Banking
and the Shadow Banking Sector



Outline

 Structure of the Chinese banking system: a three-tier system
* Comparing the largest banks around the globe
 Different features of ownership and governance of banks
* Case study of Baoshang Bank

* The growth of fintech lending:
* Examples of “ecosystems” of fintech platforms with multiple functions
* What is special about fintech lending in China?

* Shadow banking sector:
* Growth of banks” wealth management products (WMPs)
* Restructuring of the shadow banking sector
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Overview of China’s Banking System

e A three-tier structure:

e “Big Four” banks (ICBC, BOC, CCB, and ABC), plus Bank of Communications and the
Postal Savings Bank; among the largest banks in the world; and policy banks

. §3%ckholding banks (most of these are listed): e.g., China Merchants Bank (3Br%R
1T

* Regional, small & medium sized banks (SMBs); credit cooperatives; non-bank
institutes

e Support old growth model: absorbing social savings => (low cost) loans (investment)
to key industries

* Key reforms in the recent two decades: IPOs of state-owned banks

 Banks’ business and risks: on- and off-balance sheet activities
e China’s shadow banking: formation, growth, roles and risks



Table 2: People’s Republic of China Listed Banks

Capital
Adequacy
Total Assets Ratio (%) NPL NMumber
(30 September (30 September  Ratio (%) MNumber of of
Year Year 2017, 2017, (30 June Employees Outlets

Established of IPO  *30 June 2017)  *30 June 2017} 2017) (2016) (2016)
5 large commercial banks
Industrial and Commercial Bank of 1984 2006 25,764,798 14.67 1.57 461,749 17,200
China (ICBC)
China Construction Bank (CCEB) 19541579 2005 22,053,943 14.67 1.51 362,482 14,985
Agriculiural Bank of China [ABC) 19511955/ 2010 20923117 13.40 219 496 698 23,692

1975

Bank of China (BOC) 19121979 2006 19,422 438 13.87 1.28 310,042 11,556
Bank of Communications (BOCOM) 19081987 2005 8,935,790 13.87 1.51 02 556 3,350
Postal savings hank
Postal Savings Bank of China 2007 2016 8,764,955 12.73 0.8z 169,735 40,000
(PSBC)
9 national joint-stock commercial
banks
China Industrial Bank (CIB) 1988 2007 6,406, 993 11.99 1.60 54,208 2,003
China Merchants Bank (CMB) 1987 2002 6,169,239 15.01 1.71 70,461 1,819
Shanghai Pudong Development 1963 19593 6,063 837 11.82 209 h2 832 1,843
Bank (SPDE)
China Minsheng Bank Corporation 1996 20049 h 712525 11.84 1.69 hG, 168 3,003
(CMEBC)
China CITIC Bank (CITIC) 1987 2007 h 536973 11.75 1.65 h8.023 1,465
China Everbright Bank (CEE) 1992 2010 4,030,414 12.67 1.58 42 250 1,122
Fing An Bank (FAB) 1987 1991 3,137,481 11.28 1.76 36,885 1,072
Huaxia Bank (HXE) 1992 2003 2,445 780 12.45 1.68 39093 886
China Zheshang Bank {CZB) 2004 2016 1,488 969 12.38* 1.39 11,305 171




Table 2 continued

Capital
Adequacy
Total Assets Ratio (%) HPL MHumber
(30 September (30 September Ratio (%)  Number of of
Year Year of 2017, 2017, (30 June  Employees Dutlets
Established IPC *30 June 2017)  *30 June 2017) 2017) (2016) (201G)

