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RESEARCH ARTICLE

Chinese state-owned commercial banks in reform:
inefficient and yet credible and functional?

Godfrey Yeung

Department of Geography, National University of Singapore, Singapore, Singapore

ABSTRACT
After the initial public offerings of state-owned commercial banks
(SOCBs) in 2005–2010, the transformation of the property struc-
ture blurred the conventional boundaries between public and pri-
vate property in China while the state continued to play an
important role in the regulation and operation of this ‘hybrid
property’: the mixed public-private ownership structure adopted
for previously wholly SOCBs. It is could be that the perceived
lending bias against private enterprises was a rational decision
made by SOCBs in China, partly due to the high transaction costs
of risk evaluation and the lack of any formal channels to mitigate
the credit risks of such loans. The hybrid nature of SOCBs prop-
erty rights makes them a credible and convenient channel for the
state to provide counter-cyclical lending to contain any exogen-
ous (economic) shocks that might occur as well as long-term
financial support for development purposes in the transitional
economy and thus contribute to socio-economic and political sta-
bility in China. Instead of a stumbling block for economic reforms
in China, as posited by the conventional institutional analysts, the
ambiguous property rights of SOCBs and their practice of offering
favourable loan conditions to state-owned enterprises could actu-
ally contribute to their profitability and thus the continuity of
hybrid property banking systems and their credibility in China.
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1. Introduction

It is widely accepted that institutions are central to political and socio-economic devel-
opment. For new institutional economists, well-defined private property rights are
necessary conditions for efficient economic development. The partial collapse of
Western banking systems during the global financial crisis has caused the importance
of the form of institutions in the financial system to be questioned.

The proponents of institutional function claim the continuation of institutions and
their credibility is axiomatic. Instead of focusing on the public-private dichotomy
debate and the relative superiority of each over the other, and whether the template
of institutional form (e.g. well-defined property rights) has to be adopted, they argue
that institutions are the result of endogenous development and the state is simply
one of several actors. The persistence of specific forms of institution indicates their
credibility in that they carry out certain functions for both social and eco-
nomic actors.1

The banking system in China is an interesting case as the state-owned commercial
banks (SOCBs) have been criticized for being inefficient, with poorly defined property
rights after their initial public offerings (IPOs), and yet they continue to offer favour-
able loans to state-owned enterprises (SOEs).2 Given the inherent contradictions and
social tensions arising from the reforms of SOCBs, SOEs and the subsequent redundan-
cies, a number of analysts have long argued that such dysfunctional and decentralized
institutions under predatory Chinese state control would collapse with little warning.3

However, the financial crises in developed countries with their well-defined property
rights and the relative economic stability in China with its ambiguously defined prop-
erty rights, demands a recalibration of views of the importance of the form of
institutions.

The literature on China has two major related, but separate strands: the expansion
of foreign banks in China and the potential impact of banking reforms on Chinese
banks, including the lending practices of SOCBs;4 the second strand of literature has
focused on the potential impact of banking reforms on Chinese banks.5 For instance,
Bonin and Huang examined the implications for domestic banks of China’s accession
to the World Trade Organization (WTO), while McGuinness and Keasey investigated
the competitiveness of SOCBs after their public listing.6 It is generally argued that fol-
lowing the opening up of the Chinese banking industry, it can improve its governance
by introducing the Anglo-American form of banking institution.

Specifically, while some researchers have examined the importance of property
rights and the lending policies of Chinese banks, and Yeung investigated the lending
criteria of SOCBs, others have examined the lending practices of Chinese banks.7

Based on data from 370 cities between 1989 and 1991, Wei and Wang found evidence
that Chinese SOCBs positively discriminated in favour of SOEs.8 Gregory and Tenev
reported that only four percent of the 600 private firms they surveyed in Beijing,
Chengdu, Shunde (Guangdong), and Wenzhou (Zhejang) secured finance from bank
loans in 1999.9 Based on a sample of about 700 SOEs in Shanxi, Jilin, Jiangsu and
Sichuan provinces between 1980 and 1994, Cull and Xu argued that SOCBs tended to
grant loans to profitable SOEs, especially those that had the potential for good future
performance.10 All these studies are valuable for an understanding of the banking
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industry but most are based on conventional institutional analyses and implicitly
assume that well-defined property rights are crucial for the development of the bank-
ing industry in China.11 As the surplus funding produced by high saving rates and
trade surpluses cannot forever sustain any inefficiency in the operation of SOCBs,
Berger et al.’s ‘empirical results suggest strong favorable efficiency effects from reforms
that reduce state ownership of banks in China and increase the role of foreign owner-
ship’.12 How can we reconcile the rapid growth in China at a time when its banking
system is regarded as inefficient and with lending policies unfavourable to private
enterprises?

To address this gap in the literature, this paper examines the functions SOCBs may
fulfill for economic actors which contribute to their credibility and persistence during
the transition to a market-oriented economy. The primary evidence of this paper is
based on two rounds of field surveys of Chinese banking conducted between
November 2004 and December 2006, and July 2010 and July 2014 respectively. A total
of 79 semi-structured interviews with senior managers in the Chinese banking industry
were conducted through accessibility sampling, and each interview lasted for about
an hour. In addition, to clarify the lending criteria of SOCBs, the interviews focused on
the conditions attached to various types of loan and their impact on various groups of
customers. We specifically asked senior SOCB managers of the possible function bank
loans may serve for economic agents during the second round of the survey.
Information from interviewees is anonymously referred to as ‘field survey’ in the paper
since the interviews involved potentially sensitive information about the operations
of SOCBs.

After four decades of economic reform and two decades after the accession to the
WTO, the commercial banking system in China is still dominated by five SOCBs. SOCBs
have been criticized by mainstream institutional economists as being inefficient state-
owned institutions due to their ambiguously defined property rights.13 After the IPOs
of SOCBs in 2005–2010, the transformation of the property structure blurred the con-
ventional boundaries between public and private property, while the state still played
an important role in the regulation and operation of these ‘hybrid properties’, previ-
ously wholly SOCBs, with their mixed public–private ownership structure. The per-
ceived bias against lending to private enterprises could be a rational decision made
by SOCBs, partly due to the high transaction costs of risk evaluation and the lack
of formal channels to minimize the credit risk of such loans. The hybrid nature of
SOCB property rights maintains its credibility by allowing the state to provide counter-
cyclical lending to contain any exogenous (economic) shocks and provide long-term
financial support for development purposes in the transitional economy and can thus
contribute to the socio-economic and political stability of China. That is, SOCBs pro-
vide specific socio-economic functions for economic agents by, for instance, lending
to SOEs to finance local governments’ massive infrastructure projects during the 4 tril-
lion yuan (US$586 billion) stimulus plan. Instead of carrying out unsustainable opera-
tions, as posited by conventional institutional analysis, the ambiguously defined
property rights of SOCBs and their favourable lending conditions for SOEs could actu-
ally contribute to their profitability and thus their continued existence as a type of
hybrid property with credibility in China.
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The relative importance of the form and function of institutions as articulated by
new institutional economists and institutional functionalists, the privatization and func-
tions of public banks, and the concept of hybrid property in transitional economies
are discussed in the next section to provide the analytical framework for this paper. A
brief overview of the banking industry is then followed by an examination of the lend-
ing criteria and practices of SOCBs, especially to private enterprises and SOEs. Section
five reappraises whether SOCB lending is functional, rational, and profitable, before
the concluding section.

