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1
LOCAL GOVERNMENTS, RURAL
CREDIT, AND REGIONAL
DEVELOPMENT IN CHINA

In September 2008 a riot broke out in Jishou, a rather undeveloped city in rural
Hunan province. More than ten thousand peasants who had lost their savings in
an underground financing scheme took to the streets. By promising high rates
of return, real-estate developers and other local companies in need of working
capital had lured thousands of farmers to take out bank loans, using their savings
and homes as collateral, in order to invest in these companies. When the scheme
collapsed, the uproar persisted for several days and was finally quelled once the
provincial government intervened to require the borrowing companies to repay
all loans to the individual lenders.1
The Jishou incident was not the first instance of social unrest in rural China
over unrecovered savings. In late 1998, several riots broke out in various rural
locales, most notably in Sichuan and Hubei provinces, when local rural cooperative foundations (RCFs) proved unable to return the savings they held. RCFs
were semi-official credit-and-saving institutions established by township governments outside the centrally regulated official banking system, though with
tacit approval from the central government. By the mid-1990s, there were more
than twenty-one-thousand township-based and twenty-four village-based RCFs
spread throughout rural China. They held deposits totaling almost one-eighth of
those held by the official banking institutions servicing China’s rural sector, the
rural credit cooperatives (RCCs). Widespread misuse of funds by RCF managers,
and mountains of nonperforming loans, mostly to local governments, brought
about the eventual collapse of the RCFs. As in the later Jishou case, these riots

3
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were pacified only when the central government intervened to require local governments to pay off RCF debts to individual rural debtors.
On a hot summer afternoon in 2004 I joined a group of local Communist Party
cadres for a spicy and sumptuous traditional feast in the only air-conditioned
restaurant of a rural township in Sichuan. Toward the end of the meal, the township’s party secretary sighed and lamented the dismal state of his government’s
finances. Knowing that local-government finance is a sensitive subject and that
I was in the company of many of his subordinates, I did not press him, although
I hoped he would elaborate on the source of his unhappiness. To my surprise,
he did. The township, he said, was a few million yuan2 in debt, with only a few
thousand yuan in annual income. His subordinates interjected to provide more
accurate figures regarding the township’s income and expenses, but neither was
willing to say who the creditors were. All they said was that the township owed
money to “many people in this town.”
As this conversation illustrates, the fact and scope of local-government debt
is an open secret in China, but its specifics remain a sensitive subject. Only after
spending time with numerous people in the township, including bank managers,
shopkeepers, teachers, and farmers, was I able to piece together a more complete
picture of the township’s debt. The major creditors were (and probably still are)
the local RCC, a construction company, and some private individuals. Because
the RCC is the only government-recognized credit institution in the township (as
in 90 percent of all rural towns in China), it absorbs the bulk of community savings. Loans from the RCC had been used to finance the now-collapsed rural enterprises that were owned and run by the township. The township had engaged a
construction company to refurbish a run-down primary school, but it had failed
to pay the company in full. Having exhausted its RCC lifelines, the township was
then forced to take out loans from private individuals in order to pay wages for
ordinary township cadres. Because a large amount of its loans to the local government were not repaid, the local RCC itself had a very high nonperforming
loan ratio (close to 50 percent). This made it extremely difficult for the RCC to
do what a bank is supposed to do: generate profits by lending.
To be sure, this is not the reality of every township in rural China. In the townships of rural Zhejiang where I have conducted fieldwork, for instance, most
grassroots governments had either very modest or no debt. Most of Zhejiang’s
township governments were able to provide basic education and health care to the
citizenry. Compared to the townships of Sichuan, the rural banks in Zhejiang had
healthier balance sheets and fewer nonperforming loans. As a result, the Zhejiang
banks were able to make better use of funds by lending to thriving private businesses. The people I spoke to in rural Zhejiang, as well as in Jiangsu and Shandong,
were relatively content with what they had, far from the misery and bitterness exhibited by the citizens in the economically deprived Sichuan township described earlier.
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These anecdotes provide a flavor of the issues addressed in this book. I seek
to explain the bias in lending toward local government–related enterprises. I also
explain why the mobilization of rural savings has contributed to successful industrial development in some locales but not in others. This is not a volume
devoted to the functioning of rural credit institutions—a subject best left to development economists. Nor is it a study solely of local-government finance, an
important subject about which many practitioners in the World Bank and other
development agencies have already written. Rather, this book tells the story of the
nexus between these fascinating issues.

Rural Savings, Uneven Regional Development, and
the Implications for China’s Political Economy
RCCs are China’s main official banking institutions servicing the rural sector.
Lack of alternative savings institutions and investment channels has made RCCs
very popular savings options in rural China, where they are often the only option
besides keeping household savings under the mattress. Their official mandate is
to support agricultural development among farm households. Nonetheless, nationwide statistics on RCC loan portfolios show that rural households receive a
much smaller proportion of loans compared to township and village enterprises
(TVEs) (figure 1.1). Throughout the 1980s and 1990s, about half of all RCC loans
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FIGURE 1.1 Composition of RCCs’ loans nationwide (1985–2004)
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went to TVEs, which are small or medium-sized enterprises (SMEs) located in,
and managed by, townships and villages. Although many household-run businesses and private firms in rural China are also classified as TVEs, until the late
1990s the overwhelming majority of TVEs were collective firms owned and run
by local authorities.3 This despite the fact that rural households contributed over
85 percent of RCCs’ total nationwide deposits during this period (figure 1.2).
Loan allocations by rural banking institutions to large rather than small
borrowers are not uncommon in developing countries. But there are unique
political-economic reasons for this phenomenon in China. At the end of the
1990s, RCCs’ official nonperforming loan (NPL) rate was estimated to be 50
percent of total loans.4 Indeed, before RCCs were restructured in 2003, about
half of China’s forty thousand RCCs were technically bankrupt or had negative net worth. Though no nationwide statistics indicate the proportion of loans
to TVEs that have gone bad, my own field research and that of others suggest
loans to farmers generally perform much better than those to TVEs.5 My own
estimate suggests the NPL rate of loans to TVEs was as high as 80 percent in the
late 1990s.6 Given that Chinese credit institutions often used accounting tricks
to avoid registering loans as nonperforming, the actual magnitude of RCCs’ bad
assets was likely significantly higher than even official estimates.
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FIGURE 1.2 Composition of RCCs’ deposits nationwide (1985–2004)
Source: Zhongguo jinrong nianjian [Almanac of China’s finance and banking].
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Subnational data on collective TVEs also show significant regional variations in terms of size, output, performance, and efficiency. At the peak of their
development in 1994, TVEs in the eastern region accounted for about threequarters of national industrial production, operating revenue, and fixed assets
(figure 1.3). Nonetheless, eastern enterprises accounted for only half of the national total of workers and of enterprises. Although western enterprises obtained
twice the amount of bank finance per sales unit as those in the east, eastern enterprises exported three times as much as those in the central and western regions (figure 1.4). In addition, workers in the east were 1.5 times and twice as
productive as those in the central and western regions, respectively. These data
clearly suggest that eastern TVEs operated more efficiently than those in central
and western China.
China is characterized by starkly uneven regional development, manifested
not only in a yawning urban-rural gap but also in significant variations within
rural areas. In 2006 the income level of an average urban resident was 3.3 times
higher than that of his rural counterpart, 11,759 yuan per capita versus 3,587
yuan per capita.7 According to the UNDP, China had higher income inequality than 80 of 177 countries worldwide.8 Uneven regional development is more
startling in terms of funds available for essential social services. The gap in health
expenditures per capita for urban and rural residents stood at 3.5 in 2005, though
it had fallen from 4.1 in 1990 (figure 1.5). The top-spending province typically
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FIGURE 1.3 Share of collective enterprises measured by various indicators by
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FIGURE 1.4 Performance of collective enterprises by region (1994)
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operations township and village enterprises] (Ministry of Agriculture, TVE Planning Bureau, 1994).
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spends ten times more than the lowest-spending one on health and basic nineyear education (primary and junior middle school).9
The World Bank has labeled China the most fiscally decentralized country in
the world (figure 1.6). Local governments in China are responsible for financing
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AQ2

Source: C. Wong (2005, p. 5).

70 percent of government expenditures, significantly more than is common in
other countries. These include the bulk of government social services. As a result
of this highly decentralized fiscal structure, the disparate fiscal capacity of subnational governments largely accounts for the huge variations in social spending
and, by extension, uneven regional development.
This book addresses important scholarly debates that go beyond rural credit
and the fiscal system in China. Two of the major issues confronting China are
social unrest and its growth model. I address each in turn.
Social unrest, which has been rising exponentially, poses a challenge to the
authoritarian government. The number of “mass incidents” or “incidents of public disorder” has climbed from 30,000 annually, in the early 2000s, to 90,000 in
2006 and 180,000 in 2010.10 This volume addresses several issues helpful in understanding the causes of social unrest in China. During the 1990s, peasant tax
burdens were among the most common causes of rural unrest. After the elimination of rural taxes in the early 2000s, disputes and grievances over land requisitions by local governments became increasingly important in triggering social
unrest. Other important causes of social unrest include cadre corruption and
environmental-related disputes between residents and local factories or authorities, most if not all of which are related to local government schemes to augment
income. The cadre evaluation system and fiscal imperatives, analyzed in chapter
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4, shed light on the efforts of local officials to maximize revenue collection and
to promote industrialization and urbanization, which contribute to their coffers.
Imposition and collection of arbitrary taxes and fees supplement government
revenue, and land requisitions are in turn motivated by the need for land for
industrial-zone development or infrastructure building.11 In fact, as the Conclusion will point out, land-collateralized bank loans, which have led to escalating
local-government debt levels, are prerequisites of the country’s much-touted
grand infrastructure projects.
The political economy of the banking sector illuminate why China’s effort
to shift its economy from investment and export-led to consumption-driven
growth, essential in sustaining its long-term development, has been largely unsuccessful. In the last three decades, China’s economic growth has relied disproportionately on government-directed investment and expanding trade surpluses.
Household consumption accounts for only about 35 percent of GDP, a figure
lower than in most other countries. Investments in state-preferred enterprises
and projects have been funded by loans with repressed interest rates. The implication of this repression is that while low lending rates help provide cheap capital
to state-preferred businesses, savers or households receive lower returns on their
capital, thereby depressing their consumption level. This is in effect a transfer of
income from the household to the corporate sector.
Just like the four main state-owned banks in the late 1990s were, RCCs have
been recapitalized in a government bailout.12 The central bank has been keeping interest rates low in order to reduce the costs of borrowing. Hence, both
government policies—keeping interest rates low to subsidize the cost of capital
and bailing out insolvent banking institutions—represent a transfer of income
from households to state-preferred businesses and have a dampening effect on
household consumption.