16 city commercial banks
Bank of Beijing (BOB) 1996 2007 2275226 1144 118 14,534 503
Bank of Shanghai (BSH) 1996 2016 1,759,999 1327 116 10,149 35
Bank of Jiangsu (BJS) 2007 2016 1,737,566 1095 143 14 409 541
Bank of Nanjing (BMJ) 1996 2007 1,144 671 12,88 0.56 8,348 162
Shengjing Bank (SJB) 1997 2014 938, 711* 12.10* 1.53 4925 190
Bank of Mingbo (BNB) 18997 2007 953,064 1214 0.91 15,000 32
Huishang Bank (HSB) 1997 2013 g12,678* 12.42* 1.07 9,089 406
Bank of Hangzhou (BHZ) 1996 2016 797772 1271 161 6,176 191
Bank of Tianjin (BTJ) 1996 2016 659 585* 11.64* 146 5,441 337
Bank of Jinzhou (BJZ) 18997 2015 644 012* 1097 1.06 4482 n.a.
Harbin Bank (HREB) 1997 2014 246,927 12.02* 1.65 7931 355
Zhongyuan Bank (ZYE) 1945 2017 455,010 11.82* 1.85 12,956 439
Bank of Guiyang (BGY) 1997 2016 432932 1165 146 5,716 289
Bank of Zhengzhou (BZZ) 1996 2015 431,801 12.08* 1.38 3773 n.a.
Bank of Chongging (BCQ) 1996 2013 408,766 1281 125 4,023 136
Bank of Qingdac (BQ0) 1996 2013 261,976* 1367 1.69 3,326 13
8 rural commercial banks
Chongqing Rural Commercial 1851 2010 875,377 1315 0.97 16,245 na.
Bank (CQRCB)
Guangzhow Rural Commercial 19498 2017 615,752 1211 1.73 7,099 G24
Bank (GZRCB)
Jilin Jivtai Rural Commercial 2008 2017 187,841 1224 1.59 2,941 395
Bank (JTRCB)
Changshu Rural Commercial 2001 2016 142 405 1188 1.29 5,025 142
Bank (CSRCE)
Wuxi Rural Commercial Bank 2005 2016 130,179 1226 1.3 1,352 T3
WXRCB)
Jiangyin Rural Commercial 1853 2016 107,307 1211 245 1,415 36
Bank (JYRCE)
Rural Commercial Bank of 2001 2017 95 664 1340 147 1,897
Zhangjiagang (ZJGRCB)
‘Wujiang Rural Commercial 2004 2016 87,433 13.45* 1M 1,427 75
Bank (WJRCB)

Sources: Compiled by authors with data from KPMG (2017), PWC (2017a), Bloomberg and banks’ financial statements.



Largest Banks in the World (assets)

(Source: Bloomberg, |latest filings as of Dec. 2019)

Rank Bank Name HQ Country Total Assets ($Strillion)
1 IND & COMM BK OF CHINA China 4.32
2 CHINA CONSTRUCTION BANK China 3.65
3 AGRICULTURAL BANK OF CHINA China 3.57
4 BANK OF CHINA LTD China 3.26
5 MITSUBISHI UFJ FINANCIAL GRO Japan 3.07
6 HSBC HOLDINGS PLC United Kingdom 2.72
7 JIPMORGAN CHASE & CO United States 2.69
8 BANEK OF AMERICA COERP United States 243
9 BNP PARIBAS France 2.16
10 CITIGROUP INC United States 1.95




Largest Banks in the World (market cap)

(Source: Bloomberg, latest filings as of Dec. 2019)

Rank Bank Name HQ Country Market Cap ($hillion)
1 JPMORGAN CHASE & CO Umited States 42991
2 BANEK OF AMERICA CORP Umited States 311.21
3 IND & COMM BK OF CHINA China 294.12
4 WELLS FARGO & CO Umited States 22243
5 CHINA CONSTRUCTION BANK China 217.70
6 AGRICULTURAL BANK OF CHINA China 182.40
7 CITIGROUP INC Umited States 168.90
3 HSBC HOLDINGS PLC United Kingdom 161.26
9 BANK OF CHINALTD China 147.24

10 ROYAL BANK OF CANADA Canada 113.26




Largest Banks in the World: ROA in 2019
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TOP 20 WORLD BANKS BY TIER 1 CAPITAL

Tier L capital
Rank Bank Country (smf
... - T ——— . ... 08348 .
K China ConstructionBank China 0432
E Agricuttural BankofChina Ohina s
O BankofChina ] Chima M
R JPMorganChase U 46162
R BankofAmerica ] U 196465 ..
K Gt S 169568 .
B, WellsFargo R 196n
5 e HSBGHoldings o BB . .......... 6292 ..
o Bank of Communications Chia 1042
R ChinaMerchantsBank Chima 130s
B Mitsubishi UF) FinancialGrowp Jpan 126440
B Postal Savings Bankof China Chia 48
K CréditAgricole france 1225
o BNPParibas fance 11396 .
o IndutrialBank China 107465
L GoidmanSachs o B . ........... 106766 .
Rl Shanghai Pudong DevelopmentBank ER 103443
s ChinaCiticBank China w2
20 Banco Santander Spain 93,695

Source: www.thebankerdatabase.com



TOP 10 COUNTRIES BY

PRE-TAX PROFITS

Rank Country PTP (Sm)
R China 00162
e B S A
W Canada o364
E K 00k
L ance A%
. apn 82
yirne AN %22
e Australia A%
E. Russia L3

10 India 30,619

Source: www.thebankerdatabase.com



Top 10 Banks’ (by Total Assets) Stock Performance 2019.12.31 to 2020.07.16
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ICBC’s Ownership Structure (as of Mar.31t, 2020)
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Ownership and Governance of Large Banks

* Role of government ownership stakes:

* For profit goals and non-profit goals, including financial stability of the
financial system and implementation of macro-prudential policies

