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Abstract 

 

This dissertation seeks to answer the question of why some countries comply with high 

level of Basel Accords while others ignore this global governance regime by adopting 

a rational theory of international political economy. Such approach highlights the 

important of a government’s public policy preference, which is a result of the 

interaction between international and domestic political costs. The theoretical model 

shows that if a country is more economically powerful (weak) or less (more) 

economically interdependent on global markets, and has a weaker (stronger) executive 

branch that is unable (able) to shield itself from domestic political factors, it is more 

likely to realize lower (higher) level of Basel Accords. If a country is powerful or less 

economically interdependent on global markets, and has a strong executive branch, it 

has more leeway to decide the level of bank regulation. If a country is weak or more 

economically interdependent on global markets, and has a weak executive branch, an 

equilibrium level of bank regulation will cause equal international and domestic 

political costs that minimize the aggregate pressure. Hypotheses are tested and 

supported by time-series-cross-section data covering 91 countries from 1973 to 2005, 

cross-national survey data covering more than 150 countries, and in-depth qualitative 

case studies of China's and Taiwan's changes of bank regulations since 1980. 
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Chapter 1 

 

Introduction 

 

This dissertation searches for explanations of national variation of bank regulations 

using the perspective from international political economy. Therefore this research is 

attributing a financial public policy outcomes to its underlying political factors. In this 

introductory chapter I will first introduce the current development of global bank 

regulations and the relevant core questions. It is followed by the introduction of 

theoretical framework and methodology adopted for the answers. In the end I discuss 

the organization of the dissertation. 

 

1.1  Global Banking Regulation and Research Questions 

 

The core question in this research project is what political factors account for the 

national variations of bank regulations, or the level of compliance with Basel Accords.1 

In figure 1.1, global distribution of the compliance level of national bank regulations 

                                                 
1 The global bank regulation discussed in this dissertation is Basel Accord; therefore I use them 

interchangeably. Unless specified as Basel 1, II, or III, Basel Accord mentioned in this dissertation 

represents the global regulatory framework devised and promoted by the Basel Committee on Banking 

Supervision in a broader sense. 
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varies widely, albeit regional clustering seems to exist (Barth, Caprio and Levine 

2006:75-177). If banking standards set out in the Basel Accord are remedies for series 

of banking crisis and are efficient methods for stabile profitability as some suggests, 

why such practices cannot easily reach global harmonization? If every country 

constructs a stable financial system, they becomes more capable of shielding from 

others’ reckless banking system. But the current situation falls short of that ideal 

situation. Since the choice of national bank regulation is a public policy process, it 

nevertheless involves political bargaining among various parties. From the agenda 

setting stage until the implementation end, politics remains a critical factor that often 

interferes the due process. The developments from Basel 1 to Basel 3 and their global 

dissemination cannot be immune from such reality. 

 

Figure 1.1  Global distribution of bank regulation in 2005 (low 0-3 high) 

 

Note:  

1. The distribution map is produced by the author using data from Abiad, Detragiache and Tressel 

(2010:20-22). 

2. In 2005, no country in the dataset was rated “0” 

 

 Starting from 1970s the discordance and opaqueness of national banking crises 

directly and indirectly led to series of financial crises beginning in Latin American 
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countries in the 1970s and 1980s, Asian Financial Crisis (AFC) in late 1990s, subprime 

mortgage crisis in the United States in late 2000s, to banking crises in several European 

countries until now. Since then, countries started to aware of such high risk under a 

discordant global financial system and called for setting up principles of international 

financial regulations, which should be adopted by all governments around the world. 

This would allow every banks compete with each other under a more complete 

accounting standards and more reasonable level of risk-bearing. As a consequence, 

businesses and individuals can control more transparent information and a safer 

environment for investment.  

 

 Probably the most important international organization that shoulder such 

responsibility is the Basel Committee on Banking Supervision (BCBS) under Bank for 

International Settlement (BIS). It was formerly the Basel Committee on Banking 

Regulations and Supervisory Practices established by Presidents of the Group of Ten 

(G10) in 1975 after the bankruptcies of Bankhaus Herstatt in West Germany and 

Franklin National Bank in the United States that caused international liquidity crisis. 

Since then the mission of BCBS was to initiate best practices to regulate banks around 

the world. The limit of capital adequacy ratio (CAR), which is the ratio of capital to 

risk, was the most relevant standard to promote.  

 

 Unlike other international organizations that have teeth, BCBS was simply an 

international forum that allowed chief bank regulators in several powerful countries to 

discuss financial issues. In the mid-1990s, the role of G10 had gradually been replaced 

by Group of Seven (G7), which was more institutionalized than G10. G7 was a summit 

for advanced industrial countries, which concern the development and stability of 

global financial market, which hosts a large of amount of their financial resources. 
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Discussion of banking supervision became their annual focus, especially they were also 

hit by financial crisis in other places. The leader of G7 began to set out and goal and 

mission for banking supervision, and then bring it to the BCBS to more in-depth 

discussions of corresponding global bank regulations. Plans developed by G7, 

nevertheless, had received objections from non-G7 countries, especially developing 

countries that needed more flexible financial policy to boost economic growth.  

 

 The first important plan brought up and passed by BCBS was Basel Capital Accord, 

or Basel 1, in July 1988. It stipulated that banks in each country should reach CAR of 

8% by the end of 1992 and the risk in the formula included only credit risk. For example, 

if a bank’s risk-weighted assets amounts to US$100 million, it has to keep at least US$8 

million capital, which is the equity in the bank’s balance sheet. Such strict regulation 

confronted objections from the bankers and developing countries. They criticize the 

method of risk calculation, such as that bonds issued by Organization for Economic Co-

operation and Development (OECD) countries were considered risk-free while the risk 

of developing countries’ bonds were weighted 100%. Therefore banks in developing 

countries required more ready capital at the expense of investments.  

 

 However, the Basel 1 was not globally mandatory; therefore the dissemination and 

implementation relied on the goodwill of national governments. It simply failed such 

expectation, which is evident in its incompetence to avoid the 1997 AFC. To overcome 

such problem, BCBS had started to revise the standards brought out in 1988. In order 

to improve the effectiveness, other kinds of risks, such as market risks, and other 

important regulatory dimensions were included in the revised version of Basel Accord. 

In June 1999, A New Capital Adequacy Framework was published that, in the first time, 

discussed the necessity of the three pillars for sustaining a sound financial system. It 
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later received a series of discussion and revision, and in the end was first formerly 

released as the first draft of Basel 2 in June, 2004. The three main pillars mechanism 

was the key. The first pillar manages the asset-weighted risk, which is the continuation 

of Basel 1’s credit risks, as well as adding market risks and operational risks into the 

formula for calculating banking risks. However, the calculation of risks are left for each 

bank’s internal risk management model. The second pillar is the supervision of national 

regulators on each banks’ risk-weighting model, to see if the model satisfy the 

international standards. Internal Capital Adequacy Assessment Process was established 

to deal with this pillar. In addition, the regulatory agency should possess the power to 

properly deal with banks in financial troubles. In other words, Basel 2 expects stronger 

legal authority held by the regulatory agency. The third pillar pertained to the 

information disclosure requirement, which allow accessible and transparent banking 

information in the financial market. It seeks to bring in private sectors, such as private 

rating agencies, in monitoring banks’ behaviors, which seems effective beyond the 

public authority. Barth, Caprio and Levine (2006) found that market discipline seemed 

to work better than the other two pillars. 

 

Although Basel 2 responded to several criticisms, such as pillar two, the world 

suspected the pertinence of risk models that are allowed to be chosen by banks 

themselves. Governments’ supervision capability was also questionable. Such 

suspicion had become even more legit after the world witnessed the fraudulent 

accounting practices and financial manipulation done by Enron. Public doubts on 

corporates’ self-governance remained high. Furthermore, Basel 2 has failed to stop 

series of financial crises in western countries since 2007, which was partly caused by 

the malfunction of governments and financial facilities.  
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 After several financial institutions went bankruptcies due to high-leverage ratio 

financial adventures, low level of public governance and emergency crisis management 

was exposed. Enhancing Basel 2 was voiced. In July 2009, BCBS initiated plan for 

improvement, expecting to raise CAR, and even higher for investment banks. Such 

scheme received supports from leaders participating the summit of the Group of Twenty 

(G20) in November 2010. The plan became the Basel 3. In addition to more 

conservative and prudential bank regulations, Basel 3 also set out three stages. First, 

each country has to harmonize international banks under its jurisdiction into Basel 3 

through timely domestic political and legislative process. Second, each country has to 

ensure the compliance of domestic related regulations with Basel 3. Third, each country 

has to ensure that the result after implementation satisfy Basel 3’s expectation. Aside 

from raising the standards, BCBS became aware of the performance of domestic 

implementation. Such problem is particularly pressing for countries simply do not have 

enough administrative capacity to manage complex domestic banking system. Even 

though a country implement Basel 3, it remains a question whether problems of 

cronyism or corruption can be remedied. Therefore the actual international 

harmonization of Basel 3 confronts serious challenges. 

 

 A brief review of the development of Basel Accords allows us to conclude that 

political factors clearly play a major role in domestic bank regulation. Therefore the 

main question posed in this research is what international political economy factors 

account for the variation of the harmonization of national bank regulation? Countries 

confronting different political circumstances can have different preferences for bank 

regulations. If this is true, then we should ask what decides the government’s preference 

of bank regulation. It seems that each country’s preference is shaped by the appeal from 

the initiator of Basel standards, BCBS members, and domestic banking sectors. If such 
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suggestion is valid, we should further ask how the interaction of international and 

domestic factors affect a government’s choice of bank regulation. It seems obvious and 

intuitive to say that any national governments cannot avoid both pressures from 

international society and domestic sectors. But less clear is how they interact with each 

other. This confusion should be addressed. In the end, one should ask how does the 

financial crisis affect a government’s preference, which in turn influence the outcome 

of financial regulation? It seems that each time of financial crisis has prompted a new 

round of the reform to the previous Basel Accord. With these puzzles in mind, figure 

1.2 below illustrates the mechanism connecting the four main research questions. 

 

Figure 1.2  Four main research questions 

                           

 

1.2  Introduction of Theoretical Framework 

 

Recognizing both external and internal political pressures, I seek to construct a 

theoretical framework capable of characterizing both factors at the same times. 

Different from a two level game analysis (Milner 1997, Putnam 1988), which assumes 

a sequential order of international negotiation in the first stage and domestic ratification 

in the second stage, I assume that national government, while considering the level of 

bank regulation at home, confronted with both pressures simultaneously. This is 

especially true when most countries do not participate the international negotiation for 

Basel Accords, which seems to be globally illegitimate and weak. Therefore, in fact, 

each national jurisdiction has much more leeway to adjust their domestic regulatory 

Financial 

crisis 
Domestic

Government 

preference 

Banking 

Regulation

International

?  ? ?? 
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regime. They decide the level of compliance based on their calculation of gains and 

costs. A sequential analysis often used in the international political economy literature 

will , in effect, deviates from the reality in analyzing the political economy of national 

bank regulations. 

 

 To characterize the calculation of both international and domestic political 

interests, my approach is closer to Andy Moravcsik’s liberal theory of international 

politics, which explains a state’s foreign policies by examining its preference 

(Moravcsik 1997). It assumes that individuals and private groups are the fundamental 

actors in international politics; state is a representative institution constantly subject to 

capture and recapture, construction and reconstruction by coalitions of social actors; 

the configuration of interdependent state preferences determines state behavior. The last 

two assumptions allow us to deal with internal and external factors. Following his 

approach, I will assess a state’s external policy interdependence situation, which looks 

at the externality of a state’s bank regulation to the others and how much political costs 

a country will suffer due to its strength. In addition, the theoretical framework will 

identify important domestic groups sensitive to the change of bank regulation, followed 

by examining the relationship between a state’s political institution and its 

representativeness of the nation to see its sensitivity to the pressures exerted by related 

domestic groups.  

 

 In my theory, I assume that national bank regulation is decided by the executive 

body of the government, which sees political survival as the priority (Bueno de 

Mesquita 2003). The executive body is ruled by a group of politically-related people 

who strive to remain in power as long as possible. Different types of political regime 

survive in different ways. For example, a democratically elected government survive if 
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the ruling party win in the national election. In a one-party autocracy, a regime 

dominated by a small group of party elites survive if it gains sufficient political supports 

from other top-ranking party personnel. No matter what kinds of political regime, the 

bottom line in the theory is that all political regimes are rational in a sense that they 

seek to maximize the length of political survival. Therefore, decisions of public policy 

depend on the calculation of expected gains and costs pertaining to domestic politics. 

The optimal decision should maximize the gains or minimize the costs. Any rational 

executive bodies will try to minimize the aggregate political costs resulting from a 

certain level of bank regulations. They will sense higher political pressures if they 

expect higher political costs and vice versa.  

 

International pressure can result from potential costs generated at a given level of 

bank regulation. A lax level of regulation at home would lead to relatively tighter 

regulation abroad, which will put foreign banks in a less competitive situation. 

Therefore foreign country can use economic or financial statecraft to exert international 

pressure that seek to strengthen the regulation at home. Such foreign pressures can be 

embodied in raising costs for foreign banks that failed to observe the Basel Accord. For 

example, U.S.’s enforced The Foreign Bank Supervision Enhancement Act in 1991 that 

asked foreign banks in countries that did not implement Basel 1 for additional capital 

requirements if they apply for foreign branches in America. Such international 

pressures will be extremely high if a country is highly dependent on global economic 

and financial markets or the markets of the host countries. 

 

On the other hand, political pressure comes from the outcome of wealth 

redistribution by the change of bank regulation. The main concerned groups are the 

bankers and general public. The former seeks lax and more flexible regulation that 
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allows them for seeking more risk premium and financial innovation while saving more 

economic resources required for practicing complex financial regulations. For the latter, 

in theory, they should prefer a tighter, safer and more prudential bank regulation that 

guards their deposits in the bank. However, a serious collective action problem exists 

in the general public, which further magnifies the already strong lobbying force of the 

banks that are able to offer abundant financial resources to both ruling authority and 

politician. Therefore, if we only consider domestic political factors, a government will 

expect higher political and economic costs and lower chance of political survival if it 

plans to raise the level of bank regulation. Higher political costs will thus translate into 

higher perceived political pressures.  

 

However, different governmental structures will create different levels of 

sensitivity to domestic political costs. A government with a strong executive branch is 

more capable of fending off pressures made by banking sectors while a weak executive 

branch cannot. The interaction of these two forces can be modelled and is presented in 

greater detail in chapter three. In general, I argue that if a country is in a circumstances 

that makes it more capable of shielding from international pressures but not domestic 

pressures, it is more likely to observe low level of global bank regulations; if a country 

is capable of shielding itself from domestic pressures but not international pressures, it 

is more likely to observe high level of global bank regulations; if a country is capable 

of shielding itself from both pressures, it has more leeway to decide the level of bank 

regulations; if a country is incapable of shielding itself from both pressures, it will arrive 

at the bank regulation that leads to equal international and domestic political costs that 

minimize the aggregate pressure. In chapter 3, I will use a rational approach that lay out 

the theoretical framework and subsequent hypotheses in details. 
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1.3  Methodology 

 

Although the debates of superiority of social science research methodology sometimes 

pit quantitative against qualitative method, I recognize that both approaches have their 

unique advantages that are all beneficial for identifying social phenomenon and seeking 

for truth. If we have a good theory that seeks to reach a simple law-like regulation that 

is capable of accounting for a worldwide phenomenon, then a large N quantitative 

research design becomes more ideal to verify the accuracy of the theory. Although 

quantitative analysis is useful in this sense, it nevertheless involves many mathematical 

assumptions and sophisticated techniques strange to the complex real world and 

interested people; therefore it is less ideal for stretching out the theory carefully. 

 

 Sartori (1970) once criticized social science research as being defined too much 

by techniques that are irrelevant to the methodology. If we pay too much attention to 

the sophisticated techniques, understanding of phenomena would be sacrificed. 

Almond and Genco (1977) shared similar concerns that each observation would 

compose of numerous elusive and delicate characteristics; therefore quantifying 

abstract concept, such as the degree of democracy or bank regulation, would be 

misleading. Therefore, a research involving investigation with spatiotemporal 

constraints, such as case study, would remedy the drawback of over-reliance on the 

quantitative approach. Lijphart (1971) mentioned that case studies is useful for in-depth 

hypothesis-generating and can contribute to contribute to the refinement of a theory, 

which makes generalization possible. Once we develop a potential theory with 

sufficient knowledge on it, we should relax spatiotemporal constraints and compare 

cases with similar traits using appropriate methods (Przeworski and Teune 1970). Such 

way of knowledge accumulation is a bottom-up process in the hope of constructing 



‧
國

立
政 治

大

學
‧

N
a

t io
na l  Chengch i  U

niv

ers
i t

y

12 

more general theoretical frameworks. 

 

 Recognizing the relevance and usefulness of both quantitative and qualitative 

approaches in theory building (Fearon and Laitin 2008, King, Keohane and Verba 1994, 

Mahoney and Goertz 2006, Tarrow 1995), I adopt a multi-method approach that 

includes a large N quantitative analysis to locate potential regularities between political 

factors and national bank regulations, as well as conducting two in-depth case studies 

of Taiwan’s and China’s experiences to check for series of causal mechanisms within 

the hypothesis. Combining both strategies will enhance the validity and reliability for 

corroborating, or falsifying, the exiting studies and the research in this dissertation. 

 

For the quantitative analysis, I use data collected by scholars and international 

organizations, such as Asian Development Bank, Banks for International Settlements 

(BIS), International Monetary Fund (IMF), and World Bank. The dependent variable 

deals with the national level of compliance with Basel Accords. A panel data tracing 

bank regulations in 91 countries from 1975 to 2005 is adopted in this research (Abiad, 

Detragiache and Tressel 2010). This dataset collected by an IMF-supported project was 

too simple in terms of dimensions included in the operationalization. To strengthen the 

robustness of the empirical findings, I also include an in-depth cross-national survey 

data that cover more than 150 countries (Barth, Caprio and Levine 2013). I select the 

survey results released in 2007 for a cross-national analysis.2 Independent variables 

represent each political factors of interests. It will include index to proxy international 

power factor, economic interdependent relationship, domestic political regime, public 

performance, and other related variables that should be controlled. Ordinary least 

                                                 
2 The reason for selecting 2007 data will be explained in chapter 4. 
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square (OLS) estimations using panel-corrected standard errors (PCSE) are adopted for 

panel data. OLS regression analyses are used for cross-national estimations. 

 

In the qualitative part of this project, I conduct two case studies of Taiwan and 

China’s development of national bank regulations. Both case are selected due to 

approximate the diverse case method, which objective is achieving the maximum 

variance of dependent and independent variables (Seawright and Gerring 2008:300-01). 

The main independent variable in this research is the combination of a country’s 

economic power, global economic interdependence, and its domestic political 

institutions. Taiwan and China represents two very different cases but allow us to 

control for cultural factors. First China is internationally strong while Taiwan is weak. 

Although Taiwan has strong economic performance, it nevertheless suffer from the 

isolation from international affairs that mute Taiwan’s voices in the process of designing 

Basel Accords. Taiwan is also very dependent on international trade; therefore high 

interdependent relationship make it even weaker to counter foreign pressures. Second, 

although China and Taiwan are highly interdependent on external economic 

relationship, Taiwan started to connect to the world earlier than China. Therefore, both 

countries’ timing for compliance with global bank regulations should be different. 

Should the interdependency hypothesis is true, one would expect earlier compliance 

with the Basel Accord in Taiwan than in China. Third, China is ruled by an authoritarian 

communist regime while Taiwan is a full-fledge democracy. Thus Chinese government 

has a very strong and independent executive body, which can shield it from domestic 

pressures. Taiwan, on the contrary, should be more sensitive to domestic political 

factors. According to the model, China should have more leeway to select its desired 

regulation to serve the interest of the ruling regime while Taiwan has no other way but 

to observe the Basel Accords. 
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In each case, I will use within-case process-tracing technique for testing the effect 

of financial crises. I will focus on the change of perception and policies to bank 

regulations before and after several financial crises, such as local financial crises, 1997 

AFC, and global financial crisis starting in 2007. This allows a test for exogenous 

factors. Both financial crises generated repercussion and alert to Asian countries. All 

these would make a relevant test about whether and how financial crises affect a 

government’s preference and its subsequent policy. In addition, within-case process-

tracing can approximate “the most similar method”, which seeks to compare two similar 

cases that only vary in both independent and dependent variable. It allows us to control 

for all other factors. Taiwan’s case is even more illustrative because Taiwan has 

transited into democracy in its first direct presidential election held in 1996. Comparing 

domestic factors before and after democratization would be illustrative. 

 

Process-tracing method for analyzing the history and development of bank 

regulations in Taiwan and China is adopted. The quantitative part allows me to locate 

correlations between variables but is less ideal for making causal inference. Correlation 

inevitably misses the multiple interaction effects between the dependent and 

independent variables. Using in-depth process-tracing technique, therefore, is helping 

for to locate more subtle interactions between my theory (George and Bennett 

2005:205-32). To produce a high-quality process-tracing evidence, I will use content 

analysis and in-depth interviews to trace both cases dating back from 1980s when Basel 

Accord started to gain its momentum. Information for content analysis will come from 

publications of international financial institutions, which produce monitoring reports 

regarding bank regulations, and local information. The former comes mainly from 

publications of ADB, BIS, IMF and World Bank. Most of them involve the assessments, 
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descriptions and recommendations of each country’s financial sectors and its 

regulations, such as Financial Sector Stability Assessment (FSSAs), Reports on 

Observance of Standards and Codes and reports on Basel Accord implementation. The 

latter sources come mainly from governmental publications, such as reports by the 

central banks and bank regulation agencies, academic writings and local media press. 

They are useful for investigating official and public attitude and responses to the call 

for international harmonization of financial regulations. 

