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Deciphering Banking Regulation in China 
Orhan H. YAZAR 

Abstract: The regulatory agency responsible for prudential super-
vision of the banks in China, the China Banking Regulatory Commis-
sion (CBRC), is not an independent authority. The agency’s regula-
tory actions are constrained by the central government, which has to 
balance the prudential and non-prudential consequences of bank 
regulation for its political survival. The conditions and limits of the 
government’s influence on the CBRC is analysed through an investi-
gation of three regulatory cases. The conclusion is that the CBRC’s 
regulatory actions are determined by the relative importance of pru-
dential outcomes for the government’s policy objectives.  
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Introduction 
China has continued its relatively high pace of economic growth des-
pite the global financial crisis (GFC) and its aftershocks. In 2014 the 
economy grew by 7.4 per cent, and in 2015 it is expected to grow by 
approximately 7 per cent. In governance, the new Xi–Li leadership 
has made headlines all around the world with its campaign against 
corruption. However, recent financial reforms, which received much 
less attention, are no less significant. Removing the floor on lending 
rates, approving the establishment of truly private banks and facilitat-
ing greater openness in capital account in the Shanghai Free Trade 
Zone are policy initiatives moving in the right direction for a more 
efficient financial system. Despite these positive steps and improve-
ments in the regulatory framework, highly leveraged local govern-
ments, a slowing property market and the expansion of shadow bank-
ing pose a threat to the overall stability of the financial system, par-
ticularly the banking system. Growing interdependency between the 
world markets and China has drawn a lot of attention from scholars 
to the health and stability of China’s banking sector, which provides 
most of the funding for the country’s growth. However, this atten-
tion is skewed toward non-performing loans (NPLs), ownership 
structure, liberalization and, more recently, shadow banking. This 
paper1 focuses on another key aspect of China’s banking sector, as it 
investigates the capacity of the Chinese state to regulate and supervise 
the banking industry. 

The Chinese state, governing a vast land with great diversity in 
terms of economic development, has to respond to conflicting policy 
objectives. The one-party political system in China and the entailing 
desire of the Chinese Communist Party (CCP) to continue its rule 
with an “output-oriented” legitimacy (Scharpf 1999) requires its main 
governing body – the central government – to deliver positive policy 
outcomes that will be acceptable to society. The central government, ��������������������������������������������������������
1 I would like to express my gratitude to the Global Institute of Management and 

Economics of the Dongbei University of Finance and Economics for their re-
search support. I also wish to thank Dr. James Reilly from the University of 
Sydney, Prof. Tariq Malik from the Dongbei University of Finance and Eco-
nomics and Prof. Yu-Kyung Kim from the Sogang University for their com-
ments and advice on the initial drafts of this paper. Last, I would like to thank 
the anonymous reviewers from the Journal of Current Chinese Affairs for their 
constructive comments and helpful suggestions. Any errors are mine. 
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which is mandated to preserve social stability along with ensuring 
rapid economic growth, obliges the state apparatus under its control 
to answer to demands, contradictory at times, from society and the 
market simultaneously. The bureaucratic organizations – which are 
highly dependent on the CCP and the central government to exercise 
authority – are affected, as the central government struggles to handle 
contradicting policy objectives. The lack of independence of the bur-
eaucratic organizations pushes them to follow biased central govern-
ment policies that aim to induce higher growth, improve equity in 
society or reach other desirable policy objectives. Banking-sector 
regulation and supervision is one area exhibiting a potential for clash-
es between the overall party objectives and narrow bureaucratic tasks. 

The Chinese Banking Regulatory Commission (CBRC) is the 
“independent” bureaucratic organization responsible for bank regula-
tion and supervision in China and also a unit accountable to the Chi-
nese government. For the CBRC, at times, the bureaucratic mission 
and directives developed by party leadership have conflicting objec-
tives. These conflicts and the absolute authority of the government 
over the CBRC are expected to give rise to regulatory forbearance 
and weak oversight. 

Despite this expectation, in recent years the CBRC has demon-
strated increasing capacity to regulate the banking system in some 
areas while succumbing to the central government’s demands in others. 
In order to explain the variations in regulatory performance, I analyse 
regulatory governance in China and the regulator’s capacity to act 
independently in various cases. I observe the behaviour of the CBRC 
in three regulatory events that took place between 2008 and 2013. I 
present the backgrounds, actors involved and chains of events that 
led to the regulatory outcomes – stringent or lax regulation – in each 
case. The cases presented are built on the statements in the local media 
made by the actors involved, public announcements and reports pub-
lished by public or private agents. 

In the next section, I discuss the use of regulation as a govern-
ance tool in China and the relationship between the government and 
the regulatory authority. In the section following that, I briefly pre-
sent the development of the banking sector and bank regulation in 
China. Then, in a subsequent section, I introduce the dilemmas faced 
by the CBRC and use three cases to illustrate how the regulator dealt 
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with each of these dilemmas. Last, I discuss my findings and present 
my conclusion. 

Understanding Bank Regulation in the Chinese 
Context
China frequently uses regulatory tools to steer its economy, and Chi-
na’s actions in this regard may resemble those of any other regulatory 
state. The distinctiveness of Chinese regulation, and bank regulation 
in particular, stems from the different motivations behind its regula-
tory actions. In the advanced capitalist economies, regulation as a way 
of intervening in the economy to correct possible market failures by 
the state has been an important policy tool. We can cite four main 
drivers of the adoption of bank regulation: to prevent regulatory cap-
ture, to provide a public good by a benevolent regulator, to converge 
with international rules and to use bank regulation as an economic 
governance tool. These motives are supported by various explana-
tions for bank regulation in the literature.  

