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What lessons can China learn from the Japanese prolonged financial Ssump?
Yasushi Suzukiand S. M. Sohrab Uddin

China has been experiencing high economic grovathgaith massive change in its indus-
trial structure. How will the industrial structuchange affect the Chinese economy? Simi-
lar changes were observed by Japan, when the Jspaaeking system fell into a struc-
tural failure in terms of the inability to respotalthe paradigm shift from “catching up” to
“frontier economy.” This paper is undertaken tohiight the lessons that China can learn
from Japan’s prolonged financial slump. We point tat big cities in China have already
shifted to frontier economy and major provinces @nethe same trend. We argue that in
spite of economic reform reshaping the Chinese ingngystem, the financing pattern of
state owned commercial banks (SOCB) is not in Vuith the industrial change. The Chi-
nese banking system should be overhauled or transtbto respond to the increasing un-
certainty along with the paradigm shift. Otherwi€&ina may fall into the same dilemma
that Japan had faced in its industrial structuange.

Introduction

Economic reform has dramatically increased Chiret®nomic productivity and has
changed the industrial structure of its economye @aneral trend of this structural change
is the decline of the importance of agriculture #mel rapid growth of the non-agricultural
economy, particularly the substantial expansionthef manufacturing sector, followed in
recent years by the growth of the service sectamRa historical perspective, Japan went
through the same trend of the structural changemnlanjoyed its “catching-up” period that
brought high economic growth, followed by its “moate economic growth” period until
the hard landing of the “bubble” economy. Finalgpdn has fallen into the period of pro-
longed “economic and financial stagnation” since timset of financial crisis when the
bubble finally burst. What caused this dramaticnge?

The smooth circulation of financial resources eacly a necessary condition for vi-
talising economic activities. Accordingly, the effiwe screening and monitoring of finan-
cial intermediation is essential for economic gtowt the same time, the effective screen-
ing and monitoring by lenders and investors isaaitfor a properly functioning financial
market, or at least for preventing the rapid buifdof non-performing loans (NPL). The
accumulation of a huge volume of NPL in the Japarmks in the 1990s represented a
malfunction of the traditional mode of monitoring.our view, Japan’s financial crisis can
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be explained in terms of an intensification of “artainty,” which magnified previously
manageable structural and institutional problemthéJapanese financial system. That is,
an important driver behind Japan’s prolonged sluvap the inability of Japanese banks to
respond to the “uncertainty” created in the ecomoemvironment, as a result of the struc-
tural changes introduced through the 1970s andsl88Qapanese banks tried to integrate
into a global financial market in a context wheepan was itself transforming from a
catching-up economy into a “frontier economy”.

In its frontier economy, many Japanese industriesevgetting closer to or even
reaching the international technology and markefnogtier. It appears that the Chinese
economy is becoming a frontier economy, too. Howddthe transition to a frontier econ-
omy affect the Chinese banking and economic syst®®mwhat path should the Chinese
economy go? On what conditions can China sustaieéonomic growth preventing its
banking sector from undertaking excess credit riBRIZ paper aims to draw the lessons
that China can learn from Japan’s transition failuyy reviewing what went wrong in the
Japanese traditional mode of credit monitoring thed been so effective during the high
growth period.

Section 2 aims to overview how the industrial g has been changing in China
in contract with the structural change experiencedapan. We focus on the industrial
structure change in China with an emphasis on tam mities and four provinces. Section
3 examines how the transition to a frontier econ@eyerely affected the Japanese banks.
Section 4 looks at the current performance of thg four” state-owned commercial banks
in China, namely the Bank of China, the China Cwmmas$ion Bank, the Industrial and
Commercial Bank of China, and the Agricultural BarfkChina. Section 4 concludes with
drawing some lessons that China can learn fromnJagansition failure.

A compar ative study of industrial structure changein China and Japan

China has been experiencing a dramatic turnarotted the implementation of economic
reform in 1978. The economy has shifted to a deakrsd market oriented approach from
a centralized state directed approach with a veefedtering growth of private sectors. This
shift, in particular political interference and aomnic liberalization, is unique in China and
can be viewed as socialist market economy (Yedd99). Even though China has em-
braced economic decentralization, many of its palitand social institutions remain highly
undisturbedipid., p. 143). However, the ability of the reform pgliof China with respect
to generating a high rate of economic growth iseljidacknowledged and has attracted
much attention (Renard, 2002, p. 34; Morrison, 206rld Bank, 1996; Stiglitz, 1999). In
fact, China has attained an average gross donmasiittict (GDP) growth rate of 9.6 per-
cent during the period 1979-2005, and as suchgtleen considered as one of the fast
growing economics around the world. This achievangeremarkable in world history.