Arguments in Brief
This book addresses two critical questions at the nexus of China’s politics, finance, and development. First, why have RCC loans been allocated consistently
to local government enterprises and projects? Second, what is the local variation in
industrialization outcome from savings mobilizations? (See table 1.1.)
I seek to explain the pattern of RCC loan allocations through the design of
political and economic institutions. Like all subnational agencies in China, RCCs
are simultaneously accountable to their functional superiors and to local party
leadership. Between 1979 and 1996, the period during which TVEs grew most
rapidly, RCCs reported to the state-owned Agricultural Bank of China (ABC) on
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TABLE 1.1 Dependent and independent variables
DEPENDENT VARIABLES

INDEPENDENT VARIABLES

Institutional design
I. Bias in lending pattern toward local
government–related firms and projects
across all locales
II. Local variation in industrialization outcome
(prosper or perish) from savings mobilization

• Dual accountability system
• Fiscal imperatives
• Cadre evaluation system
Local government/privately led
industrialization

professional matters, but personnel decisions were made by local party committees. As a result, local party committees were able to exert great influence over
credit officers.
Between 1996 and 2003, RCCs were loosely managed by China’s central bank,
the People’s Bank of China (PBoC). It wrested decisions on RCCs’ senior personnel appointments away from local party committees to newly established countylevel unions largely under the influence of the PBoC. The PBoC, however, was
caught between the often conflicting policy objectives of supporting the agricultural sector and making the RCCs commercially sustainable. Furthermore,
the PBoC’s institutional design itself weakened its capacity to supervise the financial activity of local RCCs, which remained largely grassroots institutions.
As a result of both factors, the RCCs remained predisposed to pervasive local
government influence even after they were placed under the professional control
of the PBoC.13
Existing work on the political economy of credit in China is largely silent
on the significant role of local governments in China’s credit system. In China’s
Unfinished Economic Revolution, Nicholas Lardy argues that owing to a weak
fiscal system, the central government was unable to finance many of its social
obligations, such as pension and unemployment benefits.14 Instead the central
government forced state-owned banks to provide soft loans to prop up ailing
state-owned enterprises (SOEs), which in turn provided pensions and other social benefits to workers. As important as Lardy’s arguments are, they fail to capture the political-economic dynamics of China’s rural credit system. As I shall
show, local governments face a systemic imbalance between revenues and expenditures. To meet the central government’s demands to augment revenue, local officials siphon resources from formal credit institutions to finance local industrial
development for the purpose of generating income.
China’s fiscal and banking systems serve inherently different economic and
social objectives. The fiscal system plays a redistributive role: it collects taxes
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from the “haves” and redistributes the revenue in the form of social services to
the “have-nots,” at least in theory. In contrast, the banking system has an intermediary purpose: banking institutions pool capital from savers and allocate it to
borrowers, with the price of loans reflecting the risk profiles of the borrowers.
The intermediary role of banking institutions improves the efficiency of capital allocations by channeling funds from areas with excess supply to areas with
excess demand. Accordingly, the use of savings to serve a fiscal role carries a
cost: huge inefficiencies in capital allocations. Moreover, when capital is allocated
according to political considerations rather than hard-nosed economic assessments, loans often end up in the hands of politically well-connected borrowers
who have little incentive to repay them.15
Local interference in credit allocations becomes an unintended consequence
of the systemic demands embedded in Chinese political institutions. The behavior of those in local government is largely motivated by the Communist Party
cadre evaluation system and by the fiscal system. Both provide strong incentives
to local officials to pursue industrialization at all costs for the purpose of maximizing revenue. The RCCs, due to their lack of institutional hierarchy and weak
corporate structure, become easy targets for local officials ravenous for financial
resources.
Next, I address the implications of savings mobilizations for rural industrialization in China. In Back-Alley Banking, a comprehensive study of informal
finance across various localities, Kellee Tsai contends that informal finance is
diverse in its institutional forms. She explains this as an outcome of differing
orientations of local governments toward the private sector.16 The present study,
however, will demonstrate that diverse economic outcomes occur even when
local incentive structures and credit institution designs are similar.17 Such differences occur, as we will see, when local economic and geographical circumstances
differ. China’s strikingly uneven levels of development prima facie suggest that
savings have been deployed in different locales for different ends. The case studies
in this book, drawn both from the developed provinces of Zhejiang and Shandong and from the impoverished provinces of Sichuan and Hebei, will confirm
this situation. These case studies reveal that rural savings have contributed to
successful rural industrial development in some but not all locales.
One critical difference between the cases is whether local authorities actively
promote industrial activities by channeling cheap credit to their preferred enterprises (local government–led industrialization) or whether bank credit is
channeled by market forces to best-deserving (private) enterprises (privately led
industrialization). As chapter 5 will illustrate, the latter occurs not because local
government officials in those specific localities do not care about industrialization. Rather, all officials face the same set of political and economic incentives
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that motivates them to develop an industrial sector and to maximize revenue
collection. The distinction is that in those locales where the tradition of localgovernment entrepreneurship is palpably and relatively nonexistent—such as
the famous case of Wenzhou in Zhejiang province—local governments let the
private sector take the lead. After all, all enterprises—public and private alike—
contribute taxes to local coffers. The other critical distinction is proximity to
urban markets and transportation linkages, which is determined by the township’s geographical location.
Two of my eight township case studies have achieved successful development.
In one of these success stories, in Taizhou (in southeastern Zhejiang province),
enterprise development was not carried out by the local government at all.
Rather, it was private enterprises, established from personal savings and financing from profit-oriented credit institutions, that took the lead. These private entrepreneurs were forced to use financial resources efficiently or risk going out of
business and losing their life’s savings. Taizhou’s tax revenues from these private
enterprises allowed it to provide social services (figure 1.7).
The other success story is a township in Zouping (in Shandong province).18
Enterprise development in this township was local government–led. This case
was also exceptional in a telling way. Proximity to urban centers and transportation linkages gave businesses in the Zouping township access to markets and a
shortened time-to-market that are notably missing in most parts of rural China.
Such geographical factors enabled local collective enterprises in the township to
survive the collapse of China’s collective sector in the mid- to late 1990s, even
though the township utilized capital from local credit institutions to develop the
collective sector. The township enterprises were subsequently bought out by individuals, who continued to expand the businesses. These industrial enterprises
contribute taxes to the local government that enable it to finance the provision
of public goods and services to residents (figure 1.7).
The case of Taizhou exemplifies successful rural development spearheaded
by the private sector—the so-called Wenzhou model—whereas that of Zouping
resembles local government-led industrialization, nicknamed the Sunan model.
Granted, not all localities succeeded in their efforts at industrialization. The
cases in Sichuan and Hebei unveil a lesser known—but far more widespread—
phenomenon of failed local government–led attempts at industrialization. Faced
with revenue-maximizing pressures from fiscal decentralization and from the
cadre evaluation system, local governments borrowed heavily from RCCs to finance collective enterprises throughout the 1980s and early 1990s.
Many collective enterprises were sustainable only for as long as the government had allowed them to continue operating. The fact that many of them
were located in remote and mountainous regions meant that these firms had
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enormous difficulties gaining access to technical know-how or large consumer
markets. There was little business rationale for these local government–owned
enterprises that relied on cheap credit and government subsidies to exist, and
indeed many of them crumbled once competition stiffened. Beginning in the
second half of the 1990s, a significant number of the collective enterprises experienced losses, and the problem worsened to such an extent that the enterprises
became financial liabilities, instead of cash cows, to local governments. The central government began pushing for TVE privatization by the mid-1990s.
Lack of industrial development from that point onward triggered a series of
local fiscal crises and, consequently, challenges for rural governance. In China’s
highly decentralized environment, where local authorities finance public goods
and services, local governments that were mired in debt were incapable of delivering even basic social services, such as basic education and health care. Farmers
in these locales bore substantial financial burdens as local officials arbitrarily imposed heavy fees and fines to supplement local government’s revenues. Though
the abolition of rural fees and taxes in the early first decade of the twenty-first
century helped reduce peasants’ burdens, it exacerbated the dire straits of local
government finances. In such locales, basic government services are largely paralyzed, and local governments survive thanks only to fiscal transfers from higher
levels. The chain of causation is depicted in figure 1.7.
My eight township case studies and their outcomes lead me to discover three
identifiable paths of rural industrialization:
I.
II.
III.

