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Abstract

This thesis mainly explores legal and regulatory issues regarding the private lending
market in China, which is a vital element of the country’s shadow banking system and
used by millions of private businesses as an alternative financing channel. Over the
past four decades, China said goodbye to the old centrally planned economy and
embraced Adam Smith’s free market ideology. It has witnessed the rapid growth of
private capitalism as local entrepreneurs started their business ventures to pursue
personal wealth. In contrast to the well-known story of China’s economic
achievements, how Chinese businesses are being financed remains a secret. In fact,
most entrepreneurs have been facing severe financing difficulties, for the state-
dominated banks often refuse to lend to the private sector. Therefore, they can only
rely on private financing to borrow money, giving rise to a massive private lending
market running outside of the official regulatory regime. In recent years, the shadow
banking system has encountered a series of credit crises when numerous borrowers
failed to repay high-cost private debts as a result of the slowdown of Chinese economy.
It caused investors heavy financial losses and led to a large number of corporate
bankruptcy cases. Many bosses chose to abandon their companies and run away to

evade debts.

Against this background, this thesis is a timely work to investigate China’s shadow
banking system and answers the following questions: First, how the private lending
market has evolved into a major form of alternative finance for private businesses;
Second, what factors contributed to the private lending crisis, what impacts the crisis
had on relevant stakeholders, and what problems were exposed during the crisis; Third,
whether the current legal framework is effective and efficient in regulating private
lending activities, and if not, what can be improved; Fourth, to what extent China’s
experimental financial reforms can solve the private financing puzzle; Fifth, whether
British SME:s also face the similar financing dilemma as their Chinese counterparts do,
and what alternative financing methods are available in the UK. After answering these
questions, the thesis provides recommendations for China’s policy-makers, in terms of
how to regulate private loans and creating more financing resources for private

entrepreneurs.
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Chapter 1 Introduction

1.1 Research Background

In the late 1970s, China started to launch a series of market-oriented economic reforms
guided by the reform and open-up policy (E{H /%), and gradually abandoned the
planned economy model that had been implemented in the previous three decades." It
brought back the market discipline and established the socialist market economy (1
2 LT HEATF) where the private sector plays a larger role in the allocation of
resources and economic production.? As the state slowly gave way to the market over
the past few decades, China has seen the rapid growth of private capitalism as
entrepreneurs started to run businesses and pursue personal wealth, leading to the fast
expansion of the private sector as well as the overall economic size. From 1978 to
2012, the Chinese economy experienced a average of 9.8 per cent annual growth in its

GDP.’ In 2010, it surpassed Japan as the second largest economy in the world.*

Apparently, the economic advancement in China can be largely attributed to the
reviving private sector. It is formed by ten million privately-owned businesses which
accounted for approximately 60 per cent of China’s GDP in 2012.° They contribute
significantly to the economy by producing a variety of products and services for the
general public, creating job opportunities in cities and rural areas, as well as paying
considerable taxes to the state. It should be noted that the majority of private
enterprises are SMEs, as they take up 99 per cent of the total number of firms in China.’
Clearly, the economic development has created a large amount of private wealth.

According to the latest rich list, China had 594 billionaires (in USD) in 2016,

" The economic reform was initiated by Deng Xiaoping in the meetings of China’s Communist Party

at the end of 1978, who has been viewed as the architect of China’s reform. For more information on

China’s economic reform, see Linda Yueh, China's Growth: The Making of an Economic Superpower
(Oxford University Press 2013), p.19.

* The Economist, “China’s Reforms: The Second Long March” (11 December 2008), p.30.
? Jianhong Zhu, “35 Years, Chinese Economy Keep Rising” People’s Daily (21 November 2013), p.4.

* Mure Dickie and Jonathan Soble, “China Displaces Japan as Second Biggest Economy” Financial
Times (15 February 2011), p.9.

> People, “Private Economy Accounted for over 60% of GDP, Registered Private Enterprises Exceeds
10 Millions” (3 February 2013), available at http://finance.people.com.cn/n/2013/0203/c1004-
20414645.html, accessed 1 January 2017.

% Yijiang Wang, “The Reason to Save SMEs at First” (Business Review, February 2009), p.40.



outnumbering the US which had 535 billionaires.” Moreover, some of China’s private
businesses have become global leaders in their respective fields, such as Lenovo,

Huawei, Tencent, Alibaba, Baidu, and Wanda.

Behind the success story of Chinese economy, the author attempts to reveal the secret
of financing difficulties faced by millions of Chinese entrepreneurs, which is rarely
known to readers in the West. The limited financing resources have always been a main
obstacle impeding the growth of Chinese businesses, especially SMEs.® This resulted
from the state monopoly in China’s financial industry. Despite the proliferation of
private capitalism in the country, the state monopoly still prevails in a number of
industries of strategic importance, such as the banking, telecommunication, petroleum,
and railway. In terms of the banking sector, most Chinese lenders have strong
government backgrounds and are thus heavily influenced by the official lending
policies.” As a result, state lenders have a strong preference in making loans to other
state-run companies or local government infrastructure projects. When it comes to
private businesses, Chinese banks favour large-scale private companies which are
considered as more secure as they are more likely to provide adequate collaterals and
guarantees. Conversely, small and medium-sized enterprises have little chance of
borrowing bank credits. In 2015, SMEs in China accounted for 60 per cent of the GDP,
50 per cent of tax revenue, and 80 per cent of urban employment.'® However, it is
difficult for SMEs to pass the strict credit test and obtain a bank loan, as the loan reject

rate is 72 per cent for businesses with fewer than 500 employees.''

As a result, there is a huge conflict between the rising private economy and the
inadequate credit amount. It can be seen as one of fundamental challenges in the

Chinese economy. Accordingly, Chinese entrepreneurs in need of money are forced to

" BBC News, “China Tops US in Numbers of Billionaires” (13 October 2016), available at
http://www.bbc.co.uk/news/business-37640156, accessed 1 January 2017.

¥ Emma Dong and Simon Rabinovitch, “China’s Lending Laboratory”, Financial Times (23 May
2012), p.11.

? Violaine Cousin, Banking in China (2nd ed. Palgrave MacMillan 2011), p.56.

' Lucy Hornby and Gabriel Wildau, “Beijing Tries to Extend Credit Lines in the Countryside”
Financial Times (07 Aug 2015), p.2.

" Ye Huang, “What Is the Cause for SME Financing Difficulty?” People (25 August 2014), available
at http://finance.people.com.cn/bank/n/2014/0825/c202331-25528320.html, accessed 1 January 2016.



look for alternative finance outside the banking sector. Meanwhile, the Chinese
population have accumulated a significant amount of private wealth in the economic
boom, and are seeking a way to increase the return on their savings.'> The abundant
private capitals in the society, thus, supply sufficient funds to the private lending
market and contribute to its prosperity. As a result, private businesses have been reliant
on private lending as an alternative form of finance. Private lending means lending
and borrowing activities that happen outside the realms of the state banking system
and is therefore mostly unregulated. According to one estimate, the size of informal
lending market in China amounted to CNY 4 trillion (USD 582 billion), or 8§ per cent
of the official lending in the country."

Private financing has evolved into a massive and complicated market, which is a
unique product of China’s special political and economic environments in the reform
era. Nonetheless, there is a contradiction between the thriving private lending market
and insufficient regulation. In the past, the government turned a blind eye to
underground financing, as most market participants benefited to some degree from
shadow banking.'* However, the advent of the global financial crisis and the slowing
down of Chinese economy led to a different situation.' It triggered a so-called “private
lending crisis” across the country in 2011, as many private businesses, particularly
manufacturers and exporters, fell into insolvency due to the fierce competition and the
decline in sales.'® As a consequence, numerous entrepreneurs could not pay off private

debts, and chose to hide, run away, or even commit suicide. The rising defaults in the

"2 In 2014, the total investable assets held by Chinese individuals reached 112 trillion yuan, with an
annual growth rate of 16 per cent between 2012 and 2014. See China Merchants Bank and Bain &
Company, “2015 China Private Wealth Report”, p.5, available at
http://images.cmbchina.com/cmbcms/201506/b7ee1bf8-47fa-4ba7-ba99-7545a62f6cal .pdf, accessed
1 January 2017.

"> Rahul Jacob, Ping Zhou and Simon Rabinovitch, “Chinese SMEs Rely on Shadow Financing”
Financial Times (19 Oct 2011), p.2.

'* While private entrepreneurs, through private lending, obtain sufficient credits to grow their
businesses, investors who put their money into the market earn good returns which are much higher
than that of bank savings and other average investments.

!> After 2008, affected by the global financial growth, China’s economic growth has gradually slowed
down, from double-digit growth rate to the current 6-7 per cent level. Most recently, the year-on-year
GDP growth rate was 6.7 per cent. See Tom Mitchell and Yuan Yang, “China's Growth Adds to Fears

on Debt Levels” Financial Times (20 Oct 2016), p.4.

' Julie Ball, “China Set to Reform Illicit Private Finance Market” BBC News (20 April 2012),
available at http://www.bbc.co.uk/news/business-17746171, accessed 1 January 2017.



private lending market made thousands of investors, whether professional
moneylenders or ordinary households, suffer substantial financial losses. What made
things worse was that many investors had borrowed money from their relatives, friends,
and business partners, in order to use the leverage to increase the return of investments.
Therefore, when borrowers failed to repay, the whole private lending market collapsed
like a domino, leading to a severe financial crisis which undermined the financial and
social stability. People, the official media in China, even called it the “Chinese-style

subprime crisis”."”