The high growth rate in China leads to an infliedrthange in the industrial struc-
ture. The outputs of non-agricultural sectors escte outputs from agricultural sector,
and accordingly, the share of primary industry fadlen significantly after the adoption of
economic reform. Similarly, the availability of igensive labour and raw material with an
abundance of land accelerate the growth of secgrafat tertiary sectors. Table 1 repre-
sents the industrial structure contribution to @@P in China during the period from 1960
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to 2008. It indicates that the share of primarystdy was reduced to 12.91 percent during
2000-2008, as compared to 37.36 percent during-1969, whereas the share of tertiary
industry increased to 39.70 percent in 2000-200&1f27.66 percent in 1960-1969. It is
worth noting that the relative size of secondagustry in China is higher than any other
similar per capital income generating nation (fegd). Sasaki and Ueyama (2009) compare
China with other countries having similar per calpibcome levels, and also mention that
the share of primary sector is in a decreasinglireutnile the share of the tertiary sector is
in the opposite direction. Zhang (2002) opines @laina has already experienced transition
to an industrial and service oriented economy fesneconomy based on agriculture.

Table 1: Share of Industrial Structure ContributiorGDP in China during 1960-2008
Type of Industry ~ 1960-1969  1970-1979  1980-1989 19909 2000-2008

Primary 37.36 32.34 29.32 20.97 12.91
Secondary 34.98 44.54 44,59 46.99 47.39
Tertiary 27.66 23.12 26.09 32.04 39.70

Source: National Bureau of Statistics of China

Note: The primary industry includes farming, fisheforestry, and livestock breeding; the secondary
sector consists of manufacturing, construction, #iedmining industry as well as production and $gpp
of electricity, gas, and water; and all other irtdas belong to the tertiary industry.

Figure 1: Comparison of GDP between China and Different Types of
Economics
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Japan has experienced the same trend of industriature change. In the “catching-up”
period when Japan’s economy was trying to catchvitip the US, the business model of
absorbing and improving engineering know-how absdrtoom abroad greatly contributed
to Japan’s high economic growth. During the subsegtifrontier economy,” many Japa-
nese industries were getting closer to or evenhregcthe international technology and
marketing frontier. Many empirical studies obsergetrend of “internationalization” and

“technological change” in Japanese firms sincentick 1970s (Aokiet al. 1994; Schaberg,

1998; Patrick, 1998; Kanaya and Woo, 2000; HosHileashyap, 2001). Also, the share of
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the tertiary sector had substantially grown inftieatier economy. It can be reasonably ar-
gued that the development paradigm for the Japasms®omy shifted to that of a frontier
economy around 1975. This period too came to anasadnd 1991, when the financial
bubble that had been developed eventually burst,tla@ adverse macroeconomic conse-
guences became significant. As a result, we tal2 &8 the starting point of the prolonged
economic and financial slump. Table 2 illustrates average real GDP growth rate in each
phase. On the other hand, table 3 shows the typi@aiges in the sectoral shares of differ-
ent types of activities in the Japanese econonityragtured over the period we are discuss-
ing in the three phases. From this data, it ise@vidhat the shares of primary and secon-
dary sectors were in decline, while the share eténtiary sector was on the increase.

Table 2: Japan’s Average Real GDP Growth Ratesofadtant prices)

1966-1974 1975-1991 1992-2008

8.82% p.a. 4.05% p.a. 1.20% p.a.
Source: Author based on statistics of Cabinet ©ffind ESRI (20087Base year = 1990base
year = 2000.

Table 3: The Changes of the Share of each Industigpan’s GDP (at current prices)

Sector 1966-1974 1975-1991 1992-2008
Primary 7.5% 3.8% 1.8%
Secondary 40.7% 36.7% 28.5%
Manufacturing 33.5% 27.9% 21.3%
Tertiary 51.8% 59.5% 69.6%

Source: Author based on statistics of Cabinet &tnd ESRI (2008)

Going back to the trend of industrial structurerdein China, similar findings were also
reported by Li and Haynes (2010). They refer to gleeeral trend of China’s industrial
change, from the aspect of employment structuitsaconomy from 1995 to 2004, show-
ing the decline of the importance of agriculturel éime substantial expansion of the manu-
facturing sector, followed in recent years by thewgh of the service sector. They show the
relative share of employment in three sectors loyipces, regions and municipalities. It is
worth noting that the three large municipalitiegi{Big, Tianjin and Shanghai) were domi-
nated by manufacturing in 1995 (46.7%), while thare of tertiary industry was 41.6%,
but in 2004, the service sector (56.0%) overtookumecturing (34.1%). These three cities
have become industrialized service regions.