The regulatory capture explanation points out the inevitability of 
the capture of a state’s regulatory function by those being regulated. 
The banks, as a powerful and organized interest group with extensive 
resources, will lobby the regulators and legislators for regulatory for-
bearance and laxity. Without counter-initiatives from the public, the 
regulatory environment will favour the banks’ interests and the regu-
latory function of the state will be dictated by the banks (see Stigler 
1971; Peltzman 1989; Shleifer and Vishny 1998; Shleifer 2005). 

In contrast, the benevolent regulator explanation expresses the 
existence of market externalities and the possibility of market failures 
that may endanger the soundness of the financial system and erode 
the savings of the public (see Pigou 1938; Keeley and Furlong 1986; 
Barth, Caprio, and Levine 2006). In the face of such threats, the state 
will act to protect the public interest by rigorously supervising the 
banks and preventing excessive risk-taking. According to this view, 
the state’s regulatory function will uphold the public interest and 
reflect the preferences of the benevolent regulators working on the 
public’s behalf. 

The international rule convergence explanation draws our atten-
tion to the development of international prudential standards and 
regulatory rules. While financial globalization has increased cross-
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border activities of financial institutions and the volume of financial 
transactions, it has also created pressure for states to provide regula-
tory environments no less favourable than those offered in other 
places, in order to keep national financial institutions at home and 
attract international investors. To avert the risks of regulatory arbi-
trage and a race to the bottom in financial regulations, major states 
with large financial services industries have worked together on sev-
eral occasions to reach a set of common prudential standards. The 
Basel Accords were the result of such cooperation. Those standards, 
agreed upon by several states, proliferated over time across the globe 
and have become international rules with the encouragement of in-
ternational organizations and the willingness of some states to signal 
to international investors the quality of their regulatory environment. 
Hence, the international rule convergence explanation says that a 
state performs its regulatory function according to international co-
operation and agreements (see Gadinis 2008; Acharya 2003). 

Last, the regulatory state explanation sees the bank-regulation 
function of the state as being closely related to the existing state–
business relationship and views the role of regulation as a tool for 
steering the economy. The regulatory state deliberately moves the 
regulation of banks away from being relational, informal and open to 
capture and delegates its regulatory function to an independent regu-
latory agency (see Moran 2001; Thatcher 2002; Gilardi 2008).  

Chinese political economy is significantly different from that of 
the countries where these explanations were born and where they 
exerted influence on the regulatory functions of the state. Hence, 
though they may shed some light onto the Chinese experience of 
bank regulation, they are inadequate to capture the divergence from 
the regulatory models of the capitalist economies. This paper at-
tempts to show the distinct features of China’s bank regulation des-
pite the steps taken in the early 2000s to converge with the independ-
ent regulatory authority model. 

Dependent Delegated Regulation in China 
China’s regulatory framework has significantly changed since the turn 
of the millennium. Faced with large sums of non-performing loans in 
the late 1990s, the Chinese government decided to reform the bank 
regulation and supervision system and adopt an independent-regula-
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tor model, which was the internationally accepted best practice at the 
time. This model introduced an “independent” authority to monitor 
risks and take action should the stability of the financial system be 
endangered by the banks. The arguments for having such an authori-
ty, despite increasing costs for the state, are similar to those in favour 
of central bank independence. Unlike ministries, an independent 
bureaucratic agency is less likely to adopt regulatory policies that will 
favour banks in return for political support. Furthermore, a special-
ized agency can supervise more effectively than could a ministry, 
which has multiple tasks and mandates.  

Such delegation of decision-making power to bureaucratic or-
ganizations in a principal–agent framework was common in China, 
where the party was aware of the complexities of governance and 
chose to use expert bureaucrats to increase governance efficiency. 
However, unlike governing parties in other countries, the CCP fol-
lowed the activities of bureaucratic organizations very closely and 
steered them towards consensus, preventing an abrupt shift from 
party policies (Shirk 1992).  

The vastness of China’s geography also made the delegation of 
authority from central to local levels in a principal–agent framework 
an imperative for governance efficiency. In China, economic and 
political decisions made by the central government are administered 
by the local governments at provincial levels. The government, as the 
principal, delegates its governing function to local governments, 
which act as agents. However, the consequences of such delegation 
may not always result in good governance, especially when local gov-
ernments and firms collude to produce outcomes that diminish pub-
lic goods, such as local protectionism (Young 2000) or lax work-
safety standards (Jia and Nie 2012).  

The new independent-regulator model added an additional layer 
of bureaucracy to China’s governance and formed a three-layered 
governance structure comprised of the principal, supervisor and 
agent (P-S-A). In this P-S-A model, the principal delegates its authori-
ty to the supervisor to inspect the agents and ensure their compliance 
or good performance (Tirole 1986). Adding a third party between the 
principal and the agent is expected to increase efficiency in monitor-
ing and evaluation. Yet, informational asymmetries between the prin-
cipal and the supervisor may result in collusive behaviour between 
the supervisor and agent, in order to mislead the principal about the 
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agent’s performance (Faure-Grimaud, Laffont, and Martimort 2002). 
The re-emergence of political actors in the financial regulatory frame-
works in the US and other countries (Gadinis 2012) can be regarded 
as a reaction to such collusion between the supervisor and the agents 
in the years preceding the 2008 GFC.  

This three-tiered agency model takes into consideration the pos-
sibility of collusion between the supervisor and the agent but fails to 
consider the possibility of collusion between the principal and the 
agent, especially when the principal has more than a single objective 
or actively seeks outcomes other than the supervisor’s mandate. In 
bank regulation, the central government (principal) may delegate its 
power to an independent agency (supervisor) to monitor risks at the 
banks (agents); however, low risk-taking in the banking sector may 
not be the only output that the government (principal) demands from 
the banks (agents). Hence, conflicts between the central govern-
ment’s objectives and the supervisor’s mandate can result in collusion 
between the principal and the agents, forcing the supervisor to use 
“selective supervision” (Motta 2010) and regulatory forbearance. 