 

For the in-depth interview, I first adopt snowball sampling method to locate 

potential interviewees. In Taiwan’s case, interviewees included senior managers and 

the head of financial regulatory agency, senior and top-level managers in Taiwanese 

banks, and scholars. In China’s case, official contact is not possible. Therefore, the 

interviewees included senior managers in China’s private banks and scholars in 

financial institutions and regulations. To remedy the lack of interviews with officials, I 

rely on many official remarks published in the media. Since China tightly controls its 

freedom of speech, results of interviews with officials should be no different from 

what’s printed in the press. A total of 12 interviews involving 17 interviewees were 

conducted. Most interviews last between 30 to 60 minutes while two interviews last for 

two hours. During the interview, I use open-ended questions related to the hypothesis. 

I design open-ended questions because interviewees possess much more practical 

information that does not come to my mind before. To avoid missing important 

information, I allow the interviewees to freely speaking their views, as long as the 

remarks accord with the general idea in each question. Appendix 1 and 2 document all 

questions asked during the interviews.  

 



‧
國

立
政 治

大

學
‧

N
a

t io
na l  Chengch i  U

niv

ers
i t

y

16 

1.4  Plan of the Dissertation 

 

After the introduction of the dissertation in this chapter, I will review existing literature 

regarding the political economy of Basel Accord in chapter two. It will focus on both 

international power analyses and domestic political institutions. In chapter three, I will 

lay out the theoretical framework using formal models that illustrate how a rational 

government deals with both international and domestic pressures. Six main hypotheses 

will be discussed in this chapter. In chapter four, I will first discuss large N quantitative 

research designs and present empirical analysis that investigates 91 countries from 1973 

to 2005 and cross-national analyses. They locate correlations between political factors 

and national level of bank regulations. In chapter five, I will present empirical result of 

a case study of Taiwan’s development of national bank regulation since 1980s relying 

mostly on local information and data. Four major amendments of the Banking Act in 

1985, 1989, 2000, and 2008 are the focuses. In chapter six, I will give a case study of 

China’s national bank regulation since 1978 when it opened up its economy to the world. 

Both case studies aim at enhancing the validity of causal relationship less obvious in 

the quantitative part. Chapter seven will conclude the research finding with discussion 

of its limitations, contribution and potential policy implications.
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Chapter 2 

 

Literature Review: Basel Accord and Politics 

 

In general, past literature regarding Basel Accords can be distinguished into two types. 

The first type mainly investigates the relationship between bank regulation and 

economic or financial phenomena, such as economic growth, efficiency, profitability, 

occurrence of financial crisis, and etc. Such research appears mostly in the literature of 

economics, finance or management science (Eijffinger and Donato 2011). 1  They 

collect and analyze large N data to locate possible correlations, which is the second 

arrow in figure 2.1. Another type of studies examines factors that lead to various level 

of compliance with Basel Accord. Most of them emphasize international and domestic 

political factors and how they mean to the public policy process on the harmonization 

of national bank regulation into Basel Accords. This type of research focuses on the 

first arrow in figure 2.1. They are relatively few and rely on in-depth qualitative analysis, 

which produces small N case study results. 

 

                                                 
1 The reference section in Eijffinger and Donato (2011), as well as leading journals in finance, offer 

many high-quality research about the correlation between national bank regulation and economic and 

financial phenomena. 
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Figure 2.1  Relationship of the studies of bank regulation 

         

 

 In this dissertation, I focus on the first arrow, which seeks to understand the 

political factors behind the variation of national bank regulation outcomes. The 

literature review here will thus put emphasis on this line of works. Most of these 

literature exists in the field of international political economy, comparative politics and 

global governance. These studies can be generalized into three major lines of arguments. 

The first emphasized the role of global power distribution; the second focused on the 

influences resulting from the interaction between domestic political institutions and 

interest groups; and the third looks at the ideational factor, which treats the 

internalization of economic idea to be important to shape national preference. In the 

following I review and critique existing literature according to these three types. I will 

brief propose a solution to address the drawback of past research in the end of this 

section.  

 

2.1  Global Power Distribution 

 

In the financial world, some studies consider financially stronger countries have greater 

power and bigger says in dictating global financial regulations, as well as being more 

capable of forcing weaker countries to harmonize their financial regulations with the 

level that satisfy the interests of dominant countries. What happens inside a country or 

its domestic institutions is less relevant. In other words, domestic situations in all 

countries are given, or irrelevance to the compliance level. National governments only 

Political Process & 
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respond according its power status in the world.  

 

Beth Simmons (2001) characterized the world into “dominant financial centers” 

and “smaller financial centers”. In her theoretical framework, the responses of smaller 

financial centers to the dominant ones regarding harmonization of financial regulations 

are determined by the interactions of the degree of externalities confronted by dominant 

financial centers and the degree of incentives for smaller countries to emulate the 

regulations suggested by dominant financial centers. If the absence of harmonization of 

financial regulations in smaller countries will generate significant externalities for 

dominant powers while smaller financial centers have high incentives to emulate, then 

multilateral institutional arrangements will be sought and promoted to facilitate greater 

global coordination. This can be seen as “harmonization by market forces”. But when 

confronted with significant externalities while smaller financial centers have less 

incentive to follow suit, the dominant financial centers will exert political pressure to 

coerce others using multilateral institutions that involve specific punishments. 

Harmonization by political pressures can be found. On the other hand, should the 

externalities are not significant, dominant financial centers would be less willing to 

promote centralized global financial harmonization. 

 

In his book All Politics Is Global, Drezner (2007) considers economic power as 

an important factor to the result of international regulatory regime. The power 

dimension he concerned are a country’s internal market size and its vulnerability to 

external shocks. He argued that the stronger the country is in terms of these two 

dimensions, the more likely for it to alter the incentives for weaker states’ responses to 

the global regulatory regimes. It showed that current international financial standards 

were discussed, bargained and agreed upon in the club intergovernmental organizations, 
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such as G7, OECD or BCBS. They are all dominated by western economic powers. 

Other countries have weak voice to the bargaining result but to choose whether to be 

harmonize or not. His argument corresponds with Kapstein (1989) who also used power 

analysis to explain Japan’s compliance with Basel 1 proposed by the United States and 

UK during the late 1980s. He argued that at that time Washington and London forced 

Tokyo to observe the standard by threatening entry ban on Japanese banks. Since both 

the United States and UK’s internal markets are huge, Japanese government was, at that 

time, incentivized to adjust its national bank regulation. Gadinis (2008) argued that the 

creation of Basel 1 resulted from the envisaged more intensive competition from other 

countries; therefore forced Washington to push for other countries’ acceptance of Basel 

1. 

 

Posner (2009) offered another explanations regarding the changing global power 

structure. Before 2002, financial regulations across the Atlantic were coordinated 

mostly through bilateral platforms between the U.S. and each of its European 

counterparts. Such arrangement had favored a stronger position for the U.S. Financial 

regulations in Europe had basically conformed to American standards. After 2002, 

however, cross-Atlantic coordination of financial regulations has been conducted by 

the U.S. Treasury and European Commission, which strengthen Europe’s bargaining 

power as a whole that can match America’s financial strength. As a consequence, 

America has become more willing to accommodate European regulations. Using a 

game-theoretic model to analyze global regulatory outcomes, Daniel Tarullo (2008) 

demonstrated that “great power are more likely to achieve regulatory coordination at 

their preferred level of standards”, especially when the divergence of interests among 

great power on the outcome is low. In investigating international financial regulation, 

he observed that the contradiction within great powers is low but is high between great 
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powers and other international actors. In such scenario, a club standard will be set up 

to serve the great powers’ interests better but would harm other countries. Great powers 

can use formal or informal punishment to force the dissemination of their club standards. 

They used BCBS, which consists of 13 developed countries, to realize the global 

harmonization of 8% CAR. 

 

These studies, in a nutshell, attributed the result of global bank regulation and the 

national level of compliance to the distribution of power. Other factors received less 

attention. At least three features can be identified in those works. First, because the 

consequences of bank regulations are decided by global power distributions, dominant 

financial powers are the first movers to set the standards. Other countries can choose 

either to comply or not with various degrees of compliance results. If the powerful 

insists on promoting global harmonization of its desired regulations, it has the power to 

realize. As the power distribution is constantly changing, global financial regulations 

will vary in favor of the most dominant country for the time being. Second, these studies 

treated either U.S. or Europe as dominant financial centers while ignoring the role of 

smaller countries or financial centers beyond western hemisphere. Such reality is 

inevitable if we see the power distribution as the most important independent variable 

in understanding bank regulations. Third, power analysis seems more useful to explain 

the reason of why a certain global regulation is adopted but not useful in discerning its 

implementation in each country, especially when the domestic outcomes of regulation 

in each country are different. 

 

Three features mentioned above, however, yield at least four problems. First, what 

constitutes the underlying dimensions of power is not yet understood. Drezner (2007) 

measured power according to a country’s internal economic and market size and 
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Simmons (2001) also emphasized the size of financial market, such as stock and credit 

markets. Are these dimensions able to approximate the financial attractiveness of a 

country,2 the size of political bargaining power as suggested by Posner (2009), or the 

combination of both? Or should we include hard power that is one of the cores of 

coercive power mentioned, but ignored, by Simmons (2001).3 In addition, a country 

with abundant financial resources might not be able to automatically transform 

resources into power unless the presence of effective bureaucratic system or a unified 

government. For example, Lohmann and O'Halloran (1994) found that although the 

United States Congress had delegated trade policymaking authority to the President, 

under a divided government, the majority party in Congress has been incentivized to 

block the President’s power to use that authority. Therefore, it is likely that policy-

making power of financial regulations in dominant financial centers cannot be 

measured by the possessed financial resources alone. 

 

The second problem related to the ignorance of the roles for smaller or emerging 

countries. If the power matters much, we should observe a converging trend of major 

financial regulations in ways desired by the dominant countries. However, salient 

divergent views and policy results can be found between dominant and weaker financial 

centers. As the U.S. has promoted the schemes of deposit insurance to lower the chances 

of bank runs, for example, Singapore has held out against the insurance mechanism in 

order to fend off the moral hazard problem that encourage Singaporean banks to engage 

                                                 
2 Financial attractiveness here refers to what extent are a country’s financial resources attractive to the 

others. For example, U.S. is financially attractive in a sense that foreign companies are willing to be 

listed in U.S. stock markets for polling funds. 
3 Simmons mentioned that dominant power might exert its coercive political pressure to realize 

harmonization of financial regulations in smaller financial centers. Therefore, tools for coercive actions 

might be needed in facilitating compliance. 
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in high-risk financial activities (Davies and Green 2008).4 Smaller countries do not 

always conform to the requests coming from dominant financial centers. Therefore, we 

need to understand the factors that cause such differences. 

 

Third, if the financial power distribution is important, we need to include the roles 

played by emerging countries, such as the BRIC, rather than emphasizing on the 

investigation of western countries’ perspectives and policies of financial regulations 

(Helleiner and Pagliari 2011). Armijo and Katada (2014) found that more emerging 

economies around the world are included in global economic discussion, such as G20. 

They become more economically and financially powerful to use financial statecraft to 

intervene in the bargaining process of global bank regulation in major International 

governmental organizations. Even though Posner (2009) noticed the importance of 

institutional changes due to the changing nature of global power distribution, his 

analysis did not go beyond cross-Atlantic regions. Any theories of financial regulations 

seeing power as the cause should be able to explicate the interaction between emerging 

financial powers and their western counterparts.  

 

Fourth, power analysis sheds light on why countries embrace 8% CAR of Basel 1 

but cannot explain the actual variation of CAR in different countries. Furthermore, most 

Asian countries attained 8% CAR after the 1997 Asian financial crisis. Controlling the 

                                                 
4 Singapore might be considered a financially weak country by many. However, compared with major 

industrialized countries, it is still relatively weak in terms of the volume of its domestic or cross-

national financial activities. For example, in 2010, the total volume of stock traded in U.S. is about 108 

times more than in Singapore; net foreign direct investment in the U.S. is 45 times higher than in 

Singapore; private capital flow in the U.S. is eight times higher than in Singapore. Such imbalanced 

structure might make Singapore more sensitive to financial regulations requested by great powers like 

America. 
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exogenous shock, the influence of great powers might be more problematic. The role 

of financial crisis should be included to understand its influence on the factor of power. 

In sum, to make the factor of “power” a more relevant case, further research needs to 

clarify the underlying dimensions of power, explain the diverging policy choices among 

dominant and smaller countries, and go beyond western countries. A more valid 

proposal cannot ignore the role played by the financial crisis. 

 

To deal with these problems, I proposed that a country’s level of economic 

interdependence is possible another source of power, which received less attentions in 

the existing literature. Keohane and Nye (1977) concluded that an asymmetric 

relationship allows the less dependent actor to generate more effective influence on the 

other. The nature of asymmetrical interdependence highlights the source of power. Even 

though, they also recognized the importance of realist concept of power and considered 

that the effect of power usually falls somewhere between those two types of power 

(Keohane and Nye 1987:731). Judging a country’s interdependence status, one can 

investigate its balance of payments, which included information regarding external 

economic relationship. Possible indicators are total trade volume, foreign direct 

investment (FDI), and foreign debts (Chen 2014). Since Basel Accords were non-

mandatory global financial standards, each country can choose whether to implement 

or the degree of implementation according to its preferences. Therefore, the level of 

interdependent can be a good indicator for understanding a country’s level of 

implementation of Basel Accords. If it is highly interdependent with the world, even 

though it possesses enormous GDP, it would need to implement globally agreed 

standards to reduce costs while doing businesses with countries that had accepted global 

standards. As a result, one should pay attention to both a country’s aggregate economic 

power and its economic interdependence situation. 
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2.2  Domestic Political System 

 

Contrast to the power distribution analysis, in the following I review literature 

pertaining to domestic political factors. Literature regarding regulations, special interest 

group and political systems will be briefly examined and will be followed by their links 

to bank regulations. Critiques will be offered in the end of this section. 

 

Existing literature has developed economic model to tease out the relationship 

between domestic politics and national regulations. Stigler (1971) argued that a state 

has coercion power that would change the subsequent wealth redistribution after a 

regulation has been introduced. Corresponding to Olsonian collective action hypothesis, 

he found evidence to support his argument that special interest groups, which are often 

composed of firms with small number and large size, possess greater resources and are 

better incentivized for desired regulations, which are more profitably to those groups at 

the expenses of others. This indicates that national regulations reflects the needs of 

interest groups formed by producers. Consumers, which constitute of mass public, are 

too weak to influence the regulatory results. Such phenomenon resembles  

 

Addressing the problem of ignoring political pressure from the public, Peltzman 

(1976) also factors in political supports from the voters that can decide the political 

survival of the ruling authority. In his setting, regulators seek to remain in power and 

therefore has to evaluate the optimal balance between wealth and votes that realize 

political survival. The former usually comes from special interest groups through 

campaign contribution or indirect political support and the votes come from the society. 

Following the same vein, Becker (1983) introduced a more sophisticated economic 
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model that produce hypotheses of political pressures and regulatory results. He argued 

that if an interest group is more efficient at producing political pressure by using time, 

energy and money, it can successfully generate more subsidy to its favor. Such group 

often feature in its small size. Such line of literature indicate that to analyze domestic 

politics of bank regulation, one should first understand the feature of special interest 

groups and the public behind such regulatory regime. Frieden (1991) argued that the 

resulting distributional implications will force divergent domestic sectors to lobby for 

their own desired policies regarding the regulations of international capital mobility. To 

understand financial policies or regulations in a world of global finance, it becomes 

imperatives to investigate the underlying distribution of interests among different 

sectors. He extended such line of argument in accounting for the choices of exchange 

rate policies. 

 

Through the lens of these models, a group of banks is the most important and 

powerful interest group in the regulatory process. The size of bank is typically large 

and the number of bank is not big, which in Stigler, Peltzman and Becker’s model can 

generate powerful political pressure to defend their interests. Since banks are financial 

intermediaries, the last thing they lack is abundant money. Banks are likely to raise 

funds more easily and less costly than other group for political pressures. In addition, 

retired bankers often join the regulatory agency in the government for their professional 

knowledge of arcane financial issues. Dinç (2005) found that government-owned banks 

(GOBs) finance much more money to public projects than the private banks. Such 

finding indicates that governments are more likely to secure funds is the relationship 

between it and the banks are closer, which creates high-level interdependent 

relationship. Huang, Shen and Lin (2011) echoed this arguing by providing Taiwan’s 

evidences that banks with higher political connections costs less in acquiring funds. The 
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share structure of banks also relates to the easiness for banks to cooperate with 

governmental policies. If a country’s financial system is dominated by GOBs, banks 

are more likely to follow public policies. Sapienza (2004) found that GOBs’ lending 

behaviors are related to the electoral results. In the areas where banks are affiliated with 

dominant political parties, the interest rates are lower to serve the party’s political goal. 

On the other hand, private-owned banks (POBs) are less likely and harder to be directed 

at political parties’ interests. 

 

Admati and Hellwig (2013:193-207) commented that politicians, regulators, and 

supervisors often align themselves with bankers because politicians need financial 

resources, which is probably one of the most important factors for elections, from the 

banks and the banking sector need politician to act against tight bank regulation, which 

they consider would harm their profitability. In addition, financial regulators are often 

retired bankers from the industry and are more likely to act in favor to where he came 

from (Admati and Hellwig 2013:204-05, Braun and Raddatz 2009, Johnson and Kwak 

2011). In this situation, regulatory capture is very likely to occur. Since the expected 

wealth to chief executive officers and managers of banks depends on banks’ 

profitability and to achieve this, investments of high risk are encouraged. Profitability 

and risk cannot attain at the same time. Therefore, banks are incentivized to take risk 

for higher profits (Shiller 2012, Singer 2007:13-19). As a consequence, any bank 

regulations that restrained the level of risk taken will be lobbying against by the banks. 

Consequently banks are very likely to realize regulatory capture in their favor (Kwak 

2014). 

 

In addition to absolute level of bank regulations, banks also concern the relative 

laxity of bank regulation compared with other countries. This involves the concern of 
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national banks’ global competitiveness. Financial firms are seeking to maximize their 

global competitiveness relative to banks from other countries. In Basel 1, Japan’s 

subsequent compliance can be attributed to pressures from the United States, which 

banking sectors lobbying hard against Japan’s relatively lax bank regulation (Gadinis 

2008, Kapstein 1989, Singer 2004). In fact, not only domestic banks consider 

competitiveness important, national governments also value global competitiveness of 

banks in its jurisdiction for better economic performance. Thiemann (2014) argued that 

the reason why off-balance sheet securitization activities of banks remained mostly 

unregulated is because national governments’ concerns for losing competitiveness. 

Therefore a leeway has been created for this innovative but risky financial products. 

Bankers successfully capture weak financial regulation that serves its interest.  

 

On the other hands, the larger and more diffused consumers of bank regulations, 

in Peltzman’s word, are general public. Since the potential costs generated from the 

bank regulations are vague and the financial business is extremely complex, it would 

be very hard for the public to cooperate to lobbying a bank regulation that redistributes 

wealth to them, or at least protect their interests. As a consequence, regulations asked 

by the banking sector seldom alert the public, which make banker’s regulatory capture 

more easily to realize. However, if the bank regulations fail to constraint banks’ risk 

adventure in a reasonable and controllable way, their deposits in the banks can be 

jeopardized due to bad investments, the occurrence of financial crisis or economic bad 

time. Should this happens and the banks confronts solvency or liquidity troubles, it is 

taxpayers’ money to pay the bill through governmental bailouts or bank insurance funds 

(Admati and Hellwig 2013).  

 

However, the public often makes investment in financial firms and are incentivized 
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to embrace financial system that encourage higher returns. In economic good time, the 

public with certain amount of financial investment can be encouraged to stand side by 

side with the banks in lobbying for more competitive regulations. But in the economic 

bad time, especially when they are aware that lax regulations lead to financial crisis and 

cause losses, the public can be more likely mobilized for higher level of bank regulation. 

In a nutshell, although bank regulation can be a game between bankers (money) and 

the general public (votes), the nature of such regime inevitably makes national bank 

regulation to reflect better to the interests of large, concentrated, efficient, and 

resourceful banks rather than small, diffused, and relatively poor public individuals. 

However, the issue of exogenous shock or time can raise public’s influence. Financial 

crisis is likely to arouse public awareness for a safer, less risky, national financial 

system. In addition, several research found out that governmental regulators are not 

likely to let the failed banks collapse when the national election is upcoming (Brown 

and Dinç 2005, Liu and Ngo 2014). This also means that during non-election year, when 

politicians care less about campaign contribution but more about public performance, 

the interests of general public are more likely taken into consideration in the regulatory 

agencies.  

 

Clearly, the domestic bank regulations can be treated as a tug of war between 

stronger and informative bankers, and weaker and more ignorant public. However, how 

does the interaction of these two forces interact with different kinds of political systems 

remains unclear. Milner (1997) considered a close relationship between international 

cooperation and domestic political institutions. In her game-theoretic setting, a national 

government first discusses and negotiates with foreign governments on a certain 

international coordination scheme. After this process, the government takes the 

negotiation results back home and is subject to the checking mechanism exerted by 
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legislative body, such as amendment, ratification, and veto powers. In terms of the 

effects of political systems on international cooperation, Milner argued that we can 

examine the distribution of legislative power between executive and legislative powers. 

Milner concluded that if the executive body enjoys full legislative power, this country 

is less likely to be sensitive to domestic political factors. In this scenario, the executive 

will realize international harmonization of the plan it negotiates. On the contrary, when 

legislative checking power is strong in the legislative process, that country becomes 

sensitive to domestic actors’ preferences. 