Prosper: Locales that have embraced privately led industrialization
and have successfully industrialized (Zen)
Prosper: Locales that have embraced local government-led industrialization and have successfully industrialized (Han)
Perish: Locales that have embraced local government-led industrialization and have failed to industrialize (Xiao, Zhang, Zhou, Cheng,
Fan, Sun)

This has profound implications for our understanding of the role of local
government in China. Traditionally, local governments in China have been described as “corporatist,”19 “entrepreneurial,”20 and “developmental,”21 denoting
an interventionist and instrumental role in rural industrialization and development. The best-known term is Jean Oi’s “local state corporatism,” used to depict
local government’s business-like behavior in running enterprises and managing
local economies. Both Andrew Walder and Yingyi Qian similarly see local intervention in shaping the development of TVEs and in rural industrialization as
positive.22 This belief, which influenced a generation of China scholars,23 may
have been valid at the height of the TVE sector’s growth in the early 1990s, but
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it now requires fundamental reevaluation. Not only were successful TVEs concentrated in certain geographical regions, these enterprises were later privatized.
The varieties of rural industrialization paths delineated in this book imply that
the “corporatist” or “developmental” local state is a time/region-specific phenomenon.
I also address an age-old debate in Chinese politics regarding the strength of
the central government versus local authorities. On the one hand, Shaoguang
Wang and Angang Hu argue that the center has lost much of its authority
through fiscal decentralization. According to this argument, fiscal decentralization has enriched and empowered some coastal provinces to such an extent that
they have become too dominant for the center to rein in.24 On the other hand,
in his studies of inflation and investment control in China, Yasheng Huang contends that despite economic decentralization, political power still rests firmly
with Beijing. Through the Communist Party’s appointment system, central leadership is able to exercise control over provincial and regional leaders, who otherwise have no incentive to keep inflation under control.25 More recently, Pierre
Landry argues that China is still a centralized authoritarian state despite having
a highly decentralized fiscal system, which defies the high correlation between
democracy and fiscal decentralization around the world.26
I contend that the center’s power is often overestimated. The central government may be able to bring about desired outcomes, such as a certain rate of
economic growth, by using the Communist Party’s cadre evaluation system to
set strict goals for local officials to attain. Nevertheless, it has no control over
how the outcome is attained. The evaluation system effectuates top-down control but does not allow for feedback from the masses. In the past, local governments imposed arbitrary taxes and fees on farmers in order to meet centrally
prescribed tax revenue targets, which led to massive “peasant burdens.” As I will
illustrate, local officials mobilize resources from banking institutions to fund
tax-generating industrial activities that are often unjustifiable on economic
grounds. Consequently, money that might otherwise be loaned to rural households is reallocated and local government racks up huge debts, paid for ultimately by the taxpayers.
What are the ramifications of channeling a huge proportion of savings to
finance a largely unsuccessful government-enterprise sector? In the early first
decade of the twenty-first century, half of the forty-thousand RCCs nationwide
were technically insolvent. At the same time, all evidence pointed to unsustainable levels of debt by county, township, and village authorities. A large proportion of this debt was owed to the credit institutions. In this respect, my study
also exposes the perils of fiscal decentralization when subnational governments
face soft budget constraints. Montinola, Qian, and Weingast assert that “federal-
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ism, Chinese style” has contributed to China’s growth by limiting the center’s
predatory power to encroach on local governments’ economic autonomy, which
provides political protection for economic reforms.27 They therefore perceive
“market-preserving federalism” as a substitute for the typical political institutions constraining predatory states that are currently politically infeasible in
China, such as popular elections and a separation of powers.28
But what if the key assumption of Montinola, Qian, and Weingast that “all governments face hard budget constraints” is relaxed? As János Kornai has noted of
the socialist Hungarian economy in the 1970s, chronic loss-making state-owned
enterprises were always bailed out by the central government. This created an
expectation of bailouts, which affected state-owned enterprises’ behavior. This
was the phenomenon Kornai labeled “soft budget constraint.”29 Local governments can face similar soft budget constraints when they are not allowed to fail
despite massive indebtedness.
Existing studies on the sources of local soft budget constraints in China focus
on the fiscal system.30 But the fiscal system has fewer negative implications than
does China’s banking system. When local governments collect hefty and arbitrary taxes and fees from citizens and enterprises to supplement their income,
resources are transferred from the taxpayers to local authorities. When local officials fail to use this tax revenue to provide goods and services to the citizenry, this
is (merely) a problem of inefficient use of resources. Taxpayers do not expect the
government to pay back their taxes. But when local governments borrow from
credit institutions to finance their budgets, these loans will have to be repaid.
Savers—unlike taxpayers—expect their savings to be honored, sooner or later.
Failure to honor the hard-earned savings of hundreds of millions of rural households would pose significant risks to social stability. When unrepaid loans to local
governments constitute a large proportion of the assets in the banking system,
the central government is forced to step in. Therefore, in a decentralized environment where subnational governments lack fiscal discipline or face soft budget
constraints, the center is often forced to absorb their debt and bail them out. The
center cannot credibly refuse to intervene when a financial collapse would have
widespread negative economic and political ramifications.31
From the central government’s perspective, in other words, the RCCs are “too
big to fail.” Because they collectively hold more than 80 percent of total rural savings, their widespread collapse would be immensely destabilizing. Indeed, this
was already illustrated on a smaller scale in the aforementioned rural riots in
Jishou. China’s central government has evidently recognized this potential danger. Between 2004 and 2006 the central bank injected about 300 billion yuan
to bail out insolvent RCCs, also rescuing local governments, RCCs’ largest
debtors, as a consequence.32 In this respect, my study also warns of the negative
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implications of fiscal decentralization, particularly in the absence of institutional checks and balances on subnational government finance. Fiscal federalism, Chinese style, does not induce economic growth, nor is it a substitute for the
typical political institutions constraining predatory states.

Research Design and Methodology
Case Selection: A Few Blind Men and the Elephant
China is characterized by widely differing levels of development. Scholarship on
the role of local government in development in China has reached conflicting
conclusions, largely depending on the location of field studies and the subject
under investigation. Tony Saich describes these efforts as “a few blind men and
the elephant”—what we “see” is often a direct result of where we stand.33 Of
course, the methodological concern that case selection will bias analyses is not
exclusive to studies of a vast country like China, but is endemic to social science
analyses, especially small-N qualitative research.34
The most common cause of selection bias is researchers’ selection of cases
based on the dependent variable. Geddes’ criticism of the much-publicized World
Bank study The East Asian Miracle35 is particularly illuminating in this respect. As
she notes, the sample of East Asian countries represented in the study includes
only those with high growth rates, countries with dismal economic performance
were simply excluded.36 As a result, Geddes correctly observes, it is questionable
whether there was indeed a miracle in the region, as the World Bank argued.
While my first dependent variable is the bias in lending across all locales,
the second dependent variable focuses on local variation in industrialization outcome—that is, whether the rural locales have financially prospered or
“perished.” A key independent variable is the nature of the industrialization effort—that is, whether it was led by local government or the private sector. Although fiscal decentralization provided the impetus for local authorities to
undertake industrialization, not all took a leadership role in this arena. In regions
where there was no tradition of local-government enterprise, local authorities
took a back seat, putting the private sector in the driver’s seat. I have selected
cases that maximize variations in the independent variable. Had I considered
only either the cases in which local government–led industrialization prospered
or the cases in which it failed, I would have undermined the validity of my analysis:
I would be likely to conclude either that an activist local state is a panacea for all
poverty-stricken areas or that industrialization is an unwise development strategy.
I used several criteria in selecting the cases, which matters more for the second dependent variable, since the first deals with a nationwide pattern. My first
consideration was to ensure that I included cases of both local government– and
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privately led industrialization. (I had visited some counties in southern Jiangsu
province, the cradle of the local government–led Sunan model; however, the data
I collected were insufficient to make it a studied case. Fortunately, the local government–led model was found not only in Jiangsu but also in Shandong and other
provinces.) The second criterion was to include cases from both coastal and inland
or western provinces, cognizant of the fact that the former have usually more successfully industrialized than the latter. The third was to make sure that the townships selected were not either all next to the county seats or all located in remote
areas. (In fact, I asked my Chinese hosts to pick the townships at random.) Next, I
made sure that the townships were not all either rich or poor in natural resources,
in view of the fact that natural resources may either provide localities an advantage
or may be a burden for governance in light of the “resource curse” debate.37
The case studies in chapters 5 and 6 trace the development trajectory of eight
townships located in four provinces: Zhejiang and Shandong provinces on the
east coast, Hebei province in the central region, and Sichuan province in the west.
Table 1.2 details the diverse socioeconomic indicators of the five counties where
these townships are located. The level of industrialization differs markedly among
the counties. Industry’s share of total output ranges from 76 percent in Shandong’s
Zouping to 54 percent in Zhejiang’s Wenling (in Taizhou prefecture) and to 25 percent in Sichuan’s SC2 county.38 They also differ in patterns of sectoral employment:
whereas Zouping and Wenling are industry-oriented, the counties in Hebei and Sichuan are predominantly agricultural. The geographical locations of the cases are
shown in figure 1.8. In addition, control variables that could potentially account
for the variation in outcome are introduced to help isolate the effects of industrialization. These variables are provincial location, proximity to urban center, and
natural resource endowment.39 As the case studies will illustrate, these control variables allow me to differentiate a few cases that fall into the same outcome category.