According to World Development Indicators of theidBank, the contributions of
secondary and tertiary sectors to GDP in both CanthJapan are represented in table 4. It
looks that the current Chinese economy can be cadpa the catching up period in Ja-
pan. However, the overall figures do not alwayswshioe true scenario of industrial struc-
ture change in China, because China is a huge ryomntomparison with Japan. We look
at the industrial structural change of individuaigle cities and provinces, which provides a
clearer picture about the industrial change in @hin
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Table 4: Comparison of GDP by Industry in China dagan

China (in 2008) Japan (in 1966-1974)  Japan (irb18991)
Secondary Industry 48.6% 43.2% 38.4%
Tertiary Industry 49.8% 53.6% 59.3%
Source: World Development Indicators, Secondary usty includes manufacturing,
construction and utility (electricity and gas suyppl

Table 5 provides the contributions of primary, setary, and tertiary industries to GDP
during the period 1995 to 2008 in Beijing and Sheagin Beijing, both the shares of pri-
mary and secondary industries have decreased dcafhatin particular, the contributions
of primary and secondary industries were 6.9 péraed 46.1 percent respectively in 1995,
whereas in 2008, both shares were reduced to Xckmeand 25.7 percent. On the other
hand, the size of tertiary industry became 1.5@sirhigher in 2008, in comparison with
1995. Similar findings are also observed in Shanghlaich is considered as the commer-
cial and service hub of China, as well as the plalcere the head offices of many multina-
tional companies are located. Again, the contrandiof both primary and secondary indus-
tries are in a decreasing trend, while the shareifry industry is 1.36 times higher in
2008 compared to 1995. The changes in Beijing drah@hai are similar to the changes in
Japan during the period 1975-1991, shifting tdfrentier” economy, and as such it can be
argued that both two cities have already shiftechtdeast, a tertiary industry based econ-
omy.

Table 5: Share of Industrial Structure ContributiorGDP in Beijing and Shanghai during 1995-
2008

Name of City Type of Industry 1995 2000 2005 2008

Beijing Primary 6.9 3.6 1.4 1.1
Secondary 46.1 38.1 29.4 25.7
Tertiary 47.0 58.3 69.1 73.2

Shanghai Primary 2.5 1.8 0.9 0.8
Secondary 58.0 47.5 48.6 45.5
Tertiary 39.6 50.6 50.5 53.7

Source: National Bureau of Statistics of China

Table 6 generates the contribution of primary, sdeoy, and tertiary industries to GDP in
four provinces, namely, Jiangsu, Zhejiang, Fujisargd Guangdong respectively. Changes
are also observed in all four provinces, especiallierms of primary and tertiary indus-
tries. The share of primary industry was reduce&&y3 percent in Jiangsu, 69.28 percent
in Zhejiang, 51.58 percent in Fujiang, and 66.4&@et in Guangdong during the period
1995-2008. In comparison, tertiary industry is e topposite direction. In Jiangsu, it is
1.29 times higher in 2008, compared to 1995. Shigjlé is 1.31 times higher in Zhejiang,
1.16 times higher in Fujiang, and 1.29 times higheduangdong. Besides, it is worth not-
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ing that the share of secondary industry remaimsigant in all of the provinces, where the
share still stayed around 50 percent in 2008.

Table 6: % of Industrial Structure Contribution @DP in Jiangsu, Zhejiang, Fujiang and
Guangdong during 1995-2008

Name of Province  Type of Industry 1995 2000 2005 080
Jiangsu Primary 16.6 12.0 8.0 6.9
Secondary 53.9 51.7 56.6 55.0
Tertiary 29.5 36.3 35.4 38.1
Zhejiang Primary 16.6 11.0 6.6 5.1
Secondary 52.0 52.7 53.3 53.9
Tertiary 31.3 36.3 40.0 41.0
Fujiang Primary 22.1 16,3 12.8 10.7
Secondary 43.9 43.7 48.7 50.0
Tertiary 34.0 40.0 38.5 39.3
Guangdong Primary 16.4 10.4 6.4 55
Secondary 50.5 50.4 50.7 51.6
Tertiary 33.2 39.3 42.9 42.9

Source: National Bureau of Statistics of China

L essons from Collapse of Monitoring System under the Japanese Transition Failure

We now move on to examine how the transition tooatfer economy in Japan affected its
traditional banking and monitoring system. To begith, we should note that the returns
on assets (ROA) achieved by Japanese banks wdieinigsince the 1970s (see figure 2
and Suzuki, 2011).