 

If we compare authoritarian regimes with democracies, the former are closer to 

Milner’s one level game, which the domestic politics do not matter while the latter is 

subject to domestic political factors. But if we further separate democratic regime into 

presidential and Westminster and multiparty parliamentarian systems, the executive 

power in the Westminster system is the greatest which is followed by presidential and 

multiparty parliamentarian systems (Milner 1997:117-22). This is relevant to bank 

regulations since the dissemination of Basel Accords require legislative process to 

adjust the original domestic regulations. Following Milner’s logic, national bank 

regulations in the countries using Westminster system are more likely to be globally 

harmonized; multiparty parliamentarian system would comply the least while 

presidential system locates in between. 

 

 Instead of concerning mainly on the effects from executive and legislative power, 

other research consider bureaucratic preferences important, such as financial regulatory 

agency or the central bank. David Singer (2007) attributed each country’s international 

regulatory harmonization to the mechanism of domestic political institutions. In his 

setting, he assumes that the legislature maximizes a combination of campaign 
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contributions and aggregate welfare. On the other hand, financial regulators concern 

with maintaining the autonomy of decision-making in regulating financial affairs. In 

addition, the decision for the legislature to intervene is based on the public concerns of 

competitiveness and confidence influenced by the regulations. If financial regulations 

become too stringent that harms competitiveness of domestic markets, the legislative 

body will be forced to intervene since private financial sectors, whose political 

campaign contribution account for a large share for legislators, desire laxer regulations. 

On the other hand, should the degree of laxity is too extreme, public confidence in 

domestic financial market will lower the chances of winning the legislative seats. As a 

consequence, to avoid intervention from the legislature, regulators’ policy choices will 

fall into the win-set that satisfies legislative concerns of competitiveness and confidence. 

 

Copelovitch and Singer (2008) found evidence that differences in institutional 

mandates of the central banks will lead to divergent financial regulations resulting from 

different concerns. The central banks that are responsible for bank regulation will 

concern the profitability and stability of the banking sector; therefore, looser financial 

regulations will be pursued as a result of the sympathy toward banking sectors. On the 

contrary, if the authority of financial regulations is held by another agency, the central 

banks will have more incentives to tighten regulations in order to maintain domestic 

monetary stability. In this research, the authors noticed the underlying incentives 

provided by the institutional mandates. Last, Tony Porter (2005) found the relevance of 

domestic institution but proposed a different combination. He recognized the factor of 

social institutions that included transnational social practices disseminated by 

international rating companies or associations of international banks. 

 

 The above discussion shows that, instead of treating domestic politics as given, a 
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theoretical framework that recognizes the variation of domestic institutions offer us a 

more flexible explanation that allows the travelling through time and national borders. 

But the question is how well can it be travelled. At least two major flaws result if we 

rely solely on such approach. The first drawback is that these frameworks seem more 

applicable to democratic systems which the legislature body at least possesses some 

power and can be influenced by sectoral lobbies; therefore are more capable of forming 

influences in the policy-making process of financial regulations. For example, Singer’s 

theory can be more useful in explicating cases within a country that has stronger 

separation of powers between the legislative and the executive bodies. But it 

nevertheless is less ideal to apply his framework in the single-party dominant Singapore 

where the authority of executive body is so powerful in policy-making process. It would 

be less likely to use Singer’s framework for examining China where the National 

People's Congress is, in effect, controlled by the Communist Party of China and only 

provide informal consultation rather than formal restraint (O'Brien 2008). The second 

major drawback is that the preferences of regulatory bodies or agencies are fixed, such 

that the private banking sector will lobby against prudential regulation, or higher CAR, 

while the public will stand up against banking laxity. Are those assumptions true? Will 

the occurrence of banking crisis of economic situation change the preference of related 

groups as I discuss above. For example, the public can be more risk-prone during the 

period of economic good time but would then become conservative and concern the 

stability during the crisis. A valid research should be able to account for those 

exogenous factors.  

 

To sum up, in order to generalize a framework of domestic institution capable of 

explaining financial regulations worldwide, assumptions regarding the democratic 

system should be relaxed in pursuit of a strategy to incorporate political phenomenon 
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existing in non-democracies. The model should also allow longitudinal variation of the 

preferences of concerned domestic parties or transnational practices. 

 

2.3  Ideational Factor 

 

In addition to rational approaches that calculate global power distribution and domestic 

political factors, some scholar used ideational factors as the independent variable to 

explain global financial governance. Chwieroth and Sinclair (2012) challenged the 

rational approach by arguing that “researchers that fail to take social facts seriously run 

the risk of making unwarranted causal inferences and less effective policy 

recommendations.” They emphasize the ideational contestation as a key factor to 

financial policies. Stiglitz and Arnott (2003) argued that the idea of economic 

liberalization and integration has been supported and used by states to sustain the 

current regime of international financial market. Baker (2012) in a similar vein stated 

that international financial regulatory networks has seen a startlingly rapid ideational 

shift since late 2008.  

 

The idea of macroprudential regulation in finance has become a spotlight to policy 

agenda. Surveying financial regulations in four East Asian countries, Walter (2008) 

found that the features of Asian capitalism, such as the business culture of family 

ownership, had made financial regulations reform very costly in these countries. Such 

business culture is the obstacle to healthy reform after a series of financial crises. Even 

though ideational factors somehow influence the policy result through idea diffusion, it 

would be problematic to attribute them to the variation of financial regulations around 

the world. The diffusion of ideas and culture requires political channels to exert their 

influences; otherwise those values would hide inside the society, especially in the 
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authoritarian regime. Therefore, a theory is needed to deal with the implementation of 

ideas. Unlike those who treated the ideational factors as a cause to international 

financial affairs, Andrew Moravcsik (1997) embedded ideational factor into a liberal 

paradigm. He treated “a shared set of linguistic, cultural, religious identifications or 

historical experience as a part of constructs of a state’s underlying preference, which is 

critical to the shaping of foreign policies. In other words, history, ideas or culture is the 

fundamental factor that has brought about influences in international policies in the very 

beginning. His liberal paradigm is more realistic to treat ideational factor. 

 

 Although societal and cultural factors can play some role, one should ask how 

great are the influence are them? According to the 2005-2008 World Value Survey, 

when respondents from 57 countries around the world are asked to choose the most 

important thing they value, on average only 8.3% chose “ideas count more than money” 

while 54.4% select “a stable economy” When asked what should the primary aim of the 

country, on average 60% chose “a high level of economic growth”, which way exceed 

other three choices of strong national defense, democratic system and a beautiful 

country. Comparing South Korean public’s attitude toward the same question before 

and after 1997 Asian Financial Crisis (AFC), 47.1% respondents selected a stable 

economy as the most important thing in 1996 and the percentage rose to 64.3% in 2001. 

In 1996 about 37% South Korean chose “a high level of economic growth” as their 

country’s primary goal and the percentage surged to 50.5% in 2001.5  

 

The survey result revealed that although people’s preference toward a stable 

economic system increases after the crisis, which indicates more governmental 

                                                 
5 World Value Survey data can be retrieved at http://www.worldvaluessurvey.org.  
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intervention for stability, in the period of post-traumatic stress resulting from financial 

losses, people are also more eager for wealth creation. If ideas or cultural matters, 

maybe the idea of pursuing profits is the most ingrained in human’s mind. Therefore, 

the idea of prudential bank regulation, which raises the costs of credit and lower 

profitability, would not be seen as important as we first thought. Therefore, such line of 

literature, in fact, further corroborate the argument that banks have greater influence in 

creating lax bank regulations and it is hard for the public to unite against them. 

 

2.4  A Liberal Proposal 

 

In general three types of approaches discussed above suffer from the problem of 

geographic restriction, democratic narrowness, domestic preference rigidity and 

theoretical limit. They cannot stretch their theoretical scope farther to the eastern 

hemisphere, non-democratic institution, weaker countries and the varying preference 

settings. In addition, each approach cannot stretch itself to the other and fails to devise 

an integrative approach that is able to accounts for all three factors in the same model. 

A more valid approach, I believe, should deal with all three factors at the same time. To 

provide a solution, I apply Andy Moravcsik’s liberal theory of international politics, 

which explains a state’s foreign policies by examining its preference (Moravcsik 1997). 

This framework has three core assumptions: (1) individuals and private groups are the 

fundamental actors in international politics; (2) state is a representative institution 

constantly subject to capture and recapture, construction and reconstruction by 

coalitions of social actors; (3) the configuration of interdependent state preferences 

determines state behavior.  

 

Adopting a liberal theory, I first identify important domestic groups sensitive to 
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the change of financial regulation, which would be the banking sector and the general 

public. Second, I apply comparative political scientists’ theories to examine the 

relationship between a state’s political institution and its representativeness of the 

nation to see its sensitivity to the issue of financial regulation. This provides insight of 

how well domestic groups can shape a government’s policies. Third, I assess the policy 

interdependence, which include the examination of externality of a state’s financial 

regulation to the others, as well as the costs suffered.  

 

Following the above setting, my theoretical framework will first address the 

government’s preference resulting from the calculation of domestic political and 

societal factors. The change for stricter bank regulation is likely to create both winners 

and losers. The winners are the public whose savings in bank become safer. The losers 

are those in banking and investment businesses whose funding sources become more 

restraint due to a more conservative debt/equity ratio regulation (Admati and Hellwig, 

2013). It can then be seen as a battle between the majority of the public and small 

portion of people and groups in private banking and investment sectors. Political 

institutions that are more sensitive to small but strong interest groups should perceive 

greater domestic pressure of anti-regulation. Institutions that are more sensitive to the 

interest of the majority should pay more attention to the societal interests as a whole.  

 

The second step will deal with the relationship between international political and 

economic pressure and the preference of financial regulation. It will be approximated 

by examining a country’s vulnerability to others’ economic statecraft. If a country is 

economically and financially strong, the costs are reduced if it confronts access denial 

to its banks for its non-compliance to Basel Accord (Kapstein, 1989: 337-344). That 

country is also less dependent on loans from IMF or World Bank that usually go with 
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conditionality clause of financial reforms (Walter, 2008: 16-18).  

 

After developing both functions that capture the international and domestic 

pressures and their respective relationship with financial regulation, I then use a rational 

approach to locate the equilibrium that deals with different interactions between both 

factors. In a nutshell, the equilibrium for governments will be lowest aggregate external 

and internal pressures. Unlike Milner (1997) and Putnam (1988) that treat this as a two 

level game which is sequential, I consider it as a one level game that should be able to 

characterize the rational calculation of national bank regulators. Since Basel Accords 

do not have teeth, each national jurisdiction has much more leeway to adjust their 

domestic regulatory regime; therefore the result does not depend on how powerful does 

the legislative body has in amending, ratifying or vetoing the deals brought back by the 

executive branch. The situation resembles more to the scenario of the executive branch 

confronting domestic pressures while trying to comply with, or at least not too far away 

from, the principle agreed upon. As a consequence, regulators consider international 

and domestic pressure at the same time. Adopting a sequential analysis inevitably 

deviates from the reality. 

 

To sum up, a proposal of liberal theory for bank regulations should be a model that 

deal with relationships between political pressures and domestic regime, and between 

political pressures and foreign countries simultaneously. It should also be able to deal 

with exogenous shocks that change the preference of international society and domestic 

players. In the next chapter, I will use the concept of expected political costs to 

approximate political pressures and devise a simple model to explain the calculation of 

regulators in the process of initiating bank regulations. 
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Chapter 3 

 

Theoretical Framework 

 

In this chapter, I propose a theoretical framework that demonstrates the interaction 

between international and domestic political pressures, and its subsequent result of bank 

regulations. Two pressure functions, which seek to represent the political and economic 

concerns of the government, will be approximated by adopting the idea of expected 

political costs. The more potential political and economic costs the ruling authority 

expects, the more pressures it would feel. As a rational actor, the government will 

behave to minimize the aggregate pressure. Such idea is the core to the analytical model. 

It will be followed by discussing how does the distribution of global power and the 

configuration of domestic political system influence the structure of both functions. 

Main hypotheses will thus follow. In the following I will first lay out the relationship 

between political pressures and expected political and economic costs, which will be 

used to develop two pressure functions to characterize the relationship between national 

bank regulation and the aggregate pressure. This is followed by the discussion of a 

formal model that produces four types of scenarios. The effect of exogenous factor, 

financial crisis, will be discussed in the end of this chapter. 
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3.1  Expected Political Cost and Political Pressure 

 

In the model, I assume that national bank regulation is decided by the executive body 

of the government, which sees political survival as the priority (Bueno de Mesquita 

2003). The executive body is ruled by a group of politically-related people who strive 

to remain in power as long as possible. Their decisions of public policy depend on the 

calculation of expected gains and costs. The optimal decision should maximize gains 

or minimize costs. As discussed in the previous chapter, any decisions concerning bank 

regulations involve costs resulting from international and domestic dimensions. Any 

rational executive bodies will try to minimize the aggregate political and economic 

costs resulting from such pressures. They will sense higher political pressures if they 

expect higher political and economic costs and vice versa. Therefore the function of 

political pressure can be specified as  

 

1 																																																												 ,  

 

where P is political pressure and c is expected political and economic costs and  

represents other factors. P and c share a positive relationship. 

 

 International pressure results from potential costs generated at a given level of 

bank regulation. Due to the positive relationship between risks and returns (Mitchell 

and Pulvino 2001, Sharpe 1964), a lax level of regulation at home encourages national 

bank to take higher risk for higher premium. In a laxer regime, national banks are more 

globally competitive but also endanger depositors’ money should the risk becomes too 

high. In such circumstances, foreign countries will push for tighter regulation in the 

home country for two reasons. First, a tighter regulation in the home country will 



‧
國

立
政 治

大

學
‧

N
a

t io
na l  Chengch i  U

niv

ers
i t

y

40 

remedy the disadvantage situation for the foreign country’s banks. Foreign country can 

threaten the home country using economic policy that raises the economic costs for 

home country. For example, the United States and UK, in order to answer domestic 

banking sectors’ concerns of weaker global competitiveness than banks in Japan, 

France and Germany, threatened to reduce activities of banks from those three countries 

if they refused comply with 8% capital requirement of Basel 1 (Drezner 2007, Kapstein 

1989, Simmons 2001). 

 

 Second, if a home country’s bank regulation is laxer relatively to other foreign 

countries, money deposited or invested in the home countries financial facilities will be 

jeopardized because laxer regime allows more risky investments. Home country in such 

situation is more likely to be hit by financial crisis. In order to secure their money in 

the home country, foreign countries will push for tighter bank regulation. For example, 

financial crises occurring in Latin American during the 1980s and East Asia during late 

1990s had resulted in stronger global political pressures for stricter financial regulations 

in those crises hit countries. Pressures were embodied through conditional bailout 

schemes offered by foreign countries or international financial institutions, such as IMF 

(Thirkell-White 2005, Walter 2010). 

 

 Foreign countries have their own calculation of domestic political costs, which 

incentivize them to push for stricter bank regulations in other countries. Such force 

oftentimes involves financial policy that would harm countries using laxer bank 

regulations, which put banks based in the foreign countries’ in disadvantage in global 

competition for funds. Foreign countries can also initiate law that reject licenses applied 

by home country’s banks for failing to observe more prudential bank regulations. When 
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economic growth becomes the primary concerns nowadays,1 ruling authority expects 

greater political and economic costs for potential loss of access to global financial 

market, which can be detrimental to national economic development. Such concerns 

can be especially high in countries that share high economic interdependence with the 

global markets. External economic activities, such as international trades, inward and 

outward foreign direct investment, global investment opportunities, or initial public 

offering in foreign countries, can be obstructed. These are bad for economic growth, 

which would translate into the loss of political power and economic interests for 

politicians. Therefore, a country with laxer bank regulation will confront higher degree 

of international political pressure, which comes from higher expected political and 

economic costs that is harmful for prolonging political power. The political pressure 

will subside until the bank regulation is adjusted to the acceptable points, which would 

be the (partial) implementation of Basel Accords.  

 

 In addition, I also assume that the marginal political cost will reduce with the rise 

of regulation level. When a country confronts great international pressure for its lax 

regulation, it would expect greater reduction of political cost (|a1| is larger) at the first 

few units of improvement because international society would be more sensitive to 

initial major improvements and show more salient goodwill to encourage that country’s 

trial. When that country continue to improve its bank regulation that approaches the 

Basel standard, that sensitivity would reduce and the reduction of political and 

economic costs for any additional unit level of improvement will eventually approach 

zero. This is because Basel Accords’ core principle for national bank regulations is not 

mandatory and allows more rooms for national variation according to different financial 

                                                 
1 World Value Survey shows that 60% of respondents from 57 countries chose “a high level of 

economic growth” as their countries’ primary goal.  
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situations; therefore the international harmonization of Basel Accord depends more on 

national government’s financial policy rather than its own teeth. The improvement 

matters more than the absolute observance of the Basel Accords. In article 12 of Basel 

Committee on Banking Supervision, it writes that “if deviation from literal transposition 

(of Basel standards) into local legal frameworks is unavoidable, members should seek 

the greatest possible equivalence of standards and their outcome”; in article 14, “BCBS 

members are encouraged to compare these practices with those applied by themselves 

and their supervised institutions to identify potential areas for improvement.”2 In other 

words, national governments were given some leeway to the national adjustment. As a 

consequence, after passing a certain threshold level given different national 

circumstances, the change of expected international political costs will subside. I 

approximate the relationship between the level of national bank regulation and 

international political pressure and as 

 

2 																																			 , 					 0; 	 0 

 

where PI is international political pressure, a1 is sensitivity index for bank regulation. 

The symbol x represents the level of bank regulation, which is defined as the number 

and complexity of the regulation. Most costs will be devoted by both the government 

and banking industry to implementing the regulations, while the costs will not accrue 

to foreign countries. b is the ideal banking level that satisfy the Basel Accords. The 

second power of the function represents the feature of declining marginal political cost. 

x is greater than zero because I assume the lowest possible level of bank regulation is 

zero that represents no regulation at all. When x is low, this convex parabola function 

                                                 
2 The Charter can be accessed at http://www.bis.org/bcbs/charter.pdf. 
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expects a very high international political pressure. The pressure will disappear only 

when the national government adjust the regulation to the level of Basel Accords.  

 

a1 represents the sensitivity index to international political pressure, which is 

critical to magnify the political and economic costs should the government be very 

sensitive. As discussed in the literature review chapter, country with different economic 

power and political system can sense different level of political pressures in a given 

situation. Some are more sensitive while others are not. If a country is sensitive to 

pressure, a1 can be very high; therefore when a country moves away from b, Basel 

Accord, the political costs will be higher and thus lead to higher political pressures. The 

pressure sensitivity index is the key used to distinguish the variation of national bank 

regulations.  

 

 Another political pressure comes from domestic politics. Change of regulations 

usually causes redistribution of wealth within a country. The outcome of national bank 

regulation can thus been seen as a tug of war between the winner and the loser. As 

discussed in the previous chapter, the main related parties are the banker and the general 

public. While the former prefer lax bank regulation for seeking greater risk premium 

and more flexible financial innovation, the latter should prefer a tighter, safer and more 

prudential bank regulation that not only guard their deposits in the bank but also avoid 

future bank bailout program using their tax money. But most general public are not 

knowledgeable, united and keen enough for their optimal bank regulation. Therefore, 

banking sectors are the main players in the domestic political lobbies and can exert 

more pressure to the government (Admati and Hellwig 2013:87-93, Hacker and Pierson 

2010, Johnson and Kwak 2011, Shiller 2012). To them, laxer bank regulation serve their 

interests better because they can more flexibly invest their capital, invent new financial 
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products, reduce their cost of pooling financial resources and become more competitive 

to foreign banks.3  

 

Probably the most important instrument the banker possesses is their political 

contribution or financing governmental projects. Banks often threaten to reduce such 

investment should the government plans to raise the regulatory standard (Admati and 

Hellwig 2013). A high and complex level of bank regulation will translate into costs for 

banks in purchasing more complicated and sophisticated facilities and training or 

recruiting competent employees. For the bankers or government using laxer bank 

regulations, higher capital requirement equals additional taxes (Ba 2006:220). Banks, 

especially private banks, would exert political pressure for laxer regulations. When the 

public cannot exert enough pressure for tighter regulation, which is oftentimes the case, 

the ruling authority or other political parties are much more sensitive to bankers’ 

interests. Therefore, when a government plans to raise the level of bank regulation, it 

will expect higher political and economic costs and lower chance of political survival 

resulting from less political contribution, less domestic financial resources, and less 

global competitiveness of banks in its jurisdiction.  

 

Similar to the international political pressure, the marginal domestic political cost 

will increase with the level of bank regulation. This is because when the regulation 

passes a certain level that is seen unbearable for the financial sector, they tend to pose 

harsh rhetoric against the regulation. Such threats becomes more blatant when the 

regulation becomes stricter and more likely for the financial institutions. In their book 

                                                 
3 Although stricter bank regulation does not equal to less disposable capital, such rhetoric are what 

bankers always use to reason their standpoint. Admati and Hellwig (2013) criticized these as unfounded 

bankers’ new clothes. 
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Take on the Street, the former Chairman of the Securities and Exchange Commission 

of the United States Arthur Levitt and Dwyer (2002) documented the political threats 

he received from the Congressmen and financial institutions. In the appendix of the 

book, he disclosed several threatening letters directed to him when the regulations 

becomes pressing and comprehensive. And therefore, at this stage, the perceived 

marginal political cost is increasing fast. I approximate the relationship between the 

level of national bank regulation and expected political pressures as 

 

3 																																															 , 					 ; 0 

 

where PD is domestic political pressure; a2 is sensitivity index to domestic political 

pressures, which is critical to magnify the political and economic costs should the 

government be very sensitive; x is the level of bank regulation. The second power of 

the function represent the growing marginal domestic political pressure. x is greater 

than zero because I assume the lowest possible level of bank regulation is zero that 

represents no regulation at all. When x is high, this convex parabola function expects a 

very high domestic political pressure. The pressure will disappear only when the 

national government adjust the regulation to a laissez faire situation that no regulation 

exists. a2 here represents the sensitivity index to domestic political pressure. As 

discussed in the previous chapter, National bank regulations in different countries 

would cause different level of pressures to executive bodies of various kinds. Those 

perceiving campaign contribution or domestic economic performance non-important or 

those systems capable of shielding influences from legislative bodies will be less 

sensitive to domestic pressures, which their a2 will approach zero. 
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3.2  The Model and Equilibrium 

 

After specifying international and domestic political pressures, I assume that a rational 

government will try to minimize the aggregate political pressures for greater chance of 

political survival. The aggregate pressure equals the sum of PI and PD.  