This paper argues that applying the principal-agent-supervisor 
framework in China will produce only partially efficiency-enhancing 
results due to China’s institutional differences from other countries in 
which the P-S-A framework is applied. In China, state ownership 
continues to dominate the banking sector. The central government, 
which can control the operations of banks through patronage and the 
party-state hierarchy, relies on the banking sector for its developmen-
tal objectives and also has control over the bank regulators. Hence, in 
addition to the risk of collusion between the supervisor and agents, in 
the Chinese context the risk of collusion between the principal and 
the agents threatens effective prudential supervision.  

The central government, as the principal, can weaken the bank 
regulator’s mandate and engage directly with the agents in order to 
obtain regulatory outcomes supportive of its political survival. The 
bank-regulation process produces not only regulatory prudence or 
less risk-taking, but also varying economic outcomes dependent on 
the amount and direction of bank credit. As the principal, the central 
government may collude with banks or other actors involved in the 
financial-intermediation process in order to manage non-prudential 
outcomes that may be more valuable as political assets. To under-
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stand the conditions that may lead to such collusion, we first need to 
understand the limits of regulatory space in China’s governance.  

The Chinese Regulatory State 
The notion of a party-state with absolute control over both input and 
output of policy may be a popular way of viewing Chinese govern-
ance for those outside China. However, discrepancies between policy 
formulation and policy implementation have been a recurring theme 
in the Chinese political economy and tell a different story. As initially 
suggested by Lieberthal, who used the term “fragmented authoritar-
ianism” in this regard, the party’s executive power has been contested 
several times by other agencies and related parties that have sought 
incremental changes to initial policy designs or targets (Lieberthal and 
Oksenberg 1988; Mertha 2009). The policy makers at the top are 
aware of the loss during the policy transmission and usually collude 
with the receiving end of the policies to continue their rule (O’Brien 
2009). 

In China, the policy transmission process has become more in-
triguing in the last ten years with the introduction of several govern-
ment agencies to regulate economic activities in areas like banking, 
securities, the environment and food safety. The emerging regulatory 
state in China resembles the Western model in many respects; how-
ever, it still evinces features of a developmental state (Pearson 2005; 
Bach, Newman, and Weber 2006). It is important to highlight the 
distinctiveness of regulation with Chinese characteristics. 

Following regulation is a difficult task in China due to the 
opaqueness of the state apparatus. Actors and organizations involved 
in regulatory governance of specific policy areas rarely reveal their 
true nature. Despite this, scholars are still attempting to get a glimpse 
of the regulatory state in China. The contradiction between the CCP’s 
tight oversight of regulatory agencies and their need to act inde-
pendently is commonly recognized (see Mushkat and Mushkat 2012). 
New regulatory agencies that have flourished in the last ten years in 
China serve to ensure the party’s role in economic governance rather 
than to open a space for independent technocratic actors. The diver-
sion of Chinese regulatory governance from international norms, 
despite increasing links between the Chinese regulatory agencies and 
their counterparts, keeps the possibility of regulatory convergence at 
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bay. The significance and strategic value of various sectors define the 
stringency of regulatory controls in each sector (Hsueh 2012). Yet, 
Chinese political and market structures make the development of 
several regulatory trajectories possible (Pearson 2005, 2007). The 
independent regulatory agency model, in which the government dele-
gates its authority to decrease regulatory capture, rent-seeking and 
collusion risks as it guides the market, has been adapted to the Chi-
nese political economy.  

The delegation of the regulatory and supervisory powers to a 
separate organization within the state results in decentralization and 
increases efficiency, but does not end collusion. The regulatory au-
thority receives a conditional delegation in which the objectives of the 
party have the highest priority. Hence, China continues to present 
features of an interventionist developmental state despite having 
adopted an independent agency model. Regulatory agencies and regu-
lation of banks follow a regulatory path that is consistent with the 
extant institutional context rather than following the global model. 
The idea of a regulator free from political interference and cut off 
from incentives that may affect their operational integrity in the glob-
al model resonates weakly with Chinese regulators.  

In China, regulators’ obligations generated by relationships and 
the incentives to nurture these relationships are as important as, if not 
more important than, bureaucratic obligations. In a political system 
dominated by one party, Chinese regulators cannot easily ignore pol-
itical institutions and their demands. Among these institutions, the 
central government’s preferences take priority, as they reflect the 
preferences of the top decision makers who have almost absolute 
authority to promote and demote bureaucratic staff. If the central 
government’s preferences are key to understanding bureaucratic be-
haviour in China, it is necessary to look at its regulatory preferences 
in bank regulation cases.  

In discussing the stagnation of financial reform in China, Shih 
suggests that control over financial resources empowers political 
leaders and helps them to build up a strong network of supporters, 
decreasing the possibility of efficiency-enhancing reform (Shih 2006). 
Following Shih’s insight, it can be suggested that the regulatory pref-
erences of the party leaders will depend on the rent-distributing con-
sequences of regulatory outcomes and the consequences of regulatory 
failure for the continuity of the party elite’s rule. The CBRC as a “de-
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pendent” regulatory agency cannot ignore these preferences. When 
the central government, as the principal, sees fit to loosen or strength-
en control over the agents for politically favourable outcomes other 
than a prudent banking system, the CBRC, as the supervisor, has little 
opportunity to act otherwise.  

Hence, in China’s banking regulation, we observe a dependent 
regulatory state model that is constrained by the party’s political ob-
jectives and the individual duties of the actors involved to honour 
expectations generated by relationships. The regulation takes place in 
a permitted space in which great pains are taken not to damage any 
ties between the regulators and other actors.  