Methodology
I conducted more than 120 in-depth semi-structured interviews with officers
and managers of credit institutions and local officials. I also carried out a survey
of about 280 rural household respondents. The household survey was extremely
useful to systematically quantify rural households’ perceptions of how RCCs
work and how they are managed, the range of savings and loan options available
to these households, and the ways in which these households have used financial
resources. Nonetheless, there are many nuances in the political economy of the
credit sector in China that a quantitative survey is unable to capture. In-depth interviews played a very useful role here. Furthermore, I utilized a range of secondary sources, including county annals (xianzhi) and various statistical yearbooks,
to supplement the first-hand information obtained. The appendix to this chapter
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TABLE 1.2 County-level socioeconomic indicators for the studied cases (2006)
WENLING
(ZHEJIANG)

ZOUPING
(SHANDONG)

HB
(HEBEI)

SC1
(SICHUAN)

SC2
(SICHUAN)

836

1,250

2,802

2,469

1,770

1,160,000
1,388
11

720,000
576
16

330,000
118
17

150,000
61
15

1,080,000
610
58

Basic indicators

Administrative land area
(sq. mi.)
Total population
Pop. density (per sq. mi.)
No. of townships
Value added of output

2006 total (in million yuan)
Agriculture share of total
Industry share
Services share

35,131.1
8%
54%
38%

27,803.0
6%
76%
18%

2,682.1
32%
33%
35%

1,549.4
23%
49%
27%

3,703.3
43%
25%
32%

26%
35%
40%

39%
40%
21%

74%
14%
12%

51%
22%
28%

60%
14%
26%

Employment by sector

Agriculture
Industry
Services
Other economic indicators
(in million yuan)

Total urban & rural

21,627.6

5,841.4

2,072.9

906.8

3,605.2

household savings
Local govt budgetary

1,580.1

1,401.9

54.1

44.4

58.0

revenue
Local govt budgetary

1,713.5

1,703.1

319.6

214.7

843.6

1.1

1.2

5.9

4.8

14.6

expenditures
Expenditures/revenue ratio

Source: China County Statistical Yearbook 2007.

provides a fuller description of the methodology employed in this inquiry and
the appendix to this book gives the full list of interviewees and their affiliations.
The rest of the book will take you from the mountainous southwest, to the
cotton fields of the northeast, down to the boisterous coastal areas. The only constant among these diverse regions and locales is the desire of people to improve
their livelihood—government officials with the ambitions of climbing the career
ladder and ordinary people yearning for better lives. The strategies they employ
and their success vary greatly.
I conducted my field research largely before the rural subsidy program was
being rolled out by the central government in the mid- to late 2000s. While this
program has evidently benefited some rural populations,40 studies suggest that
it has not been effective in assisting the poor and the disadvantaged. Subsidy
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implementation usually requires matching funds from provincial and local
governments. Hence its success often depends on the fiscal capacities of local
governments, reinforcing a trend in which rich locales get more public service
provision and poor locales get less.41 This exacerbates regional disparities in
spending on public services.
While this book was being readied for publication, China, like the rest of the
world, was hit by an unexpected economic downturn. Enterprises that were profitable at the time of my field studies were undergoing an extraordinarily trying
time. Some were forced to close shop, while others were bracing for a sudden
downswing in export sales. The decline in profitability was also affecting the fiscal health of local governments, which rely on business taxes and revenue from
business-related activities.
Though it may be too early to draw firm conclusions, there are already several
contending explanations for the downturn of the manufacturing sector in China.
Macroeconomic factors such as the appreciation of the Chinese yuan since the
mid-2000s, and rising labor costs have eroded manufacturers’ profit margins.
The global economic downturn in 2008 triggered by the subprime loan crisis
in the United States further dented external demand for Chinese-made goods.
These factors have hit export-oriented firms harder than those primarily oriented toward the domestic market. China’s traditional export powerhouse, the
Yangtze River Delta (encompassing the municipality of Shanghai, northeastern
Zhejiang, and southern Jiangsu), has borne the brunt of falling external demand.42 This, in turn, has hurt the rest of the region’s manufacturing economy, a
large proportion of which comprised small and medium-sized suppliers of parts
and raw materials to the bigger export-oriented manufacturers. My fieldwork
sites in Zhejiang have not been spared by the global financial tsunami.43 These
external factors may also be mere triggers for a host of latent problems that have
been plaguing China’s manufacturing companies.44
However the recent recession may alter the manufacturing landscape in
China, it has not fundamentally changed the ways China’s credit institutions conduct business. Some enterprises have not survived the recent crisis. The survivors
will offer valuable lessons for scholarly works in the future. Meanwhile, this book
deals with the political economy of development in China up until the recent
global financial crisis. The analyses in this volume remain valid irrespective of the
current economic upheaval.

A Road Map: Structure of the Book
We start with a primer on the rural banking sector in China. Chapter 2 shows
that the savings of rural households have been channeled to finance urban de-
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velopment, reflecting an inherent urban bias in China’s development strategy.
Part II (chapters 3 and 4) analyzes bias in RCC lending patterns across all locales
(dependent variable I) from the perspective of institutional design. Chapter 3
draws on the literature on dual accountability systems—a fundamental feature
of Chinese political institutions—to explain the RCC organizational design. I
argue that RCCs were accountable to two principals: (a) local party leaders and
the state-owned Agricultural Bank of China (1978–96) and (b) local party leaders and central bank officials (1996–2003). However, the influence of local authorities, who are single-mindedly committed to promoting economic growth
and to maximizing revenue, is more pervasive. By contrast, the central bank
vacillates between two often conflicting goals: making RCCs commercially sustainable and wanting them to support the agricultural sector. Chapter 4 argues
that design of political and economic institutions—the Communist Party cadre
evaluation system and China’s fiscal system—have created strong incentives for
local governments to promote industrial development and to generate income.
Local government interference in credit allocations is thereby revealed to be a
consequence of the systemic demands created by the configuration of institutional incentives.
We then assay the varieties of rural industrialization in China (dependent
variable II), even where they have been similarly financed through rural savings. Chapter 5 examines the cases of two townships that successfully industrialized in spite of their diverse pathways. One followed a local government–led
model, and its enterprises depended heavily on financing from formal banking institutions. The other, which relied primarily on private savings and loans
from nongovernment banking institutions, was a privately led industrialization.
The predominance of local government or private enterprise in the pre-reform
era determined the paths these townships took. Proximity to urban centers and
transportation linkages allowed both places access to outside markets and technical know-how. Chapter 6 analyzes six cases of failed local government–led industrialization, a far more widespread phenomenon than the successful cases.
Despite massive investment of savings in local government–led enterprises, the
collective TVE sector largely disappeared after the mid-1990s as competition
stiffened. Industrial enterprises in these remote locales had few reasons to exist
other than government coddling. The downfall of the collective industrial sector left local authorities deprived of revenue and incapable of financing public
goods and services.
The Conclusion updates the RCC reform by analyzing the cost of its bailout
by the central government. I argue that the bailout took place because the RCCs
were “too big to fail,” and that created a “moral hazard.” I situate my findings in
broader theoretical contexts before drawing normative implications for China’s
policies and its growth model.

3050-1109_1pass-001-r04.indd 23

4/24/2012 7:47:57 PM

24

PROSPER OR PERISH

Appendix
Case Study Indicators, Household Survey, and Sources

Indicators Used in Case Studies to Measure
Success of Industrialization Strategy
There is no single indicator that can unequivocally represent whether a locale has
prospered or “perished.” Although income or gross domestic product (GDP) per
capita is commonly employed to measure standard of living, reliance on a single
indicator distorts the reality because many facets of rural livelihood are not captured by a quantitative income indicator.45 Therefore, I have employed a range of
indicators, broadly divided into two categories:
Local Government–Related
• Local revenue per capita: measures the financial capacity of local governments to provide public goods and services on a per capita basis
• Percentage of intergovernmental transfers in total revenue: measures the
reliance of local revenue on transfers from higher-level authorities (The
higher the percentage, the less independent local fiscal capacity is.)
• Debt-to-revenue ratio: measures the indebtedness of local governments,
particularly the extent to which they can repay their debts using taxes
generated locally
• Debt per capita: measures the degree of local government debt on a per
capita basis
Farmer-Related
• Income per capita
• Taxes and fees paid per person—an indicator of the peasant (financial)
burdens
• Affordability of nine-year basic education
• Incidence of wage arrears
• Incidence of land-related conflicts
The government-related indicators measure the financial capacity of local authorities to provide essential public services, such as basic education and health
care. This is particularly significant in the context of China because, due to its
decentralized structure, the bulk of the financing of public goods and services has
fallen on the shoulders of grassroots governments. Local authorities that are rich
can provide highly subsidized services to their citizenry, whereas those deprived
of revenue are simply unable to do so.

3050-1109_1pass-001-r04.indd 24

4/24/2012 7:47:57 PM

LOCAL GOVERNMENTS, RURAL CREDIT, AND REGIONAL DEVELOPMENT IN CHINA

Presence of
tax-paying rural
enterprises

Local
government
fiscal health

Rural
governance

25

State-peasants
relations

FIGURE 1A.1 Chain of causation from rural industrialization to state–peasant
relations

Meanwhile, the farmer-side indicators provide clues about the degree of rural
contentment or discontent. High financial burdens of peasants, wage arrears, and
lack of affordability of basic education are often associated with a high degree
of rural discontent. Similarly, high incidences of land-related conflicts between
local authorities and farmers, such as the confiscation of farmland, are likely to
lead to rural unrest.
How do these indicators relate to rural industrialization? As the case studies
will illustrate, the fiscal health of local authorities is highly dependent on the
existence of profitable enterprises or successful industrialization. The existence
of taxpaying enterprises directly impacts the capacity of local governments to
provide public goods and services to the citizenry. Moreover, given the many
“unfunded mandates,”46 local authorities are hard-pressed for revenue. Consequently, they resort to extracting arbitrary taxes and fees from farmers and taking
farmers’ lands to resell is at significantly higher prices.
By the same token, where local authorities are deprived of revenue, the nineyear compulsory education is most likely an investment financed by the farmer.
In a nutshell, the availability of profitable industrial enterprises in a locale influences the local government’s capacity to provide public goods and services,
which in turn affects the dynamics of state-peasant relations. The chain of causation is depicted in figure 1A.1.