In response to lending crunches, the Chinese authority, through a series of financial
reforms, has been exploring effective methods to regulate the shadow banking system
as well as how to increase the credit supply for private businesses. In 2012, the State
Council set up a pilot reform zone in Wenzhou city, China’s entrepreneurship hub, in
order to test a regulatory system for private financing. The reform also encourages
qualified private investors to establish banks or new-type financial institutions, such
as rural banks or small-loan companies, to improve SMEs’ access to finance.'®
Currently, the Chinese economy has entered into a new phase of development, which
is called New Normal (¥ %) featured by a slower growth rate and the change of
growth engine from manufacturing and construction sectors towards services and
innovation. '’ It is necessary to have a multi-level financing system comprising
banking, the securities market, and private financing to support the sustainable growth
of Chinese businesses and foster entrepreneurship. Moreover, the regulation of private
lending echoes China’s recent “supply-side reform” (fft43] 2 %) that aims to let the
market produce products and services that the society really needs.”” Evidently, the
financial industry is supposed to provide sufficient credits for businesses needing
funds. Therefore, it is high time for China to find an effective way to legalise, regulate,

and supervise private lending activities. The new regulatory framework shall try to

'7 Simon Rabinovitch, “Lending Loses Its Lustre for China's Rich” Financial Times (5 October 2011),
p.22.

'8 PRC State Council, “The Overall Scheme of Financial Reform Pilot Zone in Wenzhou, Zhejiang
Province” (2012)

' Martin Wolf, “China's Struggle for A New Normal” Financial Times (23 Mar 2016), p.13.

*% Tom Mitchell, “Beijing Struggles to Meet Needs of Middle-Class Consumers” Financial Times (20
Jan 2016), p.7.



control financial risks associated with the rampant underground lending practices,

whilst boosts the financial availability for private enterprises.

1.2 The Scope of This Research

A. Private Lending in China's Context

The financial industry can be broadly divided into the banking sector, the securities
market, and the insurance sector. However, outside mainstream financial
intermediaries and activities, there exists a hidden world of informal finance which is
underexplored by academics.? Private lending, in this thesis, belongs to the informal
financial sector in China. It should be noted that the research concentrates on private
lending as an alternative form of business finance, rather than ordinary small-sum
moneylending activities among our relatives, friends, colleagues, and acquaintances,
which widely exist in most countries for thousands of years.”> From this perspective,
individuals or corporates borrow private loans for the purpose of business operation,
whilst moneylenders and investors lent out their money in exchange for interests as
the financial return. Borrowers of private loans, in most cases, are Chinese
entrepreneurs and their businesses, and lenders can be anyone who has spare savings
or capitals and intends to invest. Despite the popularity, private financing lacks a clear

legal status and proper regulation.

B. Regulation

The term “regulation” in this research is broadly conceived.” It roughly equals the
official control over private lending activities, which includes not only the creation
and formulation of policies, legislations, and other quasi-legal tools, but also the

dynamic process of monitoring and supervision carried out by some official authorities.

! Informal finance also contains a wide range of financial activities and markets, and for instance,
lines of credit with supply chain networks, pawnshops, sharecropping, land pawning, and private
lending. See Sarah Hsu, “Introduction” in by Jianjun Li and Sara Hsu (edited), /nformal Finance in
China: American and Chinese Perspectives (OUP 2009), p.5.

2 Ordinary lending activities for non-business purpose are subject to China’s contract law and other
legislations.

» Regulation is a word of ambiguity and can be understood in different ways, from the narrow
definition like the making and implementation of rules by a certain authority, to any social and
economic influence exerted by the state on people’s behaviours. See Robert Baldwin, Martin Cave
and Martin Lodge, Understanding Regulation: Theory, Strategy, and Practice (2nd Edition, Oxford
2012), p.3.



There are two points worth mentioning. Firstly, although some discussions about
business insolvency will be inevitable when it comes to the private lending crisis, this
research does not plan to conduct a full analysis of China’s insolvency law.** Secondly,
this thesis focuses on the practical side of regulation, rather than the theoretical
perspective. Nonetheless, some important financial regulation theories like public

interest theory will be mentioned in the work where it is necessary.

1.3 Research Aim and Questions

The main objective of this research is to explore a legal framework for legalising,
regulating, and supervising the private lending market in China, to make it better serve
the financing needs of private businesses. In order to achieve this goal, the thesis will

answer the following research questions:

A. To conduct an inquiry into the nature, causes, and characteristics of private
lending activities in China.

- What is the definition of private lending and its main characteristics?

- What similarities and differences can be found between private lending and
other comparable concepts, such as informal finance, shadow banking, and peer-to-
peer lending?

- How has private financing become an important financing method for private

businesses in China in the era of reform and open-up?

B. To investigate the financial crisis in China'’s underground lending market.

- What caused the private lending crisis in 2011?

- What impacts did the crisis have on relevant stakeholders, including investors,
borrowers, and the wider economy?

- What are the economic problems that need to be solved by regulatory reform?

C. To evaluate the current legal framework of private lending in China, to find out

** China’s has established a comprehensive bankruptcy system for its business organisations,
including three sets of insolvency proceedings: liquidation, reorganisation and reconciliation, through
the implementation of PRC Enterprise Bankruptcy Law 2007. However, it does not have personal
insolvency law at the moment, which results in a lot of problems in the practice and will be analysed
later.



how it works, what deficiencies it has, and how to better improve it.

- What constitutes the current legal framework of private lending in China?

- It is effective and sufficient enough to deal with private lending-related issues?
Any drawbacks?

- What is the role played by China’s judicial authorities in the regulation of

private lending?

D. To discover the most appropriate method of legalising and regulating China's
private lending market, so that it is able to assist in the development of small and
medium-sized enterprises.

- How does China’s ongoing financial reform respond to the private lending
crisis?

- To what extent can the pilot regime regulate private financing in an effective
and efficient way?

- To what extent can the financial liberalisation in China alleviate the financing
dilemma of private businesses? Is it able to break the monopoly of state lenders and
build a fairer and more efficient financial system?

- What is the financing situation of SMEs in the UK?

- What alternative forms of finance are available for UK businesses?

- How are these non-bank lending practices regulated in the UK?

1.4 Research Methodologies

Financial law is inherently an interdisciplinary area of study. Therefore, this research
contains discussions and analyses from both law and finance perspectives, as it
conducts a thorough examination about how the private lending market works, as well
as how it is being regulated by law. The study is carried out in a library-based manner,
by collecting, assessing, and synthesising the existing literature, including but not
limited to sources like journal articles, textbooks, newspapers, magazines, policies,
statutes, regulatory rules, and other research reports. Considering the limited
availability of the literature in this field, the researcher tries his best to explore all

possible materials, and to present them in an orderly fashion.



Moreover, this research intends to employ the doctrinal method to evaluate the existing
policies, laws, and regulations in China as regard to private lending. Doctrinal research
lies at the centre of the work of any lawyers, as it is the process to identify and
scrutinise the contents of law.?” Through the analyses of current legislations and
regulatory rules, the researcher attempts to examine whether the legal framework is
adequate and effective to tackle private financing-related problems. In addition, it tries
to find out, to what extent, the law is able to tell the difference between legitimate
private financing activities and illegal (or criminal) lending practices. Is also contains
doctrinal analyses of the latest regulations made by China’s pilot financial reform, as
well as British laws and regulations in terms of SME lending. Apart from doctrinal
legal research, the researcher also considers some economic theories, such as the

supply and demand theory and financial regulatory theories.

Moreover, some historical and comparative analyses can be found in this research. For
instance, it reviews the Chinese history relating to lending and banking, which is
necessary to explain where current private lending activities come from. Furthermore,
there is an entire chapter dedicated to the assessment of SME lending in the UK, which
adds a comparative perspective to this study. This study includes the UK into its
discussions because Britain has a thriving private sector consisting of 5.2 million
businesses, and 99.9 per cent of them are SMEs.”® Besides, the UK has seen a variety
of alternative forms of finance for SMEs, like digital focused challenger banks and
online peer-to-peer business lending. Therefore, analysing the UK’s SME lending
situation can offer some potential solutions to China’s SME financing puzzle.
However, it is worth-noting that this is not a strict comparative legal research, since
the UK does not have a private lending market comparable to that of China, for the
popularity of Chinese private financing activities originate from the country’s unique

social context.

** Terry Hutchinson, “Doctrinal Research” in Dawn Watkins and Mandy Burton (edited), Research
Methods in Law (Routledge 2013), p.9.

26 Department for Business, Innovation and Skills (BIS), “Business Population Estimates 2014”, p.4.
The BIS was replaced by the Department for Business, Energy & Industrial Strategy (BEIS) in July
2016.



1.5 Originality of This Research

The recent decade has seen an increasing number of academic works in terms of
financial regulation in China, most of which focus on its banking sector and securities
market.”” When it comes to China’s informal finance sector, only limited research can
be found, and most works in this area are pieces of economic analyses.*® Therefore,
the legal and regulatory aspects of private lending have been largely underexplored.
Clearly, this research aims to fill this gap in the existing literature. It is the first work
to probe into China’s shadow banking crisis, and to comprehensively study the legal
issues and regulatory practices relating to private financing. Therefore, its originality
and significance is self-evident. Furthermore, private lending is considered as an
important component of China’s shadow banking system. Thus, this research engages

in the heated global discussion about shadow banking and its regulation.