2. Institution: form vs function

Before a brief review of the functions of public banks and property rights in transi-
tional economies, we provide an overview of the importance of institutional form and
function posited by various scholars.

2.1. Institutional function and credibility

New institutional economists posit that it is institutions that shape the development
path of an economy by highlighting the importance of private property rights for the
efficient allocation of resources in a market economy.14 A well-defined property right
with effective enforcement is a necessary condition for economic agents to engage in
long-term and multiple-contract exchanges, as ‘institutions … are the underlying
determinant of the long-run performance of economies’.15 They therefore advocate
that policy makers establish their preferred forms of institution to attain sustainable
economic development and these particular institutions gain credibility from the
endorsement of rational economic agents. In a word, the specific form of institution
matters for development.

Advocates of a neo-classical reading of institutional change argue that institutional
forms converge across countries. For instance, Acemoglu et al. reported that institu-
tions account for three quarters of the income gap between the top and bottom of
the world’s income distribution, while Rodrik et al. suggest that economic integration
has no direct effect on income levels once institutional quality is controlled, in their
cross-countries analysis.16 To highlight the importance of Anglo-American democratic
institutions for long-term economic growth, Acemoglu and Robinson referred to the
history of the UK and the US and argued that citizens create ‘inclusive’ economic insti-
tutions and create a society based on political pluralism.17 In contrast, the persistence
of inefficient institutions in developing countries is largely due to the hegemonic
power of unsustainable regimes, e.g. China’s rapid economic growth is based on
unsustainable ‘extractive’ political institutions within a political hegemony.

The importance of institutional functions is highlighted in the functional model of
the varieties of capitalism outlined by political scientists, notably Peter Hall and David
Soskice.18 The functional approach model suggests that the two main types of
national capitalist system (the Anglo-American ‘liberal market economies’ and the
German ‘coordinated market economies’) are the outcome of differences in their insti-
tutional structures and endowments (and public policies), which, in turn, is causally
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explained by their functions for economic efficiency.19 In other words, institutional
function follows from form, and institutions can be designed and redesigned easily in
the functional model, as in the case of rational choice institutionalism.

This analysis of institutions ignores the local socio-economic and political factors
that could affect its credibility. Aron concluded that there is only a non-robust
link between the quality of institutions and economic growth in her extensive
review.20 Other heterodox institutional theorists have also highlighted the lack of
empirical evidence for the convergence thesis.21 Although the property rights may
be insecure and ill-defined, advocates of institutional function argue that the per-
sistence of certain forms of institution indicates their credibility in that they serve
specific functions for economic actors, i.e. the policies that support the develop-
ment of institution are credible because they are regarded as effective by eco-
nomic actors.

Instead of being the result of deliberate design and implementation, institutional
functionalists argue that institutions are the product of endogenous and spontan-
eously ordered development where the state is only one of the actors shaping of their
specificities.22 In other words, a country cannot just establish ‘one-size-fits-all’ institu-
tions according to the gold standard, as implementation could be incompatible with
local (informal) institutions.23 The credibility of economic policy is based on the
endorsement of (local and foreign) economic agents and multinational organizations,
and hence the continuation of institutions and their credibility is inherently endogen-
ous rather than exogenous. In other words, for institutional functionalists, the credibil-
ity rather than the convergence or divergence of a specific form of formal or informal
institution matters for development, i.e. function and credibility are more important
than the form of institutions.24

Importantly, the unequal power relationships between (local and foreign) eco-
nomic agents and multinational organizations could shape the collective percep-
tions of institutional credibility as well as its dynamic change over time and space.
To understand the credibility of certain forms of institution and how it could be
both a cause and an effect of development, proponents of institutional function
highlight the importance of understanding institutional structure over time and
space as well as its corresponding (changing) levels of credibility, i.e. no institution
is credible forever.25 This is especially the case in a transitional economy where the
credibility of its policies and thus institutions are at stake during their rapid socio-
economic transformations.26 Notwithstanding conflicts over the appropriation of
land and the insecure tenure of the household contract responsibility (rural lease)
system, Ho demonstrated that the changing structure of land tenure in both rural
and urban areas still acts as a safety net for peasants and this serves an important
function for the regime by maintaining socio-economic stability and its institutional
credibility in China.27

Banking is an important sector in the functioning of modern economies. It is of
interest to examine whether a specific form of banking institution could facilitate the
financial integrity and security of all countries, given the international standards of
regulatory and supervisory practices through the Basel Committee on Banking
Supervision.
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2.2. Privatization and the functions of public banks

The conventional argument on institutional function follows from its form having a
significant impact on the structural deregulation of Anglo-American commercial banks,
including the industrial consolidation through mergers and acquisitions since
the 1970s.28

For proponents of the form of institutions, the liberalization of the banking sector
through the privatization of ownership and formalization of operations is vital to
improve its efficiency and competitiveness and thus the viability of the financial sys-
tem.29 They have argued that lending decisions in public banks could be distorted by
political agendas and suffer from agency problems (multiple objectives with no clear
responsibility for monitoring)30, which then result in the misallocation of capital, weak
financial performance, higher levels of non-performing loans (NPLs) and lower levels
of profitability than their private counterparts.31 Notably, La Porta et al. reported a sig-
nificant negative relationship between government ownership of banks and average
growth rates in their cross-country analysis.32 Berger et al. provided evidence indicat-
ing that the post-privatized banks in Argentina did lend more prudently in the 1990s,
while Bonin et al. and Cornett et al. had similar findings in transitional economies in
Eastern Europe and state-owned banks in 16 Asian countries, respectively.33 In China,
SOCBs are less profitable and less efficient, and have lower asset quality than other
types of banks in China.34 Based on 1994 and 2003 data on profit and cost efficiency,
Berger et al. further argued that the SOCBs are the least efficient, partly due to the
availability of the surplus funding contributed by high saving rates and trade
surpluses.35

However, Andrianova et al. question the validity of such empirical evidence. They
revealed that public banks were associated with long-run higher growth rates in their
cross country analysis between 1995 and 2007, which effectively refuted La Porta
et al.’s findings.36 Based on 1993 and 2000 data, Chen et al. also found the SOCBs
have higher levels of cost efficiency than the medium-sized joint-stock commercial
banks (JSCBs).37

Instead of subscribing to the ‘one-size-fits-all’ privatization policy of neo-liberalism,
scholars have argued that an institution is neither socially nor politically neutral as it
maintains its credibility by serving important functions for actors. Property rights the-
ory is not applicable to banks as they serve important functions through the provision
of credit, and facilitate the functioning of the economy, i.e. they are institutions rather
than firms.38 In China, Ho and Marois argued that four ‘bad banks’ (Asset Management
Corporations) established by the China Banking and Insurance Regulatory Commission
(CBIRC) to take over the NPLs from SOCBs before repacking (including debt-to-equity
swaps) for resale is an institutionalized form of state spatial-temporal strategy rather
than merely the creation of problem-solving institutions, as they not only maintain the
stability of the Chinese banking system by transferring present financial costs into the
future but also globalize the Chinese financial system.39