As was argued, the contribution of primary and sdeoy industries to Japan’s
GDP has been declining, while that of tertiary isitiyt has been increasing (Table 3). This
trend has been continuing from the “catching-up’iqueto the “frontier economy” period,
and even in the period of economic “stagnationérafhe bursting of the bubble economy.
Looking at the change in the distribution of lodoysthe Japanese banks to industries, the
share of loans to the manufacturing sector, whiehnewelatively dominant in 1960 and
1970, has been declining rapidly since 1970 (Tablerhis change reflects the structural
change in Japanese industry.

As for the loans by the Japanese banks to the metoniing sector, the following
points are worth noting. First, even though tharslhof loans to the manufacturing sector
has been decreasing, Japanese banks have expaededverall lending business since
1970. As a result, the outstanding amount of Igarthe manufacturing sector has been in-
creasing (Table 7).
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Figure 2: Returns on Assets (ROA) in Japanese banks
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Table 7: Changes in the Outstanding Loans by thankse Banks to Industries (in trillion yen)

In levels FY1960  FY1970 FY1980 FY1990 FY1995  FY2000  FY2008
Manufacturing 4.0 17.5 43.0 59.0 72.6 67.1 56.4
Construction 0.2 1.8 7.3 20.0 31.1 28.8 15.4
Real Estate 0.1 15 7.6 42.4 57.4 57.0 58.7
Finance 0.1 0.5 45 37.7 49.6 39.7 36.9

Wholesale & Retail 2.3 11.3 34.4 65.6 78.1 65.8 45.9
Loans to Individuals 0.0 1.6 15.2 61.2 80.9 92.7 112.1

Others 14 5.0 22.6 90.1 114.8 107.2 96.1
Total 8.1 39.2 134.6 376.0 484.5 458.3 421.5
In percentage terms

Manufacturing 49.4 44.6 31.9 15.7 15.0 14.6 13.4
Construction 2.5 4.6 5.4 5.3 6.4 6.3 3.6
Real Estate 1.2 3.8 5.6 11.3 11.8 12.4 13.9
Finance 1.2 1.3 3.3 10.0 10.2 8.7 8.8

Wholesale & Retail 28.4 28.8 25.6 17.4 16.1 14.4 10.9
Loans to Individuals 0.0 4.1 11.3 16.3 16.7 20.2 26.6
Others 17.3 12.8 16.8 24.0 23.7 23.4 22.8

100.0 100.0 100.0 100.0 100.0 100.0 100.0
Source: Created by the Author upon BOJ (1960, 192985, 1980), Japan Statistical Year Book
2010.
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Second, those major manufacturing firms that hadeseded in using a business strategy of
absorbing and improving engineering know-how dutimg “catching-up” period, radically
reduced their reliance on bank loans as a sourtieasfce. Hamazaki and Horiuchi (2001)
point out based upon a survey by the Bank of JéB&d) that the major Japanese manu-
facturing firms drastically reduced their reliara®ebank loans in the late-1970s from more
than 30% to less than 10% (table 8). One reasoth#reduction is that these firms in-
creased their use of internal funds as they bedamaecially matured. Another reason
could be that the shift from high to moderate growdduced the overall investment in
manufacturingper se In contrast, we should note that non-manufactufirms continued

to rely on bank loans as a major funding sourae tiné¢ late-1980s.

Table 8: Changes in the Composition of Fund Raiéipghe Japanese Major Manufacturing /
non-manufacturing Firms (Unit: Percentage)
Type of Firms  Sources of Funds FY FY FY FY FY FY
1961 1966 1971 1976 1981 1986
-1965 -1970 -1975 -1980 -1985 -1990
Manufacturing Internal Funds 271 337 359 543 68.0 539
Corporate Bonds 2.8 3.0 3.9 1.0 10.3 19.9

Borrowing 382 304 340 95 1.2 -9.5
Stocks 108 3.2 2.4 7.8 128 19.1
Others 21.1 29.7 23.7 27.4 7.7 16.7
Non- Internal Funds 227 463 296 449 518 358
Manufacturing Corporate Bonds 123 103 129 193 108 141
Borrowing 32.7 65.9 59.0 39.1 26.1 29.1
Stocks 7.9 6.8 7.0 8.5 9.5 115
Others 243 -29.3 -85 -11.7 1.8 9.5

Source: Based on Hamazaki and Horiuchi (2001)

Notes: The major part of ‘others’ in the table lig trade credit. According to Hamazaki and Horiuchi
(2001), the non-manufacturing industry includes ligubtilities such as the electric power, the raijw
companies which were favoured in their bond isswingpared with other industries. Therefore, the
relative share of bond-issuing was larger in nomufcturing than in manufacturing.