The study also has some practical implications. Nowadays in China, as the financial
industry is developing at an unprecedented speed and the private lending market has
been in constant crises, the Chinese regulatory system is facing multiple challenges
and expects to undergo massive transformations. Evidently, the reform of financial
industry and its regulatory framework needs firm theoretical supports, so this research
can benefit China’s financial reform by providing valuable suggestions for the policy-
makers. Last but not least, an understanding of the private lending market is essential

for legal practitioners whose clients have business presence in China.

1.6 Main Difficulty of This Research

This research faces some challenges, and the biggest one is the lack of official data
that the researcher can refer to. Despite the prevalence of private financing activities,

there is no official monitoring over this market. Moreover, the study of China’s shadow

*" For example, in terms of China’s banking regulation, see Violaine Cousin, Banking in China @™
Edn. Palgrave Macmillan 2011); As for its securities market regulation, see Robin Huang, Securities
and Capital Markets Law in China (Oxford University Press 2014), and Jing Bian, Chinas Securities
Market: Towards Efficient Regulation (Routledge 2016).

¥ Professor Xuzhao Jiang was the first economist to research informal finance in China, and
published the book, The Research of Informal Finance in China (Shandong People’s Publishing
House 1996). Most recently, the Oxford University Press published a selection of works titled
Informal Finance in China: American and Chinese Perspectives (OUP 2009), edited by Jianjun Li and
Sara Hsu. Despite its wide coverage on this topic, there exists limited discussion regarding legal and
regulatory issues of private lending.
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banking has been a relatively new subject, so the existing literature is limited.
Nonetheless, the lack of data and literature can also demonstrate the originality of this
work. To address this problem, the researcher endeavours to exhaust all possible
sources of information in this area, such as news reports from China’s official media
like Xinhua CHiHEW), People’s Daily (N HR) and Global Times AEKEIHR), as
well as articles in well-known English financial newspapers and magazines like
Financial Times, Wall Street Journal, and The Economist. The researcher guarantees

that all materials used in this thesis are authentic, reliable, and complete.

1.7 Why I Wish to Explore This Subject?

Here I will briefly explain what inspires me to conduct this research. I come from
Xiamen, a commercial city located on China’s southeast coastline. Xiamen, with a
population of 3.5 million, has a well-developed economy and a prosperous private
sector. In 2015, the city’s GDP was CNY 346.6 billion (USD 50 billion), growing by
7.2 per cent from one year earlier.”” In recent years, I have personally witnessed the
private lending investment bubble in Xiamen and its burst in 2011. Private financing
is a common way of obtaining credits for local businesses in Xiamen, and local
residents are crazy about lending out their money to earn interests (the annual return
rate usually stands over 20 per cent). Take my father as an example. As a practicing
lawyer in China, he used to be suspicious of private lending investments due to their
risky nature. However, when one of his friends kept asking him to join a lending
scheme by promising a attractive return plus the personal guarantee, my father could
not resist the temptation and agreed to invest a large amount of money.”® Many of our

friends and relatives also invested a lot in the market at that time.

After lending out the money, my father did enjoy good investment returns for one year,
as interests worth 3 per cent of the principal was paid each month. However, when
Xiamen faced the private lending crisis in 2011, the moneylender who looked after my

father’s money suddenly ceased to pay interests. My father started to realise that the

* Xiamen Statistics Bureau, “2015 Xiamen City Economy and Social Development Report”,
available at http://www.stats-xm.gov.cn/tjzl/tjgb/ndgb/201603/t20160322 28169.htm, accessed 1
January 2016.

3% For two times, he transferred CN'Y 800,000 (USD 116,448) and CNY 300,000 (USD 43,668)
respectively to the moneylender.
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chance of getting back the principal was slim. He knew the moneylender also suffered
heavy losses as a large number of its debtors defaulted. In the end, my father lost all
of his money in the lending scheme. In Xiamen, there are thousands of investors like
my father who experienced heavy financial losses during the crisis, and as a result,
many of them tried to hire lawyers and file lawsuits against their debtors to claim back
the money invested. Between 2010 and 2013, there were 17,548 private lending civil
cases heard by Xiamen’s courts, with a total amount of CNY 13.79 billion (USD 2
billion).*" Therefore, a lot of investors asked my father to be their attorney to launch
the civil litigations, so he had very good businesses after the crisis. Ironically, my father,
who was a victim of the private lending crisis, somehow benefited from the crisis as

well.

What happened in Xiamen has triggered my interests in researching the private lending
market. Besides, when I attended the university in Shanghai, I studied law as well as
finance. Accordingly, I am especially interested in the interplay between law and
finance. After that, I came to England and studied banking and finance law at
postgraduate level at the University of Leeds. I was fascinated by the knowledge in
this area, particularly the International Banking Law module taught by Professor
Andrew Campbell. I wrote a master dissertation on the topic of deposit insurance. After
the postgraduate education, I started to think about applying what I have learned in
Shanghai and Leeds to solve China’s private lending puzzle, which finally leads to this

doctoral thesis.

1.8 A Summary of Chapter Outline

The remainder of this work consists of six chapters. Following this introductory
chapter, the chapter two, titled “Private Lending in China: Origin, Concept, and
Characteristics”, elaborates the background knowledge of private lending, in order to
provide an understanding about how the private lending market works in the Chinese
context. As we know, private lending activities have developed under China’s special

economic and political environments, so any discussions would be incomplete without

3! Xiamen News, “Unveiling Four Largest Private Lending Cases in Xiamen, The Money Involved Is
Over One Billion Yuan” (30 August 2014), available at
http://news.xmnn.cn/a/xmxw/201408/t20140830_4030674.htm, accessed 1 January 2017.
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assessing the country’s social system. The chapter starts with a brief review of the
history of lending and banking in China, followed by a detail explanation about how
private lending has become a major form of finance for Chinese private businesses
under the socialist market economy. Then, it tries to discuss the similarities and
differences between private lending and other comparable concepts, including
informal finance, shadow banking, and peer-to-peer lending. In the end, it summarises
main characteristics of private lending practices. Clearly, the contents in this chapter

lay a sound foundation for analyses in the rest parts of the thesis.

Chapter three, titled “The Private Lending Crisis: Causes, Risks, and Effects”, attempts
to investigate how the recent credit crisis has broken the win-win situation in the
private lending market, with disastrous impacts on most market participants. It tries to
expose risks and problems in the market. Firstly, it examines factors that led to the
crisis, including the macroeconomic condition, overheated speculation, as well as the
tightened credit policy. It reveals how high-cost private loans create a heavy debt
burden for enterprises. Next, it continues to probe into the effects of the crisis on both
lending and borrowing sides, by carrying out case studies of insolvent businesses,
runaway bosses, fraudulent lending schemes, and investors who suffered massive
financial losses. It hopes to uncover relevant financial risks and economic problems

associated with underground lending.

The chapter four, titled “The Legal Framework of Private Lending”, evaluates the
existing legal framework of private lending in China, to see its effectiveness as well
as deficiencies. The relevant policies, laws, and regulations as regards to private
lending will be studied. At first, it briefly introduces China’s legal system, and then
moves on to examine the changing official attitudes towards private lending, which
plays a vital role in determining the legitimacy of private financing activities and
affects the policy-making process. After that, the chapter focuses on three areas of laws
relating to private lending, including civil laws (mainly contract), criminal liabilities,
and interest rate regulations. It also assesses how these laws are being enforced by
China’s judicial system, to find out whether the legal framework is sufficient and
effective enough to cope with the thriving underground lending sector. Finally, it
summarises the major problems and defects in the current legal system that need to be

addressed in the future reform.
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The chapter five, titled “Solving The Private Lending Puzzle: Experimental Reform
and Financial Liberalisation”, explores solutions to China’s private lending puzzle. It
begins with some analyses about the rationale for regulating private financing, by
considering both regulatory theories and China’s practical needs. Next it studies the
latest financial reform in Wenzhou, in particular, the experimental regulatory system
based on loan registrations, as well as Wenzhou private financing interest index, to test
their effectiveness and practicality. Moreover, the chapter probes into the process of
financial liberalisation in China, featured by the opening up of banking sector to
private investors. It examines, to what extent, the relevant reform measures can

improve the financing conditions of private businesses.

The chapter six, titled “SME Credit Financing in the UK. Practice and Regulation”,
investigates the financing situation of smaller businesses in the UK, as well as
alternative forms of finance. Its objective is to provide a comparative view of how to
address the financing difficulties faced by SMEs. It firstly points out the definition of
SMEs in the British context, and their vital importance to the national economy. It
continues to assess financing options for SMEs in the UK, including bank credits, to
see whether British SMEs face a similar financing dilemma as their Chinese
counterparts do. The remainder of this chapter presents and evaluates a number of
alternative financing channels in the UK, including challenger banks, peer-to-peer

lending, and consumer credits. Relevant laws and regulations are also scrutinised.