Moreover, states have the capacities to socialize financial costs to resolve crises,
partly through important functions performed by public banks, notably the provision
of counter-cyclical lending and long-term financial support for development and finan-
cial stability purposes. As government-owned banks have different priorities from
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private banks and can access additional funds for recapitalization, Brei and Schclarek
hypothesized that government-owned banks provide more loans to the real economy
during economic crises while profit-maximized private banks focus on the reserve ratio
and liquidity by reducing lending in their model.40 Without counter-cyclical lending by
public banks, production in the real economy could suffer from a credit crunch and
the economy could subsequently suffer from financial turmoil.41 Based on an analysis
of 1633 banks from 111 countries between 1999 and 2010, Bertay et al. argued that
state banks could stabilize the provision of credit over the business cycle and provide
useful buffers during periods of financial instability due to their less pro-cyclical or
even counter-cyclical lending and relatively balanced NPLs reports over time.42 Based
on the balance sheet information of 764 major banks headquartered in 50 countries in
1994 and 2009, Brei and Schclarek argued that public banks could have a higher level
of tolerance of high-risk projects that could have long-term beneficial effects for
the economy.43

2.3. Institutional development in transitional economies

Property rights in transitional economies are ambiguously defined and yet the persist-
ence of these institutions indicates their credibility. In contrast to the ‘shock therapy’
of rapid economic liberalization policies, the ‘gradual’ approach to economic reforms
adopted by China could have a higher level of credibility in the transi-
tional economy.44

Scholars and policy analysts of the formerly planned economies in Eastern Europe
and China have debated the role and mix of plans and markets for decades.45

Szel�enyi used the term ‘socialist mixed economy’ to describe the economic structure
of a planned economy moving towards a market economy.46 The debate shifted from
the combination of planned and market to the combination of public and private
property in the mid-1980s. Instead of a ‘socialist mixed economy’ with well-defined
public and private sectors, Stark argued that the institutional reforms implemented in
formerly planned economies resulted in ‘hybrid mixtures of public ownership and pri-
vate initiative’ that crossed and blurred the conventional boundaries between public
and private property.47 To respond to the uncertainty created by institutional reforms
in post-socialist Hungary, Stark coined the term ‘recombinant property’ to explain a
distinctive form of organizational hedging through the diversification, redefinition and
recombination of assets by actors.48

Similar ideas were also expressed in scholarly research in China. For instance, Oi
introduced the concept of ‘local corporatism’ to explain the fiscal reforms of taxation
that had allowed local governments to be involved in the establishment of township
and village enterprises in China.49 Nee argued that ownership reforms implemented in
China have resulted in ‘hybrid organizational forms’ (a mixed form of public and pri-
vate property) rather than a simple mixed economy.50 When the structure of property
rights is poorly defined in a transitional economy, actors can use their personal con-
nections (guanxi) to lower the transaction costs of ‘hybrid organizational forms’ and
be more responsive to market demands. Consequently, there can be a transformation
of property without privatization (from the fully publicly-owned to hybrid property).
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This paper uses the term hybrid property, proposed by Nee and further conceptual-
ized by Stark, to explain the blurring of boundaries between public and private prop-
erty rights in the Chinese banking industry.51

The above conceptualization of institutional function and hybrid property effectively
rejects the developmental state argument where the Chinese state has effective con-
trol over the economy.52 The next section provides a brief review of the development
of the banking industry in China before an examination of the changing roles of
SOCBs in section 4.

3. Chinese banking industry in reform

Along with the market-oriented reforms in the manufacturing sector, there has been a
massive restructuring of the Chinese banking industry during the last few decades.
The change in the ownership structure of banks reflects the changing role of the state
in the economy and thus the institutional environment in China.

After the establishment of the People’s Republic of China in 1949, the central bank
monopolized almost all the banking services in China. This situation remained
unchanged for almost three decades until economic reforms were implemented in
China in 1979. There was still no direct competition between the commercial banks
due to the ‘sector-specific segmentation’ policy in China: industrial enterprises dealt
with the China Construction Bank (CCB), peasants banked with the Agricultural Bank
of China (ABC), while trade or foreign-financed companies had to channel their foreign
exchange through the Bank of China (BOC). This policy literally created three monopo-
lies in the agricultural, industrial, and trade sectors. This institutional setting was
unable to respond to the needs of the economy.

The retail banking industry in China exhibits features typical of a transitional econ-
omy, with some of the largest publicly listed banks in the world co-existing with hun-
dreds of thousands of less-regulated rural co-operative institutions. The present
Chinese banking industry, regulated by the People’s Bank of China (PBoC, the central
bank) and the CBIRC, includes the SOCBs, JSCBs, city commercial banks, rural financial
institutions, foreign banks, and the three policy banks (Figure 1).53 The SOCBs include
the ‘Big Four’ – the Industrial and Commercial Bank of China (ICBC); BOC; CCB and the
ABC – and also the Bank of Communications (BOCOM) (Table 1). The three policy
banks are the China Development Bank, The Export-Import Bank of China, and the
Agricultural Development Bank of China.

The Chinese government is under tremendous pressure to reform the banking sys-
tem. On the one hand, the state is under internal pressure to reduce the financial bur-
den on the Ministry of Finance. Between 1998 and 2003, the SOCBs began to
restructure their loan portfolios by adopting the strategy of commercial lending. In
addition to an injection of 270 billion yuan (US$32.61 billion) into the banking system
in 1998, the central government transferred 1.4 trillion yuan (US$169.1 billion) of pre-
1996 NPLs to the four newly created Asset Management Corporations: namely, the
China Orient; the China Huarong; the China Cinda; and the China Great Wall.54

To reduce the financial burden of the state, the State Council allows a number of
Chinese SOCBs and SOEs to issue IPOs of minority equities in local and/or overseas
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stock markets. SOCBs thus became, by definition, international financial holding insti-
tutions once their IPOs were on the Stock Exchange of Hong Kong in 2005–2010. The
state is still the majority equity holder in all SOCBs, with at least 54 percent of equity
(in the case of BOCOM). In 2019, the SOCBs controlled 41 percent of the 284.67 trillion
yuan banking assets in China, a decrease from about 54 percent in 2007 due to the
rapid development of JSCBs and city and rural commercial banks (Table 2).55 With the

Figure 1. Structure of the financial system in China. �The China Banking and Insurance Regulatory
Commission (CBIRC) was established in April 2018, after the merger of the China Banking
Regulatory Commission (CBRC) and the China Insurance Regulatory Commission (CIRC). Sources:
compiled from Yeung, et al. “Centralization and Marginalization,” 854–867 and CBRC 2018.