Third, those manufacturing firms that maintaineeiitiheliance on bank loans as their major
funding source were (a) firms who had not yet neduiinancially. Most of these firms
were small and medium enterprises (SME). (b) Fiwhs were forced to restructure their
business to high-value added manufacturing to faeeket competition. (c) Firms who
shifted their production base overseas to redue@tbduction cost.

Within the manufacturing sector, we have to lookhat breakdown according to
the types of manufacturing. Tanaka (2002) classifiee manufacturing firms according to
the following types of manufacturing; a) Light irelty based on assembling and process-
ing: including the food industry, the textile inditysand other forms of manufacturing. b)
Light industry using basic materials, including pubaper, ceramic industry and soil stone
products. c) Heavy industry using basic materialsluding the chemical industry, petro-
leum and coal products, the primary metal induatrg metal products. d) Heavy industry
based on assembling and processing, including gemexchinery, electric / electronic ma-
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chinery, transport machinery and precision maclkin&able 9 shows the changes in the
average real growth rate in each category in th®g® between 1956 and 1974 (the high
economic growth period), between 1975 and 1984r(tbderate economic growth period),
between 1986 and 1991, and between 1992 and 28§&atively.

Table 9: Changes in the Average Real Growth Ratedlsh type of Manufacturing (%)
Manufacturing Sector 1956 1975 1985 1992
-1974  -1984 1997  -2008
(High (Moderate
Growth)  Growth)

Overall manufacturing sector 17.0 7.1 54 -1.7

Light industry upon assembling &

processing 135 7.2 4.5 -19
Food and beverages 10.4 10.4 2.6 -0.2
Textiles 12.2 1.1 -0.1 -7.5
Other manufacturing 18.0 6.8 6.6 -2.8

Light industry upon basic materials 18.2 4.2 5.0 -19
Pulp, paper and paper products 18.0 3.9 5.7 -2.0
Non-metallic mineral products 18.5 4.5 4.5 -1.9

Heavy industry upon basic materials 184 6.2 53 -1.3
Chemicals 16.0 7.5 4.8 -2.4
Petroleum and coal products 15.9 26.7 3.8 2.8
Basic metal 21.8 4.7 3.7 -1.3
Fabricated metal products 21.6 3.4 10.2 -3.2

Heavy industry upon assembling &

processing 21.7 85 6.3 -1.0
Machinery 22.6 8.8 8.0 -1.3
Electrical machinery and equipment 23.1 11.6 6.6 -1.7
Transport equipment 21.2 5.8 3.9 1.0
Precision instrument 18.5 6.3 5.8 -1.4

Source: Author based on statistics of Cabinet &fnd ESRI (2008)

This table shows that in the high growth periotifyadles of manufacturing could succeed,
while after the moderate growth period, there wermners” and “losers”. For instance,

heavy industry based on assembling and procesamgdntributed to the overall growth in
and after the moderate economic growth, while ligttistry using basic materials and tex-
tiles have rapidly declined. Also, for instancenast all types of manufacturing, except
petroleum and coal products and transport equipnvegrte stagnant in the period 1992-
2008. One implication was that as Japan approaitieedompetitive frontier, each firm was
required to restructure its business under condtaf fundamental uncertainty.

Fourth, the share as well as the outstanding amoluidans made by Japanese
banks to the non-manufacturing sector has beeeastrg. Japanese banks thus began to
undertake relatively higher credit risks, such tees ¢redit risk associated with lending to
SME whose financial strength was still weak.
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The non-manufacturing sector and the SME sectorlagvéo a considerable extent (Ta-
naka, 2002). Needless to say, there are many SMBEeirmanufacturing sector as well.
However, SME’s share of contribution in the non-ofacturing sector is very high (higher
than that of large firms). In particular, the sisaoé wholesale and retail trade, restaurants,
services and construction are relatively high. Adow to Tanaka (2002), in 1999, the
share of non-manufacturing firms in the SME seetas 87%, numbering a total of 5.65
million firms. Out of this number, 41% of the SMEewe engaged in wholesale & retail
trade, 24% in services and 13% in construction.

