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1. The potential of financial reforms
in China

With the rapid growth that China is experiencing, the
ability to finance that growth is critical. While large
institutional investments are required, a core func-
tion will be the financial activities of an emerging
middle class. Currently, the middle class market
influences about 500 billion renminbi (RMB) in pur-
chasing power and is the target of some banking
activities to increase that wallet share. However,
forecasts have shown that growth in the Chinese
lower-middle class should peak around 2015, with

a total spending power of 4.8 trillion RMB. A second
wave of growth is projected in another decade,when
hundreds of millions will join the middle class. If
forecasts are correct, this groupwill have a combined
total disposable income of 13.3 trillion RMB (Farrell,
Gersch, & Stephenson, 2006). Ironically, much of this
group is currently un-banked or under-banked.

Over the past couple of decades the Big Four
(i.e., the largest Chinese banks) were entirely
state-owned and controlled, and were largely insu-
lated from market forces. Consequently, these
banks suffered from severe weaknesses, including:

� High levels of nonperforming loans (NPLs);

� Overstaffed and inefficient operations; and

� Untrained and often corrupt managers and staff.
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Abstract The Chinese financial system has historically been one of secrecy, distrust,
and corruption. The process does not align with thewestern standards of transparency
and auditing. In contrast to the transaction—based business culture of the West,
Chinese business society is relationship-based (quanxi), which still seems to play a key
role in the credit decision. With the growth of the emerging middle class, access to
financial instruments such as credit cards, life insurance, stock purchases, and the like
will play a greater role in the life of the Chinese consumer. Based on these forecasts,
the authors recommend seven actions to manage financial activities in China, all of
which are explored within this article.
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By the turn of the century, NPLs of the Big Four
peaked at nearly 40%. China’s banks were techni-
cally insolvent, and numerous bank officials were
tried and convicted of fraud and theft of bank funds
(Thomas & Ji, 2006).

Since banks provide almost all of the financing in
China’s economy and affect the consumption and
savings of this population, they play an important
role and it is necessary to nurture them. The main
challenge before the Chinese banks is to overcome
the corruption and the inefficiencies that have
plagued them over the past decades, so that they
can help sustain the economic growth of the nation.
To maintain sustainable growth, the financial re-
forms and the system will have to ensure that:

� The best matched funds are provided to support
the most profitable ventures;

� The lending practices break out beyond party
lines and to the top performers of the market;

� The system supports not only highly visible proj-
ects, but also the consumer needs of the average
Chinese; and

� The system can instill the trust that foreign banks
and firms will require as they assess areas for
investment abroad.

Another major challenge for Chinese financial
institutions is the ability to react and provide serv-
ices that this rapidly expanding middle class will
demand. Currently, most Chinese banks are woefully
under-prepared to do so in a profitable manner.

2. The Chinese financial system:
Historical perspective

As a communist country since the mid-20th century,
China had a state-run banking systemwhose primary
role was to fund China’s state-owned enterprises
(SOEs). In the late 1990s, China embarked on a
transformation of its banking system to a commer-
cialized market sector. At that time, the system was
organized around China’s central bank (the People’s
Bank of China, or PBOC), four state banks (‘‘special-
ized banks’’), three policy banks, twelve commer-
cial banks (regional and national), foreign and joint
venture financial institutions, trust and investment
corporations, and rural and urban credit coopera-
tives.

The PBOC was tasked with transitioning to a
function more like that of the U.S. Federal Reserve,
strengthening its supervisory role in the financial

sector and enforcing a greater level of macro-eco-
nomic control. The Bank faced numerous challenges
in this transition. The primary challenge was bal-
ancing the need to boost the health of China’s
domestic banks–—deep in bad debt and responsible
for funding many SOEs with low rates and low/no
returns on investment–—with the need to free the
banks to compete on a level playing field with
foreign competitors positioned in the People’s
Republic of China (PRC). Without the freedom to
compete, failure of the Chinese banking sector was
likely. This could lead to failures of SOEs, which
relied on the funding of China’s domestic banks, and
could ultimately lead to the collapse of China’s
government and economy. As a result, the regula-
tory environment became conflicted, ‘‘simulta-
neously relaxing and tightening banking rules. . .to
encourage competition. . .on the one hand [and]
keeping the lid on subversive market forces on
the other’’ (Young, 1997).

Major issues challenging the transformation in-
cluded the high reserve rates required by the cen-
tral bank and the loan failure rates of SOEs. The
requirement to hold 20% of their assets with the
central bank limited the flexibility of commercial
banks to restructure and compete with other banks.
Additionally, with 20% to 30% of all loan repayments
late at the end of 1995–—most due to bankrupt SOEs–
—China’s four state banks had little available money
to lend, which threatened their source of revenue.

One of the steps taken to address the competitive
threats posed by multinational banks was to lower
the required reserves from 20%, to better compete
with the world average of between 4% and 7%. Three
policy banks were put in place to help ease the
burden of ‘‘policy lending,’’ but they were initially
too small to carry that burden fully. Twelve of
China’s banks were commercialized to remove the
burden of policy lending and enable them to lend.
This contributed to even greater policy lending
pressure on the four state banks, and brought to
light the potential for a banking crisis in China and
the resulting 1997 DRI McGraw-Hill investment rat-
ing of high risk for China.

China’s acceptance into the World Trade Organi-
zation (WTO) has helped foreign banks access dif-
ferent market segments, and catalyzed China’s
much needed transition to a more free market
system. Under the agreement, restrictions on the
operations of foreign financial institutions in the
Chinese market have been relaxed in stages. By
December 2006, foreign banks would have access
to individuals and be able to conduct business in RMB
currency. Given real-time reporting issues and sys-
temic political pressure to release negative data
cautiously, if at all, it is difficult to determine what
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