The Banking Sector in China 
The banking sector in China makes up over 70 per cent of the coun-
try’s financial market. Its huge dominance can be explained by the 
state’s total ownership of all capital, including bank capital, prior to 
the market reforms of 1978 and the very tentative steps of the gov-
ernment to liberalize the financial system in ensuing years. Before 
1978, there was only a single bank in China, the People’s Bank of 
China (PBOC), which played the dual roles of a commercial and a 
central bank. After the market reforms in 1978, this singular structure 
was divided into several government banks with various tasks in dif-
ferent economic areas. The so-called “big four” – the Bank of China 
(BOC), Agricultural Bank of China (ABC), China Construction Bank 
(CCB) and Industrial and Commercial Bank of China (ICBC) – were 
established and until 1985 were restricted to acting within their re-
spective state-defined areas. From 1985 onward, more competition 
was introduced to the banking system and small and medium-sized 
commercial banks were established by either city governments or 
joint ventures. In the 1990s, Chinese banks accumulated huge num-
bers of NPLs – mainly due to their continuous support for loss-
making state-owned enterprises. The government was forced to take 
over the NPLs from banks and transfer them to the so-called “asset 
management companies” (AMCs) in 1999. Finally, China’s accession 
to the World Trade Organization (WTO) has opened the banking 
sector to limited foreign participation.  

Since the turn of the millennium, the Chinese banking system 
has improved significantly, especially with competitive and interna-
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tional regulatory pressure brought by the WTO. In 2003 a new, more 
assertive regulatory authority, the CBRC, was established. With the 
CBRC, the bank supervisory functions were separated from the 
PBOC; however, the PBOC continues to be responsible for the over-
all stability of the financial system (Bell and Feng 2013). International 
standards such as those created under the Basel Accords have be-
come more influential in regulation, although with limited and selec-
tive implementation (Cousin 2011). The “big four” state banks were 
allowed to have foreign partners and were listed in the stock market. 
Corporate governance of banks has also received more attention 
recently.  

Despite these developments, the political constraints on banks 
and their role in the economy as expansionary or deflationary tools 
continued to hinder their rapid reform. Independent bank boards or 
regulators were still out of the question. As Carney points out in his 
evaluation of China’s banking reforms after 2002:  

Although regulatory reforms of major banks were guided by in-
ternational standards, their implementation exhibited numerous 
departures from the intention of the rules. For example, those 
standards that tended concentrate key powers in the centre of 
banking and supervisory hierarchies were implemented rather vig-
orously, while principles that required independence of banks’ 
boards and regulators were ignored in order to retain CCP control 
(Carney 2012: 22). 

In the latest episode of loose monetary policy in 2008, the Chinese 
government’s huge stimulus package was channelled through the 
banking system with less stringent risk management. The funds pro-
vided by the banking industry to the property developers and SOEs 
are at a significant risk of becoming NPLs, as Figure 1 illustrates.  

The uncertainties and stricter controls in the property market are 
likely to increase the risk of default for the banks (Deloitte China 
Financial Services Industry Center of Excellence 2012). The decreas-
ing profits of SOEs, especially the local government-controlled 
SOEs, which saw an almost 15 per cent decline in profits in the first 
four months of 2013 (MoF 2013), cast doubts on their ability to repay 
their loans. Considering China has not been able to get rid of its ex-
isting NPL portfolio in the AMCs, some see a great threat to the 
stability of the banking sector in China in the coming years (Pettis 
2012). Others suggest that China’s huge foreign-currency reserves 
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and low debt-to-GDP ratio will allow the Chinese government to 
intervene to prevent any instability in the banking sector. Besides old 
problems, the Chinese banking system faces risks from alternative 
financing mechanisms such as internet financing, shadow banking, 
new financial products and relatively weak economic growth. In this 
context, it is important to understand China’s bank regulation and the 
role of the regulator in managing risks in the Chinese banking indus-
try. 

Figure 1: Non-Performing Loans 

Source: Author’s own compilation. 

The CBRC 
The CBRC was established in 2003 after a series of banking scandals 
hit the news and both foreign and local observers pointed out the 
lack of regulatory capacity in China’s banking system, which was 
preparing to open its doors to foreign banks. At the beginning of the 
2000s, Chinese officials were displeased with several events that 
shook society’s confidence in the banking system and its official 
management. One incident, an elaborate scheme which allowed two 
bank managers in Kaiping, Guandong, to embezzle 485 million USD 
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However, the development of necessary capacity to regulate for-

eign banks, which were expected to operate in China with the WTO 
agreement, gave government a strong incentive to strengthen bank 
regulation. Entry of the global banking giants into the country and 
the possibility of future takeovers (see Nolan 2008) gave further in-
centive to the Chinese government to strengthen banks and discipline 
their management.  

In the face of banking scandals and future challenges, the regula-
tory function of the People’s Bank of China was called into question. 
In early 2002, the Central Financial Work Commission started work-
ing on a re-organization plan for bank regulation ahead of the 10th 
National People’s Congress (Naughton 2003). The new bank regula-
tor’s establishment was swift and the legal tools required by the regu-
lator were provided quickly after its establishment. It has developed a 
large network of regulatory offices spread over 36 cities in China. It is 
well staffed, and 77.4 per cent of the employees have university de-
grees or other higher-level educational credentials (CBRC 2012).  

Although the CBRC was given operational independence in the 
banking law, the State Council’s authoritative control casts doubts on 
the limits of the CBRC’s independence. Moreover, there is overlap 
between the mandates of the PBOC and the CBRC in some areas 
such as regulation of micro-finance and interbank lending (Gong and 
Zhou 2012). As China’s banking system becomes saturated and be-
gins to experiment with new financial instruments, the CBRC’s job is 
becoming more complicated than simply enforcing capital adequacy 
ratios at banks (Chang, Ting, and Ma 2012). 