Looking at table 7, outstanding loans to the whalles & retail trade (including res-
taurants and hotels sector) and other servicesudiimg transport & telecommunication
sector), increased in 1980 compared to the manurfagt sector. In 1990 and again in
1995, the Japanese banks expanded lending to thenaonufacturing sector, in particular
to the real estate, finance, construction sectdrfanusing loans to individuals. Yoshikawa
(1999) argues that the lower productivity of thpaleese non-manufacturing sector was one
of the root causes of Japan’s economic stagnatiae 1990s. Our concern is that the
Japanese banks increased their loan exposure to s&fdter and the non-manufacturing
sector since the 1980s. In other words, banks haweed to undertake relatively higher
credit risks.

To sum up, during the catching up period, efforéserthe key, and almost all indus-
tries led to success. At that time monitoring frhra bank’s perspective was not very diffi-
cult. However, during the frontier economy periodmpetition was intensified and funda-
mental uncertainty occurred, which in turn ledhie Economic and environmental changes
with regard to the traditional monitoring systenddn the changes in associated transac-
tion costs.

Aoki (1994) implies that the traditional monitorisystem, where the main banks
played a dominant role in monitoring companies’azaies worked effectively in the pe-
riod when the Japanese economy was still catchpnigp terms of technological capability.
An important component of this mode of monitoringsato monitor the managerial and
organizational ability of a firm to absorb and irope engineering know-how developed
abroad, rather than to assess the commercial ayidesming values of emergent technol-
ogy per se(Aoki, 1994; p.118). Ironically, the very succedslapanese industries in reach-
ing the international technological and competitinantier gradually changed the risk fac-
tors, which the main bank had to assess and monitor

Current Perfor mance of Chinese Banks

China has been implementing state directed crealitypwith the help of state-owned
commercial banks (SOCB), even after the adopticinahcial reform. In other words, the
financial system of China is featured by the faet the state plays the most significant role
as a primary intermediary (Zhang, 2002). Under #lystem, the fund is disbursed accord-
ing to the decision made by the local and stateegovent, in spite of considering the
physical viability of projects undertaken by thexfs (Lardy, 1998; Yeager, 1999). This pol-
icy lending with less incentive for SOCB to eare 8pread margin enough to cover the as-
sociated credit risk up to the year 1995 led toatteumulation of huge NPL in SOCB, and
can be regarded as the fundamental causes ofgimaldperformance of the Chinese bank-
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ing system (Suzuket al, 2008).1t is important to mention that the main borrowefs
SOCB are state-owned enterprises (SOE), of whicst su@ engaged in the manufacturing
and energy industries. According to Gang (2003),N#L of China was equivalent to 40
percent of its GDP. Similarly, Garcia-Herrero armh@barbara (2004) mention that consid-
ering the financial system as a whole, the amobtiNRL. was 36 percent of the GDP, and
independent analysis even provided a higher peaagendf about 50 percent of the GDP.
Presumablythe involvement of the government in fund allocatiwithout considering the
real creditworthiness of business firms playedaqumd role in generating enormous bad
debts and non-performing loans within the Chinesgkimg system. At the same time, there
is every possibility that the changing industritdusture will add more pressure on the
overall banking system of China.

Table 10 highlights the performance indicatorsigffour SOCB. The percentage of
NPL of big four banks was 52.7 percent in 1997, clvhwas reduced to 9.3 percent in 2006.
This decline can be attributed to the transfer BLNrom banks to the asset management
companies (AMC) as per the remedial measures widsrtby the government in 1998
(Min, 2005). Return on average assets (ROA) isaesing constantly, which shows a sign
of continuously poor performance of SOCB. While tie¢ interest margin increased during
the period 2000-2006, although the absolute lessédwer than the rate in country such as
India with a similar stage of economic developm@hatthewset al, 2008), the ROA de-
creases constantly. We assume that SOCB still taldethe role of financing to even the
less profitable or loss making SOE, some of whicy rdefer the interest payment. Hagi-
wara (2006) points out that the share of loss ntp@E was being reduced during the pe-
riod 2000-2004, but it was 35 percent in 2004. Thte is still high for SOE, in the sense
that China has been experiencing remarkable ecangroiwth. The continuous emphasis
on SOE financing along with the reduction of markleare might have a negative impact
on the SOCB’s ROA. The findings of Lin and Zhan§@&) concur with the above. They
conducted research with a panel data of Chinesksifaom the period 1997 to 2004, and
reported that SOCB are less profitable and lessieit with poor asset quality compared
to other types of banks. However, the recent deergathe number of employees and cost-
income ratio indicate the restructuring activittdsSOCB with regard to cost reduction and
consistent decline in the market share.