 

4 																												 	 2  

 

Since both a1 and a2 are positive integers, equation (4) is a convex parabola, which 

allows a minimum value. I take the first derivative of equation (4) and minimize the 

total political pressure (P) with respect to the level of bank regulation (x), where 

 

5 																																								 2 2 0 

 

To find the minimum of P, 

 

6 																																																							  

 

is the optimal level of bank regulation for the executive body, which is the equilibrium 

that any rational government will not deviate. Given the level of Basel Accord (b), 

equation (6) indicates that the equilibrium of bank regulation is decided by an executive 

branch’s sensitivity to both international (a1) and domestic pressures (a2). Such feature 

allows us to analyze the variation of national bank regulations resulting from different 

scenarios. 
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Scenario I: The country is not sensitive to international pressure 

 

When only a1 approaches zero, it represents a scenario that the country is not 

sensitive to international pressure at all but it is sensitive to pressures from domestic 

politics. In such situation, from equation (6), a1b will approaches zero. 

 

7 																																																					 lim
→

0 

 

This means that the national bank regulation will be likely to move to a laissez-faire 

situation and be very far away from the Basel Accord, which favors the banking sector’s 

interests. In order words, since international pressure matters nothing, the country only 

respond to the interests of banking sector as much as it can. Such outcome occurs in 

economically powerful and non-global rule setting countries or countries that the global 

society does not even concern at all but have to respond their domestic politics that 

features strong political lobby or cronyism problems. Figure 3.1(A) illustrates such 

circumstances. Therefore, I hypothesize that, regardless of domestic pressures 

confronted, if a country is non-BCBS member and is economically powerful, or the 

country is not economically dependent on global markets, the level of its national bank 

regulation, or the compliance with the Basel Accord, will be low. 

 

Scenario II: The country is not sensitive to domestic pressure 

 

When only a2 approaches zero, it represents a scenario that the executive body can 

shield itself from domestic political pressure but it is sensitive to international pressures. 

In such situation, from equation (6), a1 + a2 will approaches a1. 
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8 																																														 lim
→

 

 

This means that the national bank regulation will be likely to comply fully with the 

Basel Accord, which favors international society’s interests. In order words, since 

domestic pressure matters nothing, the country only respond to foreign pressures. Such 

outcome occurs in economically weak country but it has less concern of domestic 

political factors. This can be shown in figure 3.1(B), which represents the situation of 

an economically weak country that is ruled by a strong and unchecked executive body. 

Therefore, I hypothesize that if a country is economically weak while has greater 

discretion on the level of bank regulation, it is likely to fully comply with Basel Accord. 

 

Figure 3.1  Country only sensitive to either international or domestic pressures 

  

 

Scenario III: The country is not sensitive to both pressures 

 

 In this scenario, both a1 and a2 approach zero. From equation (6), 
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9 																	 lim
, → ,

→ 	 	 	 	  

 

It seems unclear to interpret this result by the equilibrium of the formula, but figure 3.2 

gives us a clearer view. In this situation, we can see that both kinds of pressures are 

approaching zero regardless of the level of bank regulation. The sum of both pressures, 

though different given different x, is similar in any levels of regulation and approaching 

zero. It indicates that in this ideal type, country can choose whatever bank regulation it 

likes without suffering from political pressures. Such type of country is more likely to 

have greater discretion power on bank regulation whatever level it prefers. This can 

represent a situation for a very powerful, isolated, and centralized autocratic regime.  

 

Figure 3.2  Country insensitive to both international and domestic pressures 

 
 

Yet it does not mean that this type of country can freely change its bank regulations. 

One should contrast this empirical situation with other types of countries that will be 

subject to higher political pressure sensitivity and pressure itself. Therefore I 

hypothesize that a country that is economically strong and unchecked by other domestic 
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parties, it is likely to be left more leeway to decide its own desired level of bank 

regulation. 

 

Scenario IV: The country is sensitive to both pressures 

 

 In the situation that a country is sensitive to both pressure, then from equation (6), 

the minimum aggregate political pressures equals 

 

10 																																																									  

 

For simplicity, I assume that a1 equals a2, which represents that the degree of sensitivity 

to both pressures are similar, then the new equilibrium will be in the middle between a 

laissez-faire situation and a fully compliance of Basel Accord. 

 

11 																																											
2 2

 

 

This happens when international and domestic pressures are the same because b/2 

resides on the x where both pressure functions intersect with each, which is the solution 

of equations (2) and (3). This result yields an important implication: when a country is 

equally sensitive to both international and domestic political pressures, its optimal level 

of bank regulation will be the one that balance the pressure from both international and 

domestic sources, which minimizes that aggregate pressure. Therefore I hypothesize 

that if a country is weak and can be easily checked by domestic political force, the 

equilibrium level of bank regulation is likely to create equal international and domestic 

political pressures that minimize the aggregate pressures. 
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Figure 3.3  Country sensitive to both international and domestic pressures 

 

 

 If we use equation (11) as a refrence point, and analyze together with equations (7) 

amd (8), we can get a more comprehesive underataning of the effect of both pressures. 

When the government’s level of sensitivities to both pressures are similar, it will be 

checked by both pressures and reaches compromised bank regulations. But if the 

domestic pressure sensitiviely level increases relative to the international pressure, the 

bank regulation result will move backward from the former compromised points, as a 

reponse to the domestic lobbying forces. On the contrary, if the international pressure 

rises relative to the domestic pressure, the new equilbrium will move closer the ideal 

point of the Basel Accord, as a positive reply to international factors.  

 

3.3  Exogenous Shock of Financial Crises 

 

How can exogenous factor affect, such as financial crisis or the upcoming election, the 

national bank regulation? It can cause the changes of previous a1 and a2 of both pressure 
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through changing the country sensitivity to both international and domestic political 

pressures. After the financial crisis, international society will place greater pressures by 

offering even stricter conditional loans or more conservative financial bailout programs 

after the crisis occurs; the domestic political pressure can be reduced because the 

banking sector needs government’s money to bail them out, as well as being less 

legitimate for asking lax regulations. After the financial crisis, the public are more 

aware of the necessity of tighter bank regulation and can be more easily to mobilize for 

government’s support (Walter 2008:126-65). Now the government rely more on ballots 

to endure political survival rather than bankers’ financial supports, which suffers from 

the crisis. As a consequence, the government becomes less sensitive to domestic 

political pressures from the banking sector. 

 

 In such situation, changes of both a1 and a2, where a1 will raise into a3 and a2 will 

drop to a4, is foreseeable. The new optimal bank regulation becomes 

 

12 												 	 2 , 	 	  

 

The new optimal level of regulation is 

 

13 																																																				x
a b

a a
 

 

Now let’s compare the original optimal x and the new xn. We can do this by subtracting 

x from xn. 

 

14 																																	 0 
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Because  and , therefore , which gives equation (14) a 

positive integer. This means that the new optimal level of regulation (xn) is greater than 

the original level (x). It becomes clearer that the occurrence of financial crisis can 

elevate the optimal level of national bank regulations. This situation is illustrated in 

figure 3.4(A). Therefore I hypothesize that regardless of the sensitivity to both pressures, 

financial crisis will force a government to raise its original level of national bank 

regulation. 

 

During the election year, on the other hand, domestic pressure caused by the 

bankers’ strong political lobbies increases given regulation level because the politicians 

have to secure more campaign contributions or the incumbents needs more money to 

finance infrastructure project. International pressure may not change with the timing of 

the election. Therefore, in the equation (12), the new total pressure is 

 

15 												 	 2 , 	 	  

 

The difference of the original and the new optimal level of regulation is  

 

16 																																	 0 

 

which means that the new level of bank regulation will be lower than the original 

standard. This expected scenario is demonstrated in figure 3.4(B). Thus I hypothesize 

that the during the election year, the bank regulation will be lower, or at least the 

upcoming election will make the improvement of prudential bank regulation very hard 
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to realize. 

 

Figure 3.4  The effects of exogenous factors on bank regulation 

   

 

3.4  Research Hypotheses 

 

From the above theoretical framework, I propose six main hypotheses to be tested in 

the following empirical chapters. 

 

Hypothesis 1: If a country is more powerful, or less interdependent with the 

world, and its executive body can be easily checked by domestic political 

institution, its level of bank regulation will be low. 

 

 Although the definition of “power” remains controversial in the existing literature, 

it either refers to a country’s economic strength, financial abundance, comprehensive 

national power or interdependent relationship with the world. Quantitative analysis 

allows us to include all these factors in the econometric model. Should the concept of 

power is important, we should find at least one of those fours dimension that are 

negatively correlate with the level of bank regulation. However, since some of the 
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members in the Basel Committee on Banking Supervision are powerful agenda setters, 

we should control for this factor, which makes non-BCBS members more sensitive to 

international pressures.  

 

 For the level of balance of check in the domestic political system, I adopt Milner’s 

typology, which consider the executive body of Westminster system is the most 

unchecked, followed by Presidential system and then multiparty system. In addition to 

governmental system, I argue that the electoral rule for the legislative body is also 

important regarding political candidates’ awareness of smaller special interest groups. 

If the degree of awareness is higher, the degree of checking power toward the executive 

body will be even higher. Therefore, if an electoral district is smaller or uses 

proportional representation system to select its member of congress, the configuration 

of government can better proxy the actual distribution of comprehensive public opinion. 

In such situation, political process prevent the occurrence of winner-take-all and the 

number of candidates representing smaller special interest groups will be more 

(Myerson 1993). Therefore, banker’s interests are udually better reflected under such 

electoral system. I use the voting system (plural voting system and proportional 

representation system) and the mean district magnitude to represent such phenomenon. 

To sum up, if a non-BCBS country is economically strong, financially abundant, 

comprehensively powerful, less interdependent with the world, a multiparty 

parliamentary political system, having smaller district size, or adopting proportional 

representation system, its national bank regulation is likely to be very low. 

 

 The second hypothesis specifies that  

 

Hypothesis 2: If a country is weak, or more interdependent with the world, 
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and its executive body cannot be easily checked by domestic political 

institution, it is likely to fully comply with Basel Accord. 

 

To be specific, if the government of a country is economically weak, financially 

poor, comprehensively weak, more interdependent with the world, a Westminster 

or presidential political system, or controlling both executive and legislative 

branches, its level of national bank regulation is likely to be very high. 

 

 The third hypothesis specifies that  

 

Hypothesis 3: If a country is economically strong, or isolated, and its 

executive body cannot be easily checked by domestic political institution, it 

is likely to have more leeway to decide its own level of bank regulation 

 

To be specific, if a country is economically strong, financially abundant, 

comprehensively powerful, less interdependent with the world, a Westminster or 

presidential political system, or controlling both executive and legislative branches, 

its national bank regulation would be changed more easily. The distribution of 

regulations among these types of countries would be disperse. 

 

The fourth hypothesis specify that  

 

Hypothesis 4: if a country is weak, or more interdependent with the world, 

and its executive body can be easily checked by domestic political institution, 

the equilibrium level of bank regulation is likely to create equal international 

and domestic political pressures that minimize the aggregate pressures 
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To be specific, if a country is economically weak, financially poor, 

comprehensively weak, more interdependent with the world, a multiparty 

parliamentary political system, not in control of both executive and legislative 

branches, its national bank regulation would locate in the middle. In such political 

structure, the government needs to weigh between both pressures. Eventually it 

will finds that keeping both pressures as close as possible makes the optimal choice. 

 

The fifth hypothesis specify that  

 

Hypothesis 5. Given the sensitivity to both pressures, financial crisis will 

force a government to raise its original level of national bank regulation. 

 

To be specific, regardless of the sensitivity of international or domestic pressures, the 

occurrence of financial crisis will change related parties’ preferences of national bank 

regulation. It will incentivize the government to initiate a more prudential bank 

regulation.  

 

The last hypothesis specify that  

 

Hypothesis 6. During the election year, the bank regulation will be lower, or 

at least the upcoming election will make the improvement of prudential bank 

regulation very hard to realize 

 

To be specific, regardless of the sensitivity of international or domestic pressures, if a 

country is going to hold a nation-wide election, either executive, legislative bodies, or 
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both, the government can be incentivized to initiate less prudential bank regulation or 

at least it will not comply further to the Basel Accords right before the elections.
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Chapter 4 

 

Global Bank Regulation: A Quantitative Analysis 

 

In this chapter I discuss the research design for the large-N quantitative analysis in this 

research. The research strategy will focus on testing hypotheses proposed in the 

previous chapter. Quantitative analyses include a time-series panel analysis and a cross-

sectional analysis for producing more robust statistical results. In both analyses, I will 

touch upon the situation of bank regulations in the Asia-Pacific region for the sake of 

policy-oriented analysis in the region I live. It would be meaningful to see how it differs 

from the global average. The last part in this chapter will discuss the whole quantitative 

analysis, its possible implication, and how to relate them to the qualitative studies of 

two cases in the next two chapters.  

 

4.1  Quantitative Method: Data and Operationalization 

 

The dependent variable is banking supervision, which I used four indicators to 

approximate. The first data is collected by Abiad, Detragiache and Tressel (2010) who 

presented the data in a their study to the IMF. The variable is coded according to the 

following four criteria: (1) does a country adopt risk-based capital adequacy ratios 
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based on the Basle I capital accord? (2) is the banking supervisory agency independent 

from the executive’s influence and does it have sufficient legal power? (3) are certain 

financial institutions exempt from supervisory oversight? (4) How effective are on-site 

and off-site examinations of banks (Abiad, Detragiache and Tressel 2010:18-19)? The 

index is normalized between zero and three where three represents the most prudential 

banking supervision. The observed data covers 91 countries from 1973 to 2005.1 In the 

explanation of the process of data construction, authors mentioned that the collection 

of panel data relied heavily on secondary data, which might not be as accurate as 

expected. For example, while coding Portugal’s liberalization of interest rate, they 

coded it “full liberalization” since 1988 because an IMF report wrote that “until 1987, 

interest rates were traditionally set by the Portuguese authorities” (Abiad, Detragiache 

and Tressel 2010:6-7). But it is obviously authors did not confirm the situation before 

1987. Such strategy inevitably would cause some biases and the issue of reliability.2 

 

Although the dataset is far from perfect, it is the most ideal data available so far. 

First, the data has been used by many research (Copelovitch and Singer 2011, Ongena, 

Popov and Udell 2013), which could validate some of its reliability. In addition, the 

country and time frame covered is so far the most extensive, which is worth using. 

Furthermore, some important literature considered its “on-site and off-site bank 

monitoring” dimension is an excellent ways to capture supervisory effectiveness 

(Quintyn and Taylor 2002) while other considered the data a good proxy for regulatory 

independence, which is an important principle in Basel’s core principles (Masciandaro, 

Pansini and Quintyn 2011). Due to these reason,  

                                                 
1 A list of country is provided in appendix 1. 
2 I am indebted to Dr. Chung-Hua Shen for pointing out this problem and information about the cross-

national survey data analyzed in the following. 
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 To remedy the inherent problems, I also adopt survey index from Barth, Caprio 

and Levine (2006) for robustness tests. Supported by the World Bank, the authors 

assembled a detailed dataset of a country’s bank regulations by using comprehensive 

surveys in 150 countries. In the book, they covered surveys conducted in 2000 and 2003. 

Later another two rounds of cross-national surveys were done in 2007 and 2011.3 Barth, 

Caprio and Levine (2006) devised several indices related to national bank regulations. 

Of them, I take “capital regulatory index”, “official supervisory index”, and “private 

monitoring index” for analysis (Barth, Caprio and Levine 2013). 4  They are the 

approximations of Basel 2’s three pillars (Barth, Caprio and Levine 2006:195-214). I 

further create a “Basel 2 index” by summing those three indices as a proxy for a 

country’s level of compliance with Basel 2. Survey data conducted in 2007 is the one 

included for cross-national analysis due to two reason. First Basel 2 was formally 

released in 2006; therefore it makes more sense to test data collected after that year. 

Second, Barth and his colleagues did not participate the survey in 2011 and the 

questions asked had salient differences than their previous designs. Even though they 

still calculated original indices, but if one replicates the calculation of index by using 

2007 and 2011 data (Barth, Caprio and Levine 2006:338-53), one can find the 

occurrence of several discrepancies. As a result, I only include data collected in 2007 

for cross-national analysis.  

 

 In both panel and cross-national analysis, the independent variables are composed 

of international political factors and domestic political factors. There are four indicators 

for international factors. The first indicator is a country’s GDP. The second variable is 

                                                 
3 All data can be accessed at World Bank’s website through http://goo.gl/p8JlAf 
4 Index can be accessed at http://harbert.auburn.edu/~barthjr/Web%20Dataset.htm 
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a country’s level of reliance on international trade, which is approximated using total 

trade volume. High value indicates higher reliance. The third index is a country’s 

outward FDI volume. If a country invests overseas more, its overseas businessmen  

will need more globally coordinated financial services, which in turn push the 

government to implement globally agreed standards. The fourth variable is a country’s 

use of IMF credits. Previous evidences suggest that if a country rely more on IMF’s 

funds, it would be more likely to confront IMF’s conditionality for domestic financial 

reform (Walter 2008:50-77). The more dependent a country is on IMF, it would become 

less capable of fending off international pressures for implementing Basel Accord. Of 

those four indicators, the latter three measure a country’s interdependent relationship. 

All the data comes from the World Bank database (see Appendix 2 for more 

information).5 

 

 The domestic political factors are operationalized using three indicators. The first 

indicator is the government system. The data comes from Beck et al. (2001), whose 

database measure 177 countries’ political institutions in various aspects from 1975 to 

2012. I adopt and adjust the variable “SYSTEM”, which included three value 

“Parliamentary”, “Assembly-elected President”, and “Presidential”, for domestic 

political system. I first sorted out Westminster system from Parliamentary and coded it 

accordingly; then I recoded “Assembly-elected President” as “Presidential”. Thus three 

types of regimes, Parliamentary, Presidential, and Westminster constitute the whole 

samples. The second variable is “ALLHOUSE” from Beck et al.’s dataset, which 

measures whether the executive have an absolute majority in the houses that have 

lawmaking powers. This dummy variable resembles the first one in a sense that they 

                                                 
5 The World Bank data can be retrieved from http://data.worldbank.org/ 
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measure whether a government could be more unified for implementing public policies. 

The third one adopted POLITY IV’s variable “XCONST”, which measures the extent 

of institutionalized constraints on the decision-making powers of chief executives, 

whether individuals or collectivities. A more democratic country can put the executive 

body more accountable for its behaviors (Marshall, Gurr and Jaggers 2014).  

 

 In addition, I also include several controlled variables. The first is GDP per capita. 

A country with higher GDP per capita would be more technically advanced for 

implementing the ever-complicated Basel Accords. Consequently their compliance 

level can be higher. Second is a dummy variable for the member of BCBS. As Basel 

Accords were discussed and passed in BCBS, those advanced economies will be more 

willing to enforce regulations it has involved and recognized. I only coded the original 

10 members of BCBS as “1” because another 17 members joined BCBS until 2009, 

which timeframe is beyond the data’s scopes. The third one is banking crisis, which is 

approximated by the occurrence of systemic banking crisis. It characterizes the situation 

that most of a country’s aggregate capital available in the banking system is exhausted. 

The data adopted comes from Laeven and Valencia (2008, 2012) who identify 147 

banking crises from 1970 to 2011. I used the cumulative numbers of banking crises 

occurred in a country. For example, if a country had experienced 3 crises from 1970 to 

2007, it is coded “4”. A greater value represents a country’s higher exogenous pressures 

in a given year. The fourth variable is a country’s regulatory quality, which measures a 

government’s ability to formulate and implement sound policies and regulations that 

permit and promote private sector development. The fifth variable is a country’s control 

of corruption, which he effectiveness of a government’s controlling corruption. These 
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two indicators come from World Bank’s Worldwide Governance Indicators.6 A country 

with better regulatory quality and control of corruption represents greater quality of 

public performance, which makes it more likely and willingly to effectively implement 

Basel Accords. Last, I also include the regional factor, which looks at whether the level 

of bank regulation are distributed according to the region.7 I am particularly interested 

in whether the Asia-Pacific countries are more allergic to strict bank regulation than 

others. 

 

 In the time-series cross-sectional (panel) analysis, I use data collected by Abiad, 

Detragiache and Tressel (2010) as the dependent variable, which is estimated by all 

independent and controlled variables mentioned above. I used an ordinary least square 

(OLS) estimation with panel-corrected standard errors (PCSE). This simpler method 

was more widely accepted in the field of political economy against the fixed or random 

effect time-series estimations for greater statistical properties. Monte Carlo analysis 

done by Beck and Katz (1995) shows that PCSE “estimates of sampling variability are 

very accurate, even in the presence of complicated panel error structures.” A lagged 

dependent variable in the PCSE method could eliminate serial correlation of the errors 

(Beck 2001, Beck and Katz 2011, Beck et al. 2001). The model for panel data is 

specified as 

 

, , , , ; 		 1, … , ; 			 1, … ,  

 

                                                 
6 The introduction of data can be accessed at http://data.worldbank.org/data-catalog/worldwide-

governance-indicators. 
7 The variable region includes Asia, Eastern Europe and Commonwealth of Independent States (CIS), 

Latin America, North Africa and the Middle East, North American, Oceania, Sub-Saharan Africa, and 

Western Europe 
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where Yi,t is the dependent variable, Xi,t is a vector of independent and controlled 

variables, Yi,t-1 is the lagged dependent variables; i and t denote country and year; β is a 

vector of coefficient for variables. 

