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I. A brief review of China's financial reform  
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The role of the financial sector 
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Functions of the financial sector 

ÅFinancial markets (e.g. bond and stock markets) and 

financial intermediaries (banks, insurance companies, 

pension funds) have the functions of channeling saversô 

money to the spenders.   

ÅA properly functioning financial system should be able to 

allocate funding efficiently ï provide adequate funding to 

ñgood borrowersò and punish ñbad borrowersò.  
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Direct versus Indirect finance 
ÅIn direct finance, borrowers obtain funding directly from lenders 

in financial markets by selling them securities (or called financial 

instruments).  

ÅIndirect finance involves a financial intermediary that stands 

between the lender-savers and then use these funds to make 

loans to borrower-spenders. A financial intermediary is 

supposed to be economizing the transaction costs in a financial 

transactions ï it develops expertise in lowering transactions and 

it take the advantage of economies scale. 

ÅSince the beginning of economic reform, China has relied 

heavily on indirect finance, though the role of direct finance has 

been growing in recent years. 
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Financing sources in China 

                                                                         ( : , %) 

  
Total financing 

amount 
% share of bank 

loans 
% share of 

treasury bonds 
% share of 

corporate bonds 
% share of 

stock issuance 

      

1997 14,174  80.0 13.2 0.2 6.6 

1998 14,909  79.5 14.9 0.3 5.4 

1999 14,562  73.6 19.1 1.1 6.2 

2000 17,163  72.8 14.4 0.5 12.3 

2001 16,555  75.9 15.7 0.9 7.6 

2002 24,233  79.3 15.3 1.3 4 

2003 35,154  85.1 10 1 3.9 

2004 29,023  82.9 10.8 1.1 5.2 

2005 31,507  78.1 9.5 6.4 6 

2006 39,874  82.0 6.7 5.7 5.6 

2007 49,817  78.7 3.6 4.6 13.1 

2008 59,984  83.1 1.7 9.1 6.1 

          1. 1.55 ;ǰ2. ǰ3. ǯ
 

: ǰ  Ǹ ǹ 2010 ǰ 
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Financial development  

- deepening and broadening 

ÅFinancial deepening  

Ådefined as an increase in the ratio of financial asset to national income (or 
GDP), which is a measure of the extent to which past saving has been 
transformed into investment through the intermediation of financial institutions.  
It indicates how effectively financial institutions have performed their primary 
function of mobilizing savings for investment. 

ÅFinancial broadening  

Årefers to an increase in the variety of financial institutions and instruments.  It 
indicates a greater choice for savers and for investors, which allows the 
financial system to more efficiently match up different uses with various 
sources of funds.  It is associated with the emergence of new market 
participants, particularly the institutional investors such as insurance 
companies, pension funds and mutual funds.  It also depends on what financial 
products are allowed to be traded in the market.  

Ą Since reform started in late 1970s, Chinaôs financial sector has 
been ñdeepenedò but is still ñnarrowò. 
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Financial regulation and shadow banking 

ÅAlthough financial development can facilitate economic growth, it may 

also create instability. Thus, regulation is necessary, although not all 

existing regulations are appropriate.  

ÅWith heavy regulations, as well as existing imperfections in the 

financial system, some financial needs are not fulfilled.  This has 

given rise to informal finance and/or enlarged the shadow banking 

sector (sometimes through financial innovations).  

ÅPrivate lending ï crisis in Wenzhou 2011 

ÅFinancial innovations ï yuôebao () 
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II. Banking reforms  
ï redefining the role of the government and 

the rise of shadow banking 
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Banking reform: (1979-1993) 

ÅThe mono-bank (one big bank) in the pre-reform era is a 

government channel to channel funds from government. 

Remember in the pre-reform era, the government as a whole has 

one balance sheet. 

ÅThe first wave of banking reform is to establish a two-tier banking 

system to replace the mono-bank system. 

ÅThe first tier is the Peopleôs Bank of China (serving as the central 

bank) and the second tier consists of other banks (and non-bank 

financial institutions). 
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The big four 
ÅThe reestablishment of the four specialised banks ( )  

- i.e. The Agricultural Bank of China (ABC), the Bank of China, the 

Construction Bank of China (CBC) and the Industrial and Commercial Bank of 

China (ICBC). 
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A diversified banking system 

1986 Bank of Communications ( ) 
 

The first shareholding bank 
in China 
 

1986 China Merchants Bank( )  
1987 Shenzhen Development Bank( ) 

[renamed as Ping An Bank( )] 
Regional commercial Banks 

1988 Guangdong Development Bank( ) 
[renamed as China Guangfa Bank( )] 

 

1988 Fujian Industrial Bank [renamed as 
Industrial Bank ] 

 

1992 Shanghai Pudong Development(
) 

 

 
 

  

1987 
 
1992 
1992 

CITIC Industrial Bank( ) [renamed 
as China CITIC Bank ( )]  
China Everbright Bank( )  
Huaxia Bank( ) 

Established by large 
enterprise groups 
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Problems after the initial stage of reforms 

ÅInsufficient competition   

ÅThe market share of the four specialised banks is too big. 
Competitions from foreign banks, cooperative banks, and non-bank 
financial institutions were not sufficient. 