Table 10: Data of Big Four SOCBs

1997 2000 2006
Market Share (% of Assets) 88.0 71.4 51.0
Employment (in thousands) 1,394.8 1,493.6 1,336.8
NPL (%) 52.7 315 9.3
Return on Average Assets (%) 0.93 0.78 0.67
Net Interest Margin (%) 1.8 1.5 2.5
Cost-Income Ratio (%) 48.2 59.6 43.3

Source: Matthewst al. (2008)

The percentage of financing for different sectordbly four banks in China is represented
in table 11. It is evident from the table thatfalir banks have been patronizing the manu-
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facturing sector with the majority of the financipgovided. This financing pattern of big
four banks is similar to the catching up periodJapan, when the share of loans to the
manufacturing sector were relatively dominant dyitine period 1960-197®owever, the
share of financing for the manufacturing sectoSMCB, particularly for the Commercial
Bank of China and the Agricultural Bank of Chinastbeen declining since 2004. On the
other hand, financing for non-manufacturing sect@sch as real estate, construction,
transportation, storage, etc. has been in an istrgdrend in the case of the Commercial
Bank of China and the Agricultural Bank of Chinakdwise, the financing for individuals
is increasing in the cases of the Bank of ChinathedChina Construction Bank, and the
financing for wholesale and retail is increasinghia case of the China Construction Bank.
All of these indicate that big four banks in Chimave already started to gradually incorpo-
rate similar behaviour shown by Japanese bankkdmtocess of a paradigm shift from
catching up to a frontier economy, and even inreodeof economic stagnation.

Table 11: % of Financing to Different Sectors by Biour banks

Name of Bank 2004 2005 2006 2007 2008 2009
Manufacturing
Bank of China 24.39 23.77 24.80 24.13 25.94 23.13

China Construction Bank 18.00 17.60 17.76 18.11 487. 16.67
Commercial Bank of China  38.20 29.08 30.27 25.32 221 19.34
Agricultural Bank of China  N/A N/A N/A 34.25 32.35 29.87
Real Estate
Bank of China 8.71 8.51 8.96 8.68 6.25 6.17
China Construction Bank 11.20 10.40 10.52 9.71 8.68 7.44
Commercial Bank of China  7.77 8.52 10.36 10.43 9.23 10.75
Agricultural Bank of China  N/A N/A N/A 15.52 17.74 17.75
Construction, Transportation, Storage and Postali&e
Bank of China 1.68 1.61 1.60 1.59 1.56 1.21
China Construction Bank 14.70 14.80 14.73 1443 324. 13.18
Commercial Bank of China  12.65 16.13 23.63 20.66 .548 20.40
Agricultural Bank of China  N/A N/A N/A 5.76 8.48 p
Loans to Individuals
Bank of China 23.00 23.40 23.95 25.70 23.23 22.57
China Construction Bank 18.50 18.50 20.36 2212 621. 2258
Commercial Bank of China  N/A N/A N/A N/A N/A N/A
Agricultural Bank of China  N/A N/A N/A N/A N/A N/A
Wholesale and Retall
Bank of China N/A N/A N/A N/A N/A N/A
China Construction Bank 2.60 2.60 2.56 2.73 2.70 043.
Commercial Bank of China  N/A N/A N/A N/A N/A N/A
Agricultural Bank of China  N/A N/A N/A 11.10 7.00 .66
Source: Annual Reports of Big Four Banks

According to the Second National Economic Censusdgoted in 2008, the number of
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SOE is 3.1 percent of the total enterprise numbeiGhina, but they altogether hold 30
percent of the total enterprise assets in the slrgnand tertiary sectors. Although the
magnitude of value-added output relative to theonat total and the percentage of em-
ployment of SOE have declined significantly durthg course of reform (Liu, 2009), there
exist a considerable number of loss incurring SORina has been experiencing remark-
able economic growth, which is not at all posstblattain if other non-state enterprises are
not contributing significantly. Zheng and Yang (200@eport that the contribution of private
enterprises to GDP rose to 49.7 percent, and threepiage of private investment to total
fixed asset investment was 60 percent in 2005. Agply, the economic reform in China
requires a paradigm shift from budgetary allocafmmfinancing SOE to a mode of finan-
cial intermediation upon a market oriented pric{Sgizukiet al, 2008). However, the fi-
nancing pattern of SOCB seems to remain uncharkjedncing has to be done on the ba-
sis of true identification of the credit viabilif projects.So far as SOCB are still required
to financially support SOE, in other words, theg aot allowed to diversify their loan port-
folio at their discretion. They may fail to improtieeir ROA, and to increase their capacity
to respond to the increasing uncertainty, alongp Wit industrial change. This may result in
hindering sustainable economic growth in China.

