
enterprises whose control lies partly in the hands of local governments. It is not 
surprising that, in order to ensure no disruption to the employment or flow of tax 
revenues from locally-controlled enterprises, local governments act to block takeovers or 
mergers from other enterprises, especially if the purchasing enterprise is not from the 
immediate locality (Yi, 2003). The opportunity for productivity improvements through 
rationalization and more efficient management are thereby lost by the failure to pursue 
the logic of market driven control of the deployment of the productive resources of 
enterprises. 

Even where local governments are not interfering directly, they may be influencing the 
efficiency and productivity of firms through a failure to create the conditions for 
productivity-enhancing investment. In particular, although private property rights are 
protected (since the 1999 Constitutional Amendment - though not to the same extent as 
State property) perceptions of the protection of property rights differ in different parts of 
China and as it affects different firms. This matters, as has been shown in numerous 
international studies and, more recently, specifically for China. Cull and Xu (2004) 
examined survey responses by 2400 enterprises in 18 cities during 2003 and found a 
systematic relationship between the enterprises' self-assessment of the degree to which 
their property rights were likely to be protected and their willingness to reinvest profits. 
Given the regional differences, part of the solution will likely involve a stronger role for 
the central authorities in ensuring local compliance with national policy on property 
rights protection.19 

The wider message is clear. Governments, local and national, have the important tasks of 
building and maintaining the soft infrastructures (including legal and information 
infrastructures) that support the efforts of productivity-enhancing enterprises. But if the 
gains from those tasks are to be realized, they must refrain from creating ambiguity over 
who does and who can control the destiny of enterprises. 

4. More sophisticated financing of (physical) infrastructure 

l a  It has to be noted that the process of mergers and acquisitions in advanced economies has often been 
overdone and a number of studies claim to show that value destruction has been at least as frequent a 
consequence as value creation. But, like other transition economies, China is still at a point where 
allocation of enterprise ownership and control is demonstrably remote from what can deliver the most 
efficient outcome. 
l9 It has been suggested (cf. Qian, 2003 as reported in Rodrik, 2004) that the early success of TVEs, despite 
a formal lack of property rights, may reflect the political protection implicitly given to TVEs by their links 
to local governments: but the subsequent performance of TVEs shows the limitations of such an approach. 



The final ambiguity may be briefly stated. It is the uncertainty about financing costs of 
the vast program of (physical) infrastructure investment that is now underway in China. 
One key requirement here2' is the need to ensure that financing of infrastructure costs no 
more than it should and is paid for by those expected to do so. At present, it appears that 
much of the infrastructure investment is being financed through conventional bank loans, 
some of them made to contractors with an explicit or, more likely, implicit guarantee 
from the local authorities who wish to see the projects completed.21 

It is not clear just how much of current infrastructural spending has financing which 
could be characterized like this. However, it should be clear that this is a grossly 
inefficient way of doing such financing. Even though the infrastructure may very well 
ultimately be paid for by the local government, government is unlikely to have had the 
opportunity to control the design, prioritization or contract cost of the project, and will 
not even have had the opportunity to monitor spending on it as it progressed. In the cases 
where the contractor has borrowed the funds and begins to foresee that the project will be 
financially unsuccessful, he will have an incentive to loot the project, diverting all 
possible resources to his personal benefit, thus deepening and accelerating the insolvency 
and further increasing the ultimate cost of the project to the local government. 

Here again the problem is one of ambiguity of the dividing line between public and 
private. A poorly conceived and executed semi-privatization of the financing of public 
infrastructure is the worst possible form of financing.22 

Some of the risks of infrastructure investment can instead by transferred to investors who 
have the capacity to bear such risks through structured bond financing (Dailami and 
Hauswald, 2003; World Bank 2004, Chapter 6). Bonds whose returns are sensitive to 
cost overruns and/or revenue shortfalls could be attractive to insurance companies and 
similar collective investment vehicles (including foreign investors). After all, a 
diversified portfolio of such bonds need not be especially risky, and hence will be 
attractive even at a modest premium yield over government bonds. 

For the present, the full range of financial derivatives that can be used to construct 
structured bonds is not available in China, not least because of regulatory impediments, 

" Other decisions surrounding infrastructure investment are potentially even more important: prioritization, 
design, cost control, contracting, and so on. 
'' This is not the only issue in infrastructure financing. Indeed, there has been a wide variety of 
international experience in approaches to infrastructure financing even in countries, such as Germany, 
Korea and Japan, which have relied on bank finance (cf Robaschik and Yoshino, 2000, who note that 
German policy banks have generally lent through private banks, whereas Japanese policy banks took the 
credit risk directly themselves). 
22 It might be objected that the rapid infrastructural development of Germany and Japan, whether in the 
latter part of the 19th Century, or again after the Second World War, was accomplished without the benefit 
of such sophisticated financial instruments. But it is not only that the sophistication of modem linance 
offers new opportunities for improved allocation of risk: it is also the case that the greater potential in 
current conditions - and especially in China - for risk-transfer to the State make use of such opportunities 
essential. These points are linked to much wider issues of defining the best role for public-ownership and 
regulation in infrastructure, cf. Kessides (2003). 