 

 In the cross-sectional analysis, I uses Barth et al.’s indicators, which includes 

capital regulatory index, official supervisory index, private monitoring index, and the 

sum of three, as the dependent variables for an ordinary least square model. The 

equation for estimation is specified as 

 

 

 

where Y is the dependent variables; X is a vector of independent and controlled variables; 

β is a vector of coefficient for variables; 　 is the unobserved error. The following two 

sections present the results of quantitative results. 

 

4.2  Panel Data Analysis, 1975-2005 

 

Table 4.1 below presents summary statistics of the panel data from 1975 to 2005. The 

number of total observations is 2,527. Since both indicators of regulatory quality and 

control of corruption started in 1996, the model with each of the variable would have 

less observations.  
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Table 4.1  Summary Statistics for Panel Data, 1975-2005 

Variable N Missing Mean Std. Dev. Min Max

Banking supervision index 2527 0 0.816 0.97 0 3

GDP (trillion US$) 2494 33 0.260 0.91 0.00 13.10 

Use of IMF credit (billion US$) 2527 0 0.441 1.72 0 28.85 

Export and import (trillion US$) 2439 88 11.02 25.63 0.03 333.79

Outward FDI (US$ trillion) 2072 455 0.01 0.02 0 0.29

Executive constraints 2458 69 4.98 2.17 1 7

# of bank crisis since 1975 2527 0 0.50 0.63 0 4

GDP/capita (thousand US$) 2513 14 7.68 8.72 0.13 49.29 

Members of BCBS 2527 0 0.15 0.35 0 1

Regulatory quality 910 1617 0.31 0.92 -2.21 2.25 

Control of corruption 910 1617 0.19 1.10 -1.49 2.59 

 

Table 4.2 presents the statistical results of countries’ compliance with the first 

Basel Accord, Basel 1, using Abiad et al’s bank supervision time-series cross-national 

data. The results demonstrate several interesting phenomena that can be explained by 

the theoretical framework proposed here. First the aggregate power hypothesis is not 

supported while the interdependence hypothesis is salient, at least in the effects of a 

country’s total trade volume and its use of IMF. This means that if a country trades more 

with the world it can be more sensitively to the implementation of global standards. In 

addition, if its domestic financial situation depended too heavily on IMF’s funds, it 

would be hard for them to reject IMF’s requests, which the legalization of global bank 

regulation is often a requested condition. This is especially true after a country had 

experienced a banking crisis. For domestic political factors, the result shows that a 

country with greater executive constraint would have higher level of proper bank 

regulations. Whether the executive body can be held accountable by the public is an 

important factor. Regarding the government system, a government using the 

Westminster system complies more with the Basel Accord than the presidential system 

than the multi-party parliamentary system, which is used as the reference group. This 
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shows that the level of unitedness between the executive and legislative bodies decides 

the efficiency of legalizing international agreements or standards. A country with higher 

development level and regulatory quality, and experiencing more banking crises would 

also comply better to the Basel Accord. 

 

Table 4.2  Compliance with Basel Accord, 1975-2005 

 (1) (2) (3) (4) (5) 

Lagged DV 0.669*** 0.670*** 0.673*** 0.776*** 0.513*** 

 (0.0468) (0.0472) (0.0461) (0.0365) (0.0754) 

GDP -0.0446 -0.0487*   0.0309** 

 (0.0325) (0.0293)   (0.0131) 

Total trades 0.00281** 0.00280** 0.00131*   

 (0.00124) (0.00123) (0.000743)   

Outward FDI -0.146 -0.104    

 (0.712) (0.704)    

IMF credits 0.0143** 0.0138**   0.0137** 

 (0.00590) (0.00606)   (0.00677)

Executive constraint 0.0217***  0.0144**   

 (0.00842)  (0.00688)   

Presidential system 0.101**  0.0609   

 (0.0419)  (0.0391)   

Westminster system 0.155**  0.125**   

 (0.0653)  (0.0556)   

Banking crises 0.144*** 0.145*** 0.170*** 0.146***  

 (0.0314) (0.0320) (0.0271) (0.0280)  

GDP per capita 0.0217*** 0.0227*** 0.0214***   

 (0.00520) (0.00480) (0.00509)   

BCBS member -0.0147 -0.0215 -0.0190 0.108** 0.0297 

 (0.0498) (0.0472) (0.0475) (0.0445) (0.0567) 

Regulatory quality     0.0958* 

     (0.0513) 

Control of corruption     0.0317 

     (0.0549) 

Region dummies Yes Yes Yes Yes Yes 

N of country 85 86 89 91 91 

N 1887 1926 2209 2345 910 

R2 0.674 0.667 0.670 0.659 0.504 
Standard errors in parentheses 

* p < 0.10, ** p < 0.05, *** p < 0.01 
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The combination of international and domestic factors, support the hypotheses 1, 

2, 3, and 5. If a country is less (more) interdependent with the world, and its executive 

confronts less (more) obstruction from other governmental bodies, this country is more 

sensitive to international factors while is less sensitive to domestic politics, the domestic 

implementation of the Basel Accord would be easier to realize (H1). On the contrary, 

the country would be very sensitive to domestic politics while care less about 

international factors; consequently the compliance with the Basel Accord would be less 

(H2). Should the country is sensitive to both pressures, the contrasting effects will offset 

each other; therefore the compliance level would stand in between (H3). In addition, 

banking crises effectively contribute to higher level of compliance (H4). If the crisis 

occurred in country with higher global economic market dependency and a more united 

government, the compliance level would further raise. One interesting thing is that if 

we control most factors of interests, the status of being a BCBS member does not seem 

not correlate with higher compliance with the Basel Accord. 
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Table 4.3  Compliance with Basel Accord in the Asia-Pacific, 1975-2005 

 (1) (2) (3) (4) (5) 

Lagged DV 0.712*** 0.718*** 0.697*** 0.842*** 0.571*** 

 (0.0508) (0.0505) (0.0500) (0.0360) (0.0744) 

GDP 0.00796 -0.00570   0.0279*** 

 (0.0497) (0.0434)   (0.0101) 

Total trades 0.000643 0.000653 0.000569   

 (0.00204) (0.00185) (0.00105)   

Outward FDI -0.690 -0.598    

 (1.033) (1.018)    

IMF credits 0.0145* 0.0135*   0.0147 

 (0.00756) (0.00779)   (0.0120) 

Executive constraint 0.00649  -0.00178   

 (0.0166)  (0.0132)   

Presidential system 0.137**  0.113**   

 (0.0583)  (0.0516)   

Westminster system 0.270***  0.248***   

 (0.0877)  (0.0749)   

Banking crises 0.136*** 0.0913* 0.168*** 0.0667  

 (0.0484) (0.0516) (0.0452) (0.0472)  

GDP per capita 0.0171*** 0.0205*** 0.0185***   

 (0.00509) (0.00494) (0.00497)   

BCBS member 0.0490 -0.000214 0.0568 0.190** 0.0789 

 (0.110) (0.105) (0.104) (0.0784) (0.0812) 

Regulatory quality     -0.120 

     (0.114) 

Control of corruption     0.253** 

     (0.100) 

Region dummies No No No No No 

N of country 19 20 20 22 22 

N 489 518 556 617 220 

R2 0.732 0.714 0.725 0.695 0.620 
Standard errors in parentheses 

* p < 0.10, ** p < 0.05, *** p < 0.01 

 

 Table 4.3 draws sample of Asia-Pacific countries.8 The results are in general 

similar to the models in table 4.2 with all the samples. The main differences reside in 

                                                 
8 The sample includes countries coded Asia, Oceania, and North America. I exclude Latin America 

since those countries are geographically and psychologically more distant than North American 

countries.  
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that the effect of total trade is not statistically significant albeit the correlation is positive. 

In addition the effect of executive constraint is also weak. The banking crisis hypothesis 

and the effect of development level remain salient. Interestingly regulatory quality does 

not affect much while the influence of control of corruption becomes more obvious. 

This implies that in Asia-Pacific countries, controlling corruption means much more 

while implementing global regulations. In the Basel’s case, corruption standards for 

higher possibility of regulatory capture that makes executive body very sensitive to 

banking lobbies. This result echoed research by Walter (2008) in certain similar way. 

He found that some East Asia countries’ corruption problems had led to mock 

compliance of international financial standards. It seems that such phenomenon is more 

significant in the Asia-Pacific countries, especially East Asia, and had resulted in lower 

degree of harmonization of Basel Accords. This interesting finding deserves a closer 

investigation in the future. 

 

4.3  Cross-national Data Analysis 

 

I use OLS models for estimating the effects of international and domestic factors.9 The 

dependent variables include capital regulatory index (approximation for Basel 2’s first 

pillar), official supervisory power index (approximation for Basel 2’s second pillar), 

and private monitoring index (approximation for Basel 2’s third pillar). The larger the 

values, the higher a country comply with each of Basel’s three pillars. I also create a 

Basel 2 index by summing all three variables. Totally there are four dependent variables 

in this cross-national analysis. Table 4.4 below presents the summary statistics.  

 

                                                 
9 OLS analysis below all pass assumptions of OLS, which includes linearity, normality (Shapiro-Wilk 

test), homogeneity, independence (omitted variable bias test), and model specification. 
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Table 4.4  Summary statistics for cross-national data 

Variable N Mean Std. Min Max

Basel 2 index 128 24.68 3.44 17 33.5

Capital regulatory index 145 5.82 2.02 1 10

Private monitoring index 132 7.79 1.52 4 11

Official supervisory index 155 11.27 2.37 1 16.5

GDP (US$ trillion) 161 0.35 1.29 0.00 14.48

Export/GDP (%) 156 46.31 30.39 7.28 233.35

Outward FDI (US$ billion) 137 16.11 50.66 0.00 393.52

Use of IMF credits (US$ billion) 130 0.23 0.71 0 7.34

Executive constraint 137 5.05 2.00 1 7

Executive controls legislation 130 0.47 0.50 0 1

GDP per capita (US$ thousand) 161 14.42 20.83 0.16 130.35

Cumulative banking crises 141 0.78 0.72 0 4

Regulatory Quality 162 .15 .93 -2.16 1.99

 

 Table 4.5 below showed the statistical result using Basel 2 as the dependent 

variable. Contrary to the panel analysis, GDP, which approximates a country’s absolute 

economic strength, is significantly correlated with the compliance level of Basel 2. In 

addition, a country’s development level does not seem to influence the level of 

compliance. This means that, at least by 2007, the compliance of Basel 2 did not depend 

on a country’s developmental level and capability of implementing Basel’s principles, 

a country’s economic strength means more. China’s case, as discussed in more detail in 

chapter 6 below, provides an explanation for this finding. China started to accelerate 

financial reform by adopting Basel’s principles in 2004. It partly resulted from Beijing’s 

entry in WTO, which had made China’s financial industry more sensitive to upcoming 

global competition; therefore a serious reforms to effectively manage risk became very 

important for not only the government and the banks. The phenomenon also occurs in 

other large emerging economies, such as BRICS, MINT, or the Next Eleven countries.10 

                                                 
10 BRICS refers to Brazil, Russia, India, China, and South Africa; MINT refers to Mexico, Indonesia, 

Nigeria and Turkey; the Next Eleven refers to Bangladesh, Egypt, Indonesia, Iran, Mexico, Nigeria, 
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Most of these countries were developing countries that has actively sought to participate 

and compete in global markets since 2000s. For the interdependence effects, only the 

use of IMF credits and export to GDP ratio show significant correlations, which further 

support the findings in the panel analysis. OFDI, still, does not correlate significantly 

with the level of compliance. 

 

Table 4.5  Cross-national analysis for compliance with Basel 2 

 (1) (2) (3) (4) (5) 

GDP 0.599*** 0.695***    

 (0.204) (0.211)    

IMF credits 4.397*** 3.664***    

 (1.369) (1.209)    

Export/GDP 0.0240* 0.0191**    

 (0.0124) (0.00854)    

Outward FDI 0.000655 -0.00748    

 (0.0113) (0.00675)    

Executive constraint 0.497  0.624**   

 (0.379)  (0.277)   

Control of legislation 1.177  0.734   

 (1.113)  (0.794)   

Presidential system 0.810  1.134 0.393  

 (1.531)  (1.012) (0.773)  

Westminster system 0.595  2.139 1.821*  

 (1.925)  (1.538) (0.977)  

GDP per capita -0.0188     

 (0.0313)     

Cumulative banking crises -0.555     

 (0.608)     

Regulatory quality 0.220    0.608 

 (1.094)    (0.377) 

BCBS member -1.535     

 (2.459)     

N 65 80 95 117 123 

R2 0.288 0.186 0.094 0.033 0.027 

adj. R2 0.124 0.143 0.053 0.016 0.019 
Standard errors in parentheses 

* p < 0.10, ** p < 0.05, *** p < 0.01 

                                                 
Pakistan, the Philippines, Turkey, South Korea and Vietnam. 
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Domestic political factors are not so obvious in the cross-national analysis, even 

though the coefficient itself fit in the model prediction. If I only include domestic 

factors, as shown in models (3) and (4), the constraint on the executive and the 

Westminster system are positively correlated with higher compliance level. Controlled 

factors of development level, frequency of banking crisis, regulatory quality, and BCBS 

membership do not correlated with the compliance level. Domestic factors, exogenous 

shocks, and other factors for control are not so obvious, which I will further examine in 

the detailed case studies. In sum, the cross-national analysis here only provides 

statistical support for the international factors. 

 

In addition to Basel 2, I investigate the compliance with the three pillars separately 

to see whether the compliance has its variance in different aspects. First three models 

in Table 4.6 below deals with the first pillar, regulatory capital. For the international 

factors, only the use of IMF credits and OFDI, which are dimensions of economic 

interdependence, has positive effects on a country’s regulations on banks’ capital 

requirement. For domestic factors, the constraint on the executive branch has significant 

effect while other effects are not significant. It implies that greater executive’s 

accountability would lead to bank regulation that ask banks for more responsible and 

prudential regulatory capital since such political regime is more likely to concern public 

interests. In addition, the frequency of banking crisis also lead to high level of 

compliance. 

 

 The statistical results for the second pillar, supervisory review, are presented in 

models (4) to (6). Similar to the previous results, the effects of economic 

interdependence are significantly correlated with the level of compliance. However, the 
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factor, OFDI, is negatively correlated. If only considering domestic factors, as shown 

in model (6), the executive controlling the legislation and the presidential system have 

positive effects. This results from the reason that dimensions of official supervisory 

power include how powerful and effective does can the executive body control, regulate, 

and punish banks in serious troubles. Greater power requires a more coherent and united 

government to implement a government’s authority. Greater governmental authority 

sometimes leads to greater controls on domestic sectors. If this is true, then the negative 

correlation of OFDI would not be surprising because the government sets more 

regulations that restrains its domestic industries for overseas advantages. 

 

 For the third pillar, market discipline, which focuses on the transparency level of 

information, models (7) to (9) do not locate any significant correlations with 

complaicne level. If I only look at domestic factor, as in model (9), Westminster system 

complies the highest in disclosing reliable bank information. In model (7), in addition, 

a country’s regulatory quality also positively correlated to the compliance with the third 

pillar. The effects of the rest of variables are not obvious. In sum, for the separate 

analysis, economic interdependence factors remain salinet in compliance with the first 

and second pillars while domestic political factors only slightly support all three pillars. 

Since Basel’s core principles are not mandotory international regulations, each 

government can choose its own portions for domestic implementation or make some 

adjustments. As a consequence, variation in different aspects is understandable.
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  Table 4.6  Cross-national analyses for compliance with Basel 2’s three pillars 

 Capital Regulatory Index Official Supervisory Power Index  Private Monitoring Index 

 (1) (2) (3) (4) (5) (6) (7) (8) (9) 

GDP -0.175 -0.236  0.604*** 0.721***  0.202 0.243  
 (0.152) (0.168)  (0.155) (0.182)  (0.140) (0.174)  
IMF credits 2.029** 1.547**  0.666*** 0.676***  0.158 0.518  
 (0.771) (0.643)  (0.182) (0.136)  (0.496) (0.353)  
Export/GDP 0.00600 0.000592  0.0217*** 0.0138**  -0.00320 0.00381  
 (0.00773) (0.00453)  (0.00727) (0.00541)  (0.00398) (0.00369)  
Outward FDI 0.0139** 0.00956**  -0.0121* -0.0196***  -0.000441 0.000501  
 (0.00536) (0.00475)  (0.00704) (0.00547)  (0.00526) (0.00494)  
Executive constraint 0.377*  0.258* 0.178  0.166 -0.203  0.128 
 (0.207)  (0.140) (0.196)  (0.152) (0.153)  (0.102) 
Control of legislation 0.239  0.0747 0.459  0.906* -0.0628  -0.377 
 (0.588)  (0.413) (0.666)  (0.506) (0.454)  (0.325) 
Presidential system -0.173  0.112 0.617  0.989* 0.0467  0.286 
 (0.791)  (0.499) (0.803)  (0.578) (0.666)  (0.400) 
Westminster system -0.191  0.379 0.727  0.730 0.538  1.077** 
 (0.782)  (0.729) (1.160)  (0.886) (0.556)  (0.438) 
GDP per capita 0.0115   -0.0174   -0.0103   
 (0.0258)   (0.0179)   (0.0116)   
Banking crises -0.585*   0.00163   0.182   
 (0.348)   (0.363)   (0.257)   
Regulatory quality -0.850   -0.294   0.765*   
 (0.578)   (0.461)   (0.425)   
BCBS member -1.009   -0.185   -0.358   
 (1.118)   (1.424)   (0.942)   

N 72 90 107 78 97 114 68 83 98 
R2 0.192 0.071 0.050 0.257 0.140 0.060 0.221 0.100 0.093 
adj. R2 0.028 0.027 0.013 0.120 0.102 0.026 0.051 0.054 0.054 

Standard errors in parentheses 

* p < 0.10, ** p < 0.05, *** p < 0.01 
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 In analyzing the implementation in the Asia-Pacific region, the sample size is too 

small to do a valid OLS analysis; therefore I only report the box plots using all four 

dependent variables and see how Asian countries differ with other countries. Figure 

4.1(a) shows that the median of Asian countries’ compliance with Basel 2 is greater 

than the world average, which is the dashed lines in the figure. More than 75% of Asian 

countries comply higher than the global average. For bank’s regulatory capital, figure 

4.1(b), Asia’s median remains higher than the world average. A slightly more than 50% 

of Asian countries performs better than the global average. Asia’s official supervisory 

power performs well. More than half of countries have effective official supervisory 

authority that asks banks for greater internal risk management and has more legal tools 

to fix banks’ troubles. For the market discipline, surprisingly, Asia performs very well 

compared with other regions. More than 75% of countries host higher market discipline 

than the global average. It even complies with higher level of the third pillar than 

Western European countries. Asia’s high compliance with the second and the third 

pillars offset its less ideal implementation of the first pillar. As a consequence, Asia 

complies relatively well Basel 2 as a whole. It seems that only Middle East and Oceania, 

which consists of Australia and New Zealand, outperforms Asia in this regard. 



‧
國

立
政 治

大

學
‧

N
a

t io
na l  Chengch i  U

niv

ers
i t

y
77 

Figure 4.1  Regional variations on compliance with Basel 2 

(a) Basel 2                                     (b) Regulatory Capital 

    

                           (c) Supervisory Process                                    (d) Market Discipline 
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4.4  Discussion and Conclusion 

 

The above analysis shows that economic interdependence, which is an important 

dimension of state power in the eyes of liberalists, is highly related to a country’s 

implementation of Basel standards of bank regulations. This is especially true in a 

country’s use of IMF credits. The more IMF funds a country consumes, the country 

becomes more easily to be affected by IMF’s promoting Basel Accord. This variable is 

almost salient in all quantitative models presented above. A country’s international 

trade exposure is another influential factor that lead to farther compliance. Outward 

FDI also cause some effects, especially in a country’s bank regulation in capital 

adequacy. As can be seen in the following two chapters, these factors play a big role in 

pushing both Taiwan and China to legalize Basel Accord in their domestic jurisdictions. 

Quantitative finding, however, does not provide enough supports for realist concept of 

power, which focuses on a country’s aggregate material power. Powerful country, 

undoubtedly, plays a huge role in initiating global standards but it seems that coercion, 

or promotion, for compliance does not seem to work. Since Basel Accord is non-

mandatory, other countries have more leeway to choose their own ideal configuration 

of bank regulations. As a consequence, the realist power factors in hypotheses 1 to 4 

are disconfirmed by the quantitative evidence. 

 

 Quantitative results for domestic factors are more ambiguous. Although the panel 

data analysis supports them, its effects are less obvious in cross-national analyses. A 

reason can be the factor of time. The cross-national data records national bank 

regulations in 2007. After January 1, 1995 of its establishment, the number of WTO 

members started to increase fast during the 2000s. The principle of national treatment 
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of WTO requires members to open its markets to foreign competition. In the financial 

sectors, several WTO rules and regulations are derived from Basel’s core principles 

(Barr and Miller 2006); therefore its members have to legalize those Basel-related WTO 

regulations. As a consequence, the international pressures for implementation of Basel 

Accord in 2000s has increased significantly. Regardless of political systems, all 

governments have to pay a serious attention of adaptation if it seeks for greater 

engagement in the global markets. Under such situation, the effects of domestic factors 

are less important or irrelevant. Detailed investigation in Taiwan’s and China’s changes 

of their bank regulations in the following two chapters shows exactly such phenomenon. 

Another possible explanation is that the domestic political factors are country-specific. 

But since the change of political system in each country is limited in the panel data, the 

country-specific explanation thus becomes less convincing. 

 

 As for the controlled variables, the frequency of banking crisis constitutes a 

significant factor in the panel data but is less consistent in the cross-national data. 

Therefore, this variable is more country-specific in a sense that the occurrence of 

systemic banking crisis will lead to more prudential regulations after the crisis but the 

prudential level can still be low compared with other countries. Other variables, such 

as GDP per capita, regulatory quality, and the control of corruption play some roles in 

several models but not in a consistent way in the cross-national analyses. 