Table 1. Four major types of banking institution in China.
Type of bank Names Remarks

Market-oriented banks State-owned commercial banks (Industrial
and Commercial Bank of China, ICBC; Bank
of China, BOC; China Construction Bank,
CCB; Agricultural Bank of China, ABC; Bank
of Communications, BOCOM) and 12 joint-
stock commercial banks

Largely state-owned, but listed
on stock markets

Policy-oriented banks China Development Bank, The Export-Import
Bank of China, Agricultural Development
Bank of China

State-owned

City commercial banks City commercial banks and city credit
cooperatives

Local government and privately-
owned, but some are partly
owned by foreign investors

Rural financial institutions Traditional rural financial institutions: Rural
credit cooperatives, rural cooperative
banks, rural commercial banks, postal
savings institutes

New rural financial institutions: village-
township banks, lending companies, and
rural mutual cooperatives

Local government ad
privately-owned

Source: Compiled by the author.
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exception of twelve JSCBs, both SOCBs and SOEs are ultimately owned by the central
or local governments.56 A number of other city commercial banks are also partly
owned by foreign investors but local governments are the majority shareholders. As
China is still undergoing a process of institutional change, the transformation of the
property structure from wholly publicly-owned to a mixture of public and private
property in the Chinese banking industry has engendered a hybrid property.57

Importantly, SOCBs still have to perform their socio-economic functions to maintain
their credibility.

On the other hand, the state had to open up the banking market to foreign banks
as stipulated in the WTO accession treaty, signed in 2001. Foreign banks have been
allowed to provide local currency services to Chinese companies since 11 December
2003 and had full market access all over China from 11 December 2006. Under the
CBIRC’s policy of ownership control, the pace of opening up the banking sector was
scheduled to allow the Chinese banks to develop competitiveness before the market
was fully opened in late 2006. The CBIRC also pushed the SOCBs to strengthen their
capital adequacy ratios to prepare for the implementation of Basel II and Basel III.58

Foreign banks were encouraged to establish joint ventures with Chinese banks.
Ownership by a single foreign investor was limited to 20 percent, while the combined
share of all foreign investors in one bank was limited to 25 percent before December
2006. By 2017, 38 locally incorporated solely foreign-owned banks were operating in
China but they only accounted for 2.91 percent of the total banking assets in China.59

From the above, SOCBs are clearly under substantial pressure from their stakehold-
ers to maximize profits through the commercialization of lending. At the same time,
however, the majority of SOCBs are still owned by the state, and the general public
expect them to serve the same purpose as the pre-IPO public banks, i.e. to provide

Table 2. Major Chinese commercial banks’ share of the banking industry equity, 2003–2019.

SOCBs JSCBs
City commercial

banks
Rural commercial

banks
Rural credit
cooperatives

Foreign
banks

2003 58.03% 10.70% 5.29% 0.14% 9.58% 1.50%
2004 56.91% 11.54% 5.40% 0.18% 9.74% 1.84%
2005 56.06% 11.92% 5.44% 0.81% 8.39% 1.91%
2006 55.15% 12.39% 5.90% 1.15% 7.85% 2.11%
2007 53.66% 13.69% 6.29% 1.15% 8.18% 2.36%
2008 51.58% 13.99% 6.54% 1.47% 8.25% 2.13%
2009 51.31% 14.86% 7.14% 2.35% 6.91% 1.70%
2010 49.20% 15.64% 8.24% 2.90% 6.71% 1.83%
2011 47.34% 16.22% 8.81% 3.75% 6.36% 1.90%
2012 44.93% 17.61% 9.24% 4.70% 5.95% 1.78%
2013 43.34% 17.80% 10.03% 5.63% 5.68% 1.69%
2014 41.21% 18.21% 10.49% 6.69% 5.12% 1.62%
2015 39.21% 18.55% 11.38% 7.64% 4.34% 1.34%
2016 37.29% 18.72% 12.16% 8.73% 0.19% 3.42%
2017 36.77% 17.81% 12.57% 9.39% 0.14% 2.91%
2018 37.24% 17.34% 12.52% 9.12% – –
2019 40.74% 17.60% 12.67% 13.02% – –

Notes: The total percentage is less than 100 as it excludes policy banks, postal savings banks, lending companies,
etc. The 2003–2006 data only include domestic assets but the 2007–2015 data include assets owned by the same
legal entity (i.e. including overseas assets). Rural credit cooperatives are grouped under rural commercial banks and
foreign banks come under other financial institutions from 2018.
Sources: Compiled from CBRC, 2006 and 2017 issues of CBRC Annual Report and CBIRC, 2019 Statistics.
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counter-cyclical lending and support long-term economic development. These are typ-
ical hybrid properties, and where the boundaries between public and private property
rights are blurred, so are their perceived roles and functions in the economy.60 How
may this impact on the roles and functions of SOCBs?

4. The changing roles and functions of SOCBs

To examine the effects of CBIRC directives on the role of SOCBs, the formalization of
lending practices in SOCBs is presented in the next section before examining its
impact on the real economy, i.e. whether SOCBs lend to private enterprises (section
4.2) or still favour SOEs in the granting of loans (section 4.3) as this serves a specific
function in society.

4.1. Criteria for lending

It is necessary to understand the processes whereby lending decisions are made and
the historical specificities within the Chinese banking system before assessing the
credibility of CBIRC reform on commercial lending. All banking institutions have
adopted the international five-tier risk-based classification system according to the
CBIRC’s Guiding Principles on the Classification of Loan Risk Management to rank loans
as either ‘pass’, ‘special mention’, ‘sub-standard’, ‘doubtful’, or ‘loss’ since 2004.61

Since the establishment of the CBIRC in 2003, all SOCB credit managers have
adopted the credit score (xindai dafen) system to evaluate and grade every loan appli-
cation based on a verified business report (gongshang baogao) and three years of aud-
ited financial statements (baobiao) submitted by the loan applicant. In addition to the
credit score, credit managers at SOCBs use the so-called ‘5Cs’ criteria for loan
assessment:62

� Character: the reputation of the applicant in terms of credit record and the mutual
trust (xinyong) between the loan applicant and credit manager.

� Capital: the leverage of the applicant, normally measured by debt-asset ratio.
� Capacity: the liquidity and loans-assets ratio, i.e. whether the applicant has the abil-

ity to repay the loans on time.
� Collateral: normally in the form of physical fixed assets, especially real estate.63

� Cycle: the macro-economic cycle.

Lending decisions are based on the potential returns and costs of a loan where the
returns are determined by the interest rates and the costs are determined by the cost
of banking plus the risk of default. Based on the projection of revenues and other rele-
vant documents, such as the market value of collaterals, credit managers are able to
estimate the risk of default and the possibility of recouping the principal of loans.64

Unless it can be demonstrated that they have followed the loan assessment proce-
dures fully, credit managers are individually responsible for new NPLs incurred under
their tenure. According to the CBIRC, 176 senior bank managers (involved in a total of
2.93 trillion yuan) were sacked for violation of CBIRC regulatory policies in 2017. The
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CBIRC also warned that a lifetime ban from senior financial management posts would
be imposed upon bankers responsible for large-scale irregularities.65

Under the personal responsibility system of SOCBs, credit managers are supposed
to make commercial decisions for lending. SOCBs, however, positively discriminate in
favour of SOEs.66 As bad debts accumulated by SOCBs had reached nearly 50 percent
(4 trillion yuan) of the nation’s gross domestic product (GDP) in 1999, and the NPL
ratio of SOCBs reached 31 percent in 2001, critics pointed out that SOCBs, with their
ambiguous property rights, are obliged to grant loans to moribund SOEs, largely as a
result of political pressure from the local governments. Lardy went further and claimed
that the banking sector in China would be technically insolvent if Western benchmarks
for the liquidity ratio and NPLs were used in the Chinese system.67 How can such
apparently ‘irrational decisions’ by credit managers be reconciled? Is it because SOCBs
gain credibility by serving specific functions in society?