some of them introduced to stem abuses in the past. In addition, of course, the credibility 
of such instruments depends on achieving an adequate level of accounting and auditing 
for the relevant bodies. Now is the time to move progressively and carefully towards a 
removal of the legal and regulatory barriers that exist to the introduction of such bonds, 
though the technical skills and infrastructure required to ensure that they work well 
should not be underestimated. 

The proposed introduction of mortgage-backed securities will be a useful step along this 
road. Furthermore, removal of unduly restrictive regulation on the investment portfolio 
of insurance firms will also be needed to ensure that the natural purchasers of such 
instruments are permitted to do so. 

Local governments should thus move away from rough-and-ready attempts to shift 
infrastructure financing off their balance sheet (even though the likelihood is that they 
will pay for them in the end), and towards a more sophisticated approach such as that 
described above. Well-designed infrastructure bonds can help provide what is needed 
here: a clear dividing line between the risks to be absorbed by local governments and 
those absorbed by the market. 

A remark on monetary policy aspects of infrastructure finance 
Given current preoccupation with the risk of an overheating economy, it is worth adding 
a remark about the link between monetary policy, as an aspect of aggregate demand 
management, and the concerns that poorly-judged lending decisions could lead to non- 
performing banking assets on a scale that would have macroeconomic consequences. 
The traditional theory of monetary policy has largely ignored the question of non- 
performing loans. Instead, it has concerned itself with the risk that excessive lending will 
boost aggregate nominal demand beyond what can be supplied by the economy at current 
price levels, ultimately resulting in upward pressure on prices. Monetary policymakers 
have occasionally sought to dampen down the demand for and supply of credit by 
cautioning that lending may result in an unsustainable and temporary surge in asset 
prices, but such remarks are not normally central to the operation of monetary policy. In 
recent years there has been a lively debate as to whether central bankers should even take 
account of asset-prices in designing monetary policy actions, given that the goal of 
monetary policy is usually couched in terms of maintaining stability of the price of a 
bundle of consumer goods. 

Supply constraints do underlie some of the current concern about bank lending. But 
lending to build infrastructure, or more generally for capital formation, relaxes supply 
conditions in the areas or for producers using the infrastructure, even as it increases 
demand pressure for the materials and factors used in the investment. The judgment on 
which effect predominates in any particular case is not one for which the monetary policy 
maker is in a position to make a good judgment. As normally conceived, her task is to 
form an overall view on the prospective impact of current aggregate credit expansion on 
inflationary conditions and to influence the cost of such credit to prevent inflation from 
deviating from target. 



Current discussion in China blurs the distinction between monetary policy as thus 
described and prudential policy for bank lending inasmuch as banks with poor loan 
recovery performance have been required to increase their liquid reserves at the central 
bank. To be sure, such policy measures reduce the loanable funds available to them and 
as such may improve the overall quality of the banking system's loan portfolio. 
However, there is no guarantee that it is the banks with poor loan recovery that are the 
main contributors to inflationary demand. Even a loss-making investment may add to 
national productive capacity. A differential focus of monetary tightening on poorly 
performing banks is thus not an especially apt instrument for inflation control; nor does a 
small increase in liquid asset or reserve requirements provide any assurance of improved 
solvency. Is it farfetched to detect here too the symptoms of a holistic government 
agency approach, eliding the division of labor between anti-inflation policy and bank 
credit appraisal decisions, and indeed between monetary and prudential policy? 

5 .  Concluding remarks 

This note has sought to identify a common theme underlying several of the shortcomings 
in current Chinese arrangements affecting the financial sector. It turns out that, along 
several dimensions, an ambiguity in the role of some level of government or its agencies 
is resulting in suboptimal credit or investment decisions. The phenomenon is not unique 
to China, but it is arguably much more acute in China than in most countries-a legacy 
both of the transition process and the shifting balance of power between regional and 
central authority. As such, resolution of these issues will be part of ongoing 
administrative and policy reform on a wide front. 