 

 Last, for Asia-Pacific countries, the motivation for improving their compliance 

level can come from their deeper global interdependence, domestic political system, 

and financial crisis, which are probably the most important factors. The average 

compliance level in Asia by 2007 was higher than the global average. Borrowing 

findings in the panel data analysis, it was very likely the result of 1997 Asian Financial 
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Crisis (AFC), which had changed both the government’s preferences of both 

international and domestic pressures. But the crony capitalism problem in East Asia is 

a potential obstruction for farther prudential financial regulations in the future. These 

findings support hypotheses 1 to 5 in certain ways. Those without clear and consistent 

supports will be further investigated in the following two chapters of detailed case 

studies in Taiwan and China. 
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Chapter 5 

 

Case Study: Taiwan’s Bank Regulation 

 

In this chapter I review Taiwan’s bank regulations since 1970s when Taiwanese 

government started bank reforms through liberalization and privatization of banks, as 

well as adjust domestic bank regulations that complied better with Basel Accords. In 

the first section of this chapter, I briefly review the history of Taiwan’s banking 

system. It discusses the structure, environment, and challenges of financial system in 

Taiwan. The next two sections proposed international and domestic factors that affect 

Taiwan’s compliance with Basel Accords. They will be followed by detailed empirical 

studies of Taiwan’s amendment the Banking Act in 1985, 1989, 2000, and 2008. 

While the latter three times of amendments related more to Basel Accords, the 

discussion of the first one is necessary because it provides a general picture of 

Taiwan’s financial situation before its compliance with global standards. It was also 

the first comprehensive amendment of the Banking Act since its promulgation in 

1931. The last section give a general discussion that connects the proposed theoretical 

model to the amendments. 

 

5.1  Brief History of Taiwan’s Banking System 
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After overthrown by the Communist Party of China in 1949, the Republic of China 

(ROC) retreated to Taiwan. The government subsequently relocated national banks to 

Taiwan, such as the Central Bank, Bank of China, Bank of Communications, Farmer’s 

Bank of China, and the banking department of Chunghwa Post. At the meantime, 

Taiwan had already had six domestic banks controlled by provincial government, which 

took over those banks from the former colonial Japan after its defeat during the World 

War II. Those banks, in their present name, are Bank of Taiwan, Land Bank of Taiwan, 

Taiwan Cooperative Bank, First Bank, Hwa Nan Bank, and Chang Hwa Bank. In 

addition, there were also 71 local credit cooperatives, and 86 farmer’s associations (Yu 

and Wang 2005:30-31). The administration considered that existing banks were 

approaching the maximum capacity for Taiwan’s society. Therefore those national 

banks relocated from the mainland did not function right after 1949. Aside from Bank 

of Taiwan and Land Bank of Taiwan that were 100% controlled by the government, the 

other four banks were controlled by the government at more than 50% share (Central 

Bank of the Republic of China (Taiwan) 2013:28). Those banks were directed by the 

authority for specific economic mission. For example, First Bank, Hwa Nan Bank, and 

Chang Hwa Bank, which was coined as “the three commercial banks” cooperated with 

the government to facilitate the development of domestic industries while Land Bank 

of Taiwan was government’s financial supports for implementing land policies. For 

local agricultural and business development, the responsibility fell into the hands of 

local credit cooperatives and farmers’ associations.  

 

The banking sector back then was tightly controlled by the ROC government, 

which used a financial system that supported its state-directed economic development. 
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Table 5.1  Distribution of Taiwan’s financial institutions and percentage of assets 

Year 
Domestic 
Banks 

Foreign Bank 
Trust and 
Investment 
Corporations 

Credit 
Cooperatives 

Farmers’ and 
Fishermen’s 
Associations 

 Num Asset Num Asset Num Asset Num Asset Num Asset

1949 7 - 0 - 0 - 71 - 86 -

1951 13 - 0 - 0 - 71 - 138 -

1961 18 65.3 1 0.7 1 1.0 80 5.9 294 4.1

1971 21 57.7 7 2.7 8 1.7 78 6.4 297 3.9

1981 23 50.4 24 5.0 8 3.4 75 5.7 285 4.4

1991 25 48.1 36 2.3 8 4.1 74 7.5 311 5.5

2001 53 56.9 38 3.4 3 0.6 39 2.0 285 3.9

2011 37 63.6 28 4.8 0 0 25 1.2 302 3.4

Note: “Num” and “Asset” represent the number of financial institution in each category and the 

percentage of their assets held relative to total assets in the banking industry. 

Source: Data comes from Financial Statistics Monthly, Republic of China (Taiwan) published by the 

Central Bank of the ROC and Yu and Wang (2005:87, 93, 106) 

 

Banking was a chartered business and the establishment of a new bank required 

discussion and approval in the plenary session of the Executive Yuan. However, the 

financial institution did not keep up with Taiwan’s fast-growing economic development 

since late 1950s. The government, as a consequence, reopened Bank of 

Communications and Bank of China reopened in 1960, the Central Bank in 1961, 

Chunghwa Post’s banking department in 1962, and Farmer’s Bank of China in 1967 

(Yu and Wang 2005:31-33). Several regulations were released. For example, in 

response of the end of U.S.’s foreign aid that provided abundant financial resources for 

middle-to-long term loans, in 1960 Executive Yuan promulgated the Standards 

Governing the Establishment of Trust and Investment Companies and the Standards 

Governing the Establishment of Foreign Banks and the Scope of Businesses in 1964. It 

was evident that since 1960s, more financial institutions, especially foreign banks and 

trust and investment companies, were approved and opened and assets they held also 

increased at the expense of major domestic banks. In term of performance, there was 
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too little information to tell the difference but Yu and Wang (2005:101-04) suggested 

that local financial institutions underperformed due to its low loan to deposit ratio. They 

considered 80% as a threshold and banks way below it deals with their deposits 

inefficiently. The ratios for domestic banks and foreign banks, on the contrary, indicated 

potential risk of liquidity crises. As a whole, the performance of Taiwan’s financial 

institutions back then was neither efficient nor safe.  

 

Table 5.2  Loan to deposit ratio of financial institutions in Taiwan 

Year Domestic 
Banks 

Foreign
Banks

Trust and 
Investment 
Companies

Credit 
Cooperatives 

Farmers’ 
Associations

1961 90.4 1166.7 64.1 - 71.3 

1971 111.0 3014.6 63.7 242.8 74.4 

1981 118.9 2082.0 69.4 59.8 73.4 

1991 102.6 295.2 57.9 60.7 54.1 

2001 89.6 75.5 55.3 58.3 42.0 

Source: Financial Statistics Monthly, Republic of China (Taiwan) published by the Ministry of Finance 

and the Central Bank of the ROC 

 

 The regulatory regime from 1950s to 1970s was disperse. The competent authority 

for administrative management to banks was the Ministry of Finance but it had to work 

with Ministry of the Interior and Council of Agriculture to manage farmers’ and 

fishermen’s associations. The authority for supervision diverged even more in different 

types of financial institutions. Although, according to the law, the Ministry of Finance 

should shoulder responsibility for supervising all financial institutions. But it did not 

have enough staffs; therefore it delegated the supervision on domestic banks, credit 

cooperatives, farmers’ and fishermen’s associations to the Central Banks, Central 

Deposit Insurance Corporation, and Taiwan Cooperative Bank (Grossman and Woll 

2014:54). The dispersion of authority in Taiwan’s financial system continued until early 

2000s. Although businesses of all kinds of financial institutions were simpler and more 
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similar before 1980, a more efficient and united regulatory regime was lacking; leading 

to inefficient and incompetent regulations that resulted in a fragile and corrupt financial 

circumstances and local bank crises. In such system, the accountability was unclear 

while the problem of crony capitalism created strong government-to-business 

relationship (Kang 2002, Kang 2003, Kim and Im 2001).  

 

The connection can be built in several ways. For example, the non-profit 

organization funded by a bank can purchase a large number of meal coupons issued by 

the candidates running for elections; the banks pay for the assistants hired by the 

legislators; banks can also exert pressures on the media to produce positive reports for 

the legislators or they will withdraw the advertisements. In exchange, the legislators 

speak for the bankers in the Legislative Yuan.1 It opened a door for mismanagement 

and corruption. During the first half of 1980s, banking crises broke out in 3 trust and 

investment companies and 1 in credit unions. All four incidents were related to high 

non-performing loans that caused liquidity crises. Those crises resulted from banks’ 

concentration of loans to close friends and related companies, or investments in risky 

businesses (Yu and Wang 2005:268-27). A series of financial crises, although the scope 

was limited (total proportion of assets in credit cooperatives and trust and investment 

companies in 1981 was merely 9.3%), it led to the amendment of the Banking Act in 

1985 and expected to correct the corruptive behaviors in the banking sectors. This will 

be discussed more in the following paragraph. 

 

 In the late 1980s the government started to liberalize banking industry for more 

efficient and flexible management of wealth coming from Taiwan’s outstanding 

                                                 
1 Author’s interview with a former senior manager of a POB, 2014/9/1. 
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economic growth. It also confronted pressures from the U.S. to open Taiwan’s financial 

market to foreign banks at the time when Washington tried to narrow the gap of trade 

deficit with Taiwan (United Daily News 1989). In 1988 the introduction of Basel 1 set 

an 8% CAR threshold for banks that planned to open foreign branches. Since the U.S 

was one of the main promoter for Basel 1, many Taiwanese banks feared their 

applications for establishing branches would be rejected by Washington. Such pressure 

in turn went back the government. The combination of the external and domestic 

pressures for liberalization and internationalization motivated the amendment of the 

Banking Act in 1989. Subsequent promulgation of administrative orders that allowed 

the application of private banks and foreign banks led to a large increase of the amount 

of financial institutions. According to table 5.1, for example, the number of domestic 

banks increased from 25 in 1991 to 53 in 2001.  

 

However, the liberalization of financial system did not come with proper financial 

supervision other than Basel 1 standard. The regulatory regime remained weak but was 

responsible for more complex financial system. The problem was especially serious in 

trust and investment companies and local financial institutions. According to Yu and 

Wang (2005:274-76), there were 34 bank runs on local farmer’s associations, 15 bank 

runs on credit cooperatives, and 4 bank runs on domestic private banks from 1994 to 

1999. Most incidents were results of over-lending made possible by guanxi or political 

pressures, high leveraged investments, embezzlement, and excess loans (Yu and Wang 

2005:283). Most problematic credits went to individuals or companies in trouble that 

were unable to pay interests. Increasing competition in banking industry without 

effective regulation, as a consequence, gave rise to an even weaker financial system. 

As shown in table 5.5 below, Taiwan’s non-performing loan ratio peaked at 11.26% in 

2001 while the ratio for credit cooperatives in the same year was 11.66 and farmers’ 
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and fishermen’s associations was 19.37%. The government thus set up the Corporation 

Resolution Trust that indemnified the depositors for financial institutions’ losses. Many 

institutions in utter troubled were forced to be purchased or merged by domestic banks. 

The number of local financial institutions started to drop, especially the credit 

cooperatives (see table 5.1). In addition, Taiwanese government planned to set up a new 

department that unified the functions of administrative management, supervisions, and 

punishments to all financial institutions. Without it the disperse authority would create 

moral hazard for the banks. For example, when the liquidity crisis occurring in the 

Chang Hwa 4th Credit Cooperative in 1995, the supervisory agencies, Taiwan 

Cooperative Bank and Central Deposit Insurance Corporation had no disposition 

authority and the banks in trouble was waiting for government’s funds to bail them out. 

To solve the problems, Financial Supervisory Commission (FSC) was established in 

July, 2004. 

 

 According to Organic Act Governing the Establishment of the Financial 

Supervisory Commission that was promulgated in 2003 and amended in 2011, FSC 

takes full responsibility to financial supervisions in all financial institutions, including 

domestic and foreign banks, credit cooperatives, farmers’ and fishermen’s associations, 

securities and futures, and insurance, which is prescribed in article 2. The authorities of 

administration, supervision, and penalty are now united under FSC by law. Article 3 

prescribed that FSC shall be in charge of amending financial regulations, regulating 

financial institutions, punishing violators, and collecting related information. Article 5 

empower FSC to “produce relevant account books, documents, electronic files, and 

other such materials … notify an examinee to appear at a designated office for 

questioning.” For disobedience FSC has the power to punish. Taiwan’s financial 

supervisory system was thus unified. 
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After a brief discussion of Taiwan’s changing financial system, it becomes clear 

that, from 1950 to late 2000s, the importance of local financial institutions rose at the 

expense of major domestic banks during 1980s and 1990s. During the period Taiwan 

had seen a chaotic financial system without an effective regulatory system to manage. 

Although Taiwan escaped from Asian financial crisis in late 1990s, its banking system 

was coincidentally harmed by non-performing loans resulting from bankruptcies and 

financial crisis of large corporations (Yu and Wang 2005:284-85). Financial system was 

fragile that triggered a series of financial reforms to bail out illiquid banks, as well as, 

strengthen and unify the competent authority. A brief review above gives a general 

picture of Taiwan’s financial system when it started to implement the Basel Accords. 

The following sections deal with possible international and domestic political factors 

that influence Taiwan’s choice of compliance with Basel Accords. They are followed 

by detailed investigation of legal amendments regarding the control of financial risks 

and implement the Basel Accords. 

 

5.2  International Pressures 

 

In the previous chapters, I discuss the relevance of international pressures to domestic 

bank regulations. I find a positive relationship between a country’s economic strength 

and exposure to global economy and the level of domestic bank regulations. The larger 

the country’s GDP volume and its exposure to global economy, the more likely does it 

comply deeper with the Basel Accord. The former relationship can be reasoned by 

recognizing that Basel Accords were devised and promoted by advanced industrialized 

economies; therefore those countries comply more with the global bank regulations. 

Such relationship can be further sustained by the positive relationship between a 
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country’s development level (GDP per capita) and its national bank regulations. The 

degree of exposure to global market is another important factor, which can be 

operationalized by looking at a country’s export to GDP ratio, outward foreign direct 

investment (OFDI), and its external debts. These indicators show how a country rely 

on global market. 

 

A country with higher ratio implies its greater reliance on global markets, which 

in turn becomes more vulnerable to globally agreed regulations. In addition, more 

international trade leads to greater demands on banks’ foreign branches to facilitate 

cross-national businesses. This is especially for countries investing heavily abroad. If a 

country trades more with or invests more in a foreign country, their multinational 

corporations (MNCs) would need banking services provided by banks in their home 

country. As a consequence, banks’ foreign branches will confront host countries’ 

regulations on banks’ foreign branches. If the host country is a member of BCBS, host 

government would reject the application of foreign banks’ branches. Such rejection will 

bring pressure back home and push for changes of bank regulations. According to this, 

we should expect a positive correlation between the number of domestic banks’ offices, 

foreign branches, and subsidiaries and a country’s exposure to global markets. In order 

to open more foreign offices, the home country has to adjust its domestic bank 

regulations to the Basel Accord and then supervises its banks for higher Basel standards. 

Also, if a country borrows much from the international society, it would become more 

vulnerable to creditors’ requests. This is especially true when a government receives 

conditional loans from international financial institutions, such as IMF. A case study of 

Indonesia done by Walter (2008:50-77) demonstrates exactly how IMF, led by the U.S. 

and its Western European partners, forced Jakarta to adjust bank regulatory regime 

through conditional loans. 
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 In Taiwan’s case, the number of Taiwan’s overseas banks in 1995 amounted to 80. 

Most banks were located in Asia, North America (mainly in the U.S.) and Europe. 

Among those, 44 were branches, whose parent banks are subject to host countries’ 

financial regulation should it plan to open overseas branches. More overseas branches 

indicate home countries’ greater compliance to the standards set by Basel Accords. The 

number of domestic banks’ overseas presence climbed steadily to 293 in the end of 

2013. 110 of those were branches. The distribution of overseas offices, however, 

becomes more uneven. While the number of overseas bank offices rise rapidly in Asia 

and fast in North America, more than half of foreign offices were closed in Europe from 

1995 to 2013. The rise of overseas banks can be attributed to the surging demands from 

MNCs’ overseas businesses. As table 5.3 shows Taiwan’s OFDI around the world, 

including investments in Mainland China, increased about 8-fold from 1995 to 2013 

with a peak of US$20.9 billion in 2012. Total exports also increased albeit in a more 

stable pace. Confronting with Taiwan’s climbing demands of banks internationalization 

for financially supporting global businesses. Banks and governments were facing 

greater pressures to adjust themselves for higher standards if domestic banks wished to 

pass host countries’ standards for the entry of overseas branches. As for the external 

debt position, Taiwan has been continuously purchased foreign assets due to its 

positions as a net creditor around the world. As a consequence, Taiwan does not receive 

international pressure coming from major western creditors like Indonesia. 
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Table 5.3  Taiwan’s domestic banks’ statistics 

Year NUM BR ASIA NA EU OFDI EX RES

1995 80 44 31 24 20 2.4 217.4 -3.9

1996 95 51 45 24 20 3.4 220.5 1.1

1997 117 60 63 27 20 7.2 239.1 -7.3

1998 137 66 77 31 20 5.3 217.8 4.8

1999 150 70 77 45 19 4.5 234.9 18.6

2000 160 74 85 47 18 7.7 292.7 2.5

2001 172 74 78 67 17 7.2 234.3 17.4

2002 178 78 86 69 13 10.1 248.6 33.7

2003 184 80 93 69 12 11.7 278.6 37.1

2004 191 80 99 70 11 10.3 351.1 26.6

2005 203 79 109 74 11 8.5 381.0 20.1

2006 222 82 128 77 10 12.0 426.7 6.1

2007 236 82 136 83 10 16.4 465.9 -4.0

2008 242 84 141 84 10 15.2 496.1 23.3

2009 249 88 151 82 10 10.1 378.0 54.1

2010 258 93 171 72 10 17.4 525.8 40.2

2011 263 100 177 73 8 18.1 589.7 6.2

2012 268 106 184 71 8 20.9 571.7 15.5

2013 293 110 207 73 8 14.4 575.3 11.3

Note:  

1. NUM, BR, ASIA, NA, EU, OFDI, EX, and RES respectively represent the number of Taiwan’s 

overseas banks (including offices and subsidiaries) of domestic banks, the number of overseas 

branches the number of overseas branches in Asia, the number of overseas branches in North 

America, the number of overseas branches in Europe, Taiwan’s outward foreign direct investment 

in billion US$, Taiwan’s export volume in billion US$, and Taiwan’s purchases of foreign reserve 

assets in its balance of payments.  

2. Data comes from the Ministry of Finance’s and Financial Supervisory Commission’s Basic 

Financial Data (1995-2013) and data from Ministry of Economic Affairs and Central Bank. 

 

 Figure 5.1 demonstrate the correlations between the number of overseas banks and 

branches and the degree of exposure to global market. As is shown, the number of 

overseas banks and branches were strongly correlated both with the volume of Taiwan’s 

OFDI around the world and total export volumes. The Pearson product-moment 

correlation coefficient (Pearson’s r) for OFDI and the number of overseas banks equals 
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0.889 (R2=0.7912); Pearson’s r for OFDI and the number of overseas branches equals 

0.872 (R2=0.7603); Pearson’s r for exports and the number of overseas banks equals 

0.914 (R2=0.8355); Pearson’s r for exports and the number of overseas branches equals 

0.870 (R2=0.7568). If one would like to make a causal relationship out of these four 

strong correlations, it would be more plausible to attribute the surge of overseas banks 

to OFDI and exports. If Taiwan hardly invest overseas or trade with foreign countries, 

there is no need for the foreign presence of domestic banks.  

 

Figure 5.1  Number of Taiwan’s overseas banks and exposure to global market 

 

Source: Data comes from the Ministry of Finance’s and Financial Supervisory Commission’s Basic 

Financial Data (1995-2013) and Statistics from Ministry of Economic Affairs and Taiwan’s Central 

Bank. 

 

The U.S. hosted the largest number of Taiwanese overseas bank branches. They 

amounted to 22 in 1995 and 63 in 2013. The first foreign branch was opened in New 
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York in June 1946 by The International Commercial Bank of China in Taiwan, which 

was later merged together with Chiao Tung Bank into the new Mega International 

Commercial Bank in 2006. After 53 years Chang Hwa Bank was the second Taiwanese 

bank opening a branch in New York. In 1992 The International Commercial Bank of 

China had the largest number of foreign branches in the U.S. Los Angeles is another 

city that hosts many Taiwanese overseas banks (Li et al. 1992). Both cities maintained 

close economic ties with Taiwan through overseas Taiwanese who businesses abroad 

needed financial services operated by overseas branches to connect themselves back 

home. Most foreign branches had limited connection to local native people and 

businesses. That’s one of the main reasons why most overseas banks choose foreign 

locations that have large volume of trades and foreign investments by Taiwanese. 

 

Due to the ever-increasing international trades between Taiwan and the U.S. and 

the large number of overseas Chinese residing there, it is no coincidence that the U.S. 

hosts the largest number of Taiwanese overseas representative offices, branches, or 

subsidiaries. Since U.S. was the most influential creator for the Basel Accords, it set up 

more stringent regulations for the entry of foreign banks’ offices. U.S.’s The Foreign 

Bank Supervision Enhancement Act of 1991 clearly prescribed that countries failing to 

implement the Basel Accord, it banks will confront additional funds requirement while 

applying for branch licenses (Misback 1993). For countries that are more 

interdependent than the U.S. in a specific dyadic relationship, the U.S. has the upper 

hand for exerting international pressures for the harmonization of domestic bank 

regulations into the Basel Accords in the more interdependent country. Like that Tokyo 

was threatened by Washington by the ban on the entry of Japanese banks to expand its 

offices in the U.S. (Kapstein 1989), Taiwanese banks would confront the same 

challenges in their applications for entering financial markets in the U.S. As Taiwan 



‧
國

立
政 治

大

學
‧

N
a

t io
na l  Chengch i  U

niv

ers
i t

y

94 

trades more, invests more overseas and becomes a highly dependent on global 

economic markets, it requires the internationalization of domestic banks to catch up 

with its global businesses expansion. Such urgent requirement inevitably would put 

pressures on domestic bank regulatory regime. If Taiwan’s bank regulations and banks’ 

performance cannot meet global standards, the opening of foreign branches are likely 

to be blocked by the host country, which I will discuss in greater detail below. Therefore 

Taiwanese government, together with domestic banks, had to deal with such pressure 

in order to be financially and structurally competent to sustain Taiwan’s overseas 

economic adventure. International pressures for greater compliance of Basel Accords 

can be great for those who rely highly on the global market, especially those controlled 

by BCBS members. 