The Dilemma of the CBRC 
The CBRC as an organization was established to regulate and super-
vise the banking sector in China. This function entails a responsibility 
to encourage better risk-management practices in the banking indus-
try and appropriately punish those who fail to act accordingly. Hence, 
the CBRC’s primary mission is to mitigate excessive risk-taking be-
haviour in the banking system, which is the main pillar of the finan-
cial system in China. 

But the CBRC is a state agency that is not independent from the 
CCP and its leadership. As a part of the Chinese state system, the 
CBRC has to follow guidelines provided by the State Council or the 
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Chinese government. These guidelines may be in regards to macro-
economic policy, rural development or specific issues like curbing real 
estate prices. The main objectives of the Chinese government when 
choosing macro-economic policy are guided by growth considera-
tions and a desire to maintain China’s social stability. To achieve 
these objectives, the Chinese government will leave market rules and 
mechanisms aside from time to time. This tendency can reveal itself 
in the efforts of the Chinese government to control prices of poultry 
and other food items to tame inflation or to use exorbitant taxation 
to prevent speculative sales in the housing market. The elasticity of 
market rules and mechanisms also manifests itself in decisions to ease 
or halt credit pouring into the financial system through banks. During 
the inflationary phases of economic cycles, the government can order 
a minimal release of funds to the market, and in periods of contrac-
tion it can flush the market with money, as happened following the 
2008 GFC.  

The CBRC, fighting excessive risk-taking in the banking system, 
faces a dilemma when the central government issues directives to 
increase investment in the entire economy or specific areas of it 
mostly funded by bank credit. The encouragement of more risk-tak-
ing by the government clashes with the essential risk-control duty of 
the CBRC. The CBRC cannot ignore the central government but also 
cannot fail in its risk control duties. Moreover, the incentive structure 
for career development exacerbates the CBRC bureaucrats’ dilemma.  

In the Chinese bureaucratic system, promotions usually rely on 
strong networks and the performance records of the bureaucrats. On 
one hand, the CBRC bureaucrats try to avoid any failure in the area 
of risk control that may result in a banking crisis and, consequently, 
poor performance records. On the other hand, as it is common for 
financial cadres of the CCP to be promoted from executive positions 
at banks to regulatory institutions and vice versa (Martin 2012), these 
cadres will try not to alienate their political patrons by disregarding 
their demands, which may strain their relationships and future career 
prospects. Hence, the CBRC bureaucrats have to manage their politi-
cal and bureaucratic obligations simultaneously and cautiously.  

At either the central or the local level, the government, which 
may apply pressure to the CBRC to ensure politically favourable out-
comes, has to take measured steps in their control as well. A banking 
crisis that may destabilize economic growth and cause social instabil-
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ity would be a political disaster for the CCP. Closing businesses, laid-
off workers, bankrupt businesspeople and masses who cannot access 
their hard-earned savings – this is not a favourable scenario for the 
party. The government, despite its ability to control the CBRC abso-
lutely, thus controls only loosely, as bank regulation and supervision 
is of key importance for political and social stability. The three cases 
presented below will illustrate how the CBRC performs its duties in 
various circumstances when faced with contradicting demands from 
the “principal”.  

Regulating China’s Banks 
As the Chinese financial system is dominated by bank financing, the 
CBRC is a part of the discussion in regards to major economic deci-
sions and events in the country. The financial diversification demands 
of the rising middle class, the financing difficulties of small and me-
dium-sized enterprises (SMEs), the management of local-government 
debt, shifts in the country’s economic model and other key economic 
issues require policy contribution from the CBRC. The CBRC has to 
carefully thread its way through policy discussions and take actions to 
fulfil its regulatory functions without clashing with the government’s 
policy guidelines. In late 2011, handling the crisis-like situation in 
Wenzhou, the CBRC demonstrated this balanced regulation strategy. 

The Wenzhou Mini-Crisis
Wenzhou, a city located in the southeast of China in Zhejiang Prov-
ince, is home to small and medium-sized enterprises exporting la-
bour-intensive light industry products. Wenzhou has been a model 
for other Chinese cities for its rapid export-led economic develop-
ment, entrepreneurship and use of informal finance (Tsai 2006). As 
many export businesses need flexibility in business operations, Wen-
zhou businesses have to keep their company funds liquid. Hence, 
besides conventional bank loans, businesses in Wenzhou rely heavily 
on informal finance provided by wealthy individuals. Large sums of 
money can change hands each day, even without any written records 
of the debt. The city’s strong economy ensures that debts are paid on 
time.  



��� � 150� Orhan H. Yazar ����
However, after the GFC, Wenzhou businesses suffered due to 

orders from their usual export customers in the US and Europe being 
cancelled. Banks facing higher reserve-ratio requirements from the 
central bank after 2010 further tightened the credit supply to SMEs, 
including to businesses in Wenzhou. As Zhang Lijun from China 
Everbright Bank explained, it was “definitely winter” for the SMEs, 
as banks chose to lend to “big, state-owned enterprises” (Jia 2011). 
The weak sales and financial hardships of some Wenzhou companies 
led to unpaid debts both at the informal and formal financial plat-
forms. The situation took a dramatic turn when one of the prominent 
business owners from Wenzhou escaped to the US to protect himself 
from angry financiers (Lan 2011). This incident was followed by others, 
revealing a widespread debt problem in Wenzhou.  

The possibility of a widespread economic and financial collapse 
in Wenzhou pushed the central government to act. The Chinese 
premier at the time, Wen Jiabao, in a Deng Xiaoping-style southern 
tour, visited Wenzhou and expressed the government’s support for 
the SMEs. During his visit, Wen suggested that banks “should in-
crease their tolerance for non-performing loan ratios of small enter-
prises” (Wang 2011). As one employee of a state bank in Wenzhou 
expressed, the CBRC repeatedly called for a more tolerant approach 
to SMEs and greater acceptance of NPLs (Wang 2012). It has also 
advised its own branches to apply a different risk-assessment stand-
ard to credits for small businesses and increase their tolerance of 
NPLs for these companies (CBRC 2011b). As a result of this lenient 
approach, by the end of June 2012 Wenzhou’s rate of NPLs reached 
2.69 per cent, a ten-year high, up from 0.37 per cent in 2011. In the 
first quarter of 2013, this rate further increased to 4.01 per cent (see 
Figure 2).  