4.2. Private enterprises and credit risks: (in)efficient and dysfunctional lending?

Although contributing to 60 percent of industrial output and employing 80 percent of
employees in China, and generally with a higher level of profitability and return on
assets (ROA), only one-fifth of small and medium scale private enterprises had ever
granted a bank loan. Private enterprises also have to pay an additional interest of two
percentage points (200 basis points) for their loans in 2019.68 A number of private
enterprises have had to resort to grey money markets (including borrowing from loan-
sharks and pawn shops) at even higher interest rates. This partly explains why 92 per-
cent of capital for fixed assets investment in small private enterprises comes from
internal funding.69

The perceived lending bias of SOCBs is due to a combination of factors, from the
lack of a nationwide risk assessment database of private borrowers and the limited for-
malized channels of credit risks mitigation, to the corresponding high transaction costs
of risk assessment.70

It is well-known among SOCBs credit managers that a number of private enterprises
have three sets of financial statements: one for owners, one for the Tax Bureau, and
one for banks. Since banks in China do not have the legal right to access financial
statements submitted to the Tax Bureau for the purposes of taxation, credit managers
have to use other means (such as checking electricity bills and firm visits) rather than
relying on (potentially falsified) audit reports submitted by loan applicants to assess
their financial viability. In reality, it is up to the vigilance of credit managers as there is
neither a systematic nor fault-free system of low transaction costs to ensure the accur-
acy of financial statements.71

This strong argument is partially supported by a series of high profile scandals
involving Chinese private enterprises listed in overseas stock markets, notably the sus-
pension of trading of Sino-Forest Corporation by the Ontario Securities Commission
(OSC) in 2011 and subsequently filed for bankruptcy protection in 2012. Other cases
include the trading suspension of China Metal Recycling by the Securities and Futures
Commission (SFC) in Hong Kong in 2013, and its owner was jailed for inflating finan-
cial results by HK$4.2 billion in 2020.72
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In addition to the fact that private property rights were not fully recognized by the
Chinese government until an amendment to the constitution in 1999, the opaque owner-
ship structure (a number of so-called private firms are actually controlled by local govern-
ment officials), and ‘unsystematic management’ (guanli buguifan, i.e. business founders
treat the companies’ accounts as personal bank accounts) of private firms in China explains
why all the interviewed bankers at SOCBs regarded private enterprises in China as carrying
the highest loan risk, well above that of the SOEs and foreign-financed firms.73

The reputation of private enterprises has been tarnished further by high profile
cases of embezzlement. The U.S. Securities and Exchange Commission opened 40
cases of possible fraud by Chinese listed firms, including an allegation that Puda
Coal’s chairman sold off its coal mines and turned it into an empty shell company
before the IPO.74 The chairman and the executive director of the SRE Group, a real
estate unit listed on the Stock Exchange of Hong Kong and owned by China’s largest
privately owned financial services group China Minsheng Investment Group (CMIG),
was detained by Shanghai police on embezzlement charges in 2020.75

Private small and medium-size enterprises (SMEs) are generally perceived as carry-
ing the highest level of loan risk, partly because of their limited fixed assets. The per-
ceived lending bias again private SMEs is an unintended consequence of the
implementation of SOCBs formalized lending policies. As explained by a branch man-
ager with over two decades of experience at the ICBC: ‘The difficulties SMEs have to
secure credits is not because of the reluctance of [SOCBs] to lend, but because of the
unguaranteed high risk of lending to such customers. … After all, we have to lend to
make money. This is a deficiency in the formalized funding structure in China, e.g.
there is a lack of well-funded venture capital to provide financial support for the
SMEs’.76 This clearly shows that SOCBs are still operating in a rational manner: the lack
of a nationwide risk assessment database of private borrowers and the undeveloped
channels of credit risks mitigation – such as credit risks reinsurance – rather than the
hybridity of SOCBs property rights, contributes to the perceived lending bias again pri-
vate enterprises in China.

It must, however, be emphasized that the importance of size (de facto an indicator of
risk) in lending also exists in the Western banking system. Because of the problems of
moral hazard and adverse selection, small firms are informationally opaque, and have to
rely more on relationship lending, i.e. they may have higher levels of liquidity con-
straint.77 Larger firms generally have a strong enough balance sheet to secure financial
statement lending or sufficient available collateral to secure asset-based lending.78

The difficulties private enterprises face in securing loans from SOCBs is one of the
unintended consequences of standardizing the lending criteria of the CBIRC. Credit
managers are, however, normally reluctant to embrace lending to private enterprises
with any enthusiasm due to the high transaction costs of loan assessment and the
unmitigated credit risks.

4.3. SOEs reform and ‘triangle debts’: inefficient but functional lending?

The conventional argument against lending to SOEs is based on the notion that local
government officials use their political influence to secure bank loans for loss-making
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SOEs because the social and political implications of large-scale collapses are unthink-
able.79 Credit managers thus treat these ‘triangle debts’ as balance sheet exercises by
transferring the bad debts between different government institutions from SOEs to
SOCBs. This inefficiency argument is supported by the 4 trillion yuan of NPLs accumu-
lated by SOCBs, which accounted for 50 percent of GDP in 1999.80

In addition to the (much) lower transaction costs of the assessment of credit
worthiness (see the next section), the hybrid property rights of SOCBs maintain cred-
ibility by financing SOE industrial and economic development projects and thus con-
tribute to political stability in China. To maintain political stability in the quest for a
‘harmonious socialist society’, the CBIRC has to implement policies that maintain the
legitimacy of the Chinese Communist Party leadership.81 As pointed out by Setterfield,
the persistence of inefficient institutions could be the result of avoiding conflict-laden
choices that could involve the redistribution of resources, or other outcomes in add-
ition to the hostile selection environment and the uncertainty of choices at the out-
set.82 This is especially the case given the increasingly frequent mass demonstrations
about inequality and other major concerns, from unlawful land acquisition to corrup-
tion. The state is surely concerned about potential redundancies due to the restructur-
ing of SOEs and the slowdown of major export markets, with their subsequent
implications for socio-economic and political stability. As policy makers are fixated on
socio-economic and political stability (or ‘social stability’ – shehui wending – in the offi-
cial documents), the hybrid nature of SOCBs property rights provides a convenient
channel for the state to inject capital into the economy indirectly.83

To respond to the adverse effects of the 2008 global financial crisis on the econ-
omy, the Chinese government initiated a series of massive infrastructure-oriented proj-
ects that accounted for almost one-half (46.75 percent) of the 4 trillion yuan (US$586
billion) ten-point stimulus plan in November, 2008. As the central government only
contributed 29.5 percent of the total budget, local governments had to secure the
remaining 2.82 trillion yuan using various forms of financing, from issuance bonds to
bank lending.84 SOCBs, especially the CCB, are willing to grant preferential loans to
various SOEs involved in infrastructure projects, e.g. the Lhasa-Shigatse Railway. The
most intense competition among SOCBs for lending is to national prioritized large-
scale projects (zhongdian xiangmu). This form of lending is best summarized by the
comment of a branch manager at the ICBC: ‘The SOCBs’ lending for huge infrastruc-
ture projects during the 4 trillion yuan programme largely follows banking regulations
as local governments act as guarantors for such loans [so the risk costs are low]. From
this perspective, SOCBs lend diligently, and some of these high leveraged loans are
more a reflection of aggressive borrowing by local governments, [i.e. borrowing more
than they can afford to pay for, etc.]’.85