The chapter seven will be a chapter of conclusion which summarises the main findings
of this thesis, and makes a final statement. It examines how the research questions
have been answered throughout the work, and points out the contributions of this study.
It also offers recommendations for the policy-makers in China. Finally, it states the

limitations of this research, and recommends things to be done by future research.
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Chapter 2 Private Lending in China: Origin, Concept, and Characteristics

2.1 Introduction

Private lending, one of the most primitive financing activities in the human history,
has been regaining its popularity in modern China. In order to understand why Chinese
entrepreneurs have been heavily reliant on credits from private lenders to fund their
businesses, we have to explore the current economic system in China as well as the
the country’s history of finance, in which private financing activities have emerged
and developed. Moreover, there are some concepts in the existing literature that also
refer to non-bank financing activities and thus share similarities with the notion of
private lending in this thesis, such as informal finance and shadow banking." It is clear
that the overlaps and differences among these concepts need to be clarified. In recent
years, China has seen the rapid development of peer-to-peer lending (P2P lending)
market, which is widely described as the “online version of private lending”.? Despite

the close relationship between private lending and P2P lending, there is a distinction

in terms of advertisement methods and geographical presences, which will be analysed.

The objective of this chapter is to introduce and analyse the background knowledge
regarding the private lending market in China, including its conceptual definition,
historical evolution, and main characteristics, which lays a sound foundation for the
analyses in the following chapters. The second part provides a brief review of the
history of lending and banking in China, from the ancient times to the year of 1978
when the Chinese authority decided to reform and open its economy. Then, the third
part examines the revival and developments of private lending activities in
contemporary China (1978 to present), with a particular focus on how the private
lending market has become a major financing source for the rising private sector. After

that, the parts four, five, and six investigate the similarities and differences between

" In the past, most credits in China’s financial system came from the formal banking sector. However,
now credits are available from a wide range of non-bank financiers, such as trusts, leasing companies,
credit guarantee companies, and money market funds. All of these, together with private lending,
constitute China’s vast shadow banking sector. See The Economist, “Battling The Darkness: Shadow
Banking in China” (10 May 2014), p.71.

* China now has the largest P2P lending sector in the world, with more than 3,000 active online
lending platforms. See The Economist, “China’s P2P Lending Boom: Taking Flight” (21 January
2016), p.69.
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private lending and three other concepts: informal finance, shadow banking, and peer-
to-peer lending, in order to help readers to have a better understanding about the
specific definition of private lending. Finally, the part seven summarises major

characteristics of private lending practices in China.

2.2 A Brief History of Lending in China

Finance plays a central role in the development of commodity economies.’ The current
financial system in China, whether banking or private lending, can find their origins
in the country’s 5000 years of history. Therefore, the research on private lending shall
start with a quick examination of the predecessors of modern Chinese lenders, and in
this part, we are going to review China’s lending history in three time periods: Firstly,
lending in ancient and imperial China (Pre-1912); Secondly, financial modernisation
in the period of Republic of China (1912-1949); Thirdly, lending and banking activities
under the centrally planned economy in the early days of the People’s Republic of
China (1949-1978).

2.2.1 Credit, Lending, and Banking in Ancient and Imperial China (Pre-1912)

China has a prolonged history of civilisation, including its history of financing and
lending. Private lending, as a simple practice of moneylending between individuals,
can be traced back to the Western Zhou Dynasty (1046-771BC). At that time, the
moneylending contracts were called Fu Bie (f4%1]), which was clearly documented in
the book Rites of Zhou (Jf4L), a work on the official political and ritual systems of the
Zhou dynasty.” Fu means the written form of the contract, including the object of debt,
as well as rights and obligations of the lender and the borrower. Bie means splitting
the paper into two parts, which would be held by the lender and the borrower
respectively. If two lending parties had any disputes regarding the contract, the official
handling the case would make the judgement based on the contents written on two
separate parts of Fu Bie provided by both parties. The existence of Fu Bie indicates
that moneylending was a common practice in ancient China three thousand years ago,

as the ruling class then already stipulated a standard form of lending contracts and its

3 Zhengping Chen, 4 Brief History of Finance in China (UK: Paths International 2014), p.1.

* Huihui Wen, “Fubie and Zhiji: Two Major Forms of Contracts in the Pre-Qin Period”, (2004) 12
Shixue Yuekan (History Monthly) 20, 20.
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dispute resolution mechanism.

At the end of Eastern Zhou Dynasty (Warring States or fi% &), Qing Shi Huang (&1
&), the first emperor of China, united a number of separate kingdoms by force in 221
BC, marking the beginning of imperial China.’ After that, the agriculture-dominated
Chinese economy enjoyed steady growth for a long time, under a politically stable
environment. During the Han Dynasty (206BC-220AD), due to the rapid growth of
the commodity economy, private lending activities and usuries were prevalent in the
society, especially for businessmen.® A lot of businessmen in need of capitals tried to
borrow credits, whilst some rich individuals like landlords and government officials
became moneylenders and earned interests on their loans. In response to the rising
usuries, the imperial government of Han announced a piece of regulation for private
lending, capping the interest rate at 20 per cent a year; lenders who charged interests
above the limit would constitute an criminal offence, called Qu Xi Guo Iv (BT
which literally means charging interests over law).” It was the first regulation of private

lending in the Chinese history.

By the time of Tang Dynasty (618-907AD), the private lending market was already
mature, as mortgage lending and pawn broking became popular.® A variety of
professional lending institutions were established at that time. For example, as the
Buddhism was introduced to China and gain its popularity in Tang Dynasty, Buddhist
monks often engaged in private lending business and Buddhist temples, serving as
religious shrines and receiving a lot of donations from people, had an extra role as
financial institutions which extended loans to individuals who wanted to borrow

money.” When the time came to Song Dynasty (960-1279 AD), Jiao Zi (%% 1),

probably the oldest paper note in the world, was circulating in the Southwest Sichuan

> Ray Huang, China: A Macro History (Routledge 1997), p.12.

%Qin Hui, “The Classic Lending Relationship in Han Dynasty”, China Economic History Research
(1990) Vol.3, available at http://www.hprc.org.cn/pdf/ZJSY 199003011.pdf, accessed 1 February 2017.

7 Ibid.

¥ See Tonghua Luo, The Research of Private Lending in Tang Dynasty (Taiwan: Commercial Press
2005).

? Ibid., p.81.
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region.'* Originally, Jiao Zi was designed as a certificate of deposit, since it was
inconvenient for businessmen to carry heavy metals (like gold and silver) when they
travelled. Therefore, they could deposit metal currencies at Jiao Zi Pu (32 -4 or Shop
of Jiao Zi) in exchange for a paper certificate, and afterwards withdrew the same
amount of medals from Jiao Zi Pu’s branches in the travel destination. Gradually, some
merchants founded it easy to make payments by Jiao Zi directly, instead of depositing
and withdrawing medals frequently. As a result, Jiao Zi became a de facto currency in
that region. It is clear that Jiao Zi Pu might be the earliest banking institution in China

which took deposits, made loans, and issued notes.

In the Qing Dynasty (1644-1912 AD), the last imperial dynasty in the Chinese history,
lending and banking businesses became more professional and institutionalised, as
Piao Hao (3%%5) and Qian Zhuang (%)) emerged as initial forms of modern
banking.'' Piao Hao originated from North China’s Shanxi Province, and it had
functions similar to that of Jiao Zi Pu. Nevertheless, the system of Piao Hao was much
more advanced as they collectively formed a national banking network, enabling
merchants to transfer large amounts of silver money between towns and provinces.
Piao Hao also issued cashable notes for businessmen and individuals, allowing people
to deposit and withdraw money at any Piaohao’s branches across China. In contrast to
Piao Hao, Qian Zhuang’s commercial banking businesses had limited geographical
presence in South China. Following the Opium Wars in the middle of 19" century,
some European banks in particular British banks entered into China to serve the
booming trading businesses between two continents. It was the first time when modern
Western banking was introduced to China. For example, the Hong Kong and Shanghai
Banking Corporation, now the HSBC, was one of Western banks that began to offer
trade financing services at that time.'* The HSBC was founded in Hong Kong in 1865
and soon developed into the largest foreign lender in China. During the late 19"

century, foreign banks exerted control over China’s foreign trade financing and

19 John S. Bowman, Columbia Chronologies of Asian History and Culture (New York: Columbia
University Press 2000), p.105.

'See Chengming Wu, “The Evolution of Piaohao and Qianzhuang, and the Emergence of Private
Banks”, in Dixin Xu and Chengming Wu (eds.), The History of Chinese Capitalism, Volume Two
(People’s Publisher 1990).

"2 HSBC, “The History of HSBC”, available at http://www.hsbc.com/about-hsbc/company-
history/hsbc-history, accessed 1 May 2016.
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international remittance businesses. In addition, they also took part in commercial
banking businesses like taking deposits and making loans, as foreign lenders often

formed a close business partnership with local financial institutions like Qian Zhuang.

In summary, throughout the history of ancient and imperial China, moneylending
activities could be found in most time periods as they played a vital role in the
formation and development of the commodity economy and capitalism. Moneylenders
and financial institutions in the past channelled spare capitals in the society to those
who needed to borrow money to survive the lives or run businesses. While Fu Bie
demonstrated the existence of lending contracts in the remote past as well as the
wisdom of ancient Chinese in solving lending disputes, Qu Xi Guo Lv, an offence in
Han’s criminal code, exhibited the ruler’s determination to crack down usuries and
protect borrowers two thousand years ago. Moreover, the Chinese lending history
reveals the trend of financial institutionalisation, like the establishments of quasi-
banking institutions such as Jiao Zi Pu, Piao Hao and Qian Zhuang. As the Chinese
economy grew and prospered, the society was in need of financial services like saving,
lending, and money transferring. The demands led to the creation of early banking
institutions. Finally, after the Opium Wars, the modern banking model was introduced
to China as Westerners started to trade with China, representing a new era in the

Chinese history of finance."