Household Survey
The respondents of the semi-structured interviews consist of two major groups:
(a) officers and managers of the RCCs and state-owned banks from Jiangsu, Zhejiang, Shandong, Hebei, Sichuan, Shanghai, and Beijing; and (b) local officials
from these provinces and municipalities. They come from various administrative levels: provincial capitals, prefectures, counties, and townships and villages.
In total, I conducted studies in thirteen townships, five county-level cities, three
district-level cities, one prefecture-level city, three provincial capitals, and two municipalities (Beijing and Shanghai). I had lengthy discussions with bankers from
the Rural Commercial Banks in Jiangsu and the Shanghai City Commercial Bank
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TABLE 1A.1
respondents

Basic information and wealth levels of household sur vey

COUNTY

RCC MODEL NUMBER

Zouping

RCB

SC1
HB
SC2

RCC
RCC

11

Total

9
43
98
51
8
57
277

%

MEAN OF TOTAL
WEALTH* (YUAN)

MEDIAN OF TOTAL
WEALTH* (YUAN)

SD

4

142,838

128,080

48,286

3.2
15.5
35.4
18.4
2.9
20.6
100

110,428
76,583
60,369
60,173
49,079
35,781
62,365

97,200
61,840
59,330
60,930
34,835
25,370
58,700

33,746
50,922
18,736
18,748
25,625
27,462
37,244

*Total wealth level is the sum of household’s annual cash income and value of their noncash assets.

to understand how these banks conduct businesses. Nonetheless, data on local fiscal health and peasants’ livelihood are limited from these places; hence only cases
for which detailed data are available are presented here, though investigations in
other sites have no doubt enhanced my general understanding of the issues. See
the back of the book for the full list of interviewees and their affiliations.
The household survey respondents were drawn from seven townships in four
counties (Zouping, HB, SC1, SC2) across three provinces (Shandong, Sichuan,
and Hebei). The respondents have varying levels of wealth, ranging from 35,000
yuan in SC2 to 140,000 yuan in Zouping (see table 1A.1). At the time of the
survey, these locales also differed in terms of RCC shareholding models—Shandong was in the midst of establishing rural cooperative banks, while Sichuan and
Hebei still had pre-reform rural credit cooperatives.
These primary sources aside, I have utilized a range of secondary sources,
including county annals and various statistical yearbooks. The county annals
(xianzhi) are particularly useful in providing a historical overview of the counties, supplementing first-hand information obtained from the interviews and the
household survey. Among the various statistical yearbooks I have consulted, two
of them are critical to the data presented in this study: the Township and Village Enterprise Yearbook (xiangzhen qiye nianjian) published by the Ministry of
Agriculture contains the best available time-series data on rural enterprises, and
China’s Almanac of Banking and Finance (zhongguo jinrong nianjian) is the best
available source for data on the RCCs.
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THE RURAL FINANCIAL SYSTEM AND
RURAL DEVELOPMENT IN CHINA

Drawing on secondary and some primary data, this chapter situates rural credit
cooperatives (RCCs) in the context of China’s rural financial landscape in order
to highlight their significance to the rural economy and households. China’s
rural financial system serves roughly 800 million people, constituting 70 percent
of the population. These people live in large swaths of hinterland in the central
and western provinces and in rural and peri-urban locales in the eastern coastal
provinces. Despite a diverse range of credit demands, the official rural financial sector has been largely monopolized by RCCs and, until the late 1990s, the
state-owned Agricultural Bank of China (ABC). Rural savings were behind the
spectacular rural industrialization of the 1980s and early 1990s. However, this
feat was achieved primarily through funding collective township and village enterprises (TVEs) rather than private enterprises (as a recent study has claimed).1
Hence, understanding how RCCs work is essential to understanding industrialization in China’s countryside.

The Rural Financial Sector
Rural credit cooperatives (RCCs) are the backbone of official finance in rural
China. They collectively account for over 80 percent of rural deposits and loans
(figure 2.1). With respect to agricultural loans, the Agricultural Bank of China
(ABC), one of the four big state-owned banks, has only one-tenth of the total,
compared to over 80 percent for RCCs (figure 2.1).
27
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ABC
11%

Other
17%

Other
7%

RCCs
82%

RCCs
83%

FIGURE 2.1 (left) Share of rural households’ deposits by financial institution
(2006). Total size: 2.88 trillion yuan. (right) Share of agricultural loans by financial institution (2006). Total Size: 1.32 trillion yuan.
Source: Almanac of China’s Banking and Finance (2007).

As table 2.1 indicates, there were about 24,600 credit cooperatives scattered
around rural areas as of 2005, covering about 60 percent of townships in the
country.2 RCCs’ networks have been shrinking since the l ate 1990s due to ongoing efforts by the central government to save costs incurred in the RCC system.
As part of this effort, the central government abolished village RCCs in the 1990s,
reducing the number of RCCs from over forty thousand in the late 1990s (about
one RCC in every township) to thirty-three thousand in 2003. Institutional reforms between 2003 and 2005 further reduced the number of RCCs to 24,600 in
2005. Some of the state-owned commercial banks and commercial shareholding banks have branches in the peri-urban areas, but not in remote rural areas,
since such presence is costly to maintain. For savings accounts, RCCs’ only real
competition is the Postal Savings Bank, which has networks throughout both
urban and rural areas.
TABLE 2.1

Rural credit cooperatives system by type (2005)
NO. OF UNITS

Township RCCs

24,596

County unions

2,415

Provincial unions

25

Rural commercial banks

12

Rural cooperative banks
Total

NO. OF WORKERS

627,141

19,278

58

29,294

27,106

675,713

Source: Almanac of China’s Banking and Finance (2006).
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Financial institutions by size of loans and deposits (2006)
LOANS

%

DEPOSITS1

%

State-owned commercial banks

17,999

51.8%

17,547

56.0%

Shareholding commercial banks

5,830

16.8%

5,147

16.4%

Rural credit co-ops and rural banks

3,382

9.7%

3,886

12.4%

State-owned policy banks

3,244

9.3%

213

0.7%

City comm. banks and urban credit

2,247

6.5%

2,254

7.2%

870

2.5%

1,602

5.1%

1,191

3.4%

667

2.1%

34,764

100.0%

31,316

100.0%

co-ops
Postal Savings Bank
Others

2

Total

Source: Author’s own calculation from the Almanac of China’s Banking and Finance (2006).
All figures in billions yuan, 2006 year-end.
1
Deposits are from households and firms.
2
Others consist of overseas banks and finance companies.

To put this in a national perspective, the financial sector is still dominated
by the four state-owned commercial banks, which have about 60 percent
of total deposits and loans nationwide (table 2.2). The shareholding commercial banks, such as the China Merchant Bank and the Shanghai Pudong
Development Bank, collectively have about 16 percent of total loans and deposits. Smaller in scale, RCCs have 10 percent of total loans and 12 percent of
total deposits nationwide. Despite its rural reach, the Postal Savings Bank’s total
loans and deposits nationwide are less than half of those of RCCs (table 2.2).

The Agricultural Bank of China (ABC)
Despite its name, the ABC is relatively detached from agricultural households.
The ABC was established by the central government in the 1950s to support agricultural production and to manage the RCCs that pre-dated it.3 It took over the
People’s Bank of China (PBoC)’s rural branches in 1979 and assumed a range of
policy and commercial functions, including lending to rural industries, financing state procurement of agricultural products, and managing the RCC system.4
During the 1980s, it served mainly to finance the central government’s projects
in the agricultural sector. Before the Agricultural Development Bank of China
was set up in 1994, the ABC was also responsible for financing all of the state’s
agricultural purchases.
In the late 1990s the ABC shifted its focus away from rural areas. In an effort
to save costs and to improve profitability, the ABC closed down its branches in
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rural townships and villages in 1999. Currently, branches of the agricultural
bank can be found only in county-level cities and some industrialized townships. In 2005 nearly all of the bank’s funds came from household savings and
deposits by enterprises. The bulk of its lending, however, went to large industrial
and commercial enterprises at the county level and above (25.1 percent of total
loans) and to local governments’ infrastructure projects (16.7 percent). When
the ABC withdrew its rural networks in the late 1990s, it also recentralized loanmaking decisions to the county and higher administrative levels. This has meant
fewer loans to borrowers in rural townships and villages. Collectively, lending to
agriculture, rural enterprises, private enterprises, and individuals accounted for
less than 15 percent of the ABC’s total loans in 2005, as indicated in table 2.3.