Part of this lending could be interpreted as an indirect capital injection by the state
through the SOCBs to stimulate local demand and offset the adverse effects of the
global financial crisis. Support for national ‘key infrastructure projects’ and ‘industrial
upgrading’ by SOCBs was actually highlighted in the CBRC Annual Report, and further
emphasized in State Council Document number 67 in 2013.86 SOCBs clearly behave
more like their public bank counterparts elsewhere by providing counter-cyclical lend-
ing to stabilize the external economic shocks and provide long-term financial support
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for development purposes.87 These loans are crucial to mitigate external shocks and
stabilize the Chinese economy as there are simply no alternative sources of credit,
apart from the shadow banking sector in China. China’s economic growth has been
capital-intensive. Gross fixed capital formation has accounted for about 30 percent of
China’s GDP since 1979 and this ratio has increased to 35–40 percent since 2000
(Figure 2). Partly the result of the 4 trillion yuan stimulus plan, gross fixed capital for-
mation accounted for 45 percent of GDP for the first time in 2009 (an increase of 4.4
percentage points at current prices over 2008), and it maintained that level until
reaching an all-time high of 45.4 percent in 2013. This massive monetary injection
along with expansionary monetary policies balanced the shock of the global financial
crisis, with a real GDP per capita growth rate of 10 percent in 2009, 14.2 percent in
2010, and 12.4 percent in 2011, before slowing down back to about 7–9 percent
in 2012–2017.88

Furthermore, favourable lending to SOEs could illustrate why SOCBs are reluctant
to change, and explain why the CBIRC formal regulatory policy for lending is ineffect-
ive. As argued by Chang, institution building is not just a technocratic exercise to
establish pre-determined institutions according to certain golden standards, because
such transplantation could be incompatible with local (informal) institutions.89 The
idea of SOCBs operating as business entities is not entirely compatible with the infor-
mal institutions where the mentality of credit and branch managers could still be
influenced by the legacy of the planned economy. Such inertia to change can be best
illustrated by the admission of a very experienced branch president at the CCB: ‘Some
of us have been working in SOCBs for decades, … it is not easy for us to change,

Figure 2. Percentage share of gross domestic capital formation in nominal GDP and annual growth
rate of real GDP per capita in China, 1979–2017. Source: Compiled from NBS, various issues of
Statistical Yearbook of China
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despite the institutional reforms. … The idea of giving SOEs higher priority is deeply
ingrained in our minds, consciously and subconsciously (genshen digu)’.90 This can be
partly explained by the fact that the chief executive and other senior management
positions in the ‘Big Four’ are still central government appointments and thus the
Chinese Communist Party secretaries at central and local levels retain significant influ-
ence over both the selection of candidates and the operation of SOCBs.91

Under these circumstances, the formal lending criteria of SOCBs has become a
‘symbol[ic] law’ where CBIRC regulations cannot be implemented effectively.92 The
hybrid nature of SOCB property rights maintains credibility by providing a convenient
channel for the state to provide counter-cyclical lending to contain exogenous (eco-
nomic) shocks and provide long-term financial support for development purposes in
the transitional economy.

5. Reappraisal of SOCBs lending: functional, rational and profitable?

Although far from an ideal institutional form from the perspective of new institutional
economics, the above discussions clearly suggests that the hybrid nature of SOCBs
property rights maintains credibility by serving vital functions for the economy. The
hybridity of SOCB property rights may be functional but to what extend are their lend-
ing decisions rational or profitable?93

5.1. Functional and rational?

The perceived lending bias against private enterprises could be a rational decision
made by SOCBs, partly due to the high transaction costs of risk evaluation and the
associated risks of such loans.

Different from lending to private enterprises, the transaction costs incurred by
SOCBs in assessing the credit worthiness of SOEs is lower due to the stricter regula-
tions of the relevant government bureaux. Moreover, part of the default risk of lending
to SOEs is reduced by the guarantees of the corresponding ‘guarantee institution’
(danbao gongsi): a company – normally funded by local government but unregulated
by the CBIRC – acts as a guarantor for a loan applicant. Such companies were com-
monly used for loan applications in the 1990s, when the official criteria for loan assess-
ment had not been fully formulated.94 Although the usage of these ‘guarantee
institutions’ has been highly regulated since the 2000s, SOCBs still lend to SOEs as
these loans maintain their profitability (see the next section) and credibility by serving
specific functions within the economy.95

SOEs are the major clients of SOCBs partly because the state banking system was
originally established to serve as the fiscal arm of the state, and funnelled funds to
and from SOEs. Laurenceson and Chai have argued that SOCBs in China have the
strong characteristics of development banks, so the conventional evaluation criteria
for commercial banks, such as ROA and liquidity ratios, are not applicable.96 They
have further argued that SOCBs have an overall positive and sustainable impact on
China’s economic development, despite their poor commercial performance. The pro-
vision of long-term funding support with low(er) interest rates is crucial for the
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construction of large-scale infrastructure projects, which, in turn, are vital for long-
term economic development. The hybrid nature of SOCBs property rights allows them
to perform functions normally undertaken by public banks elsewhere.97 Most SOEs,
especially in the coastal provinces, are profitable (partly because they have regional
monopolies), have higher value-added clients and well-organized managements (partly
due to the intense competition and learning by doing with foreign joint ventures).
Credit managers at SOCBs have the incentive to allocate credit to profitable endeav-
ours so that they can qualify for bonuses, which are dependent on the bank’s
profitability.

The hybrid ownership structure of SOCBs allows them to function and gain credibil-
ity, and thus their lending decisions may not necessarily indicate SOCB decisions in
China are irrational.

5.2. Functional and profitable?

The conventional argument that SOE loans are inefficient does not preclude profitabil-
ity in such lending. The profitability of loans is an important factor for the continu-
ation and credibility of the hybrid property of SOCBs. Obviously, it can be argued that
the profitability of SOCBs is at least partly due to its oligopolistic large-scale lending
and well-funded capital bases (by controlling the largest share of deposits) and the
inconvertibility of Chinese currency, whereby foreign banks have to secure their capital
in Renminbi from the Chinese banking system.98

The profitability of SOCBs is influenced by the massive pre-IPO US$560 billion
recapitalization, including the transfer of 1.4 trillion yuan of NPLs to Asset
Management Corporations (and perhaps the subsequent disposal of 3.7 trillion yuan
of NPLs between 2011 and 2016), and the massive drive for the centralization of bank-
ing operations and subsequent redundancies.99 The scale of restructuring and its
impacts on NPLs and profitability is clearly illustrated by the ABC. To prepare for the
IPO on the Stock Exchange of Hong Kong in 2010, the ABC underwent massive
restructuring to improve its balance sheet, including its separation from Agricultural
Development Bank of China (ADBC) operations, the transfer of billions of NPLs to the
China Great Wall Asset Management Corporation, and the centralization of its banking
operations after 2004.100 Subsequently, the ABC reduced its NPLs at an unprecedented
rate and pace, from 30.62 percent in 2003 to 23.43 percent in 2006, then a massive
decrease to 4.32 percent in 2008, further falling to 2.03 percent in 2010.101

Nonetheless, these facts are still unable to satisfactorily explain the profitability of
SOCBs during the post-IPO era. This is an enigma for conventional institutional ana-
lysis, which posits that the undefined property rights of SOCBs are economically ineffi-
cient and thus their operations are unsustainable.

