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ABSTRACT 

Financial system is a system to financing, can be dividing two ways: one is

financial market (direct finance); the other one is financial intermediary (indirect

finance). In China, except the banking sector and financial market sector also have the

other two sectors. One is Hybıid Sector; it's the kind of privatization. The other is

foreign sector, this is important in China's financial system. China has kept a healthy

structure of capital inflow since the long term debt accounts for the larger proportion

(more than 80%) and Foreign Direct Investment (FDI) plays the major role.

The People's Republic of China (PRC) was established in 1st of Oct. 1949,

has been transform from a closed economy dominated by agriculture and central

planning system, to a fast-growing, market-oriented, open economy. Since the

market-oriented economic reform in 1978, China approaches the issue from the

perspective of how best to reform State-Owned Enterprises (SOEs) and State-Owned

Banks and makes the transition from an administrative-run, bank-centric system to a

broader market-based system.

In this paper, I want to explain that Currently, China is neither Bank-based nor

Market-based financial system, or we can say china is adopting both of models. This

system has been called "Socialism with Chinese characteristics" and is one type of

mixed economy. Also duıing this transition process, china had been avoided in East

Asia Financial crisis in 1997. Because of Chinese capital market has not fully opened.

A cautious liberalization policy on the financial market provides a larger room for

Chinese government to manage the crisis.
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SECTION 1 

INTRODUCTION 

1.1 Aim of study 

The aim of this study is to define the concepts of bank-based and market-based

financial system and comparative with china to understand the current situation about

China's financial system. The reason of China avoid in East Asia Financial Crisis.

1.2 Importance of the study 

To understand that China's current Financial System status is the transition

process had been encountered some problems and possible solutions and future

develop orientation.

1.3 Broad Problem Area 

China's financial system is under the inefficient banking sector that have a

huge Non-performing Loans and undeveloped financial market that inefficient stock

market and tiny proportion in corporate bond market, these prevented china's

economy continue grows up.

1.4 Problem Definition 

China's banking industry has remained in the government's hands and

responsible to support all the State-owned enterprise therefore produces the huge
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,.

ıs unıque or undeveloped. Thirdly is Basic Statue of China's Financial System,

explain the structure of China's Financial System and choose each part the importance

to explain in order to understand the current situation is undeveloped. Finally is

Conclusion and Recommendation.
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SECTION 2 

THEORETICAL FRAMEWORK OF FINANCIAL SYSTEM 

2.1 Financial System: Direct Finance and Indirect Finance 

Financial system is a system to financing, can be dividing two ways: one is

financial market (direct finance); the other one is financial intermediary (indirect

finance). Financial markets, markets in which funds are transferred from people who

have an excess of available funds to people who have shortage. The process of

indirect finance using financial intermediaries, called financial intermediation, is the

primary route for moving funds form lenders to borrowers (Mishkin and Eakins,

2006).

Financial systems channel household savings to the corporate sector and

allocate investment funds among firms. They allow inter-temporal smoothing of

consumption by households and expenditures by firms. They allow both firms and

households to share risks. These channels are the sources connecting financial

development and financial structure to economic growth. The particular role of the

financial system is information acquisition and risk sharing (Allen and Oura, 2004).

At this point to understand is important of financial system in economy is

important there functions include facilitating the trading of risk, allocating capital,

monitoring managers, mobile savings and earning the trading of goods, services and

financial contracts. Growing literature shows that differences in how well financial
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systems reduce information and transaction costs influence savings rate, investment

decisions, technological innovation and long-term growth rates (Levine, 1996).

2.2 Bank-based and Market-based Financial System 

Traditionally financial system structure basically can be divided by two

categories: Bank-based and market-based, but china's financial system neither bank­

based nor market based, it is unique or can say undeveloped.

In bank-based financial systems such as Germany and Japan, banks play a

leading role in mobilizing savings, allocating capital, overseeing the investment

decisions of corporate managers, and in providing risk management vehicles. In

market-based financial systems such as England and the United States, securities

markets share center stage with banks in terms of getting society's savings to firms,

exerting corporate control, and easing risk management (Demirguc-Kunt and Levine,

2001).

Since the 19th century, many economists have argued that bank-based systems

are better at mobilizing savings, identifying good investments, and exerting sound

corporate control, particularly during the early stages of economic development and in

weak institutional environments. Others, however, emphasize the advantages of

markets in allocating capital, providing risk management tools, and mitigating the

problems associated with excessively powerful banks. Economists have constructed a

vast number of theoretical insights into the comparative advantages of different

financial systems (Allen and Gale, 1999).
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The bank-based view highlights the positive role of banks in (i) acquiring

information about firms and managers and thereby improving capital allocation and

corporate governance (Diamond, 1984; Ramakrishnan and Thakor, 1984), (ii)

managing cross-sectional, inter-temporal, and liquidity risk and thereby enhancing

investment efficiency and economic growth (Allen and Gale, 1999; Bencivenga and

Smith, 1991), and (iii) mobilizing capital to exploit economies of scale (Sirri and

Tufano, 1995). The bank-based view also stresses the shortcomings of market-based

systems. Stiglitz (1985), for instance, argues that well developed markets quickly and

publicly reveal information, which reduces the incentives for individual investors to

acquire information. Banks, however, mitigate this problem since they form long-run

relationships with firms and do not reveal information immediately in public markets

(Boot, Greenbaum, and Thakor, 1993). Also, Boot and Thakor (1997) argue that

banks - as coordinated coalitions of investors - are better than uncoordinated markets

at monitoring firms and reducing post-lending moral hazard (asset substitution).