The ABC and Poverty Alleviation Loans
Since 1998 the ABC has been responsible for administering China’s poverty loan
program (fupin daikuan). The poverty loan program provides loans at a subsiTABLE 2.3
DEPOSITS

Deposits by

Agricultural Bank of China’s deposits and loans (2005)
AMOUNT
(BILLION YUAN)

%

2,435.8

61.3%

households
Deposits by

LOANS

Loans to industry and

AMOUNT
(BILLION YUAN)

%

632.6

25.1%

11.3

0.4%

commerce
1,207.8

30.4%

Loans to construction firms

144.9

3.6%

Loans to agriculture

133.9

5.3%

38.4

1.0%

Loans to rural enterprises

172.7

6.9%

143.5

3.6%

Loans to private enterprises

61.7

2.5%

256.0

10.2%

92.2

3.7%

419.6

16.7%

enterprises
Deposits by
organizations
Agricultural
deposits
Other deposits

and micro-enterprises
(getihu)
Other short-term loans
Medium-term working capital loans
Loans to infrastructural
projects
Loans to technical projects
Other long-term loans
Total deposits

3,970.3

100.0%

Total loans

27.8

1.1%

709.3

28.2%

2,517.2

100.0%

Source: ABC Statistical Yearbook 2003–06, p. 6.
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dized interest rate to rural households in poor counties. Loans under this program
totaled about 10 billion yuan in 2005. However, the program is widely known to
have extremely low repayment rates and to be fraught with administrative problems. The official repayment rate stands at 50 percent, but some sources estimate
it to be as low as 20–30 percent.5 As a result, not only has this program achieved
little in alleviating rural poverty, it has compromised the ABC’s commercial orientation.
The influence of local government is pervasive in the allocation of poverty loans. The loans are officially approved by local poverty alleviation offices ( fupinban), which are under the direction of local governments, with
the ABC merely doling out the money. Borrowers pay the subsidized annual
interest rate of 2.88 percent, and the central treasury compensates the bank
for the difference between market and subsidized rates. Because the poverty
alleviation offices, like all other local administrative units, are led by local
party leaders (though they also report vertically to higher levels in the ABC),
loans are often directed to local government projects, such as infrastructure
development.
Further, owing to the ABC’s increased commercial orientation, it is not in
favor of lending to poor households—the intended recipients—as such loans
are comparatively costly to service. For instance, one Sichuan county in which I
conducted research in 2005 is officially designated “poor by national standard”
(guojiaji pinkunxian). Yet, the local ABC branch has been handing over all the
county’s poverty loans, totaling 100 million yuan annually, to a power plant in
which the county government has a stake. The power plant may stimulate the
development of local industrial enterprises and augment local tax revenues. But
it brings little direct benefit to poor households, which is the intention of the
poverty alleviation program.6

The Agricultural Development Bank of China (ADBC)
The ADBC was established in 1994 to take over the ABC’s policy functions of
providing subsidized loans for state procurement of grain, cotton, and wool and
administering poverty alleviation loans. The central government’s intention was
to separate the ABC’s policy responsibility from its commercial function in order
to make it commercially sustainable. However, the function of administering
poverty alleviation loans was transferred back to the ABC in 1998. The ADBC is
a specialized policy bank not involved in rural retail banking. In contrast to the
ABC and RCCs, which secure capital from household savings, the capital for the
policy bank comes from the central government’s budget.7
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The China Postal Savings Bank
Postal Savings, a subsidiary of China Post until 2007, has approximately thirtysix thousand branches nationwide, including an extensive network in the countryside rivaling that of RCCs. However, Postal Savings could not give loans until
it became the China Postal Savings Bank in 2007. As a result, RCCs were left to
effectively monopolize the rural loan market until then. Nonetheless, thanks to
its nationwide networks, the remittance service of Postal Savings has been a key
channel for migrant workers in the cities to remit funds back home to their villages.8 Until 2007, the China Postal Savings Bank’s main sources of income were
interest-rate differentials for deposits parked at the Central Bank and the modest
fees collected from its remittance service.9

The Importance of Rural Savings
Savings provide the only means of financing major household consumption and
retirement for rural residents. Moreover, rural residents—unlike their urban
counterparts—have no entitlement to health-care benefits, pensions, or other social welfare. Household savings are therefore the only means of financing for oldage, health care, and even education expenses.10 As a result, rural savings remain
robust even during times of economic decline. The growth rates of rural savings
have stayed above those of rural income, except for a big dip in 1992 (figure 2.2).

Capital Flows from Rural to Urban Areas
and from Agriculture to Industry
The rural financial system exemplifies the urban bias in resource flows in China.
Like most developing countries and communist economies, China has been extracting resources from rural areas and from the agricultural sector to support
the growth of urban areas and of the industrial sector. The magnitude of the
capital that flowed from rural to urban areas was almost double that from agriculture to industry. Jikun Huang and Scott Rozelle estimate that between 1978
and 2000 a total of 1.55 trillion yuan (in constant prices) flowed from the agricultural to the industrial sector, and a total of 2.73 trillion yuan (in constant
prices) flowed from rural to urban areas.11 (See figure 2.3.) To put these figures
in perspective, the cash flows from agriculture to industry accounted for 3.2
percent of the gross value of agricultural production in 2000. The rural-urban
flows (averaging about 129 billion yuan a year) are equivalent to 5.2 percent of
agricultural production value.12 Even though urban-biased policies are com-
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mon in developing countries as a means to jump-start industries, Huang and
Rozelle conclude that the magnitude of this outflow has seriously stunted rural
development in China. Rural financial institutions, namely RCCs and the ABC,
have been the major conduits for these outflows. Of the three major arteries of
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capital outflow—the financial system, the fiscal system, and the implicit tax on
farmers from compulsory grain procurement—the largest outflows, especially
during the 1990s, have occurred through the financial system.

Rural Industrialization Financed by Rural Savings
The dependency of rural industrialization on rural savings is further borne out in
the statistics on the destinations of rural loans. With the rise of rural savings over
time, the amount of loans to the rural sector grew steadily from 4.5 billion yuan
in 1978 to 523 billion yuan in 1995. An overwhelming proportion of rural savings
had been directed to finance the development of collective township and village
enterprises (TVEs). According to a statistical series compiled by the Ministry of
Agriculture, which ended in the peak of enterprise development in 1995, TVEs
had soaked up the bulk of rural loans (figure 2.4). The percentage of rural loans
allocated to TVEs rose steadily from 38 percent in 1984 to 64 percent in 1993,
while the proportion that went to agricultural households fell from 51 percent to
26 percent over the same period.

What Are Township and Village
Enterprises (TVEs), Really?

AUQ 1

The definition of TVEs has been a source of contention among China scholars.
Until the mid-1990s, TVEs were largely local government–owned or collective
enterprises. Since then, many TVEs have collapsed, and those that survived have
been privatized. As a result, most TVEs still in existence are, as Yasheng Huang
has argued, private firms—not, as conventional wisdom would have it, collective
enterprises.13
I contend, however, that Huang’s claim is misleading with regard to the period
prior to the collapse of the TVE system in the late 1990s. As shown by the data
in table 2.4 and further on in table 2.5 (collected from the Ministry of Agriculture, the same source cited by Huang), collective enterprises (jiti qiye) were fewer
in number but employed more workers, and produced more, than did private
(siying qiye) and household firms (geti hu). In fact, prior to 1985, there were no
private or household TVEs at all.14 Though there were fewer collective enterprises
than privately owned ones, prior to 1993 collective firms employed more workers
than did private and household firms combined.15
More important, prior to the restructuring of the collective TVE sector in
the mid-1990s, collective firms consistently produced more than private and
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Source: China’s Rural Economy Statistics (Zhongguo Nongcun Tongji Ziliao) (1997).

household firms combined, accounting for about 60–70 percent of the total production value from 1985 to 2006, as indicated in table 2.4 (see also figure 2.5).
This reaffirms the conventional wisdom that the TVE phenomenon during the
1980s and the mid-1990s was largely one of collective enterprises owned and
managed by township and village authorities.
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7%

7%

1992 20,920

1993 24,529

1994 24,945

8%

1989 18,686

8%

8%

1988 18,882

8%

9%

1987 17,503

1990 18,734

11%

1986 15,153

1991 19,087

13%

3%

4%

4%

4%

5%

6%

6%

7%

7%

4%

90%

89%

88%

88%

87%

86%

85%

84%

81%

83%

COLLECTIVE- PRIVATE- HOUSEHOLDOWNED
OWNED
OWNED

1985 12,225

TOTAL

NO. OF ENTERPRISES (THOUSANDS); OF
WHICH (%)

120,175

123,453

106,247

96,136

92,618

93,668

95,455

88,052

79,374

69,790

TOTAL

49%

47%

49%

50%

50%

50%

51%

54%

57%

59%

6%

7%

7%

8%

9%

9%

10%

10%

11%

7%

45%

46%

44%

43%

42%

40%

38%

36%

32%

34%

COLLECTIVE- PRIVATE- HOUSEHOLDOWNED
OWNED
OWNED

NO. OF EMPLOYEES (THOUSANDS); OF
WHICH (%)

TABLE 2.4 Indicators of township and village enterprises (1985–2006)

4,612,404

3,213,232

1,787,996

1,181,058

978,035

840,182

750,244

505,498

371,705

222,881

TOTAL

54%

64%

67%

68%

67%

66%

67%

68%

70%

89%

14%

7%

7%

7%

8%

8%

10%

9%

9%

8%

32%

29%

26%

25%

25%

25%

23%

23%

21%

2%

COLLECTIVE- PRIVATE- HOUSEHOLDOWNED
OWNED
OWNED

TOTAL PRODUCTION VALUE (MILLION YUAN); OF
WHICH (%)

305,840

310,721

207,092

144,409

112,827

96,013

78,503

59,756

53,834

28,800

TOTAL

87%

90%

89%

94%

94%

90%

93%

97%

97%

96%

13%

10%

11%

6%

6%

10%

7%

3%

3%

4%

COLLECTIVEOWNED
OTHER

BANK LOANS (MILLION YUAN);
OF WHICH (%)
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1996 23,363

1997 20,149

1998 20,039

1999 20,709

2000 20,847

2001 21,155

2002 21,327

2003 21,851

2004 22,132

2005 22,496

2006 23,145

24%

23%

15%

13%

12%

9%

10%

10%

11%

12%

10%

4%

75%

76%

84%

85%

86%

87%

86%

85%

84%

82%

84%

88%

152,081

142,724

138,662

135,729

132,877

130,856

128,196

127,041

125,365

130,504

135,083

128,621
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13%

26%

30%
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42%

28%

25%
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7%

37%

41%
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45%
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41%

39%

38%

46%

Source: China’s Township and Village Enterprise Statistics, Ministry of Agriculture, various years.
Note: The bank loan series was discontinued in 2003.
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The History of Rural Credit Cooperatives (RCCs)
A brief history of RCCs demonstrates how they have metamorphosed from
peasant-organized cooperatives into the grassroots branches of a state bank and
subsequently into quasi-state credit institutions under strong influence from
local authorities. Throughout their transformations, RCCs have been caught between local authorities, the central government, and their member households,
each of which has distinct goals and priorities with regard to RCCs.