* Role of foreign institutional investors:

* Improving operating efficiency and shareholder governance (serving on the
board)

 What is the optimal structure of the banking sector:

* For emerging markets, the optimal structure should perhaps include both
public/state large and private/smaller banks; or including government
ownership stakes in some large institutions

* Competition and comparison among these banks can ensure public banks are
efficiently run, and private banks do not take too much risk



China Merchants Bank’s Ownership Structure (as of Mar.31t, 2020)
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China Merchants Bank’s Ownership Structure (as of Mar.31t, 2020)

China Merchants
Steam Navigation
__ Company (Central
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- China Ocean Shipping
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Other H
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Ownership and Governance of Large Banks

* Role of government ownership stakes:

* For profit goals and non-profit goals, including financial stability of the f inancial
system and implementation of macro-prudential policies

* Role of foreign institutional investors:
* Improving operating efficiency and shareholder governance (serving on the board)

 What is the optimal structure of the banking sector:

* For emerging markets, the optimal structure should perhaps include both
public/state large and private/smaller banks; or including government ownership
stakes in some large institutions

* Competition and comparison among these banks can ensure public banks are
efficiently run, and private banks do not take too much risk

* See Allen, Qian, Shan and Zhao (2011) for more details



Case Study: Baoshang Bank (2P ER1T)

* Taken over by CBRC on May 24, 2019:

* Due to its credit risk, China Banking Regulatory Commission (CBRC) decided to take
over for one year, starting May 24, 2019

* On Apr. 30, 2020, Mengshan Bank (REER17) was founded, and took all the assets
and liabilities of Baoshang Bank in the region of Inner Mongolia
* Factors leading up to the failure of Baoshang Bank:

 Capital was occupied/tunneled by it’s (ultimate) controlling shareholder

* Poor quality of assets: low capital adequacy ratios and provision coverage; lack of
high-quality of major loan customers

* Problematic regional economic development : low GDP growth rates; high leverage of
local government; net outflow of population



Case Study (cont’d): Baoshang Bank

e Other banks that got in trouble:

* Hainan Development Bank: took over by ICBC in 1998

* Bank of Jinzhou (581 ¥817, in Liaoning Province): reformed and restructured in
2019

* Some credit cooperatives went bankrupt due to different reasons

* Regional banks’ activities and capital flows typically concentrate in a few
cities/one or two regions:

* Thus no strong contagion risks.



NPLs (over loans) of Japan, India, China and the US
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Performance of Listed Banks in China: NPLs (over GDP) and ROA
(Dec 2008 to Dec 2020Q1)
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jQigital Economy and Financial Services: China’s Business Maodel
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Ant Financial to Evolve Into A Global Leading Fintech Company
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Shareholding Structure of Ant Financial Group

As of May 31, 2018
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What is special about platform lending?

Performance

= Informational advantages Oiiives Qusdce
Characters Quality

s Platforms as cheap distribution channel

= Fintech vs. traditional banking : [ Sales ]

\

= Platform recycles funds (“closed loop”) Credit Usage Credit
3 History

Non-sales
Performanc

= Enforcement mechanisms & ]
e

\\




Related Work on China’s Shadow Banking

* A broad definition of ‘shadow banking’:
* All investment products off-the-balance sheet of (deposit-taking) banks
* Theoretical work on the role of shadow banking: can be welfare enhancing

* Wealth management products (WMPs) issued by banks:
e understand the growth and risks of the WMPs

* Loans issued by non-bank institutions:

* Chen, Ren and Zha (2018): monetary policies & issuance of entrusted loans; Allen,
Qian, Tu and Yu (2018): Properties of entrusted loans; Du, Li and Wang (2016): Non-
financial firms as financial intermediaries

* Trust industry: Product level analysis: Allen, Gu, Qian and Qian (2018)

e Other credit/lending channels:

* Informal/private credit agencies: Allen, Qian and Xie (2019); Internet platforms (P2P,
crowd-funding)



RMB 4-trillion Stimulus and Credit Expansion
(newly issued bank loans and GDP growth; 2004-2015)

New Bank Loan as a Percentage of 2004 GDP
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Banks’ Wealth Management Products: Principal-floating WMPs/Net
assets (Acharya, Qian, Su, and Yang, 2019; largest 25 banks; 2008-2014)
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Summary: Banks and Financial Institutions

» After a series of reforms, large Chinese banks have become stalwarts
of the financial system

* On-balance sheet activities: NPLs under control

e Off-balance sheet activities: fast growth since the stimulus; rollover
risks;

* Reforming the banking and shadow banking sectors:
* Liberalization of interest rates,
* Downsizing of the risky part of the shadow banking sector
* New regulations on asset management
e Banks’ establishment of new asset/wealth management companies