2.2.2 Financial Modernisation in the Republic of China (1912-1949)

The imperial government of Qing dynasty was neither capable of modernising China’s
economic and political systems, nor able to defend foreign aggressions. Therefore, the
Xin Hai Revolution (3¢ 2 %) in 1911, led by Mr Sun Yat-Sen, ended the ruling of
the Qing Court and established the Republic of China (ROC), marking the beginning
of China’s republican era.'* The ROC period is perceived as a golden age for China’s
financial industry. In terms of the banking sector, the ROC period witnessed the
establishments of hundreds of banking corporations, which were launched by the state,
private domestic investors, and foreign investors. The examples of state-owned banks

were the Bank of China (BOC) which focused on foreign exchange businesses, and

'3 Zhengping Chen, 4 Brief History of Finance in China (UK: Paths International 2014), p.6.
'*Ray Huang, China: A Macro History (Routledge 1997), p.242.
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the Bank of Communications that provided financial supports for the flourishing
industries. These two banks survived several revolutions in the 20" century and are
still operating today."” The BOC was founded in 1912 when it played dual roles as
being a commercial bank as well as the central bank for the Nationalist government
until 1928."° In 1928, the Nationalist government set up a specialised central bank in
Shanghai where the Minister of Finance Mr Song Ziwen served as the first governor.'’
Consequently, the central banking function of BOC was stopped, and it afterwards
obtained an exclusive charter to conduct the businesses of international exchange and

trade financing.

During the Republican era, private capitalism prospered and a large number of new
Banks were established all over China. In addition to state-backed banks, Chinese
entrepreneurs either set up latest banking institutions or converted traditional financial
institutions like Piao Hao and Qiang Zhuang into Western style banks. Major players
in North China included Yien Yieh Commercial Bank, Kincheng Bank, Continental
Bank, and China & South Sea Bank, which were collectively called “Four Northern
Banks”.'® Meanwhile, the so-called “Three Southern Banks” dominated banking
services in South China which referred to Shanghai Commercial and Savings Bank,
National Commercial Bank, and Zhejiang Industrial Bank.'” Besides, foreign banks
took up leading positions in certain business areas, such as foreign trade financing,
whilst ordinary banking businesses were mostly controlled by Chinese lenders.”’ In
response to the fast expansion of banking industry, the Republican government set up
the Financial Supervisory Bureau in 1927, given the power to supervise monetary and

banking businesses in China.*' The Financial Supervisory Bureau was affiliated to the

15 More information about the Bank of China will be introduced under the “China’s State-Dominated
Banking Sector” in the part three.

' Bank of China, “History of Bank of China”, available at
http://www.boc.cn/en/aboutboc/ab1/200808/t20080814 1601747 .html, accessed 1 May 2016.

'7 Zhaojin Ji, 4 History of Modern Shanghai Banking (Routledge 2002), p.170.
'8 Ibid., p.121.
" Ibid., p.114.

2" Albert Feuerwerker, “The Foreign Presence in China”, in John K. Fairbank (eds), The Cambridge
History of China: Volume 12, Republican China, 1912-1949, Part 1 (Cambridge University Press
1983), p.199.

*! Financial Supervisory Commission (Taiwan), “The Overview of Banking Bureau Financial
Supervisory Commission” (March 2014), p.3, available at
http://www.fsc.gov.tw/fckdowndoc?file=/BB-20140520BankingBureauOverview(1).pdf&flag=doc,
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Ministry of Finance, and it was the first official financial regulatory authority in

China’s modern history.

In the early 19" century, Shanghai, as China’s economic centre, benefited from the
country’s fast growing capitalism and became the largest financial centre in the Far
East, competing with other international financial centres like London and New
York.? At that time, Shanghai accommodated the headquarters of 54 Chinese banks,
as well as branches and offices of 27 foreign incorporated banks. Moreover, Shanghai
operated various financial markets and exchanges for the trading of securities,
commodities, gold and silver. It is interesting to see that, in recent times the current
Chinese government initiated a plan to build Shanghai into a first-class international
financial centre before 2020, in accordance with the country’s rising economic power
and the internationalisation of Renminbi.>’ Shanghai, therefore, has been slowly

reiving its status where it belonged 0 80 years ago.

In a nutshell, the ROC period observed the emergence of a modern banking industry
in China, with hundreds of banks being established to serve the ever growing financing
needs of the capitalist economy under industrialisation. Government funded banks and
privately funded banks flourished in most regions. In order to regulate the prosperous
banking industry, the Nationalist government established China’s first central bank as
well as the first banking regulator. A number of national financial centres like Beijing,
Tianjin, and Chongqing emerged, and in particular, the city of Shanghai obtained its
reputable position as a major global financial centre. This period of time, therefore,

marked a golden age of China’s banking industry.

2.2.3 China’s Banking Industry Under Centrally Planned Economy (1949-1978)
After the World War II, China experienced a civil war between 1946 and 1949. The

war is called Jie Fang Zhan Zheng (War of Liberalisation or fi# i/ 4+) which was

accessed 1 May 2016.

** Economics & Finance Net, “How Did Shanghai Beat Beijing to Become the Financial Centre
During the ROC Period?”, available at http://finance.cenet.org.cn/show-99-67168-1.html, accessed 1
May 2016.

 Shanghai Municipal Government, “Financial Centre”, available at http://en.sjr.sh.gov.cn/financial-
centre/index.shtml, accessed 1 May 2016.
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fought between the incumbent Nationalist Party and the rising Communist Party. The
Communist Party finally won the war, and gained the full control of most parts of
China, and its leader Mao Zedong declared the founding of the People’s Republic of
China (PRC) in October 1949, indicating the start of Communist China.** The socialist
revolution resulted in massive upheavals of the society, as the Communist Party
reshaped the the free-market capitalist economy into a Soviet Union-style centrally
planned economy. As a result, from 1950s to 1970s, the state played a decisive role in
the economy, and most private businesses were converted into state or collective
ownership. According to the socialist ideology, banks have been seen as an integral
part of the socialist economy, which shall be fully controlled by the state to carry out
central economic plans.”® As a result, in the early years of PRC, the banking industry
was the first sector to experience nationalisation, for all commercial banks were taken
over by the Communist government, and being managed by the Ministry of Finance.
Later, the People’s Bank of China (PBOC) was established, and it was assigned with
the mandate to perform the function of central banking as well as act as the sole
commercial bank in the country.*® Therefore, the nationalisation process led to a full
stop of the once prosperous banking sector, since under the centrally planned economy

there was no need for hundreds of banks competing with each other.

2.3 Private Lending in Contemporary China

However, things have changed completely again in 1978. From 1949 to 1978, China
experienced economic stagnation for a long time when the centrally planned economy
model was thoroughly implemented. When the reformer Deng Xiaoping took over the
Communist Party after the death of Mao Zedong in the late 1970s, he was determined
to bring the market discipline back to China, in order to revitalise the sluggish economy.
In December 1978, the Chinese government launched a series of market-based
economic reforms guided by the well-known Gai Ge Kai Fang (Reform and Opening

Up or B2 TFFiX) policy, introduced at the Third Plenary Session of the 11th Central

**Michael Lynch, Access to History: The People's Republic of China 1949-76 (2nd Edition, Hodder
Education 2008), p.4.

% Paul Bowles and Gordon White, The Political Economy of China’s Financial Reforms (Westview
Press 1993), p.47.

* Robin Huang, Securities and Capital Markets Law in China (Oxford University Press 2014), p.5.



22

Committee of the CPC.>” One central issue on the agenda was to shift the working
focus from the political movement to the economic development. The meeting is
considered as a pivotal turning point in the modern history of China. Afterwards, China
has established a new economic system, which is referred to as the Socialist Market
Economy. It is featured by a mixture of the free market and heavy state intervention,

which will be examined later.

The market-oriented reform turned out to be a huge success, as China witnessed a
period of unprecedented economic growth from 1978 to 2012, proved by the average
9.8 per cent annual increase in its GDP.?® The stories of China’s economic
achievements are already familiar to readers in the West, but few people are aware of
the drawbacks of the current economy model in China, as the subject has remained
underexplored by existing scholars. Therefore, the next part of the chapter is going to
illustrate one significant flaw in the China’s dual-track economic system. Despite the
rapid growth of private capitalism, the country’s state-dominated banking sector failed
to provide sufficient credits for millions of private businesses. Thus, Chinese
entrepreneurs have to seek alternative financing channels outside the banking sector,
and the private lending market naturally fills the gap. Now, the author will use the
supply and demand theory to explain the popularity of private lending in China.

2.3.1 The Socialist Market Economy (Post-1978)

After the initiation of market-oriented reforms in 1978, the Communist Party devised
the Socialist Market Economy, in order to accommodate the increasing needs from
people for the economic development and the improvement of life quality.*’
Apparently, the new economic system contradicts with the previous Socialist Planned
Economy in which all economic decisions regarding investment, production and

distribution were made according to state plans. However, it is also distinguished, to a

large extent, from traditional market economies where economic activities and prices

*" Xinhua, “Third Plenary Session of the 11th Central Committee of the Communist Party of China
(1978)”, available at http://news.xinhuanet.com/ziliao/2003-01/20/content_697755.htm, accessed 1
May 2016.