ÅHeavy policy burdens of the specialised banks 

ÅThe four specialised banks had to follow government policies to 
provide loans that might give rise to losses.   

ÅThe government asked the banks to provide low-interest loans to support 
agriculture and construction of intra-structure.  

ÅFirms that were not managed well should go bankrupt, but the government 
wanted the banks to provide credits to these firms ( ). 

 

Ą This has led to the confusion of ñpolicy-induced lossesò () 
and ñoperating lossesò ().  The costs of implementing the 
policies became unknown, resulting in the lack of incentives to 
improve the management by the banks.  
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Banking reforms: (1994-2002) 
ÅDifferentiating the roles of state banks  

ÅThe four state-owned specialised banks were renamed as state-owned 
commercial banks, with most of the ñpolicy loansò transferred to the policy 
banks.  

ÅThree policy banks are established in 1994:  

ÅNational Development bank ( ) ,  

ÅAgricultural Development Bank ( ) and  

ÅImport and Export Bank ( ). 

 

ÅIncreasing competition in the banking sector  

ÅMore banks and non-bank financial institutions were set up: 

ÅStrengthening the robustness of the banking system 

Åsetting up four asset management companies (AMCs) in 1999 to take over a 
total of Rmb 1400 billion of the non-performing loans (NPL, )  

ÅEnforcing the requirement in capital adequacy ratio ( ) suggested by 
the Basel Accord. 
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Banking reforms: (2003 onwards) 

ÅThe Chinese government has explicitly followed the strategy of  

Åcapital injection ( ) 

Åshedding off bad assets ( )   

Åintroducing (foreign) strategic investors  

ÅInitial public offerings ( ).   

ÅIt was hoped that the foreign investors could bring in (a) capital, 

(b) improve the corporate governance of the banks; (c) provide 

management skills and business strategies, and (d) reputations 

for raising more funds in the subsequent IPO.   

ÅBy mid 2010, All the four major banks have been listed in the 

stock market. 
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A more diversified market structure 
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ÅChina has now a 

more diversified 

market structure, 

with much more 

financial 

institutions and 

more competition.   

ÅThe dominance of 

the large state-

owned banks has 

declined steadily 



Has the reform finished? 

ÅWill the state-owned banks be immune to policy burdens or 

government intervention? 

ÅThe 2008 ñ4 Trillion stimulation packageò resulted in another round 

of policy lending. Local governments have borrowed directly or 

indirectly from the banking sector. 

ÅAnother round of bailout ? 

 
ÅIs the current financial system satisfying the needs of the economy?  

ÅThere have been complaints that state-owned banks tend to extend 

loans to large state-owned enterprises.  

ÅA shadow banking system outside the banking system.   
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Shadow banking system 

ÅThe shadow banking system is a term for the collection of non-bank 

financial intermediaries that provide services similar to traditional 

commercial banks but do so outside, or in ways only loosely linked to, 

the traditional system of regulated depository institutions.  

ÅThe shadow banking system in many countries have grown 

significantly since 2008 (due to tightened regulations towards the 

formal banking system). 

ÅThe financial firms outside the formal banking system generally lack a 

strong safety net, such as publicly guaranteed deposit insurance or 

lender of last resort facilities from central banks, and operate with a 

different, and usually lesser, level of regulatory oversight.  

ÅCosts and benefits: funding from shadow banks can facilitate growth, 

but involves higher risks for financial stability 
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Shadow banking in China - causes 

Pressures pushing business away from banks towards shadow 
banks  

ÅThere are caps on bank lending volumes imposed by the 
Peopleôs Bank of China (PBOC). 

ÅThe limit of bank loans to deposits of 75% is constraining. 

ÅRegulators discourage lending to certain industries 

ÅMost non-bank channels have lower capital and liquidity 
requirements. 

ÅShadow banks are not subject to bank limits on loan or deposit 
rates. 

ÅShadow banking avoids costly PBOC reserve requirements. 
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Examples of shadow banking 
Loans and leases by trust companies. 

Trust companies are financial firms in 

China that have a quite flexible charter and 

combine elements of banks and asset 

managers. 

Microfinance companies. These are 

separately regulated financial firms that are 

licensed to lend in small amounts to help 

encourage credit access for small and rural 

borrowers.  