Peasant-Organized Cooperatives (1949–57)
Between 1949 and 1957, before the Communist Party established the people’s
communes, RCCs were largely grassroots cooperatives organized by peasants
(minban)—instead of by the state—and serving peasants’ credit demands.
This was the fastest growth phase in the history of the credit cooperatives.
The initial aim of establishing the cooperatives was to protect the peasantry
against widespread usury. Peasants’ demand for agricultural credit rose after
the land reform in 1952, which redistributed rural lands from the landlords to the peasants. Reflecting the peasants’ rising confidence in the system, from 1953 to 1955 the number of credit cooperatives grew nearly eight
times—from twenty thousand to one hundred fifty-nine thousand (covering
85 percent of townships). Their membership expanded during the same pe-
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riod to 100 million (accounting for 86 percent of total rural households),
and the total loans disbursed reached 1 trillion yuan.16 In sum, between 1949
and 1957, the RCC system became a major conduit in pooling excess capital
and channeling it to peasants needing loans. These RCCs exhibited the basic
characteristics of a “cooperative” (as opposed to a state-controlled) system:
member households contributed to the capital base, elected the personnel
who ran the organizations, and had access to loans as a service provided by
the organizations.17

The Financing Arm of the People’s Communes (1958–78)
With the collectivization movement of the late 1950s, the communes (which
later became the townships of today) gained control over the rural credit cooperatives. In 1958, China’s Communist Party Chairman Mao Zedong collectivized agriculture and established the people’s communes (renmin gongshe) to
manage production in the countryside. This meant that the credit cooperatives
became government-run (guanban) rather than peasant-organized (minban).18
Peasants effectively lost control over the cooperatives, as credit decisions were
made by the communes. RCCs had thereby effectively become the financing arm
of the communes. However, the communes misallocated RCC savings, which
disrupted the RCCs’ ability to provide credit services to their members. Members’ confidence in the credit institutions was greatly diminished, as reflected
in falling savings, from two billion yuan in 1958 to 970 million yuan in 1962.19
The credit cooperatives went through a tumultuous time during the “Cultural
Revolution” (1966–76).20 The central government transferred official control of
RCCs to the People’s Bank of China, the country’s only bank at the time. RCC
loan approvals and human resources decisions were centralized to the PBoC.
The credit cooperatives essentially became an apparatus of the state bank at the
grassroots level, further divorcing them from their earlier “cooperative” (minban)
nature.

Grassroots Branches of a State Bank (1979–96)
With the restoration of the state-owned ABC in 1979, the central government put
RCCs under the auspices of the ABC. For one and a half decades, the credit cooperatives functioned as grassroots branches of the ABC and their employees were
managed as part of the bank’s bureaucracy.21 Management by the state-owned
bank compromised some key interests of the credit cooperatives. First, the RCCs
were required to place 20–30 percent of their deposits with the ABC as reserve.
These became the single largest source of capital for the state-owned bank, accounting for nearly half of its total deposits in the early 1980s.22 Further, while
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RCCs were paid about 4 percent interest for the reserve they left at the ABC, they
had to pay around 9 percent interest on farmers’ deposits. The negative interest
margins were a major source of structural losses for RCCs.23 Subordination to
the ABC also meant the credit cooperatives had limited control over their capital,
as the state bank directed their loans to designated borrowers, such as township
and village enterprises.24

Remotely Managed by the Central Bank (1996–2003)
RCCs’ relationship with the ABC was formally severed in 1996, as part of the central government’s move to restructure the rural financial system. This restructuring divided the sector up among three institutions with distinct tasks. The ABC
was left in charge of commercial loans, the ADBC was put in charge of agricultural policy loans, and RCCs were put in charge of household credit.
RCCs were managed—albeit indirectly—by the central bank between 1996 and
2003. The central government set up more credit unions at the county level to manage the grassroots credit cooperatives. The county credit unions in turn were managed by the central bank’s RCC management offices, which were part of the bank’s
bureaus at the provincial and prefecture levels.25 During this period, the PBoC took
on a dual role: managing (through the control of the county credit unions) and
supervising the RCCs (as part of its role as the supervisor of the banking sector).26

Capital Injection and Subsidized Loans
In the late 1990s it became abundantly clear to central policymakers that without a capital injection the RCC system was simply unsustainable. According to
the central bank’s statistics, the overall nonperforming loan rate reached a peak
of 50 percent in 1999, though falling to 37 percent in 2002. The RCCs were not
only bleeding financially, their collective liabilities exceeded assets by 330 billion
yuan. As table 2.5 shows, both capital adequacy ratio and net equity was negative, which meant RCCs’ liabilities were so enormous that they were eating into
shareholders’ equity. Further, official estimates indicate that more than half of
RCCs nationwide (55 percent, or 19,542 credit cooperatives) were technically
bankrupt.27 By “technically bankrupt,” I mean their asset value was smaller than
the sum of their liabilities and equity, which implies that they would have closed
for business if they had operated under market conditions.
The problem was that for the central government, shutting down RCCs was
very much out of the question. As a prominent former central banker and a chief
architect of RCC reform has explained, this is because RCCs are both the primary
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TABLE 2.5 Financial indicators of RCCs nationwide (2002)
BILLION YUAN

Financial losses
Nonperforming loans
Net equity
Financial loss coverage*
Nonperforming loan rate
Capital adequacy ratio

5.8
514.7
–330.0
33.5%
37.0%
–8.5%

*Number of RCCs suffering financial losses divided by total number of RCCs.
Source: CBRC; available at www.cbrc.gov.cn.

holders of rural households’ savings and the primary providers of rural households’ credit.28 As a result, closing down RCCs would deprive rural residents of
their only formal credit service and expose many of them to abject poverty.
More important, because RCCs hold the bulk of rural savings (totaling about
1.6 trillion yuan at 2002 year-end), any sign of financial instability would trigger
panic and social unrest in the countryside. As I argue in the Conclusion, this risk
of social instability is buttressed by peasants’ perception that their savings at the
credit cooperatives are being guaranteed by the central government. Granted,
the central government is under no formal obligation to do anything should
RCCs fail. However, as I show in chapter 4, the government has strong incentives
to keep the RCC system from collapsing. Indeed, while the central government
got rid of many unstable financial institutions after the Asian Financial Crisis
in the late 1990s, RCCs have remained in business, despite having negative net
assets.29
The PBoC introduced the micro-loan (xiaoe daikuan) scheme in 1999 to
simultaneously improve rural households’ access to loans and enhance RCCs’
profitability. Under this scheme, the central bank provides wholesale loans with
subsidized interest rates to RCCs in poor areas in order to alleviate fund shortages
that negatively affect their lending capacity. The subsidy in turn allows RCCs to
raise lending rates to farmers up to two to three times the subsidized rate, thereby
helping improve RCCs’ profitability. Though actual lending rates differ according to loan terms, with higher rates attaching to longer-term loans, they are still
below the prevailing rates due to the subsidized nature of the loans.30 Between
1999 and 2006, the central bank provided a total of 128.8 billion yuan in highly
subsidized loans to RCCs, more than 90 percent of which went to recipients in
the western and central regions.31 An essential feature of the micro-loan scheme
is that household borrowers need not have collateral or any guarantor once they
are awarded “credit passes” with good ratings by RCCs. This has worked to farm-
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ers’ advantage because a primary impediment to their credit access is lack of
collateral, as the collectively owned land on which farmers’ houses (their most
valuable assets) are built is not legally admissible as collateral.32
My household survey results indicate that the micro-loans to rural households, the size of which differ from county to county, account for a large proportion of loans allocated by RCCs.33 The size of the micro-loan differs from
one county to another: while Zouping county—the richest of the four counties
surveyed—classifies all loans under 10,000 yuan as micro-loans, all other surveyed locales classify all loans under 5,000 yuan under the micro-loan scheme.34
Figure 2.6 indicates that the median loan size for SC1, SC2, and HB was about
2,000 yuan while that for Zouping was considerably higher at 19,000 yuan. This
indicates that while a majority of borrowers in the three poorer counties took advantage of the no-collateral micro-loan scheme; this was not the case in Zouping.
Loan sizes for Zouping were a lot more widely dispersed than those in the other
three counties, though the latter had quite a few outliers. Overall, it appears that
loan size—and the proportion of borrowers who took up micro-loans—differs
according to the borrower’s income level.
Despite the high proportion of loans to rural households, repayment is still a
serious issue, because the way micro-loans work in practice differs from theory.
Credit ratings are supposed to be given on the basis of borrowers’ creditworthiness, the consideration of which includes their age, asset value, income level, and
job type. Nevertheless, because a few loan officers in a township RCC typically
have to deal with a few thousand borrowers, they lack the resource capacity to
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Source: Author’s Sur vey.
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accurately assess the creditworthiness of all potential borrowers. As a result, one
universal credit rating is typically given to all borrowers in a village, giving rise
to the title of “a creditworthy village” (xinyongcun). Obviously, such a sweeping
classification often fails to capture villagers’ diverse risk profiles.
Further, owing to the fact that RCC officers lack intimate knowledge of the
repayment capacity of individual villagers, they often have to rely on information
given by township and village heads or cadres. This provides opportunities for
rent-seeking behavior (e.g., corruption or providing special favors to friends and
relatives) or consideration of factors unrelated to a borrower’s ability to repay.
For instance, local leaders can talk up their relatives or cronies so as to get loan officers to lend to them.35 While nearly 70 percent of respondents in my household
survey thought “ability to repay” was one of the RCC loan conditions, 40 percent
thought guanxi (relationships) were important too (see figure 2.7).
In no small part, the enormous expansion in loan size from subsidized agricultural loans has contributed to a recent reduction in nonperforming loan
rates and therefore to an increase in the profitability of RCCs.36 RCCs’ official
nonperforming loan rates fell from 29.7 percent in 2003 to 17.5 percent in 2005.
Two other forms of financial assistance from the central bank—the 168 billion
yuan debt-for-bonds swaps and 830 million yuan earmarked for loans—further
assisted RCCs in disposing with bad assets and writing off historical losses.
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However, as I argue in the Conclusion, although the subsidies are contingent on
improvement in RCCs’ corporate governance, actual change in RCCs’ corporate
governance has been rather cosmetic.