In the case of Wenzhou, the CBRC clearly followed the central 
government’s directive instead of its mandate to prevent excessive 
risk-taking. The central government’s regulatory preferences tilted 
towards lax regulation in order to prevent a financial and social crisis 
that could undermine the party’s rule and bring its leaders’ ability to 
govern into question. In order to avoid such an outcome, interven-
tion at the highest level, illustrating the central government’s high 
interest in the case, allowed SMEs to capture the regulatory process. 
The central government, as the principal, asked for leniency on behalf 
of the debtors. The CBRC, as the supervisor, had to give in when the 
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central government decided that protecting SMEs was more im-
portant for the CCP than was regulatory prudence. The conflicting 
objectives of the principal made collusion between the principal and 
banks possible and resulted in regulatory forbearance. 

Figure 2: Wenzhou Non-Performing Loan Ratio 

�
Source: Author’s own compilation. 

Local Government Financing Platforms 
The relationship between the local governments and the central gov-
ernment has always been quite important for the economic govern-
ance of China. A crucial aspect of that relationship has been the ar-
rangements to share fiscal revenues and responsibilities. Changes in 
the principles guiding the fiscal responsibilities and the revenue-shar-
ing scheme have had serious consequences for the incomes and ex-
penditures of local governments. The latest of those changes oc-
curred with the 1994 tax reforms, which decreased local-government 
revenues and increased their fiscal responsibility to provide public 
services (Zheng 2009). Faced with a growing gap between revenues 
and expenditures, local governments had to find innovative ways of 
financing, as they were not allowed to borrow from the capital mar-
kets – in other words, from the banks directly. To circumvent this 
ban, local governments used state-owned enterprises (Jin and Zou 
2002) and established government-backed financing companies to 
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borrow from the local banks. The latter, so-called local government 
financing platforms (LGFP), are less transparent in their risk assess-
ments and accounting and rely heavily on land sales for their revenue 
stream (Rutkowski 2013). As Figure 3 illustrates, this opaque form of 
local-government borrowing has increased immensely since the 500 
billion USD stimulus spending, reaching 2.53 trillion USD, making 
up 29 per cent of the country’s GDP (Chao 2013). As Lu and Sun 
suggest, “most of the funding needs were met through LGFPs’ bor-
rowing from commercial banks, with the guidance to do so by the PBC and 
CBRC” (Li and Sun 2013; emphasis added). 

Figure 3: Local Government Debt 1997–2010 

�
Source: National Audit Report 2011: 3. 
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hand, were reluctant to stop lending to LGFPs, as they were compet-
ing for growth and as local governments were their preferred cus-
tomers. Moreover, the relationship between local bank branches and 
local governments made it difficult for loan officers to deny loan 
requests from the LGFPs, especially in the case of city commercial 
banks. Hence, the exposure of city commercial banks to LGFPs is 
higher than the exposure of other banks to LGFPs (Wang and Zhang 
2010). Local governments tried to avoid any limitations on new bor-
rowing by using technicalities in the published guidelines and used 
new financial tools, such as corporate bonds, to make up for the 
regulatory crunch.  

The leadership change that took place at the end of 2012 and the 
volatility caused by the world economic recovery have affected the 
capacity of the CBRC to implement measures necessary to decisively 
tackle the local government debt problem. In the Chinese political 
system, a leadership change at the top consequently entails staff 
changes at all government levels, government agencies and SOEs. 
Almost all of the stakeholders in the LGFP debt problem were af-
fected by this change, including the CBRC, the CEOs of the “big 
four” banks, local government officials and central government lead-
ership. The local government officials who were soon to leave their 
posts did not have much incentive to decrease their borrowing while 
the newly appointed local government officials announced ambitious 
spending plans to spur growth. With no incentives to cut spending, 
local government debt increased by 70 per cent from the end of 2010 
to June 2013, according to the latest National Audit Office (NOA) 
report on local government debt (Mitchell 2013).  

The soar in the local government debt in less than three years 
indicates the inability of regulatory authorities to control the risk-
taking of banks and local governments. Despite the CBRC’s incentive 
to act as the “benevolent supervisor” in the regulatory system, the 
“agents” were able to expand credit with high risks. This would not 
have been possible without the intervention of the “principal”, which 
had an incentive to avoid any sharp decreases in growth, hence it 
showed leniency towards the banks. The slow and unstable recovery 
of the world economy has contributed to the relatively slow growth 
in China, and falling inflation made the principal – the central gov-
ernment – prioritize growth over other concerns. The impact of 
monetary loosening by means of non-traditional monetary policy 
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tools such as bank reserve-requirement ratios and lending targets for 
the banks removed some of the urgency of solving the debt problem 
for local governments and banks. The new CBRC leadership ap-
pointed at the end of 2011 initially approached the problem with a 
heavy hand; however, it later had to accommodate the demands of 
the central government, which was not in favour of cutting the avail-
able credit to the local governments at once (Li 2013). As an official 
from the CBRC said to a reporter in mid-2012, “this was a natural 
decision for the CBRC, as stabilizing economic growth has become 
government’s top priority” (China Daily 2012). The CBRC had to 
accommodate the principal’s objectives, such as encouraging banks to 
lend to local governments for affordable housing projects (see CBRC 
2011a) while trying to mitigate risks at LGFPs.  