2 People’s Daily, “35 Years Chinese Economy Kept Rising” (21 November 2013), p.4.

** Paul Bowles and Gordon White, The Political Economy of China’s Financial Reforms (Westview
Press 1993), p.12.
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of goods and services are mostly determined by the “invisible hand” of the market. In
fact, China’s Socialist Market Economy can be viewed as a mix approach based on
both the free market and the state control in various key industries. Therefore, it is also
referred to as the state capitalism under which the growth of private businesses is in
parallel with the prioritisation of state-owned enterprises in some crucial sectors.’® The
reason for Mr Deng and his successors to adopt this economic structure for China is
not difficult to understand. While the Communist Party is eager to employ the market
discipline to rejuvenate the economy and build an industrialised country, it has to
ensure the unbreakable principle of one-party state through exerting strong influences
over the country’s economic operation. Therefore, the Socialist Market Economy
model, which is compatible with China’s political reality as well as the urgent need for

economic growth, has been implemented in recent decades.

Although the Chinese economic system is defined by its own government as a variety
of classical market economies, its market economy status has not been fully recognised
by the international community. For instance, at a European Parliament gathering in
May 2016, EU lawmakers voted against granting the market economy status to China,
considering that the economy was still largely controlled by the state and a large
number of firms have been heavily subsidised to lower exporting prices.’’ However,
some Chinese experts pointed out the denial of China’s market economy status was
mainly due to the EU’s trade protectionism, since extra taxes can be levied at goods
imported from a non-market economy country.’> Apart from the EU, major economies
including the United States, Canada, Japan, and India have not yet admitted the market

economy status of China.”

Under the Socialist Market Economy, the state intends to remain in absolute control of
a few industries having strategic importance. In 2003, the State Assets Supervision and

Administration Commission (SASAC) was established, so as to represent the country

30 See, for example, Kellee S. Tsai, “The Political Economy of State Capitalism and Shadow Banking
in China,” (2015) 51 Issues & Studies 55, 55.

3! Viktoria Dendrinou, “Europe Opposes Market Status For China”, Wall Street Journal (13 May
2016), A8.

32 Qingging Chen, “EU Should Admit China’s Market Economy Status”, Global Times (13 May
2016), available at http://www.globaltimes.cn/content/982842.shtml, accessed 1 May 2016.

33 Ibid.
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to perform the duty of managing and supervising the state-owned enterprises in which
the central government is the majority sharecholder.’* The SASAC, affiliated to the
State Council, enjoys powers such as appointing directors and senior managers for
SOEs, approving the decisions regarding large investments, and approving resolutions
of merger and acquisition. In 2006, the State Council reaffirmed that the state shall
have controlling stakes in companies from seven sectors, including armament, power
generation and distribution, oil and petrochemical, telecommunication, coal, aviation,
and shipping.® Clearly, it shows that the Chinese government is playing a vital part in
the economic operation. At present, around 106 SOEs are directly managed by the
SASAC, ranging from China National Nuclear Corporation, Wuhan Iron & Steel
Corporation to China Mobile, most of which are national champions in their respective
sectors. *° It should be noted that, despite being largely state-owned, financial
institutions in China like banks, securities firms, and insurance companies have not

been governed by the SASAC.”’

In the latest Fortune 500 List, a ranking of the largest 500 companies in the world,
China occupied 98 positions, and 76 out of them are state-owned firms.”® The Chinese
SOEs, protected by favourable policies and generous financial supports, have become
the largest and most profitable businesses in the world, but their business operation
mostly remains limited to the Chinese borders. In contrast, in other industries which
are not dominated by the state, like the Internet industry, there exist some truly global
brands, such as Baidu, Alibaba, and Tencent (widely known as the “BAT”).39 It is
evident that the success of Chinese SOEs is mainly because of their de facto monopoly

status. In sharp contrast, private capitalism flourished in the rest of industries where

3% State Assets Supervision and Administration Commission, “Main Functions of SASAC”,
http://en.sasac.gov.cn/n1408028/n1408521/index.html, accessed 1 May 2016.

3% Huanxin Zhao, “China Names Key Industries For Absolute State Control”, China Daily (19
December 2006), p.1.

3% State Assets Supervision and Administration Commission, “The Directory of Central SOEs”,
available at http://www.sasac.gov.cn/n86114/n86137/c1725422/content.html, accessed 1 May 2016.

37 There will be more introduction about the shareholder structure of state-owned banks later.

¥ Scott Cendrowski, “China's Global 500 Companies Are Bigger Than Ever—And Mostly State-
Owned”, Fortune (22 July 2015), available at http://fortune.com/2015/07/22/china-global-500-
government-owned/, accessed 1 May 2016.

** Yuan Li, “China Circuit: Troika Spends Big To Rule Internet”, The Wall Street Journal (20 October
2016), B4.
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the state influences barely exist.

2.3.2 Rapid Development of Private Economy Under Market-Oriented Reform

As the state plan gave way to the market discipline, the Chinese population, who
experienced poverty and limited material conditions for three decades (1949 to 1978),
started to pursue personal wealth and run private businesses, leading to a period of
rapid economic growth. The chart below shows the China’s GDP data after the launch
of economic reform. It increased 173 times in total, from CNY 365 billion (USD 53.1
billion) in 1978 to CNY 63.59 trillion (USD 9.26 trillion) in 2014. Such a high speed
of economic advancement is rare to see in the global history. Consequently, in 2010

China replaced Japan as the world’s second-largest economy, just next to the United

States.*’
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Figure 1: China's GDP Growth (1978 to 2014) *!

There is no denying that the real driving force behind China’s economic rise is the
proliferation of private enterprises, as they have been gradually replacing low-efficient
SOEs under the planned economy.** Although it is unusual to see the co-existence of
socialism and entrepreneurship in one country, it does happen in China. The private

sector, driven by the desires of millions of Chinese entrepreneurs to pursue wealth and

* Mure Dickie and Jonathan Soble, “China Displaces Japan As Second Biggest Economy”, Financial
Times (15 February 2011), p.9.

*! Data source: National Bureau of Statistics, China, available at
http://data.stats.gov.cn/ks.htm?cn=C01&zb=A0501, accessed 1 May 2016.

*2 Ross Garnaut et al., Private Enterprise in China (ANU Press 2012), p.15-20.
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a better life, has brought competition, innovation, and productivity to the economy. As
aresult, the country has seen the emergence of the entrepreneurial class who endeavour
to operate profit-driven firms to compete in the market.”> The rapid growth of Chinese
economy, to a large extent, shall be attributed to what private entrepreneurs have done

over the past few decades.

In particular, small and medium-sized enterprises (SMEs) play an important and
indispensable role in the economic progress. In China, the definition of SMEs can be
found in a piece of regulation jointly made by four ministries in charge of economic
policies.* The Chinese SMEs are divided into three sub-categories: small-sized,
medium-sized, and micro-sized enterprises. The standards of classification were
different according to the specific industry where a firm belongs.* A firm is
categorised into different sizes based on the annual revenue, the total asset figure

and/or the number of employees.

Industry Standard Micro Small Medium Large
(Million Enterprise = Enterprise = Enterprise Enterprise
Yuan)
Agriculture, Revenue (Y)  Y<O0.5 0.55Y<5 5<Y<200 Y>200
Forestry,
Husbandry&
Fishery
Heavy Industry Number of X<20 20<X<300  300<X<1000 X=>1000
Employees
X)
Revenue (Y) Y<3 3<Y<20 20<Y<400 Y>400
Property Revenue (Y) @ Y<I 1<Y<10 10<Y<2000  Y=2000
Development
Total Asset Z<20 20<Z<50 50<z<100 7>100
(2]
Other Unlisted Number of X<I0 10<X<100  100<X<300 = X=>300
Industry Employees
X)

# Linda Yueh, “China’s Entrepreneurs” (LSE Working Paper Spring 2008), available at
http://cep.lse.ac.uk/pubs/download/cp253.pdf, accessed 1 May 2016.

* See the “Regulation on the Classification Standards for Small and Medium-sized Enterprises”
(GXBLQY [2011] No. 300). It was jointly promulgated and published by four ministries: Ministry of
Industry and Information Technology, National Bureau of Statistics, National Development and
Reform Commission, and Ministry of Finance. An electronic version of the regulation is available at
http://www.miit.gov.c/n11293472/n11293832/n11293907/n11368223/13912671 .html, accessed 1
May 2016.

* In the regulation, there are 15 categories of specific industry sectors plus one category for those
enterprises that are not included in any other categories.
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Table 1: Selected Examples of Classification Standards for SMEs in China™*®

As the market-oriented reform continues, the private sector has become a major
component of Chinese economy. According to one estimate, SMEs generate 60 per
cent of China’s GDP and provide 80 per cent of employment.*’ It is evident that the
private sector now contributes more to the national economy than its state-owned
rivals do. However, for most businesses, it has been difficult to borrow credits from
Chinese banks most of which are firmly controlled by the state. The research of Lin
Yifu, a economist and the former vice president of World Bank, suggested that less
than 1 per cent of Chinese SMEs have access to bank loans.*” Moreover, Professor
Wang Yijiang pointed out, despite the importance of Chinese SMEs, they only use 20
per cent of financing resources in the country.* It seems disproportionate when we
compare the amount of SME lending to their economic contributions. The next part is
going to find out why Chinese lenders refuse to grant loans to the burgeoning private

sector.