Several types of policy action, consistent with recommendations already made in specific 
instances, could help. For example, an end to the political appointment of top managers 
of the State-owned banks: these positions should be filled on the basis of relevant skills, 
and not as part of a rotation of senior government officials. By removing the automatic 
revolving door between banking and policy, the risk of confusion of roles should be 
greatly reduced. Pending privatization, which should not be long delayed, such a step 
would need to be supported by the maintenance of a sharp distinction between the 
government's role as owner of these banks, aimed at maximizing their value as 
commercial concerns, and its role in developing and enforcing prudential, competition 
and monetary policies.23 

Resolution of the issues created by the disconnect between State and Legal Person 
shareholdings on the one hand, and freely tradable shares on the other is a more complex 

'' This is not the place for a full discussion of the best way forward for thc big State-owned commercial 
banks. T o  some extent, their great size has become a handicap to their modernization and to achieving 
effective control. The enormous divcrsity in the nature of the provincial sub-economies in which they 
operate has added to the complexity of molding them into manageable form. Suggestions that, for this 
reason, the economy might be better served by a recast set of large banks, formed from a dismantling and 
regrouping of elements of the existing banks along more manageable lines (for example, carving out 
entities to specialize in the more export-oriented sectors of the economy, have not yet attracted any Chinese 
champions, even though such a solution seems attractive in the abstract. See the Appendix for further 
discussion. 



and delicate matter. It will not be fully accomplished without a coherent privatization 
program for moving firms from State to private hands. None of this will be very 
effective if a strengthening of the security of property rights throughout China is not 
achieved. That in turn will require action at the level of political structures as well as 
legislative and judicial strengthening. 

Further liberalization of bank interest rate spreads, of the access to and terms of bond 
issues, and of derivatives will also be needed if infrastructure finance is to be placed on a 
sounder footing without the implicit recourse to government which appears to underpin 
the market at present. This will also require relaxation of investment rules for 
institutional investors. But all of these changes need caution and a build-up of skills both 
on the part of the regulators and the market participants. 



Appendix: Thinking Laterally - Alternative Options for the State-owned Banks 

Reform of the big four state-owned banks has been firmly on the policy agenda for 
several years. Acknowledged goals have been to achieve a situation where the banks 
operate on a commercial basis and efficiently, providing a broad range of the key 
financial services needed by a range of clients in an increasingly diverse market 
economy. It is clear that this requires ensuring that management is largely immunized 
from political inference in operational matters such as lending decisions (already 
identified in the text as a likely source of the problematic regional allocation of loan 
resources), and that the main lever for achieving this is to strengthen corporate 
governance structures. 

A number of alternative options can be envisaged for the main state-owned banks over 
the longer term. In several respects (size, market structure, growth) these Chinese banks 
are in an unique situation, so the forecast benefits of alternative approaches must be 
considered tentative and certainly not reliably quantifiable. Nevertheless, presenting 
these scenarios underlines the wide range of options that is available, and encourages 
"lateral thinking" on how best to proceed in the years ahead. 

Scenario I: Partial privatization, retaining state control. 
This would appear to be the current medium-term strategy of the authorities. 
Undoubtedly the process of moving towards an initial public offering (IPO) of shares in 
some of the banks has already been associated with energetic reforms. As pointed out by 
the Governor of the People's Bank of China in a recent speech (Zhou, 2004) the change 
to corporate status, a pre-requisite for partial privatization, has facilitated and encouraged 
a shift from the rigid hierarchical administrative structure of an official agency to more 
flexible and commercially-oriented decision-making and internal incentive systems. The 
strengthening of governance thus obtained will be valuable.24 

If the minority shareholding is widely held (for example as would likely result from an 
IPO), there would be the theoretical advantage of having the corporate governance of 
each bank held to the more stringent transparency standards of the stock exchange. Also, 
to the extent that the quoted stock prices reflect the market's beliefs regarding future 
profit prospects of each bank, there would be a potential signaling gain which in turn 
would place some discipline on management. But the limitations of this scenario, seen as 
a long-term solution, must also be recognized, in particular, given the fact that neither 
enforcement of stock market rules nor pricing of equities is yet well established in China, 
some of these gains might be long in coming. 

On the other hand if sizable blocks of shares are held by large institutional investors 
independent of government or, even more so, by strategic shareholders (for example a 

24 Which is not automatically ensured by simply changing the legal forms. In particular, as long as the 
banks remain under government ownership, it will be important to consolidating and professionalize the 
ownership function, setting a clear commercial mandate and monitoring compliance with it, forming boards 
of directors (to oversee implementation of the mandate) and nominating capable individuals to them, 
ensuring the boards have a clear operating plan, etc. 



foreign financial institution) the potential for improved shareholder discipline on 
management would be enhanced. A more limited way of retaining some residual state 
control is for the government to retain a "golden share", namely a veto power over 
changes in the corporate charter of the bank. Some such device has been used in many 
privatizations allowing governments that feel unsure about the consequences of full 
privatization to retain some limited negative control. However, in practice, the power of 
the golden share has not often been exercised: in practice this solution is thus close to full 
privatization. 