The currently slowing Chinese economy and the central gov-
ernment’s efforts to control rising property prices have clearly de-
creased the capacity of the local governments, which rely heavily on 
land sales for revenues, to service their debt. Hence, the possibility of 
default by the LGFPs is posing a real threat to the stability of the 
banking system. The local governments are counting on the central 
government to bail them out. Although the central government has 
not clearly addressed how it intends to approach local government 
debt, it signalled that it will be ready to provide support by allowing 
local AMCs to be established, which can help to diffuse the issue, just 
like China did 15 years ago with the big state banks. We have already 
witnessed the establishment of local AMCs to buy bad debt from the 
local governments in the leading economic centres of the country like 
Shanghai, Guangdong, Jiangsu, Zhejiang and Anhui with approval 
from the CBRC (Collier 2014). Their numbers increased very recently 
with new AMCs in Beijing, Tianjin, Chongqing, Fujian and Liaoning 
(Li 2014), and other local governments are in line to set up such 
companies to off-load bank NPLs and bad assets.  

Moreover, the latest audit report from the NOA suggests that a 
huge part of the debt that was supposed to mature by the end 2013 
was refinanced (Rabinovitch 2014), indicating rollover of existing 
debt obligations rather than pushing for a “harder” budget. Still, the 
responsibility to avoid a large-scale default lies with the CBRC, which 
has tried since mid-2009 to take appropriate steps to prevent the 
problem getting even bigger. However, either the steps taken by the 
CBRC were circumvented by the banks and LGFPs in some manner 
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or the central government’s growth concerns guided the CBRC’s 
actions.  

In the case of local government debt, the central government 
again preferred lax regulation. First, the central government did not 
want to further weaken local economies. Second, strict controls in 
new loans would decrease capacity to service existing debt for out-
going local party bosses and constrain new local party leaders from 
starting new investments. The retiring party leaders seeking post-
transition influence could not risk alienating incumbent local party 
leaders, while the new leaders could not afford to lose the support of 
the new local cadres. Hence, by its inaction, the central government 
set its preference for regulatory forbearance on the local government 
debt issue, and the CBRC – once again, as a dependent regulatory 
authority – followed the government. The political assets produced 
by regulatory forbearance in the case of local government debt out-
weighed the risks of regulatory failure for the central government. 
The incentives not to fix the local government debt problem were 
greater for the “principal” and bank managements, which were in a 
period of flux. The CBRC had to follow along with the collusion 
among the central government and the local governments by taking 
accommodating regulatory actions. Once again, the principal fa-
voured the banks and their clients despite the risks pointed out by the 
supervisor. 

Wealth-Management Products 
The growing amount of wealth-management products offered by 
banks in China is another source of risk for the banking system. The 
interest rate controls in the country cause investors to shy away from 
banks and look for higher real returns in other markets. To attract 
investors, banks often offer unregulated or lightly regulated financial 
products that can be kept off of balance sheets and offer better re-
turns for the investors. The value of these products in the Chinese 
banking system reached 13 trillion CNY – 14.5 per cent of total 
banking deposits – by the end of 2012, according to Fitch Ratings. 
Official numbers, however, suggest that the value of wealth-manage-
ment products in the banking system increased by 15.5 per cent in 
the first quarter of 2013, reaching 8.2 trillion CNY (Xiao 2013). This 
rapid rise in wealth-management products can be explained, first, by 
the fierce competition among banks to increase their market share 
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and by the pressure on bank employees to reach growing sales targets 
each month. Second, customers seeking slightly better returns than 
the bank deposit rates, reassured by positive stories from their 
friends, family members and neighbours, show a huge interest in 
these products. Considering that a Chinese customer will receive 2.85 
per cent interest on a three-month deposit, while a wealth-manage-
ment product can offer between a 4 and 5 per cent return for a one-
month or an even shorter-term investment, wealth-management 
products are quite attractive. Last, besides individuals, more and more 
public companies are using wealth-management products as invest-
ment vehicles (Caijing 2013).  

However, the projects and assets involved in these products are 
not always transparent or risk-free, putting investor funds at risk. At 
the end of 2012, a group of small investors found out that their in-
vestments tied to a wealth-management product, marketed by a 
commercial bank, were lost. It was revealed that the dodgy compa-
nies that received investors’ funds misused them and defaulted. The 
bank did not accept any responsibility for the losses of its customers 
and left them to pursue action against the companies on their own 
(Shen and Li 2012). Another potentially serious risk is the maturity 
mismatch between the interest payments of the short-term wealth-
management products and the long-term payback structures of the 
projects the funds are lent to. Banks paying wealth-management 
products’ interest payments with deposits from the sales of new 
wealth-management products is actually a Ponzi scheme. 

The risks associated with wealth-management products in China 
are often overlooked by bank customers looking for better returns 
for their hard-earned savings. The risks are also expressed casually by 
the bank staff, who are often under pressure to reach sales targets. 
Some banks even ask their loan-seeking customers to buy wealth-
management products as a condition of loan approvals. The quality 
of the assets and the rate of growth are especially alarming in smaller 
and regional banks, which try to compete with larger commercial 
banks in attracting customers. The CBRC initially rebuffed the need 
to regulate wealth-management products, because they were affecting 
a very limited number of wealthy individuals. Later, Chinese consum-
ers lacking the funds to qualify to invest in these products became 
innovative. They started gathering funds privately from colleagues or 
family members but bought the product under one name (Soh and 
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Flaherty 2012). With similar innovations, wealth-management prod-
ucts have become widely available in the market, and small investors 
have become vulnerable, too.  