Provincial Credit Unions and Multiple RCC Models (2003–)
In 2003 central policymakers agreed that there should not be a “one-sizefits-all” model (yidaoqie) of RCCs. They therefore introduced two major changes
to the RCC system.37 Starting with a pilot reform in seven provinces and one
municipality in 2003,38 changes were rolled out to the rest of the country over
the following three years.
One change was the removal of RCCs from the professional and supervisory
oversight of the PBoC. RCC management rights were transferred from the PBoC
to the provincial governments, with the intention of making regional governments financially responsible for the credit cooperatives in their jurisdictions.39
The provincial RCC unions are administrative organizations (xingzheng jiguan)
that do not take deposits or give loans. They represent the respective provincial
governments in managing the credit cooperatives in their territories. Their functions are similar to those of the pre-reform county credit unions, except that their
control over local credit cooperatives is stronger. The prerogatives of the provincial RCC unions range from personnel appointments, appraisals and dismissals,
the setting of province-wide remuneration systems, veto rights on large loans,
and approval rights of major expenditures to auditing and service provisions,
such as province-wide management and support of IT systems and personnel
training.40 In addition, the PBoC’s supervisory function (over all banking institutions nationwide, not only RCCs) was transferred in 2003 to the newly set up
China Banking Regulatory Commission (CBRC).
Additionally, subject to certain conditions, RCCs could choose to adopt one
of three institutional models: the rural commercial banking model, the rural
cooperative banking model, or the existing rural credit cooperative model.
RCCs in highly industrialized locales with better financial performance could
become rural commercial banks. These are allowed to conduct business like
any urban commercial bank and are similarly bound by few policy requirements. Rural cooperative banks are a hybrid of rural commercial banks and
credit cooperatives. While they can raise equity by bringing in individual and
enterprise investors, they are required to allocate a certain proportion of their
loan portfolios to agricultural projects. A majority of RCCs nationwide, particularly those in the central and western regions, opted to become rural cooperative banks, with only a handful in the industrialized province of Jiangsu

3050-1109_1pass-002-r04.indd 44

4/24/2012 7:48:20 PM

THE RURAL FINANCIAL SYSTEM AND RURAL DEVELOPMENT IN CHINA

45

becoming rural commercial banks. Except for some RCCs in poor western
areas that retained the original RCC model, independent legal entity status of
township RCCs was abolished, to the effect that they are now part of the county
union cost centers.

Recent Rural Financial Market Liberalization
Since its inception in 2003, the CBRC has been pushing for reform in the rural
financial sector. Aside from the restructuring of RCCs, these reforms include the
restructuring of the Postal Savings system and the establishment of township
and village banks and new rural financial entities. This liberalization of the rural
financial market is premised on the belief that existing financial institutions have
limited coverage in rural areas and the sector suffers from a shortage of capital
and limited competition.41
One promising reform was the establishment of the Postal Savings Bank in
2007. Since its inception, this bank has rolled out a micro-loan program intended
to reach a vast number of small borrowers by allowing them to use time deposits
as collateral. As of April 2007, the micro-loan program has been tested in thirteen provinces.42 The bank’s nationwide network makes it a potentially successful
channel for improving credit access for poor households and small businesses.
The new types of rural financial institutions introduced in late 2006 are (a)
township and village banks (cunzhen yinhang), (b) micro-credit companies
(xiaoer daikuan gongsi), and (c) community-based cooperative credit organizations. Their introduction was a regulatory break from the long-standing pattern
of government control of the rural financial sector that has allowed RCCs to
maintain their dominance for such a long time.
Of the three, township and village banks have attracted the most enthusiasm
from private domestic banks and foreign banks.43 In December 2007 Londonbased HSBC became the first international investor to open a wholly owned subsidiary in a rural county in Hubei province, offering savings accounts to local
residents and businesses and providing loans to agricultural companies.44 Some
domestic regional banks, such as the city commercial banks, have also acquired
township-and-village-bank licenses that enable them to conduct business in
rural areas otherwise beyond their territorial boundaries. The new micro-credit
companies conduct lending, but unlike the rural banks, they are not allowed to
accept deposits.45 Nonetheless, equity participation in these companies is not
exclusive to banks. Market deregulation opened up a possibility for informal
lenders and underground money houses to operate legally by acquiring licenses
to become formal credit companies. The reforms have also allowed for self-help
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organizations organized and managed by farmers, but enthusiasm for these new
institutions has been lacking.
Overall, as of March 2008, twenty-five township and village banks and four
micro-credit companies have reportedly been approved by the CBRC.46 Even
though the rural financial sector liberalization is encouraging, it is too early to
assess whether it will make a substantial contribution to development.

Informal Credit Institutions
The heterogeneity in the levels of industrialization and income in rural China
implies hugely diverse credit demands. Such demands can range from half a million yuan as working capital, to 10,000 yuan to start up a small neighborhood
shop, to a few hundred yuan to pay for a funeral or a wedding. Therefore, it is
beyond doubt that RCCs as a single set of financial institutions are unable to
meet amazingly varied demands across rural China. Accordingly, the size of the
informal rural credit sector differs from one locale to another depending on the
extent to which the formal institutions are able to meet clients’ needs.
Some informal lenders are more institutionalized than others. The degree
of such institutionalization depends on the extent of information asymmetry
between the two parties, and particularly on how well the lender knows the borrower’s risk profile. It tends to be less institutionalized when credit transactions
take place within communities sharing some common characteristics, such as
living in the same village or sharing a lineage. The tightly knit nature of the
relationships not only helps provide the lender with information about the borrower but also offers “peer pressure” and “peer monitoring” to ensure prompt
repayments. Because peer pressure offers an alternative means of ensuring loan
payments, it negates the need for collateral, which is the way formal institutions
hedge against potential defaults.47 Examples of this type of non-collateralized
informal credit are interest-free (or low-interest-rate) interpersonal lending
among relatives, friends, or neighbors, or trade credit given by wholesalers to
vendors.
Another example of non-collateralized informal credit in China is credit associations (hui) consisting of a group of people involved in savings and lending.
There are three major types of credit associations in rural China: rotating associations (lunhui), in which loans are given by rotations among group members; bidding associations (biaohui), in which loans are determined by a bidding
process; and escalating associations (taihui, paihui) and pyramidal investment
schemes, which are strictly illegal.48
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When an informal lender does not know the likelihood of repayment, the
lending tends to be more institutionalized and operate in ways similar to the
formal institutions. Examples are money lenders or middlemen (yinbei), who
broker savers and borrowers at high interest rates, and underground money
houses (dixia qianzhuang) that operate like banks. Borrowers face varying degree of interest rates, some as high as four times the central bank’s base lending
rate.49
Additionally, there is microfinance, first launched in China in 1994, based on
a variation of the Grameen Bank model popularized by Nobel laureate Mohammed Yunus. The essence of the Grameen model is to provide commercially sustainable financial services to the poor (or, sometimes, to women). Based on a set
of innovative practices, microfinance utilizes various mechanisms, such as group
guarantees, dynamic incentives, and regular repayment schedules, to reduce information asymmetry and to mitigate risk of default.
Some encouraging performance from the early NGO-run programs notwithstanding,50 microfinance efforts in China hit a wall when it came to expansion
and wider implementation. In no small part this was due to the political environment in China. All NGOs in China must be registered with the Ministry
of Civil Affairs (minzhengbu) and must have a sponsoring government unit
(guakao danwei) supervising activities.51 Therefore, NGOs in China are not—
strictly speaking—nongovernmental organizations, since they cannot set their
own agendas. They also face the threat of being closed down due to their dubious
legal status. Further, the Communist Party and government apparatus, which
deeply penetrates rural society, plays a prominent role in the success or failure of
any development initiative. Smooth implementation of these so-called nongovernmental grassroots programs, from loan disbursement to collection, requires
cooperation from local officials.52 The programs’ lack of legal status as financial
institutions means they cannot take deposits, which makes them dependent on
external funding.
This chapter highlights the indispensable role of the RCC in rural industrialization, and sketches the rural credit outcome that will be analyzed in the rest of
the book. Rural savings have been instrumental in financing the development of
rural industries, which were largely local government–owned enterprises from
the early 1980s to the mid-1990s and subsequently private enterprises. RCCs may
be small players among financial institutions nationwide, but they are the dominant force in the rural financial sector, accounting for over 80 percent of rural
loans and deposits. The ABC’s withdrawal of its network from rural China in the
late 1990s further strengthened RCCs’ position in the rural financial sector. The

3050-1109_1pass-002-r04.indd 47

4/24/2012 7:48:20 PM

48

PROSPER OR PERISH

Grameen model of microfinance has failed to take off in China on a large scale,
despite its international success. Various subsidized loan programs, such as poverty alleviation loans, have achieved little or have not met program objectives. The
central government has recently opened up the sector by issuing licenses for new
types of rural financial institutions. Nevertheless, it is too soon to assess meaningfully whether the liberalization will have a lasting impact on rural development.
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