 

5.3  Domestic Pressures 

 

As suggested in the theoretical model and quantitative results, domestic politics can 

play a role in domestic bank regulations and banks’ subsequent performances. Some 

types of political and economic systems are more sensitive to domestic politics while 

others do not. In the panel data analysis, countries using Westminster political system 

comply more with the global bank regulations than Presidential system, which comply 

better than countries adopting parliamentary system. The underlying mechanism lies in 

the degree of unity between executive and legislative bodies. As a consequence, higher 

compliance happens more when the ruling political party also controls the legislative 

body. Beside, in terms of the government-bank cooperation, a banking system 

dominated by GOBs is more willing to accept and follow public policies because most 

banks are owned by the government that decides their budgets and appoints top-level 

positions. Such perspective is further supports in several interviews. Discussing the 
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government’s banking policies, a former chairman of a GOB expressed that the bank it 

used to serve would cooperate fully with governmental policies.2 On the contrary, a 

vice president of a POB considered that official interventions are too many and 

unnecessary but since banks in Taiwan were tightly controlled they had to obey requests 

from the government.3 Combining both factors, a government that is more unified and 

controls a majority of banks can more effectively implement international standards, 

such as the Basel Accord. The lowest level of implementation will occur in a divided 

government and a POB-dominated financial system. 

 

In Taiwan’s case, the core domestic bank regulation is The Banking Act of The 

Republic of China (銀行法). To internalize Basel Accords, it requires the amendment 

of the banking act by the Legislative Yuan of Republic of China, which is the main 

legislative body to check executive body. If the legislative body is more in line with the 

executive body, it would be more easily to initiate and pass the amendment. Taiwan 

became a democratic country that held public election for the position of president in 

1996. From 1992 to 1995 the then president Lee Teng-hui was elected by the National 

Assembly. He was also the chairman of the ruling political party, Kuomintang (KMT) 

that also controlled the Legislative Yuan. As shown in 1992 to 2000, Taiwan was ruled 

under KMT that controlled both the executive and legislative bodies.  

 

According to the model’s prediction, the amendment of the Banking Act would be 

more likely to succeed. Opposition parties under such political structure can do little to 

block public policy initiated by the ruling government. Entering 2000, however, Taiwan 

                                                 
2 Author’s interview in Taipei with the former Chairman of a government-owned bank on August 1, 

2014 
3 Author’s interview in Taipei with a vice-president of a Taiwanese private bank on September 1, 2014. 
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experienced a divided government, with the executive body was controlled by the 

president-elect Chen Shui-bian and his Democratic Progressive Party (DPP) while the 

legislature was controlled by neither of KMT or DPP. During the time, the Legislative 

Yuan was easily paralyzed by legislative obstruction or fist fights between the two 

parties. It thus lowers the chance of amending domestic bank regulations. In 2008, KMT 

regained the ruling position, together with the control of the Legislative Yuan, which 

allowed more room for the changes of the Banking Act. 

 

Table 5.4  Taiwan’s governmental and financial structure, 1992-2014 

Period RULE BLUE GREEN GOVT BANK 

1992-1995 KMT 63.4  31.0  Unified GOB 

1995-1998 KMT 64.6  32.9  Unified GOB 

1998-2000 KMT 59.6  31.1  Unified GOB  POB 

2000-2001 DPP 59.6  31.1  Divided GOB  POB 

2001-2004 DPP 51.1  44.4  Divided GOB  POB 

2004-2008 DPP 50.7  44.9  Divided POB 

2008-2012 KMT 72.6  23.9  Unified POB 

2012-2014 KMT 59.3  38.1  Unified POB 

Note: RULE, KMT, DPP, and GOVT each represent the ruling party, KMT’s share of legislators in the 

Legislative Yuan, DPP’s share of legislators in the Legislative Yuan, and the structure of the 

government 

 

In addition to the political system, the type of bank ownership can be related to 

government’s sensitiveness to domestic politics. Government-owned banks (GOBs) are 

more sensitive to the creation of aggregate social welfare, which can be more 

cooperative to the initiation of public policy (Sapienza 2004). Before the amendment 

of the Banking Act in 1989, there are only three private-owned banks, which were 

charted banks that enjoyed special privileges. Two of them, Bank of Overseas Chinese 

and United World Chinese Commercial Bank, were chartered for public polices’ 

purpose. All of the rest were GOB. During the post-war period, financial resources were 



‧
國

立
政 治

大

學
‧

N
a

t io
na l  Chengch i  U

niv

ers
i t

y

97 

scarce and therefore the government had to control banks to control price inflation and 

direct money for economic plans (Yu and Wang 2005:207).While banks were owned 

by the government, the influence of domestic politics was minor. The performance of 

GOBs was low due to the public monopoly. They cannot compete with foreign banks 

that were more autonomous, sizable, ambitious, efficient, flexible, and transparent 

while Taiwan’s fast economic growth required more competent banks to manage 

abundant wealth (Yu and Wang 2005:213-16). The call for privatization became more 

urgent during the 1980s. In 1989, the amendment of Article 52 of the Banking Act 

opened a window for the entry of private-owned banks (POB). According to Article 52, 

the Ministry of Finance, which was one of the main bank regulators back then, enacted 

the Standards Governing the Establishment of Commercial Banks (商業銀行設立標

準) in 1990 and POB started to flourish. Table 5.5 shows the change of distribution of 

GOB and POB from late 1980s to 2001 (Lee 2002). In 1986, 87.5% banks were GOB 

and the proportion dropped to 9.4% only after 15 years. After 1990 POB dominated 

Taiwan’s financial markets. As the model predicts, bankers from POB would become 

more influential since they held more financial resources to constitute stronger political 

lobby for lax regulations. 
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Table 5.5  Number of Taiwan’s banks and their average performance 

Year NUM GOB POB CAR NPL ROE ROA

1986 24 21 3 - - - -

1991 25 13 12 - 0.97 - -

1992 40 13 27 - 0.81 - -

1993 41 13 28 18.1 1.14 10.4 1.1

1994 42 13 29 14.5 1.82 11.5 1

1995 42 13 29 13.6 2.85 9 0.7

1996 42 13 29 12.9 3.68 9.7 0.7

1997 47 13 34 11.4 3.82 9.6 0.8

1998 48 9 39 10.4 4.36 7.99 0.59

1999 52 5 47 11.17 4.88 5.87 0.49

2000 53 5 48 10.75 5.34 4.9 0.39

2001 53 5 48 10.4 11.26 5.5 0.4

2002 52 5 47 10.63 8.85 -5.11 -0.49

2003 50 5 45 10.07 6.08 6.52 0.47

2004 49 5 44 10.67 3.8 8.81 0.58

2005 45 5 40 10.34 2.24 4.41 0.34

2006 42 4 38 10.11 2.13 -7.34 -0.41

2007 39 3 36 10.57 1.84 2.6 0.07

2008 37 3 34 10.78 1.54 -0.67 -0.09

2009 37 3 34 11.64 1.15 4.33 0.25

2010 37 3 34 12.02 0.61 8.58 0.54

2011 37 3 34 12.13 0.43 8.27 0.54

2012 38 3 35 12.54 0.4 9.58 0.62

2013 39 3 36 11.78 0.38 10.22 0.66

Note: NUM, GOB,4 POB, CAR, NPL, ROE, and ROA each represent total number of Taiwan’s 

domestic banks, number of GOB, number of POB, average of capital adequacy ratio, average non-

performing loan ratio, and average return on equity ratio and return on assets ratio of all banks in 

Taiwan 

Source: Statistics from the Ministry of Finance, Financial Supervisory Commission, Lee (2002), and 

Lee and Tang (2007). 

 

 Shen and Lin (2012:189) found that POBs perform better than GOBs that can be 

further classified by political and non-political GOBs. The latter performs better than 

                                                 
4 GOB here refers to banks that are controlled by the government holding more than 20% shares. 
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the former. Testing Taiwan’s case seems to contradict their arguments. In figure 5.2(b) 

there is strong negative correlation (Pearson’s r = -0.417) between NPL and CAR. There 

are also stronger positive correlations between CAR and ROE (Pearson’s r = 0.588) and 

ROA (Pearson’s r = 0.612), as demonstrated in figure 5.2(c) and (d). All these initial 

statistical results lead to a tentative conclusion that a higher CAR is strongly correlated 

to banks’ performances. In addition, according to figure 5.2(a), it seems that the number 

of POB share a strong negative correlation with CAR (Pearson’s r = -0.734). The more 

the number of POB or privatized GOB is, the laxer the bank regulatory results would 

be. As POB started to flourish in early 1990s, Taiwan’s CAR declined from 18.1% in 

1993 to 10.4 in 2001. The NPL ratio climbed from 0.97% in 1991 to 11.26% in 2001. 

Return on equity decreased from 10.4% in 1993 to -5.11% in 2002. All these coincided 

with a wave of entry of POB and GOB privatization. It was also the time when Taiwan 

experienced a divided government and the ruling political party confronted severe 

obstruction from the legislative body, which had already been much more sensitive to 

POB’s political lobby. In sum, the theoretical framework would predict a strong 

influence of domestic politics in Taiwan starting from early 1990s and reached its peak 

during the Chen Shui-bian administration. Before and after that period, the political 

circumstances were more favorable for internalizing Basel Accords that put stringent 

regulatory standards on Taiwanese banks. 
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Figure 5.2  Number of POBs, bank performance and CAR 

 
Source: Statistics from the Ministry of Finance, Financial Supervisory Commission, Lee (2002), and 

Lee and Tang (2007). 

 

 

5.4  Changes of Taiwan’s Bank Regulations 

 

In this section I discuss how Taiwan’s bank regulations were changed by international 

pressures, domestic pressures and exogenous shocks during the four major Banking Act 

amendments in in 1985, 1989, 2000, and 2008. They related more closely to the spirit 

and contents of Basel Accords. 

 

Amendment of the Banking Act in 1985 

 

 Capital requirement is the core of a bank’s properness and health (Barth, Caprio 

and Levine 2006:110-31). It demonstrates how high a bank exposes to and how 
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competent can it ward off to potential credit risk, market risk, and operational risk. A 

proper standard would lead the banks to raise its capital and reduce risky investments. 

It can be manifest in a bank’s minimum capital entry requirement and capital adequacy 

ratio. By setting a minimum of capital entry requirement before issuing license, the 

authority can better ensure a bank’s initial quality. This can force new banks to maintain 

an acceptable financial quality at their initial stage. After entering the market, the capital 

requirement of a bank becomes an important indicator for a bank’s health. The 

measurement and calculation for the requirement varies. A more internationally agreed 

capital standard first appeared as Basel 1, which was embodied in the 1988 

International Convergence of Capital Measurement and Capital Standards published 

by BIS in July 1988.5 It set a standard of 8% for capital to weighted risk assets. The 

standard was expected to be enforced in BCBS member countries by the end of 1992. 

Such standard was later upgraded in the Basel 2, which treated capital requirement as 

one of the three pillars of a country’s regulatory regime. It was official released in June, 

2004 and the final version, which is titled Basel 2: International Convergence of 

Capital Measurement and Capital Standards: A Revised Framework, came out in June, 

2006.6 After series of financial crises damaging the U.S. and Europe, Basel 3, another 

upgrade of Basel Accords, was agreed by members of BCBS during 2010 to 2011 and 

expected observance around the world by 2015. Since Basel 3 is currently underway, 

this section will deal mainly to changes of Taiwan’s bank regulations from 1980s to 

2010. I will discuss the amendments of Taiwan’s Banking Act in 1985, 1989, and 2008. 

 

 As mentioned in the previous section, Taiwan had experienced four local financial 

crises in early 1980s. They resulted in subsequent bank runs on Asia Trust and 

                                                 
5 The document can be retrieved in BIS’s website at http://www.bis.org/publ/bcbs04a.pdf.  
6 The document can be retrieved in BIS’s website at http://www.bis.org/publ/bcbs128.htm. 
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Investment Corporation in 1982, Tenth Credit Cooperative Association of Taipei City 

in 1985, Cathay Trust and Investment Corporation (CTIC) in 1985, and Overseas 

Chinese Trust & Investment Corporation (OCTIC) in 1985. The main cause came from 

financial frauds and poor corporate governance that led to a large number of low-quality 

assets and non-performing loans (Lee 1994:58-94, Wu 2008a, Yu and Wang 2005:267-

71). Most of bad loans were approved by bank lenders’ guanxi, or personal relationship, 

with the borrowers. For example, The Tsai Family from the Lin Yuan (霖園) Group 

used its OCTIC to purchase their personal real estate assets with prices above market 

values. They also concentrated their mortgage loans to family members and their close 

friends who involved heavily in land and real estate speculations. OCTIC was put under 

great risk once the real estate market collapses. That actually happened as Formosa 

Incident, or Kaohsiung Incident, and the subsequent political unrests erupted in early 

1980s and the real estate market was greatly hit (Lee 1994:58-94). A series of bank runs 

forced the government to restrain financial institutions from loans based on guanxi 

regardless of borrowers’ debt-paying ability and the appropriate market value of the 

collaterals. While working for a private family bank, a now top level banker recalled 

that when a big loan was applied, an internal committee consisted of about ten people 

from the core departments of the bank will be formed to review the application. But 

when the loan was applied by someone or companies related to the family business, a 

smaller committee that included only family member was formed. Those loans were 

hardly rejected. Unlike nowadays that financial professionalism precedes, the banking 

environment back then was dominated by personal relationship.7 Therefore, the first 

major attempt to amend the Banking Act in 1985 targeted exactly such problems. 

Although it did not closely relate to the capital requirement but the underlying 

                                                 
7 An interview with a banker in Taipei on September 1, 2014. 
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motivations was similar. Both are devised to control risks coming from banks’ loans 

and investments. 

 

 Before 1985 Basel 1 had not released and promoted globally; therefore the 

government had not yet confronted with high international pressures for complying 

Basel 1. The influence on bank regulations mainly came from domestic politics. Before 

the amendment in 1985, articles 32 and 33 of the Banking Act regulated who shouldn’t 

be loaned by the banks. Article 32 proscribed that “No unsecured credit and bank 

guarantee shall be extended by a Bank to its own responsible person, to its staff 

members”; article 33 prescribed that “For any secured credit extended by a Bank to its 

own responsible person, to its staff members, or loans extended to any interested 

companies or individuals of its own responsible person or of a staff member, the terms 

of such extended credit shall not be more favorable than other borrowers.” Invited by 

the Legislative Yuan to explain the amendment of the Banking Act during the 73th 

Session in March 12, 1984, the then Minister of Finance Hsu Li-teh (徐立德) stated 

that “the amendment should include the prohibition of unsecured credit extended to any 

interested party of its own responsible person or of a staff member.” As for the terms of 

extended credits and loans, Hsu stated that article 33 should be amended that “the terms 

shall not be more favorable than other same category customers.” Hsu also added that 

“an augmented article 33-1 is needed to clearly define the meaning of ‘interested party’.” 

To correct speculation on short-term investment, such as real estates by trust companies, 

which are agents of public’s saving for longer and more stable investments, Hsu 

proposed the need to amended article 101, which prescribed what trust companied can 

invest and what they can’t. The government wanted to prevent trust companies from 

dealing with real estates, direct investments in manufacturing businesses, and securities 

investment trust. (Legislative Yuan (Taiwan) 1984a:68-70) Such amendment was 
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targeted to solve the mismanagement of credits extended, loans and investments 

emerged in the early 1980s. Confronting with financial crisis, in fact, the KMT 

government strived to regulate Taiwan’s financial market in a more stringent way, 

especially for trust corporations that attracted abundant wealth resulting from Taiwan 

fast economic growth better than inefficient GOB. The exogenous shock provided a 

stronger motivation for the authority to direct banks pursuing less-risky assets with 

higher quality. 

 

 Although international pressures were less obvious, domestic politics seemed to 

play some role during the bargaining occurring in the Legislative Yuan, even though in 

1985 Taiwan was still in the middle of its democratization under a more unified 

government controlled by KMT’s centralized rule. Confronting the reform plan 

envisaged by the Ministry of Finance, several legislators strongly opposed it. In a closer 

look, those legislators were agents for the financial industry. During the meeting on 

May 2nd, 1984 of the 73th Session, at least five legislators close to major bankers stated 

different reasons to oppose official proposals. They were Liu Sung-pan (劉松藩), Wang 

Jin-pyng (王金平), Kuo Jung-tsung (郭榮宗), Li Tsung-jen (李宗仁), and Hung Yu-

chin (洪玉欽), who were allegedly belonged to the “thirteen brothers in the Legislative 

Yuan (立法院十三兄弟)” led by Tsai Chern-chou (蔡辰洲), a legislator from Lin Yuan 

Group owned by the Tsai Family. They represented the interests of financial sectors, 

especially trust corporations when POB’s license was not opened for application. More 

than half of the members were in the board of directors of in local financial institutions 

(Lee 2003:115). According to many press reports, those thirteen brothers’ campaign 

contributions relied heavily from trust companies. In an interview with the United Daily 

News in 1984 when the rumors spread out before the amendment, Tsia said that 

“according to his indirect understanding, local credit cooperatives had their local bases 
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and they helped legislative candidates. After successfully elected, it is normal for them 

to reflect their (credit cooperatives) interests” (Chen 1984). One anonymous officials 

in finance ministry described trust and investment companies as the “national biggest 

group in influence peddling” (Huang and Kou 1984). 

 

For example, when Wang was in personal financial crisis in the 1970s, he used a 

barren land in the countryside of Tainan as collateral to receive credits way beyond the 

market value from CTIC of Tsai’s family. Liu was seen as the most important figure 

among the thirteen brothers. He was considered a middleman between the Tsai family 

and KMT’s big shots, such as the Minister of Finance Hsu Li-teh (Yang 2002). 

According to investigation conducted by the Control Yuan of the ROC, CTIC’s illegal 

loans surged to NT$3.8 billion during Hsu’s term as the Finance Minister, which was 

more than 3-fold compared to Hsu’s predecessor. He later resigned and was held 

responsible for the lack of bank supervision on CTIC (United Daily News 1985).8 

While amendment of article 32 and 33 and the augmented article 33-1 strived to 

prevented risky and inappropriate loans and credits, Hung Yu-chin first argued against 

the amendment, saying that the scope and definition of ‘ the interested party’ was too 

extensive. He used Hong Kong and Singapore as examples to counter stringent 

regulations. Following Hung’s reasoning, Li Tsung-jen added that Taiwan had criminal 

law to punish misbehavior done by bank staffs and there is no need to further regulate. 

He stated that “a bank is a financial institution for profits, any kinds of loans should be 

allowed.” Wang Jin-pyng further oppose by connect more restricted regulations to 

potential economic downturn, which was not allowed while Taiwan started to rise 

(Legislative Yuan (Taiwan) 1984c:83-93). Kuo Jung-tsung seconded the view of Hung 

                                                 
8 During an interview with the author on August 22, 2014, a central bank official recalled that Hsu’s 

crony capitalism and the subsequent weak regulation were the major cause for CTIC’s liquidity crisis. 
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by adding Japan’s and Germany’s experience in regulating banks that are less stringent 

than the proposed amendments. Liu Sung-pan simply opposed by questioning the 

correlation between local financial crises and bad loans, credit extended, and 

investment (Legislative Yuan (Taiwan) 1984b:25-34).  

 

Article 101 was another main battleground during the amendment of the Banking 

Act in 1985. The main point is whether trust corporations should be treated as banks 

and should be allowed to engage in short-term businesses, such as, issuing cheques, 

trading stocks or investing in real estate market and manufacturing businesses. 

Although several legislators supported the Ministry of Finance’s view that forbid short-

term operation on those items, the thirteen brothers strongly opposed and urged others 

to treat trust corporations as banks and allow the existence of short-term financial 

businesses. For example, Tsai Chern-chou used statistics to argue that the assets 

controlled by trust companies were too small to influence the market and the incident 

if Asia Trust and Investment Corporation in 1982 was not the result of management of 

short-term assets. His view was immediately seconded by Wang Jin-pyng, who stated 

that the high real estate prices was nothing to do with speculation by trust companies, 

which should be allowed to function as commercial banks. Li Tsung-jen jumped in right 

after Wang by providing a legal perspective to support that trust corporation should be 

allowed to issue cheques. He further said that it would be dangerous for customers to 

carry cash while the public security was poor (Legislative Yuan (Taiwan) 1984d:151-

55).  

 

 Although confronted with oppositions, articles 32, 33, and 101 were successfully 

amended and article 33-1 augmented according to the Ministry of Finance’s initial 

proposal. Its success came from the pressures coming directly from the ruling party.  
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The relationship between political party and state was coined as a state ruled by a 

Leninist party, which controlled administrative system in every level and scope. 