The concentration of SOCB financing on manufactureector makes one thing
clear. Tertiary industry is so far financed maibly private and informal financial sources.
Tsai (2001) reports that only 0.4 percent of theni financing was assured for the private
sector in 1998, and accordingly, 88 percent ofgteate entrepreneurs relied heavily on
informal sources of financing. Tsai adds that lg&s1 1 percent of the financing require-
ments of the private sector were fulfilled by theime formal banking system of China in
2000. Suzuket al. (2008) also state that although the non-state@sexincreasing rapidly
as a vehicle for massive economic growth in Chinegmains unattended by the formal
financing engine. Ayyagast al. (2010, p.4) use the data of 2,400 Chinese firnasamine
that the fast growing private sector along witkedative financing and governance mecha-
nisms support the rapid economic progress of Chiflaey also report that nearly 43 per-
cent of financing for business firms in China isided from alternative financing sources.
In this regard, it can be noted that to some defyoee a macro perspective, China has an
informal base of diversifying and absorbing theddreisk associated with the tertiary in-
dustry. However, we should raise a further questibow will the private and informal fi-
nancial base sustain economic growth?

It can be argued that the informal base is not daom It would be too optimistic to
rely on the informal base as the sole engine ferststainable economic growth. SOCB as
formal financial institutions will be more encoueafjto finance the private SME in the
non-manufacturing sector. Their loan portfolioase diversified more to the private SME,
in particular, in the regions of big cities and orgprovinces. However, the increase in the
portfolio of undertaking (undertaking what?) in then-manufacturing sector without pru-
dent monitoring and a lending strategy would undeerthe soundness of their lending
business, as the Japanese banks had wrongly ddine jpnocess of the paradigm shift to a
frontier economy, resulting in the financial bublaled the subsequent lingering financial
slump.
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Conclusion

This paper aims at identifying the lessons thatn&€htan learn from Japan’s financial
slump. It attempts to identify the root cause @ thilure of a monitoring system of Japa-
nese banks. The performance of the Japanese nmogiwystem worked well during the
catching-up period, and accordingly Japan, achidvigth economic growth until mid
1970s. Consequently, many business firms, espgcra|or manufacturing firms, that suc-
ceeded in the catching-up period reached finamoiaurity. The profit opportunities of
Japanese banks of lending to these stable firmsegulently declined. Meanwhile, the
economy gradually shifted to a frontier economywinich “less credible” manufacturing
firms that previously relied on bank loans had wovive by developing new competitive
technologies, restructuring to higher value-addesirnesses, or by shifting their production
base overseas to reduce their production costar8icgly, Japanese banks had to monitor
these firms by evaluating the feasibility and etife@ness of their strategies for survival.
The changes in important risk factors increasecttis¢ of monitoring, including the cost of
hiring experts with the capacity of evaluating athed technologies, including those who
have expertise in international corporate finanoe i@ monitoring SME. A failure to ade-
guately assess and monitor major risk factors didust lower the efficiency of monitoring
for maintaining a sound portfolio of loans in indival main banks. It also lowered the per-
formance of the rent-based mode of monitoring ahale, resulting in a lower efficiency
of Japan’s banking and credit system. Therefongadabserved a structural failure in its
banking system, in terms of the inability to resppém the paradigm shift to a frontier econ-
omy.

Similarly to Japan, China is also currently expacirg high economic growth,
which brings a gradual shift in its industrial stture. The economy in China, especially in
big cities, is apparently moving towards a froneepnomy, and the share of tertiary indus-
try is in an increasing trend in the provinces. Boenomic reform changes the financial
system by ensuring market based lending insteddngf cherished budgetary allocation.
However, the financing pattern of big four banksiaens unchanged with a focus on pa-
tronizing the SOE involved predominantly in mantfang. Moreover, the increasing
market share of tertiary industry is financed mosty the private and informal sector,
which works very well to achieve huge economic growowever, there is no guarantee
that a private and informal base can sustain tbeaic growth forever. Therefore, it can
be concluded that it is the high time for Chines®ks to respond to industrial change.
More specifically, SOCB requires adopting some kifidransformation in the financing
pattern, and as well in monitoring and assessieditrisks. Otherwise, it is most likely
that the banking system in China will face simftature that was experienced in Japan.
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