2.3.3 China’s State-Dominated Banking Sector

Due to the legacy of centrally planned economy, the state monopoly still persists in
some industries including the banking sector. The ruling Communist Party, in order to
maintain its political and economic influences, keeps a tight grip on the financial
industry. We will take a closer look at main players in China’s banking sector to see
how the state influence is wielded. First of all, there are three entirely state-owned
policy banks, charged with the mandate to carry out specific functions in line with the
state strategies.’’ The three policy banks are: the Agricultural Development Bank of
China, assigned with the task to promote the availability and quality of financial
services for China’s agriculture sector and rural areas; the China Development Bank,

responsible for raising funds for large infrastructure projects; and the Export-Import

% The table is compiled by the author based on the regulation above.

*” Emma Dong and Simon Rabinovitch, “China’s Lending Laboratory”, Financial Times, (23 May
2012), p.11.

* Yifu Lin, “Developing Small and Medium Bank to Improve Financial Structure”, China Centre for
Economic Research (Peking University Discussion Paper 2007).

* Yijiang Wang, “The Reason for Saving SMEs at First”, Business Review (February 2009), p.40.

> Michael F. Martin, “China’s Banking System: Issues for Congress” US Congressional Research
Service (20 February 2012), p.16.
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Bank of China, which provides financial supports for exporters. In practice, they have

been seen as policy-oriented financial institutions rather than profit-driven commercial

banks.

Major commercial banks in China include four largest state-owned banks, known as
the “Big Four”, a dozen national joint-equity commercial banks, as well as hundreds
of city and rural commercial banks.”' Compared to their Western rivals, Chinese banks
have remained relatively intact from the Global Financial Crisis, and have become the
most valuable and profitable lenders in the world. The Big Four comprises the
Industrial and Commercial Bank of China (ICBC), the China Construction Bank
(CCB), the Agricultural Bank of China (ABC), and the Bank of China (BOC). They
are already largest banks in the world in terms of their market capitalisations and total
assets. According to a global bank ranking, the Big Four takes up 4 positions of the 10
largest banks in the world.>® Despite China having thousands of deposit-taking
institutions, its banking assets are concentrated in the hands of a few leading banks. In
2014, the Big Four along with the Bank of Communication, which is the fifth largest
lender, possessed 41.21 per cent of total banking assets in China.> All of the Big Four
are publicly listed on Shanghai and Hong Kong stock exchanges, which means

domestic and foreign investors can trade their shares freely.

ICBC CCB ABC BOC
Central Huijin Investment Ltd. 34.71% 57.31% 40.03% 64.02%
Ministry of Finance, PRC 34.60% 0 39.21% 0
Total State Shares 69.31% 57.31% 79.24% 64.02%

Table 2: The Ownership Structure of the Big Four Chinese Banks™*

*! Lerong Lu, “Private Banks in China: Origin, Challenges and Regulatory Implications” (2016) 31(3)
Banking and Finance Law Review 585, 586.

>2 Relbank, “World’s Largest Banks 20157, available at http://www.relbanks.com/worlds-top-
banks/market-cap, accessed 1 May 2016.

>3 People’s Bank of China, “China Financial Stability Report 2015”, p.37, available at
http://www.pbc.gov.cn/english/130736/2946072/2015090616281480816.pdf, accessed 1 May 2016.

>4 ICBC, “Annual Report 20157, p.27-28, available at
http://v.icbc.com.cn/userfiles/Resources/ICBCLTD/download/2016/21A20160331.pdf; CCB, “Annual
Report 20157, p.4, available at

http://www.ccb.com/cn/investor/notice/20160330 1459333044/20160330181904680839.pdf; ABC,
"Annual Report 2015”, p.6, available at
http://www.abchina.com/cn/AboutABC/investor_relations/announcements/a-
announcement/201603/P020160331735163226900.pdf; BOC, “Annual Report 2015, p.62, available
at http://pic.bankofchina.com/bocappd/report/201604/P020160427506439146228.pdf, accessed 1
May 2016.
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Although the Big Four are public companies, they have China’s central government as
the majority shareholder. From the table above, the state owns a large percentage of
shares of the Big Four, ranging from 57.31 per cent in the CCB to nearly 80 per cent
in the ABC. The equities are held by either the Central Huijin Investment Company
(the State Council’s investment arm) or the Ministry of Finance. Obviously, this high
level of state ownership raises the question about the independent operation of the Big
Four. In practice, the state still exerts firm controls over these banks’ day-to-day
business operation. For instance, the chairmen and CEOs of the Big Four, who are
appointed by the central government, enjoy vice-ministerial administrative powers and

therefore are often seen as government officials rather than real bankers.”

Next to the Big Four, there are 12 joint-equity commercial banks, such as China
Merchants Bank, China Everbright Bank, and Shanghai Pudong Development Bank.*
They are large national lenders, and most of them are publicly listed companies.
Generally speaking, joint-stock banks are smaller than the Big Four in terms of size,
but healthier in terms of the asset quality and profitability. Joint-equity banks were
firstly initiated by provincial governments or large state-owned corporate groups, so
similarly, they are subject to strong political influences from the government.”’
Nonetheless, in order to diversify the shareholding structure and improve corporate
governance before the public listing, some joint-equity banks invited international
banking corporations to purchase their shares. For instance, Standard Chartered holds
19.99 per cent of shares in the China Bohai Bank, and the Citigroup owns 20 per cent
of stakes in the Guangdong Development Bank.’® The only exception among national
banks is the China Minsheng Bank, which was established in 1996 by a group of
private investors. Until recently, the Minsheng Bank has been the only fully privately-

>> Phoenix Finance, “The Administrative Ranking of Senior Managers of State-owned Enterprises”,
available at http://finance.ifeng.com/news/special/gqybs/, accessed 1 May 2016.

36 Lerong Lu, “Private Banks in China: Origin, Challenges and Regulatory Implications” (2016) 31(3)
Banking and Finance Law Review 585, 587.

*7 For example, the Industrial Bank was established by the Financial Bureau of Fujian Province, and
the CITIC Bank was founded by the CITIC Group, a key state-owned investment company.

*¥ China Bohai Bank,”2015 Annual Report”, p.6, available at
http://www.cbhb.com.cn/bhbank/S101/attach/2015bhndbgzy.pdf; Guangdong Development Bank,
“2015 Annual Report”, p.83, available at http://www.cgbchina.com.cn/Channel/19772772, 1 May
2016.
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owned bank in China.” Despite being privately held, it is still subject to strict
government oversights as the appointment of its senior personnel has to be approved

by the authority.®

In addition to the Big Four and joint-equity commercial banks, there are 133 city
commercial banks and 665 rural commercial banks, operating a full range of banking
businesses within specific regions, most of which are based on former urban or rural
credit cooperatives.®' City and rural commercial banks were mostly founded and
owned by municipal or county-level governments, with the mandate to finance local
developing projects.®” In the early 2000s, most of them were restructured into modern
commercial banks, and private investors have been encouraged to purchase some
minority shares. They play an important role in supporting the development of regional
economies, and some of them even managed to expand their businesses outside of their
original bases. For example, the Bank of Beijing has presence in more than ten

provinces and municipalities, including Tianjin, Shanghai, Hangzhou, and Nanjing.®®

In summary, the common denominator of Chinese banks is their close relationships
with China’s central or local governments.®" Therefore, the Big Four and other
commercial banks have long been viewed as “policy-oriented” commercial banks as
they are subject to political influences and state interventions.® It is clear that as the
regulator, the shareholder, the financier, the businessman, the guarantor and the
employer, the state plays multiple roles in China’s banking industry.*® Apart from the

conflict of interests, many drawbacks can be observed in the state-run banking model.

*? See the Chapter Five, Part Seven, “Liberalising the Banking Industry”.
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It is widely criticised for the low efficiency and providing poor services, since Chinese
lenders can make huge profits without putting in a lot of efforts by taking advantage
of their monopoly status and the favourable policy supports. Moreover, the state-run
banking system fails to allocate financial resources to those who need it most. In fact,
most of bank loans have been given to SOEs and their financing vehicles, which often
invest in large-scale infrastructure projects or heavy industries that already face the
problem of over-capacity.®’ Chinese SOEs enjoy massive financial supports at very

low costs, whilst the private sector receives limited credits.’®

The prejudiced credit allocation mechanism is main cause for the financing troubles
of private businesses. From the start, Chinese banks have been established to help
SOE:s to fund their businesses. As a result, it forces millions of private businesses to
search for financing methods outside the banking system, like the private lending

market.

2.3.4 Private Wealth Search for Investments

The financing demands from China’s private businesses can hardly be satisfied by the
state-dominated banking industry, so the void is waiting to be filled by alternative
finance methods. In this part, we investigate where the money in the private lending
market comes from. Clearly, the Chinese people love saving, as the country has the
highest gross saving rate in the world at 49 per cent, according to the World Bank.