Proponents of the bank-based view also stress that liquid markets create a myopic

investor climate (Bhide 1993). In liquid markets, investors can inexpensively sell their

shares, so that they have fewer incentives to exert rigorous corporate control. Thus,

according to the bank-base view, greater market development may hinder corporate

control and economic growth. Furthermore, Gerschenkron (1962) and Rajan and

Zingales (1998) stress that powerful banks can more effectively force firms to re-pay

their debts than atomistic markets, especially in countries with weak contract

enforcement capabilities. Without powerful banks to force repayment, therefore,

external investors may be reluctant to finance industrial expansion in countries with

underdeveloped institutions. Thus, the bank-based view holds that banks -­

unhampered by regulatory restrictions on their activities -- can exploit scale

- 9 - 



economıes ın information processing, ameliorate moral hazard through effective

monitoring, form long-run relationships with firms to ease asymmetric information

distortions, and thereby boost economic growth (Levine, 2002).

The market-based view highlights the growth enhancing role of well­

functioning markets in (i) fostering greater incentives to research firms since it is

easier to profit from this information by trading in big, liquid markets (Holmstrom

and Timle, 1993), (ii) enhancing corporate governance by easing takeovers and

making it easier to tie managerial compensation to firm performance (Jensen and

Murphy, 1990), and (iii) facilitating risk management (Levine, 1991; Obstfeld, 1994).

Moreover, the market-based view stresses problems with banks. Specifically,

powerful banks can stymie innovation by extracting informational rents and

protecting established firms with close bank-firm ties from competition (Hellwig,

1991; Rajan, 1992). Furthermore, powerful banks with few regulatory restrictions on

their activities may collude with finn managers against other creditors and impede

efficient corporate governance (Hellwig, 1998; Wenger and Kaserer, 1998). In

contrast, competitive capital markets play a positive role in aggregating diffuse

information signals and effectively transmitting this information to investors, with

beneficial implications for firm financing and economic performance (Boot and

Thakor, 1997; Allen and Gale, 1999). Thus, proponents of the market-based view

stress that markets will reduce the inherent inefficiencies associated with banks and

enhance economic growth (Levine, 2002).

2.3 Measurement of both Types of Financial System with china 
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Table 1 A comparison of Financial Systems: Bank-based vs. Market-based 

measures (value-weighted approach) 

panel a) Bank and Market size

Measures
English French German Scandinavian Sample ChinaOrigin* Origin* Origin* Origin* Average

Bank Credit/GDP 0.62 0.55 0.99 0.49 0.73 1.11
(0.24)"

Overhead 0.04 0.05 0.02 0.03 0.03 0.12
Cost/Bank
Total Assets
Value 0.31 0.07 0.37 0.08 0.27 0.11
traded/GDP

Market Cap/GDP 0.58 0.18 0.55 0.25 0.47 0.32

panel b) Structure Indices Markets vs. banks**

Measures
English French German Scandinavian Sample ChinaOrigin* Origin* Origin* Origin* Average

Structure Activity -0.76 -2.03 -1.14 -1.83 -1.19 -1.07
(0.46)"

Structure Size -0.10 -1.05 -0.07 -0.69 -0.55 -1.24
(0.29)"

Structure -4.69 -6.00 -5.17 -6.17 -5.17 -1.48
Efficiency (-3.07)"
Structure

1.21 -0.05 0.66 0.13 0.72 NIA aggregate
Structure 7.02 8.21 10.15 7.72 8.95 16.00regulatory

panel c) Financial Development (Banking and Market sectors)

Measures English French German Scandinavian Sample ChinaOrigin* Origin* Origin* Origin* Average

Finance activity -1.18 -3.38 -0.84 -2.86 -1.58 -0.85
(-2.38)"

Finance Size 5.10 4.29 5.22 4.60 4.95
-1.02

(-2.55)"
Finance 2.18 0.44 2.85 1.04 2.01 -0.60
Efficiency (1.14)"

Finance aggregate 1.23 0.13 1.47 0.48 1.05 NIA 

Notes: *: The numerical result for countries of each legal origin group is calculated based on a value­
(GDP of each country) weighted approach; **: Measuring whether a country's financial system is
market- or bank-dominated, the higher the measure, the more the system is dominated by markets; 3:

Numbers in brackets indicate bank credit issued to the Hybrid Sector of China (instead of total bank
credit)
Sources: Franklin Allen, Jun Qian, And Meijun Qian, "China's Financial System: Past, Present, and
Future", July 21, 2005, page 77.
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I first compare the size of a country's equity markets and banks relative to that

country's gross domestic product (GDP) in the panel a) of Tablel. China's stock

markets are smaller than most of the other countries, both in terms of market

capitalization and the total value traded as fractions of GDP. In order to measure the

actual size of the market, "total value traded" is a better measure than "market

capitalization," because the latter includes non-tradable shares while the former

measures the fraction of total market capitalization traded in the markets, or the

"floating supply" of the market. By contrast, China's banking system is much more

important in terms of size relative to its stock markets, with its ratio of total bank

credit to GDP (1.11) higher than even the German-origin countries (with a weighted

average of 0.99). However, when we consider bank credit issued (or loans made) to

the Hybrid Sector only, China's ratio drops sharply to 0.24, suggesting that most of

the bank credit is issued to companies in the State and Listed Sectors. Moreover,

China's banking system is not efficient: its overhead cost to total assets (O. 12) is much

higher than the average of French-origin countries (0.05), the next highest group of

countries.

The panel b) of Table 1 compares the relative importance of financial market

vs. banks ("Structure indices"). China has the lowest scores for both Structure

Activity and Structure size, suggesting that its banking sector is much larger than its

financial markets, and this dominance by the banks over markets is stronger than the

average of all LLSV sample countıies. In terms of Structure efficiency, which denotes

the relative efficiency of markets vs. banks, China has the highest score, suggesting

that its stock markets are actually relatively more efficient than banks compared to
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other countries. This result is mainly driven by the extremely high costs of China's

banking system.

I also compare the development of the entire financial system ("Financial

Development"), including both banks and markets in the panel c) of Table 3. Given

that all other countries' measures were based on private bank credit only, if we only

include China's bank credit made to the Hybrid Sector, we find that China's overall

financial market size, in terms of both Finance Activity and Finance Size is smaller

than the LLSV sample average level, and is only higher than the French-origin

countries' average. In terms of Finance Efficiency, China's measure is below all sub­

samples of LLSV countries. Based on the above evidence, we can conclude that

China's financial system is-dominated by a large but inefficient banking sector and

undeveloped market sector.
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SECTION 3 

BASIC STATUE OF CHINA'S FINANCIAL SYSTEM 

Since 1978 the People's Republic of China (PRC) government has been

reforming its economy from a Soviet-style centrally planned economy to a more

market-oriented economy but still within the political framework, provided by the

Communist Party of China. This system has been called "Socialism with Chinese

characteristics" and is one type of mixed economy.

China's Financial System

I I I I 

Banking and Financial Non-standard Foreign Sectors
Intermediation sector Markets sector Financial sector (FDI, Capital Flows)

L 
~ 

Policy Banks H Stock Market I Informal Financial
institutions

~ 
Commercial Banks I Bond Market I Informal Financial

- Institution

~ 
State Owned H Government Bond I 

Coalitions/

Partially State Corporate Bond I 
~ institutions among

- Owned Hybrid Sector firms
and their investors

H Venture Capital I 
Private Owned- and Foreign

I Real Estate

Non-bank Financial~ 
institutions

H RCC, UCC, postal savings

TIC, mutual funds, Finance~ 
companies

Figure 1 overview of China's Financial System 
Source: Franklin Allen, Jun Qian, Meijun Qian, China's Financial System: Past, Present, and Future,
July 21, 2005, page 93
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the government, which must periodically bail out banks by taking over their Non­

performing loans. Indeed, companies are further encouraged to seek bank financing

by the fact that state controlled banks almost always automatically roll over maturing

loans at low rates. This is a classic case of moral hazard. Costs and risks are absorbed

by state owned banks, which ultimately pass them to the government. The result is

produced a massive deadweight of Non-performing loans.

For now, the burden of debt servicing is manageable. But government bail out

can only is a temporary solution for clearing the balance sheets of state owned banks.

NPLs are becoming unsustainably large. The national debt as a percentage of Gross

Domestic Product (GDP) is estimated to be around 20%. But if you add implicit debts

to this figure, it rises to over 130% of GDP, which would likely cause the government

to lose its current sovereign risk rating. It is unclear how much longer china can afford

to keep bail out its banks.

In the recent years, the Chinese government has taken active measures to

reduce the NP Ls and improve the efficiency of the banking sector.

• First, four state-owned asset management companies ( Dong Fang, Hua Rong,

Great Wall, Xin Da) were formed with the goal of assuming the NPLs

accumulated in each of the Big Four state banks and liquidating them.

• Second, state-owned banks have diversifies and improved their loan structure

by increasing loans made to individual lenders while being more active in risk

management and monitoring of loans made to State-Owned Enterprises

(SO Es).
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