Unlike half-hearted regulatory efforts in the cases of Wenzhou 
and LGFPs, the CBRC’s approach to wealth-management product 
regulation has been swift. The CBRC issued stricter regulations to 
prevent banks expanding their wealth-management products and 
hiding the risk (CBRC 2013). Banks were also warned not to with-
hold information from their customers about the risks associated 
with the products they purchase. The banks were even asked to rec-
ord their sales processes on video to prove that they have adequately 
informed their customers about the risks involved with the products 
(CBRC Shanghai Branch 2013). As a result of this vigorous regulatory 
activity, it became harder to sell wealth-management products. The 
products with high risks and high returns had to be transformed into 
moderately risky products. One bank manager from Beijing had this 
to say about sales of wealth-management products:  

Last year or even in the first half of this year, I was embarrassed to 
call a product with less than a 5 per cent return a high-yield prod-
uct. Now products with more than a 5 per cent return are very rare 
(Jin 2013).  

With stricter regulations, the number of wealth-management prod-
ucts offered by banks has also decreased.  

In the case of wealth-management products, the CBRC was 
much more assertive and used its regulatory capacity decisively, unlike 
in the previous two cases discussed in this article. This can be ex-
plained by the central government’s low level of interest in the issue, 
as wide-scale rent distribution was absent. However, regulatory failure 
could increase the risk of political instability if investors suffered huge 
losses. The central government, in the case of wealth-management 
products, favoured strong regulation, allowing the CBRC to take 
tough regulatory action. When the principal’s objective of maintain-
ing social stability was in line with the supervisor’s mandate of less 
risk-taking in the banking sector, the agents were unable to capture 
the regulatory process. The non-existent regulatory framework for 
wealth-management products has been primarily shaped by the prin-
cipal and supervisor. Banks as agents had to adjust their practices 
according to those preferences. 
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Conclusion 
Comparing the three cases of financial risk management by the 
CBRC, we can conclude that the CBRC’s approach to fulfilling its 
obligation to oversee the stability of the banking system varies de-
pending on the actors involved and the central government’s policy 
objectives. As Table 1 illustrates, when the central government is 
highly interested in the issue and sets its preference for lax or strong 
regulation, the CBRC follows the principal’s lead. In the Wenzhou 
mini-crisis, although the CBRC wanted to continue its prudent ap-
proach to supervision, the central government’s intervention pushed 
the CBRC to become more lenient towards banks. In the case of 
loans to local government platforms, despite the CBRC’s efforts, 
both the local governments and the banks circumvented regulations 
and gained the central government’s tacit approval to do so. In regu-
lating the wealth-management products, although the CBRC faced 
challenges from the banks to its regulatory authority, it was able to 
push back and exert strong control regarding these products. Unlike 
the previous cases, the involvement of depositors and the rise in their 
numbers pushed the CBRC to act decisively. The possibility of social 
unrest created by victims of shoddy financial products has given the 
CBRC an extra incentive to act promptly. The central government 
supported strong regulatory action and the CBRC’s approach, al-
though subsequent political gains were low. 

Table 1: Regulatory Behaviour of the CBRC 

Issue 
Government 

Interest 
Government 
Preference 

Regulatory  
Behaviour 

SME Lending High Lax Regulation Regulatory Capture 

Local Govern-
ment Debt High Lax Regulation Regulatory  

Forbearance 
Consumer  
Protection Low Strong Regulation Regulatory Action 

Source: Authors’ own compilation. 

The CBRC and its staff cannot act independently, as they have to 
follow policy guidelines and signals from the party leadership to keep 
their current jobs and secure prestigious promotions in the future. 
On the other hand, the CBRC is not completely captured by bank 
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interests and tries to keep its scorecard good in terms of preventing 
banking crises and sharp rises in NPLs. The agency also pushes for 
the adoption of international regulatory standards such as Basel III in 
an effort to keep the banking system stable despite the government’s 
intervention. 

Overall, the principal-supervisor-agent model in China is not 
producing efficiency-increasing regulatory outcomes; instead, it is 
creating accommodating policies for the banks and the central gov-
ernment. The risks associated with banking activities are forwarded to 
future bureaucratic cadres, while the banks continue their operations 
under an implicit bail-out guarantee from the central government. 
The principal and the agents collude when the principal’s objectives 
other than regulatory prudence are given priority. The CBRC, as the 
supervisor, acts with limited authority and selectively supervises the 
banking industry, complying with demands of the principal and its 
mandate. Banking regulation in China illustrates the Chinese regula-
tory state model in which one-party rule weakens regulatory capacity 
yet provides political outcomes favourable to party members involved 
as principals, supervisors or agents. Hence, the CBRC is a dependent 
regulatory authority which has to perform well in order to survive 
despite the constrictions presented by the political institutions sur-
rounding it. 

Although no cases of collusion between the agents and the super-
visor were presented in this paper, information asymmetries and po-
litical patronage – especially at the local level – carry a risk that the 
banking sector problems will be concealed from the state. This risk, 
however, is diminished as the new leadership views the banking sec-
tor risks as too big to ignore. The central government is watching the 
CBRC and the banks more closely and seeking more information in 
regards to their activities, which is decreasing the information asym-
metry between the principal and the supervisor. Once heightened 
awareness of banking sector risks subsides and bank regulation slides 
out of the government agenda, we can expect the risk of collusion 
between the supervisor and agents to reappear. 

The principal-supervisor-agent framework in China is repro-
duced within the institutional settings of the country’s political sys-
tem. The local–centre dichotomy and the hierarchical relationships 
are sustained while the information asymmetries between the parties 
increase or decrease depending on the performance requirements of 
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the principal from the supervisor and the agents. Within the P-S-A 
framework, the central government enters into separate contracts 
with the supervisor and agents, allowing it to demand different regu-
latory outcomes from each contract when necessitated by political 
objectives. The contractual outcomes favoured by the government 
are accepted by both the supervisor and the agents. Further research 
should thoroughly investigate the P-S-A framework and its character-
istics, which have been shaped by Chinese political institutions in 
other regulatory areas in which the government delegates its authority 
to bureaucratic organizations. 
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