Scenario 11: Complete privatization. 
International experience suggests that banking systems that are predominantly composed 
of privately-owned banks perform better in terms of stability and promoting economic 
growth. Once again, however, the impact of private ownership control is likely to be 
higher if majority ownership is concentrated in the hands of one or a few institutions or 
strategic shareholders. 

International experience suggests that foreign ownership is likely to be more effective in 
this regard than local institutional ownership. For instance, in the Czech Republic, the 
managers of locally owned investment funds were found to have abused their control of 
many privatized firms, looting the assets for their personal gain (for a recent discussion of 
this case see Weiss and Nikitin, 2004). It is easy to see how this can happen for banks 
through self-lending (as indeed was observed most notoriously in the Mexican 
privatization, resulting in the Tequila crisis just a few years after the privatizations). It is 
not that foreign-owned investment firms are not subject to such abuse:25 instead it is more 
a question of scale and strategic focus. 

Thus, a large and reputable foreign bank is likely to see a strategic or majority investment 
in a Chinese bank as an opportunity to make profits through banking, not looting.26 The 
strategy of such a foreign owner would be to operate the bank in such a way as to 
generate profits on a sustainable basis through the provision of quality financial services. 
There could well be a legitimate concern as to whether foreign bank owners would tend 
to neglect the middle market, households and SMEs. However, the evidence to date (see 
Clarke et al., 2004, for a review) suggest that, foreign-owned banks created through 
acquisition of existing local banks differ in their behavior in this respect from de novo 
foreign-owned banks. Even if foreign-owned banks tend to capture a greater market 
share of the high-end market (large firms with sophisticated financing requirements), the 
indications are that the system as a whole adjusts, with smaller and local-owned banks - 
which (the international evidence shows) are often better-placed to service small firms 
anyway - shifting down-market in response to the competitive pressures and relative 
opportunities, with favorable overall results for price, quality and access to financial 
services. 

25 And in particular, a mechanical rule favoring foreigners per se in a privatization process, would likely be 
gamed by interested locals setting up foreign investment firms as fronts. 
26 Nevertheless, an effective prudential regulation in the home country of an investing bank will help 
reduce the risks for China. 



Scenario 111: Breaking-up the banks. 
Unwieldy and inefficient, it may prove difficult to find strategic investors willing to take 
a majority stake in any of the four large banks; even if it is possible, it will be a costly 
undertaking for the government, in terms of the net capital injection required to induce 
the purchaser. It has seemed to many observers that this difficulty could be overcome by 
a structural reorganization of the four large banks, involving the separation or spinning- 
off of the performing assets and liabilities of the state banks into new, organizationally 
coherent units (new banks) operating. 

Separation itself would entail the spin-off of assets and liabilities of the original SCB into 
a few organizationally coherent units ("new banks") operating initially in some specific 
market (likely defined geographically such as a city, province or group of provinces, 
though alternative ways of defining the new entity and its business plan could be 
e n ~ i s i o n e d ) . ~ ~  The new banks, free of the constraints of the sprawling geographical 
scope of the existing banks, would be better-placed to compete with new entrants in the 
more dynamic and advanced markets like Shanghai and Guangdong. Their initial 
geographic focus need not constrain them from profitable expansion in the future. 
Meanwhile, management of the residual parts of each bank, focusing on the so-far less 
advanced regions, would have an undivided focus on improving efficiency and 
effectiveness in these areas, which likely tend to be neglected in the big banks today. 
This idea of a strategic reorganization of the state banks has so far not attracted a 
champion in the Chinese administration. Yet it could prove to be the most effective 
solution delivering the prospect of long-term viability for the banking offices that now 
form part of the big four banks. It could also offer better financial services to the lagging 
regions.28 

27 All the original SCB's deposits within a new bank's geographic boundaries would be transferred to the 
new bank along with most of the loans, excluding only those to terminally nonviable firms, which would be 
transferred to a "terminal-firm AMC". An injection of capital would likely be needed, including potentially 
from new owners, to adequately capitalize the new bank. 
28 This idea of a break-up needs to be distinguished from the sort of paper restructuring that has been used 
in the process of preparing for a listing in the case of numerous non-financial firms. Such paper 
transactions typically involve creating and listing a distinct legal entity which nevertheless remains de jacro 
a controlled affiliate of the bank without achieving much operational separation. Of course, as discussed in 
the text in respect of non-financial listed firms, this would reinforce the ambiguity of the govemment- 
private dividing line. Such a scheme would best be considered as an accounting variant of scenario I above 
- where the bank remains substantially intact and under state control. 
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Figure 1 .  (Source: International Financial Statistics) 
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Figure 2: (Source: Boyreau-Debray, 2003) 
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Figure 3: (Source : Staff estimates, based on market valuations April 2004)) 
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Figure 4: (Source: based on data from Boyreau-Debray and Wei, 2004) 
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Figure 5: (Source : based on data from Boyreau-Debray and Wei, 2004) 
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