Bankersô Acceptances. These are notes 

issued by banks that promise to pay a fixed 

amount a few months in the future. 

Generally these are  supposed to be issued 

in connection with a non-financial 

transaction, such as a purchase of goods, 

but reports suggest they are often used 

more loosely. 

Entrusted loans. These are loans made 

on behalf of large corporations, using 

banks or finance companies as 

intermediaries. They are most  commonly 

to other companies in the same group or to 

suppliers or 

customers.  

 

Pawn shops and various unofficial 

lenders. Pawn shops are important lenders 

to some households and small businesses. 

In addition, there are other types of lenders 

that operate informally or even clearly 

illegally. 

Wealth management products. These are 

investment products that provide a return 

based on the performance of a pool of 

underlying assets. Typically the underlying 

investment is a single large loan or a pool 

of loans. 
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How the money goes off the balance sheet 
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Although most WMPs do not formally guarantee returns to investors, 

investors always receive the expected return and seldom suffer any loss. 

Therefore, the banks behind these WMPs still bear credit risk, even though 

the assets have been moved off balance sheet. (Liao, Sun and Zhang, 

2016) 



Total social financing in China 
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International comparison ï growing size 

but not really big yet 
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Source: Elliott, Kroeber and Qiao (2015). 

 

Note: Estimates of the size of shadow banking in China ranged form RMB 5 trillion to 

RMB 46 trillion, or roughly 8 to 80 percent of the size of Chinaôs Gross 

Domestic Product (GDP). The choice of definitions matters a lot.  



III. Stock market  

- development through boom and bust  
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Worldôs Largest Stock Exchange 
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2016 

Ranking 

Worldôs Largest Stock 

Exchange 

Total Market 

Capitalization 

% Change 

in 2015 

(USD) 

1 

 
New York Stock Exchange $19.6 Trillion 10.00% 

2 

 
NASDAQ $7.8 Trillion 6.80% 

3 

 
Tokyo Stock Exchange $5.1 Trillion 3.40% 

4 

 
Shanghai Stock Exchange $4.1 Trillion 9.80% 

5 

 
London Stock Exchange $3.5 Trillion 9.90% 



Asia Stock Exchanges 
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2016 Ranking Asia Stock Exchange Total Market Capitalization 
% Change in 

2015 (USD) 

1 Tokyo Stock Exchange $5.1 Trillion 3.40% 

2 Shanghai Stock Exchange $4.1 Trillion 9.80% 

3 Shenzhen Stock Exchange $3.2 Trillion 6.10% 

4 Hong Kong Stock Exchange $3.2 Trillion 0.30% 

5 Bombay Stock Exchange $1.5 Trillion 3.00% 

6 National Stock Exchange of India $1.5 Trillion 3.30% 

7 Korea Exchange $1.3 Trillion 4.10% 

8 Australia Stock Exchange $1.3 Trillion 10.90% 

9 Taiwan Stock Exchange $0.9 Trillion 15.70% 

10 Singapore Stock Exchange $0.6 Trillion 1.50% 

11 Malaysia Stock Exchange $0.4 Trillion 5.20% 

12 Indonesia Stock Exchange $0.4 Trillion 22.80% 

13 Stock Exchange of Thailand $0.4 Trillion 25.40% 

14 Philippine Stock Exchange $0.2 Trillion 0.40% 



Characteristics of Chinaôs stock market 

ÅHighly policy-driven 

ÅApproval of IPOs  

ÅPolicies towards the fundraising activities of listed state-owned 

enterprises  

ÅHigh proportion of transactions by individual investors with 

poor investment knowledge (rather than institutional 

investors) 

ÅHigh volatility 

ÅSeen to have unsatisfactory regulation/supervision 
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Growth in the number of listed companies 
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Stock price indexes 
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Individual investors as market follower 
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Market capitalization ï swinging with the 

stock prices 
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Why did China have higher volatility? 
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IV. FinTech and financial reforms  
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Case study: 

Wechatôs payment  

system 
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http://chuansong.me/n/1810233841059  

http://news.xinhuanet.com/local/2016-11/23/c_1119975217.htm  

http://chuansong.me/n/1810233841059
http://news.xinhuanet.com/local/2016-11/23/c_1119975217.htm
http://news.xinhuanet.com/local/2016-11/23/c_1119975217.htm
http://news.xinhuanet.com/local/2016-11/23/c_1119975217.htm


Case study:  

Ant Financial Services 
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Source: https://www.antfin.com/index.htm?locale=zh_CN  

https://www.antfin.com/index.htm?locale=en_US
https://www.antfin.com/index.htm?locale=zh_CN


Chinaôs growing digital finance 
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Source: Raphael Goue, The fintech industry in China �± a new road to financial inclusion, 

Ruracific, https://goo.gl/fLXTz1.  