According to the official figures, SOCBs are profitable and financially sound.
Although SOCBs have accounted for a lower proportion of asset value in the banking
system since 2003 (a decrease from 58 percent in 2003 to 41 percent in 2019, mainly
due to the rising shares of JSCBs and city commercial banks), the return on average
assets (ROA, defined as net profit-asset ratio) of SOCBs has mirrored the trend in the
banking industry in China since 2005 – it improved significantly from the loss-making

JOURNAL OF CHINESE GOVERNANCE 17



�0.02 percent in 2003 to profit-making a year after, before increasing consistently
from 0.74 percent in 2005 to 1.28 percent in 2013, before decreasing to 0.91 percent
in 2019 (Figure 3). The ROA of SOCBs has not only been much higher than that of for-
eign banks (0.45-0.78 percent) since 2010 in China, but also consistently higher than
that of JSCBs (0.91–1.09 percent).102 As a comparison, the ROA of the banking industry
in the US ranged between 0.37 in 1987, to 1.3 in 2019. The ROA for three of the big-
gest four commercial banks in the US (Bank of America, Citigroup, and Wells Fargo)
was comparable, at 0.92–1.08 in 2019. Only JP Morgan Chase, with an ROA of 1.27,
had a higher yield than the SOCBs in China.103

Moreover, the financial sector is most profitable (by value) in large corporations in
China, hence contributes to government taxation revenue. Six banks, with a combined
profit of 1034 billion yuan, dominated in the top 10 most profitable companies in
China in 2017. The ‘Big Four’ were the most profitable companies in China: 286 billion
yuan by the ICBC, 242 billion yuan by the CBC, 193 billion yuan by the ABC, and 172
billion yuan by the BOC, well ahead of around 70 billion yuan profit recorded by the
two internet giants, Tencent and Alibaba (Table 3).

After the capital injection into the system, the CBIRC estimated that the NPLs of the
‘Big Four’ were 1.06 trillion yuan (NPL ratio at 8.2 percent) at the end of March,
2007.104 The NPL ratio of SOCBs declined significantly, to 2.8 percent in 2008, and con-
tinued to improve to 1 percent (350 billion yuan) in 2013. In 2019, the NPLs of SOCBs
had increased to 1.86 percent, compared with the 0.67 percent of foreign banks incor-
porated in China, 1.38–1.64 percent of JSCBs and city commercial banks, and 3.09 per-
cent of rural commercial banks (higher than the 1.5 percent of banks in the US but
much lower than the 3.41 percent in the EU) (Table 4).105 Partly as a response to the

Figure 3. Return on Assets of Chinese Commercial Banks, 2003–2019. Note: 2003–2006 are based
on gross profits due to the unavailability of net profits data. Sources: Compiled from CBRC, 2006
and 2017 issues of CBRC Annual Report and CBIRC, 2019 Statistics.
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global financial crisis, the provision coverage ratio (loan loss provisions divided by
gross NPLs) of SOCBs has increased significantly, from less than half NPLs in 2007 to
about three times the value of NPLs in 2013, which was much higher than the inter-
national norm of 40 percent and the CBIRC’s threshold of 150 percent.106 Should the
above conventional indicators prove reasonably accurate, SOCBs are clearly financially
viable, making this finding quite different from the pessimistic scenario in public banks
portrayed by new institutional economists.

In brief, SOCB favourable lending to SOEs could actually contribute to their profit-
ability and thus their persistence as a hybrid property in China.

5.3. Functional for how long?

The function over form argument posited by the notion of institutional function does
not mean the credibility of a specific form of institution can be maintained forever,
nor that the form of institution is irrelevant to the credibility of its policies.

Notwithstanding the questionable long-term economic efficiency of some loans
granted during massive infrastructure projects due to the diminishing returns of cap-
ital investment, we have to highlight the potential issues that could diminish the

Table 3. The top ten most profitable companies in China, 2017.
Names Profits (in billion RMB)

ICBC 286.01
CCB 242.26
ABC 192.96
BOC 172.41
China Mobile 114.28
Ping An Insurance 89.09
Tencent 71.51
BOCOM 70.22
China Merchants Bank 70.15
Alibaba 67.07

Source: Yu, “Tencent, Alibaba make Fortune’s top 10 most profitable companies”.

Table 4. The NPL ratios of major Chinese commercial banks, 2006–2019.
All commercial

banks SOCBs JSCBs
City commercial

banks
Rural commercial

banks
Foreign
banks

2006 7.1 7.5 – 4.8 5.9 0.8
2007 6.1 8.0 2.1 3.0 4.0 0.5
2008 2.4 2.8 1.3 2.3 3.9 0.8
2009 1.6 1.8 1.0 1.3 2.8 0.9
2010 1.1 1.3 0.7 0.9 1.9 0.5
2011 1.0 1.1 0.6 0.8 1.6 0.4
2012 1.0 1.0 0.7 0.8 1.8 0.5
2013 1.0 1.0 0.9 0.9 1.7 0.5
2014 1.2 1.2 1.1 1.2 1.9 0.8
2015 1.7 1.7 1.5 1.4 2.5 1.2
2016 1.7 1.7 1.7 1.5 2.5 0.9
2017 1.7 1.5 1.7 1.5 3.2 0.7
2018 1.86 1.41 1.71 1.97 3.96 0.69
2019 1.86 1.38 1.64 2.32 3.09 0.67

Sources: Compiled from CBRC, 2006 and 2017 issues of CBRC Annual Report and CBIRC 2019 Statistics.
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function and thus the credibility of the hybridity of SOCBs, specifically the danger of
hidden debts and their long-term impacts on the development of the banking
industry.107

The frantic rate of credit expansion during the implementation of stimulus projects
could lead to an increase in the hidden debts of SOCBs, as some local governments
may not be able to repay their debts. According to the National Audit Office, the
debts incurred by local governments surged by 67 percent over two years, reaching
17.9 trillion yuan (US$3 trillion) by the middle of 2013, and accounting for 58 percent
of GDP. In terms of debt-to-GDP ratio, Guizhou ranked first, at 79 percent, followed
closely by Yunnan—the two poorest provinces in China.108 There is no recent break-
down of the debts incurred by local governments apart from their total value. The
local government debt, measured in local government bonds, increased 14 percent to
21 trillion yuan (US$2.97 trillion) in the first nine months of 2019, according to the
Ministry of Finance. S&P estimated a much higher figure of 40 trillion yuan (US$5.6 tril-
lion) in 2017, if the hidden debt incurred by local governments, including those
incurred by 700,000 local government financing vehicles, was included.109 Moreover,
the popularity of shadow banking, including off-balance sheet financial transactions
and products marketed as high-yielding alternatives to bank deposits by SOCBs, and
the subsequent maturity mismatch of using short-term financial instruments to fund
long-term investment projects, could undermine the credibility of SOCBs if a signifi-
cant proportion of them were to default. Although the central government has regu-
lated and been deleveraging such forms of finance since 2014, Moody’s estimated
that financial products and the informal banking sector amounted to 61.3 trillion yuan
(68 percent of China’s GDP) in 2018 (below the 150 percent of GDP in the US in
2015).110 As the credit default option (CDO) and similar instruments are not used as
collateral for new funds in China, the potential danger of hidden debts is still relatively
low compared with the US or the EU, but there could be a time bomb in the making
should economic growth slow down and local governments and lenders be unable to
service their debts.