Country China | India Japan uUsS UK
Saving Rate (%) 49 31 22 18 12
Table 3: Gross Saving Rate of Selected Countryl(2014) *

However, the real interest rate for bank savings has been negative for a long time due
to the inflation, namely, Chinese depositors are losing money on every yuan they put

in their bank accounts.”” Consequently, Chinese investors who have a lot of savings

%7 Shen Wei, “Healthy Or Unhealthy? That Is A Problem — Unveiling The Myth Of Chinese Banks’
Success” (2013) 28(2) Journal of International Banking Law and Regulation 81, 86.
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% Data Source: World Bank, available at
http://data.worldbank.org/indicator/NY.GNS.ICTR.ZS?order=wbapi_data_value 2014+wbapi_data_v
aluetwbapi_data value-last&sort=desc, accessed 1 May 2016.

70 Tom Orlik, “Eating Bitterness in China’s Financial System”, Wall Street Journal (18 March 2011),





32

and capitals have been looking for new investments that could bring them a higher
return. For instance, the Chinese stock market saw a massive speculative bubble from
2014 to 2015, as the Shanghai Composite Index was more than doubled in one year’s
time.”" Investors competed to use their savings to purchase stocks, even though the
Chinese economy has been slowing down and the fundamentals of most public
companies have been deteriorating. Moreover, the housing price in China, fuelled by
the money from rich individuals, has been soaring in the past decade. For example, in
2015, the average housing price in Shanghai increased by 20 per cent, despite the city

government’s strict rules to curb property Speculations.””

Apparently, the equity and property bubbles demonstrate the desires of Chinese
investors to increase their wealth. Therefore, the private lending market seems a
perfect place for their money, as it can generate a return higher than that of most
investments. Moreover, in recent years, an increasing number of manufacturers in
China have been trying to diversify their business portfolios, and therefore chose to
join the lending industry. Even some state-owned corporate groups, which have
abundant cash reserves, took part in the moneylending businesses to make money by
extending loans to private enterprises.”” Clearly, the money supply from Chinese
individuals and corporate investors has contributed to the prosperity of private lending

market.

2.3.5 The Rise of Private Lending: Alternative Finance for Private Entrepreneurs
As stated, the financing dilemmas faced by private businesses in China to a large extent
resulted from the state-run banking model. Though a small number of private lenders
like China Minsheng Bank do lend to SMEs, state-owned banks grant most of their

loan quotas to well-connected SOEs. * According to China Economic Weekly, a

available at http://blogs.wsj.com/chinarealtime/2011/03/18/eating-bitterness-in-china%E2%80%99s-
financial-system/, accessed 1 May 2016.
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exporter of agricultural machines explained: “It has been difficult for SMEs to borrow
money from banks, so they can only rely on private financing. When borrowing from
banks, most SMEs are unable to provide valid mortgages, nor can they find qualified

»7> Therefore, private enterprises,

guarantors, so they often fail banks’ strict credit tests.
being refused by mainstream lenders, turn to the underground market to borrow money.
At present, the private sector in China is deeply dependent on private lending.
Nonetheless, even some public companies borrow money from private investors, like

the Hong Kong-listed fashion retailor Fujian Nuoqi Co Ltd.”

On the other hand, after four decades of rapid economic growth, Chinese people have
amassed a large amount of private wealth and are searching for good investment
opportunities. Therefore, we can see a major problem in the Chinese economy, called
“two abundances and two difficulties” (# % P %), which has been frequently
mentioned by government officials including Mr Zhou Xiaochuan, the central bank
governor.”’ It means that there is an abundance of private businesses in China which
have great difficulties in getting enough credits; meanwhile, there is an abundance of
private capitals in China with the trouble to find proper investments. Therefore, the
private lending market seems a perfect solution to the “two abundances and two
difficulties” puzzle, as it not only provides sufficient credits for private businesses, but
also offer a satisfying return for investors’ money. As a result, the private lending
market, which connects money-starved businesses with cash-positive investors, has
become prevalent in China. The interest rate for one-year private loan normally stands

over 20 per cent, compared with 1.5 per cent for bank savings of the same period.”

999
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Private lending, as a financing method, has been widely used by Chinese entrepreneurs
to borrow money from relatives, friends, business partners, professional money
lenders, and other shadow lenders. The term is interchangeable with “informal finance”
which means non-bank financing activities.” The underground lending arrangements
for Chinese businesses are also called “back-alley banking” by some academics, in
contrast to official bank lending.® Moreover, the private lending market can be
perceived as a vital part of China’s shadow banking system, for shadow banking is
defined by the Financial Stability Board as “the credit intermediation involving entities

and activities outside the regular banking system”.*!

In the recent decade, the informal lending market in China has evolved into a massive
industry, and market participants include investors, lenders, borrowers, and
intermediaries. Private lending can be conducted between the lender and the borrower
directly, or though the brokering services provided by a third part like guarantee
companies, investment companies, or underground money houses. In practice, some
underground lenders even hire professionals such as bankers, accountants, and lawyers
to run the lending businesses.*” The unregulated lenders often attract money from lots
of investors to form a capital pool, and then make loans to potential borrowers. The
business model is similar to that of banks. Moneylenders usually charge excessive
interests for their private loans, in order to pay for investors’ returns and generate
profits. The annual interest rates of private lending are generally between 14 and 70
per cent, and the high borrowing costs have caused the insolvency of many businesses

during the economic downturn.*

The popularity of private lending bas been an open secret in China’s business

7 Sara Hsu, “Introduction” in Jianjun Li and Sara Hsu (eds.) Informal Finance in China: American
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% See, for example, Kellee S. Tsai, Back-Alley Banking: Private Entrepreneurs in China (Cornell
University Press 2002).

81 FSB, “Shadow Banking: Scoping the Issues” (12 April 2011), p.2, available at
http://www.fsb.org/wp-content/uploads/r 110412a.pdf, accessed 1 May 2016.

%2 Some lenders carry out their business in a fashion similar to formal banking corporations, thus
recruit a professional team to assist in the lending procedure. See Sohu, available at
http://roll.sohu.com/20110624/n311574397.shtml, accessed 1 February 2017.

% BBC News, “Fears Surface Over Chinese Debt Amid Lending Practices” (6 October 2011),
available at http://www.bbc.co.uk/ news/business-15194663, accessed 1 May 2016.



35

community.** According to a survey by the People’s Bank of China, 89 per cent of
households and 59 per cent of businesses in Wenzhou have been actively participating
in private lending activities.® Due to the opaque nature of the informal lending
industry, there is no official data regarding its precise size. Some estimations have been
made by professional service firms and research institutions. Credit Suisse estimated
that the loan total in the underground lending market amounted to CNY four trillion
(USD 582.2 billion) in 2012.*® The Southwest University of Finance and Economics
predicted that the size of informal finance sector was around CNY five trillion (USD
727.8 billion) in 2014.%” Apparently, the private lending market has become an

indispensable part of the financial system in China, which merits more attentions.

2.4 Private Lending and Informal Finance

2.4.1 Informal Finance and Economic Development

Informal finance refers to financial activities and markets operating outside the realm
of the official financial system including banking, the securities market, and insurance.
In most cases, informal financial activities remain unregulated by a country’s financial
authority. According to Sara Hsu, informal finance encompasses a wide range of non-
bank financing activities, whether conducted through family and friends, local money
houses, or other types of financial associations.*® Informal finance provides a large
amount of credits for individuals and businesses excluded from the formal financial
system. In the 1960s, economists started to research informal finance in developing
countries, with the focus on what roles non-bank financial institutions played in the
economic and social improvements. Clifford Geertz suggested that it is necessary for
developing countries to have a middle ground between having no credit and saving

institution, and establishing a modern banking system.®’ The middle ground is
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comprised of various types of informal financial activities and institutions, such as
Rotating Savings and Credit Associations (ROSCAs), pawnshops, as well as private
lending.”® In China, informal financial activities can be categorised into six groups,
according to Professor Xuzhao Jiang: He Hui (&% or ROSCA), private lending, Qian
Zhuang (%% JE or money houses), pawn brokering, money collection, and rural
cooperative fund.”' Under most circumstances, informal finance is deeply rooted in
local and personal networking systems where lenders, borrowers, and brokers are
familiar with each other. Besides, lending parties who are acquaintances are able to
negotiate the terms and conditions of financing arrangements in a flexible and efficient
way, supporting the economic advancement in developing countries without a mature
banking sector.” In the absence of banks, informal finance bridges the gap between
people with abundant capitals and those who need money. It allows individuals to
access extra credits to purchase large-amount goods, or to start their own businesses,

which therefore contributes to the economic growth.

Furthermore, the existence of informal finance can be justified by some economic
theories. Edward Shaw and Ronald McKinnon from the Stanford University put
forward the financial repression theory to explain the causes of informal finance.
They argued that developing countries often saw their governments’ interventionist
approaches in the financial industry, such as the interest rate control of bank savings
or the state ownership of banks, in order to direct credits to some state-backed sectors
or reduce the costs of government debts. Financial repression, therefore, increases the
difficulty for the private sector to obtain adequate credits, which calls for the informal

financial market to fill the vacuum. Moreover, the prevalence of informal finance can

Economic Development and Cultural Change 241, 263.

0 ROSCAs refer to a type of financial activity based in a community where members contribute
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be explained by its advantage in solving the problem of information asymmetry.”* In
most cases, banks refuse to extend loans to SMEs, simply because lenders are unable
to gain sufficient information to assess the financial conditions of potentia