Furthermore, a lending spree by the SOCBs could lead to cost-inefficient infra-
structure projects if growth-oriented local government officials have insulated from
risk (moral hazard) secure funds for projects in the absence of careful financial viabil-
ity studies, or if officials seek to exploit rent-seeking opportunities. A combination of
a substantial increase in liquidity and minimal upward pressure on interest rates
leads to asset inflation (and subsequently asset bubbles) and an inflow of specula-
tive capital as well as the diminishing marginal returns on capital investment, culmi-
nating in the risk of an ultimate rise in NPLs among SOCBs, e.g. the nominal GDP
per unit of new credit decreased from 8 to 1 in 2005, and to 3–4 to 1 since the
financial crisis of 2008. According to Wei Jianing, the deputy director at the National
Development and Reform Commission (NDRC), about half all new bank lending in
the first half of 2009 was devoted to physical infrastructure projects, while the other
half was diverted into the stock and property markets, and some of these projects
have created unoccupied ‘ghost towns’. Researchers at the NDRC even estimate that
almost half the investment projects (valued at US$6.8 trillion) between 2009 and
2013 are cost ineffective.111
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Although the recent rise of NPLs of SOCBs could be an issue of concern (Table 4,
especially the ABC, where smaller scale firms account for a larger proportion of its
lenders), it is important to clarify the distinction between SOCBs with regional banks,
and other small and medium-sized banks which have rapidly expanded their on-bal-
ance sheet assets during the last decade through shadow banking, including so-called
‘channel lending’, i.e. informal lending to zombie companies in sectors with overcap-
acity, cash-strapped property developers and local governments, all structured to
appear as holdings of third-party investment products in the bank’s balance sheet (i.e.
as ‘investment receivables’ or ‘debt receivables’, not loans), so their defaults are not
reflected in these banks’ NPL ratios.

6. Conclusions

New institutional economists claim that institutions shape the development path of an
economy because well-defined property rights with effective enforcement are a neces-
sary condition for sustainable economic development.112 In other words, the specific
form of an institution matters, in development terms, as an institution’s function fol-
lows on from its form.

This analysis of institution ignores the (local) socio-economic and political factors
that could affect an institution’s credibility. Proponents of institutional function argue
that the persistence of certain forms of institution, although their property rights may
be insecure and ill-defined, indicates their credibility since they serve specific functions
for economic actors. Institutions are the products of endogenous and spontaneously
ordered development, so a country cannot just establish ‘one-size-fits-all’ institutions
according to a gold standard, as transplantation like this could be incompatible with
local (informal) institutions. Function and credibility rather than the form of institutions
matter for development.113

The banking industry in China is an interesting case as the commercial banking sys-
tem is still dominated by five SOCBs after four decades of economic reforms. Due to
their ambiguously defined property rights, SOCBs have been criticized by mainstream
institutional economists as inefficient state-owned institutions.

This paper argues that SOCBs, as hybrid properties, are able to maintain their cred-
ibility by serving important functions in society: the provision of credits, counter-cyc-
lical lending and long-term financial support for financial stability and development
purposes. SOCBs are typical hybrid properties after their IPOs: the transformation of
the property structure blurred the conventional boundaries between public and pri-
vate property, while the state continues to play an important role in the regulation
and operation of these hybrid properties. Importantly, the state is still the majority
SOCB stakeholder, and the general public expects them to serve the same role and
functions as the pre-IPO public banks.114 In other words, SOCBs are neither socially
nor politically neutral institutions. The findings of this paper partially reinforces
Andrianova, et al.’s findings concerning the positive economic contribution of public
banks and refutes La Porta et al.’s finding (a widely cited paper to support the propos-
ition that institutional function follows from form).115
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Under the personal responsibility system in SOCBs, credit managers are sup-
posed to make commercial decisions on lending. SOCBs, however, positively dis-
criminate in favour of SOEs.116 The perceived bias against lending to private
enterprises could be a rational decision by SOCBs, partly due to the high transac-
tion costs of risk evaluation and the lack of any formal channel of credit risk miti-
gation for such loans. The difficulties private enterprises experience in securing
loans from SOCBs is one of the unintended consequences of the CBIRC’s standard-
ization of lending criteria.

SOCBs generally prefer to lend to SOEs, partly due to the specific functions such
loans may serve, and partly due to the (much) lower transaction costs in the assess-
ment of credit worthiness. The lending bias of SOCBs to SOEs is explained by their
specific socio-economic function as economic agents, for instance, lending to SOEs to
finance massive local government infrastructure projects during the 4 trillion yuan
(US$586 billion) stimulus plan. Instead of their operations being unsustainable, as pos-
ited by conventional institutional analysis, the ambiguously defined property rights of
SOCBs and their favourable lending practices to SOEs could actually contribute to their
profitability and thus their continuation as a hybrid property with credibility in China.
Under these circumstances, SOBC formal lending criteria has become a symbolic law,
whereby CBIRC regulations cannot be implemented effectively. The hybrid nature of
SOCB property rights maintains their credibility by providing a convenient channel for
the state to provide counter-cyclical lending to contain exogenous (economic) shocks
and provide long-term financial support for development purposes in the transitional
economy. Instead of focusing on the simplistic public–private dichotomy debate on
the form of institution and their relative superiority, the notion of hybrid property in
Chinese SOCBs presented in this paper suggests the functions these institutions per-
form for economic actors and their resultant levels of credibility require greater
examination.

Although SOCBs have functioned to provide counter-cyclical lending to contain
the exogenous shocks to the economy, this is not a magic bullet for all forms of
economic problem, including structural issues, e.g. industrial excess capacity built up
due to low interest loans for political rather than economic reasons. Local govern-
ments have been pushing local banks to support key SOEs during the ongoing trade
friction with the US. For instance, the director of the Banking Regulatory Bureau in
Heilongjiang coordinated with creditors to roll over loans to local coal and steel
enterprises.117 After the collapsed of the Bohai Steel Group, a locally government-
owned SOE, the Party Secretary at Tianjin openly asked local banks to support the
municipal government’s efforts ‘to maintain financial stability’.118 Instead of leaving
institutions to maneuver and perform their functions credibly within the CBIRC’s
regulatory framework, whether a higher level of intervention from local governments
could reduce the credibility of SOCBs in the medium term, is an interesting topic for
further research. Given the ‘debt-trap’ discourse promulgated by the mainstream
media119, whether the provision of credit to various infrastructure projects
embedded in the ambitious Belt and Road Initiatives could maintain the institutional
credibility of SOCBs, both within China and in the region, is another important issue
for further research.
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