Kuomintang was also adept at mobilizing the society for national policies (Cheng 1989, 

Chou and Nathan 1987). It needed to, at least, tackled problems resented by the most 

public and used a centralized decision-making all the way to the administrative 

apparatus to solve them. As conflicts in amending the Banking Act became intensive, 

Kuomintang invited its prime minister, legislator with opposing views, and several 

involving ministers, for a meeting. This time the party sided with the Ministry of 

Finance and refused to answer to the interests of trust and investment corporations by 

asking the amendment be passed with the most stringent standard. The party threatened 

to punish legislators who would not obey according to the party line. It was also evident 

that the then president Chiang Ching-kuo (蔣經國) was very disappointed with the 

crony capitalism phenomenon. He expressed his insistence that the government should 

follow the principle of anti-monopoly, anti-privilege, and anti-speculation during a 

conference. In fact, president Chiang despised close government-business relationship. 

Right after the Tenth Credit Cooperative Association of Taipei City’s liquidity crisis in 

February 1985, the bank was taken over, Tsai Chern-chou was indicted, and the group 

of thirteen brothers was automatically dismissed and lost their power (Lee 2003:115-

19, Su 1992:37-46). According to the summary for the amendment initiated by the 

Ministry of Finance in 1983, series of local bank crises caused by trust and investment 

corporations’ risky and corruptive investments was the main reasons for the reform. 

Using the model in chapter 3, exogenous crisis changed the preference of domestic 

politics, which caused greater domestic pressures given the level of bank regulations. 

With Kuomintang and the administration’s push, the Banking Act became more 

stringent.  
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Amendment of the Banking Act in 1989 

 

 From the above analysis, the amendment of the Banking Act in 1985 was mainly 

influenced by financial crises that changed the ruling party’s and administration’s 

preferences and tolerance on bank regulations. After 1988 when Basel 1 was published 

by BIS, Taiwan was subject to different combination of factors that affected its bank 

regulations. The core of Basel 1 was to set an 8% CAR using its method to calculate 

the total of risk-weighted assets. In Taiwan, article 44, which prescribed the risk bearing 

capacity of banks, stated that the authority should set a maximum level for a bank’s 

ratio of liability to equity. For the bank that exceed the prescribed ratio, the authority 

can restrict the bank from distributing its profits. The Banking Act in 1988 obviously 

did not fit in Basel 1. On January 17, 1989, the Executive Yuan sent a comprehensive 

proposal of the amendment of the Banking Act to the Legislative Yuan for deliberation 

and approval. The package included article 44, which prescribed the risk bearing 

capacity of banks. The proposed revision stated that “To strengthen banks’ financial 

basis, unless approved by the Competent Authority, banks’ equity capital to its risk 

assets shall not be less than 8%. If a bank’s actual ratio is less than the prescribed 

standard, the Competent Authority shall restrict the bank from distributing its profits.” 

It also give the power of prescribing the method of calculating equity capital and risk 

assets to the Competent Authority, which was the Ministry of Finance in 1989. 

Regardless of actual performance of banks, Taiwan’s regulatory compliance was swift. 

According to the theoretical framework, the change came from sensitiveness to 

international or domestic pressures and the preference of foreign or domestic sectors. 

 

 First, the international pressure was high from 1988 to 1992, which is the expected 

time for global harmonization of the Basel Accord. As discussed above, Taiwan’s 
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international pressures mainly came from its tie interdependent relationship with the 

world, especially the U.S., which was the main initiator and promoter of it. Many banks 

that sought the establishment of foreign branches in the U.S. and other major western 

advanced industrial countries worried that the failure of attaining 8% CAR will lower 

their chances of the approval of application of branches. As mentioned above, Taiwan’s 

global economic adventure required home country bank’s foreign apparatus to facilitate 

financial service because the costs of credits are lower with Taiwanese banks because 

they have already built businesses connections at home and are more familiar with the 

overall situation of that Taiwanese overseas companies.9 One former central bank 

official, who later also serve in a GOB, recalled that Taiwanese bank was then required 

to observe both U.S.’s federal and state laws that asked for more stringent and complex 

capital requirement. Taiwanese banks, in turn, were forced to adjust capital structure in 

order to enter financial markets in America.10 Should the Taiwanese bank’s CAR could 

not exceed the 8% limit, it is very likely that the new application will be turned down. 

Chang Hsiu-lien (張秀蓮), the deputy director-general of the Bureau of Monetary 

Affairs, the Ministry of Finance, once commented that if Taiwan’s banks cannot reach 

BIS’s 8% CAR standard by the BCBS members’ deadline (the end of 1992), they will 

face difficulties for establishing foreign branches in the future. Her comments came out 

when the bureau was urgently deliberating for formulating the scope and methods of 

calculation of capital and risk-weighted assets in order to assist banks to reach the target 

(Li 1991). Such international pressures not only put pressures on the governments but 

also major banks in Taiwan. Such pressure also push the Ministry of Finance to ask the 

                                                 
9 Although the majority of customers of banks’ foreign branches were overseas Taiwanese, which 

incurs less risks, in the long-run, banks also expect to do businesses with foreign individuals and 

companies. This view was shared by a vice-president of Taiwanese POB in Taiwan, during an interview 

on September 1, 2014.  
10 Author’s interview in Taipei on August 1, 2014. 
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Bankers Association of The Republic of China for drafting a reviewing standard for 

approving the establishment of foreign branches by Taiwanese home banks. The 

association recommended the ministry to include Basel Accord’s CAR in the 

application requirement (Chien 1991). Indeed, Taiwanese banks had suffered setbacks 

while applying for foreign branches.  

 

In 1992, Taiwan Business Bank, while applying for a foreign branch in the U.S., 

received U.S. authority’s notification, asking to explain the failure of reaching 8% CAR. 

A senior staff responsible for external affairs in Hua Nan Bank indicated that Hong 

Kong, which complied the Basel Accord in 1990, required foreign banks to sell assets 

if the 8% CAR was not met (Yeh and Lai 1992). Farmers Bank of China’s first 

application for setting up a branch in Los Angeles was rejected by the U.S. federal 

government, for not meeting 8% CAR. Only when it increased equity to improve its 

CAR to 10.6% in 1995, its reapplication was approved (Chiang 1995). Belgium’s 

Banking and Finance Commission, when reviewing the application of the establishment 

of United Taiwan Bank in Brussels that was formed by Taiwan Cooperative Bank, Bank 

of Taiwan, Land Bank of Taiwan, and Taiwan Business Bank, would approve the 

application only when it increased equity of US$10 million dollars because Taiwan 

Cooperative Bank and Taiwan Business Bank failed to reach 8% CAR (Chiang 1992). 

The vice president of the Central Bank, Yu Cheng (俞政), ironically commented that 

domestic banks should go abroad as soon as possible before the end of 1992 when they 

still can because foreign countries would have more flexibility on the Taiwanese banks’ 

structures (Yu 1992). As can be seen, Taiwanese government and society seemed to be 

very sensitive to international pressures resulting from its high interdependence with 

western countries. 
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 Domestically, the then finance minister, Kuo Wan-jung (郭婉容) estimated that, 

using Basel Accord’s method, the average CAR of Taiwan’s bank in 1988 was about 

6.6% while some legislator estimated that the actual rate was merely about 1.5%-2%.11 

Despite of disagreement on the actual CAR, it seemed to be plausible that most banks 

in the late 1980s did not meet the standard. According to the three commercial banks’ 

own calculation based on the Basel Accord,12 their CARs were merely 3-4% in 1988. 

They suffered from pressures of increasing their equity in order to apply the license in 

host countries for their foreign branches (Economic Daily News 1988). The department 

of finance of the Taiwan Provincial Government estimated that in 1990 only Bank of 

Taiwan’s 12.77% and Land Bank of Taiwan’s 8.52% exceed Basel’s 8% CAR out of all 

seven banks under its control. But only Bank of Taiwan was capable of sustaining the 

standard in 1992. The worst was Taiwan Cooperative Bank’s 2.64% (Yen 1991). For 

most banks during the time needed to increase their equity or change the structure of 

their assets for improving their CAR, those banks had to sacrifice their ability to create 

credits or invest. Such concerns were shared by many bankers. For example, the 

president of Taiwan Cooperative Bank, Lo Chi-tang (羅際棠) worried that improving 

CAR at the expense of credit-making ability will influence Taiwan’s economy in a 

negative way (Lai 1992). Despite of concerns from bankers, it did not constitute a great 

domestic pressures to counter the revision of article 44 of the Banking Act in 1989 since 

87.5% banks controlling for more than 60% of assets were government owned (Lee and 

Tang 2007), which shall receive and follow direction from the authority. To increase 

their equity, they relied on government budgetary approved by the Legislative Yuan, 

rather than their own pockets. In addition, private banks were only allowed for license 

                                                 
11 Official records were published by the Legislative Yuan. Please contact the author for copies. 
12 The three commercial banks, or san shang yin in Chinese, referred to First Bank, Hua Nan Bank, 

and Chang Hwa Bank that were under the provincial government’ s control. 
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application in 1990 when the Ministry of Finance promulgated Standards Governing 

the Establishment of Commercial Banks, which provided regulations for new banks’ 

application. Potential private banks had no time arguing against the revision of article 

44 initiated by the governments but strove for the authority’s approval. It is clear that 

the unequal ownership distribution that tilted heavily toward the government did not 

lead to a favorable condition for forming a strong lobbying force against Basel Accord. 

 

During the deliberation of article 44 in Legislative Yuan, the content of revision 

did not face strong oppositions. Most comments from the legislators were too minor to 

stop the legal compliance with 8% CAR. Probably the most strong opposition came 

from KMT legislator Chou Wen-yung (周文勇) who contended that the 8% should be 

applicable to all banks. Not until existing banks reach the target should we ask new 

banks to comply. Legislator Chang Pen-Tsao (張平沼) seconded this view stating that 

it would be unfair to force new banks to comply while allowing existing banks several 

years to adjust.13 Beyond such criticism, there was no objection to the 8% level itself. 

Members from the finance committee of Legislative Yuan, which was responsible for 

detailed reviews during the second reading, seemed to reach a consensus to pass the 8% 

CAR and allowing the authority, the Ministry of Finance, to initiate an administrative 

order to regulate the calculation of capitals and risk-weighted assets, as well as the way 

to restrain banks from distributing bonuses should they fail to reach 8% CAR. The 

compliance to Basel 1 did not confront severe domestic pressures as the amendment of 

the Banking Act in 1985. The pressures mainly came indirectly from foreign countries. 

According to my model, due to the introduction of Basel 1, Taiwanese governments’ 

preference of international pressure changed upward given the level of bank regulation. 

                                                 
13 See footnote 7. 
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At a given lower level of regulation, governments would face more expected political 

cost because if the bank regulation does not elevate to the Basel 1, Taiwanese banks’ 

establishing foreign branches would be obstructed by host countries, which created 

economic costs to overseas businessmen and negatively harm Taiwan’s economy. As a 

consequence, the compliance to a more stringent Basel 1 can be reached in 1989. 

 

Amendment of the Banking Act in 2000 and 2008 

 

 In June 1999, BCBS published a document called A New Capital Adequacy 

Framework, which aimed at replacing Basel 1. The motivation came from the 

incompetence of Basel 1 of 1988 to prevent Asian Financial Crisis in 1997. It first 

presented the three pillars of bank regulations, which are minimum capital requirements, 

supervisory review process, and effective use of market discipline. This new regulatory 

framework had been discussed, reviewed, and tested actively and the first draft was 

published in 2004; the final version, which is coined as Basel 2, was released in 2006. 

During the period from 1989 to 2000, not only did Taiwan harmonize its bank 

regulation to Basel 1, the actual performance of most banks maintained a CAR above 

8% (see table 5.6). Banks considered complying Basel 1 as important for their 

performance. For example, many banks hesitated to a syndicated loan for the building 

of Taiwan High Speed Rail, which was operated in the form of government-supported 

build–operate–transfer (BOT), because the project was not guaranteed by the 

government. In this case the risk weight under Basel 1 was 100%. The approval of such 

loans would harm involving banks’ CARs. With the guarantee from the government, 

however, the risk weight will lower to 20% (Chiu 1998).  

 

For the Taiwanese government, as early as 1996 when BIS revealed the intention 
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to revise Basel 1 by adding market risk to the calculation of CAR, the authority had 

revealed that it was ready to change the law (Chan 1996). It was evident that Taiwan’s 

regulatory regime for banks were very sensitive to the updates of Basel Accords. For 

example, although Taiwan was not a member of BIS and had no influence in standard 

setting, the central bank sent staffs to BIS’s meeting every year in order to bring back 

latest information and knowledge that contribute to internal policies discussion in the 

government. Continuous participation was due to the necessity for the globally-

connected Taiwan to observe international standards as soon as possible.14 Since most 

banks can easily meet Basel’s capital requirement, no significant objection to the 

compliance with Basel Accords came from the banking sectors. 

 

Table 5.6  Number of banks with CAR below 8% 

 1993 1994 1995 1996 1997 1998 1999 2000

Avg. CAR 18.1 14.5 13.6 12.9 11.4 10.4 11.2 10.8

# < 8% 3 1 2 1 1 2 4 5

# of banks 41 42 42 42 47 48 52 53

% 7.3 2.4 4.8 2.4 2.1 4.2 7.7 9.4

Note: Data comes from “main financial and managerial ratios” in the Quarterly Report on Domestic 

Bank Performance (本國銀行營運績效季報) published by the Central Bank of the ROC 

 

 To allow greater flexibility to adjust Taiwan’s bank regulatory regime to the fast-

changing Basel Accords, the amendment of article 44 of the Banking Act stated that “a 

bank’s equity capital to its risk assets shall not be less than 8%. The Competent 

Authority shall raise the ratio if necessary.” It also added that “the Competent Authority 

shall impose restrictions on risk assets when necessary.” The original contents that 

allowed the authority to issue administrative order for prescribing the calculation of 

                                                 
14 This view is shared by interviews with a former and a present central bank officials in Taipei on 

August 1 and August 22, 2014. 
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CAR and restraining banks with CAR below 8% from distributing bonuses remained. 

The Executive Yuan’s explained that the amendment of article 44 was for more flexibly 

and timely observing with standards set by BIS15. While the CAR of 8% did not change 

but its calculation underwent several revisions made by BCBS. All these changes were 

immediately reflected by in the administrative order of Regulations Governing the 

Capital Adequacy and Capital Category of Banks, which can be adjusted by the 

Ministry of Finance according to BCBS’s updated methods. Since 2000 it was amended 

eight times for compliance with Basel Accords.  

 

According to the official explanations by the Ministry of Finance and Financial 

Supervisory Commission, which took over the banking supervision power from the 

Ministry of Finance and the Central Bank in July 1, 2004, the amendment were made 

to align Taiwan’s bank regulation of CAR with Basel Accords. The amendments in 

2002 and 2003, and 2007 were devised to comply with the updated Basel 1 published 

in 1988, and the Basel 2 that was first published in 2004.16 In 2008 article 44 of the 

Banking Act was amended again, it changed the 8% CAR to “a certain ratio” that 

reflected the difference of calculation of CARs among difference countries and the 

change of thoughts on CAR by BCBS. However, it referred to the article 38 of U.S. 

Federal Deposit Insurance Act to categorize CAR into four types: adequate capital, 

inadequate capital, significantly inadequate capital, and seriously inadequate capital. It 

defined seriously inadequate capital as CAR or equity to asset ratio less than 2%. The 

purpose of categorization was to prescribe necessary official actions for banks in 

different situations. Articles 44-1 and 44.2 were augmented for this purpose. They 

related to the second pillar of Basel 2, which will be discussed in the following 

                                                 
15 See footnote 7. 
16 See footnote 7. 
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paragraph.  

 

From 2000 to 2008, Taiwan’s CAR regime was changed several times mainly for 

fitting in the changes of Basel Accords. There is no clear evidence demonstrating the 

obstructions from banking sectors and legislators. In fact, according to interviews with 

top- and mid-level managers from GOBs and POBs, most major Taiwanese banks after 

mid-2000 became professional enough to meet Basel’s capital requirement. When 

planning their regular credit plan, the capital required by the Basel standard will be 

allocated in the beginning to ensure the observance. In addition, Taiwan high saving 

rate allow enough capitals for banks to easily achieve the target. From banks’ point of 

view, there is no need to reject a standard that banks had already met.17 

 

On the contrary, international pressures seemed to play more roles for the 

immediate compliance. According to the Taiwan’s financial stability report in 2007 

written and published by the Central Bank of the ROC, FSA will require banks to 

comply with Basel 2’s capital requirement after the first season in 2007; to report their 

assessment results to FSA according to Basel 2’s second pillar after the fourth season 

of 2008; to disclose relevant information prescribed in Basel 3’s third pillar in the banks’ 

websites after the fourth season of 2008 (Central Bank of the Republic of China (Taiwan) 

2008:31-32). International pressure from Washington is especially high. A banker 

provided a vivid example regarding U.S.’s Foreign Account Tax Compliance Act that 

asks banks around the world to submit information to Washington regarding U.S. 

citizen’s skeptical foreign assets. Although serious complaints arise among Taiwanese 

                                                 
17 Author’s interviews with mangers from a mid-level manager from Citibank, a senior manager from 

Yuanta Bank and a top-level manager from Fuban Financial on July 28, August 8 and September 1 

respectively in 2014. 
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banks due to the increases of costs, such as hiring people for matching records or 

purchasing and synchronizing information systems, banks has to cooperate with the 

U.S. on the observance of the federal law. That is because Taiwan’s banks are too weak 

to resist the request from a government that controls one of the biggest financial market 

in the world.18 

 

For the second pillar of Basel 2 that focused on supervisory review process, the 

Banking Act was amended that encouraged banks to initiate an operation procedure that 

reviews their overall CAR. In the amendment of 2000, article 45-1 was augmented to 

prescribe that “a bank shall establish an internal control system and audit system. In 

addition, “a bank shall establish an internal processing system and procedures with 

respect to the evaluation of asset quality, the creation of loan loss provision, the clearing 

of and writing off of non-performing and non-accrual loans.” The law gave the right to 

establish related regulations to the competent authority. In 2005 article 45-1 was 

amended to make it more specific. This part reflected Basel 2’s requiring banks to 

develop its own trustworthy methods for calculation risk assets. When this article was 

reviewed in the Legislative Yuan, no one challenges it. It was passed as its original form.  

 

Another focus in Basel 2 expected that the official supervisors shall devise a 

strategy to assess, control and supervise each bank’s CAR. For banks does not satisfy 

the standards of official assessment, supervisors should adopted necessary means. The 

supervisors shall possess power and means that incentivize banks to pass the minimum 

level of CAR. In addition, bank supervisors should intervene in insolvent banks as soon 

as possible and assist them to correct the problems. To make the authority effective, 

                                                 
18 Author’s interview with a vice-president of POB based in Taipei on September 1, 2014. 
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Taiwan had to deal with the originally scattered regulatory regimes, which were 

controlled by the Central Bank and the Ministry of Finance. On July 1st, 2004, Financial 

Supervisory Commission (FSC) was established to strengthen supervisory agency’s 

level and power that lead to greater performance on financial supervision (Wu 

2008a:61-63). For specific legal contents for FSC to deal with troubled banks, two 

articles, 44-1 and 44-2, were augmented during the amendment of the Banking Act in 

2008. Both article prescribes specifically what the authority should do to banks with 

inadequate, significantly inadequate, and seriously inadequate capital. For example, if 

a bank has seriously inadequate capital problem, it shall not make payments to their 

responsible persons other than remunerations. 

 

In addition, that bank shall be taken over by the authority that has the power to the 

bank’s operation and management and disposal of the bank’s properties. Both articles 

provide the legal basis and means for official supervisors to engage in troubled banks 

as soon as possible. The amendment for these articles did not confront opposition from 

legislators. During the legislative inquiry on the amendment of the Banking Act on 

November 24, 2008, the only legislator mentioning those articles was Liao Cheng-

ching (廖正井) who was once the president of Taipei Bank and bank supervisor in the 

Central Bank and the Ministry of Finance. In fact, he considered an 8% percent CAR 

as pointless by giving an example that even though Citibank Taiwan maintained a CRD 

of 10.4%, it was still in the trouble. As a consequence, Liao asked for more ambitious 

and stringent regulatory regime for bank supervision (Legislative Yuan (Taiwan) 

2008:227-30). The amendments were easily passed as its original form proposed by 

FSC.  

 

Although the legal amendment did not suffer from domestic lobbies, the FSA’s 
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management of insolvent banks confronted enormous lobbies from concerned groups. 

In article 17-6, the Financial Institutions Merger Act promulgated in 2000 states the 

“the losses from sale of non-performing loans by a Financial Institution due to merger 

may be carried forward over 15 years”. As a consequence two insolvent banks, after 

merging, would become one healthy bank, which yearly NPLs on the book becomes 

1/15 of the original amounts. Due to this law, FSC had received strong lobbies from the 

legislators and related parties that sought interests out of the bank restructuring plan.19 

 

For the third pillar of Basel 2, market discipline, which aimed at developing an 

information disclosure procedure that give market participants access to information 

for assessing a bank’s capital adequacy. The regulatory authority should have power to 

require banks under its jurisdiction to disclose audited financial information on a 

regular basis. In 2000, article 49, which originally prescribed that after the end of a 

calendar year a bank shall provide related financial information to the authority for 

future reference, was amended. The new version proposed by the Ministry of Finance 

prescribed that a bank shall published annual reports documenting related financial 

information within 15 days after being recognized during the shareholders’ meeting. In 

addition, all disclosed information should be audited.20 The amendment was passed in 

its original form without confronting legislative obstruction. To accommodate article 

49 with specific procedure, the Ministry of Finance issued the administrative order 

Regulations Governing Information to be Published in Annual Reports of Banks in 2001. 

The regulation comprehensively required banks to disclose trustworthy financial 

information. Since its promulgation, it has been amended 7 times in order to comply 

with Basel Accords’ changing calculation CAR, strengthen corporate governance of 

                                                 
19 Author’s interview with a former top-level official from FSA on August 8, 2014. 
20 See footnote 7. 
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banks, and follow to the international standard for publishing financial report.21 Such 

information disclosure regulations were further extended to bills finance companies.  

 

Since 2000 the Banking Act and several administrative orders were issues to 

accommodate the three pillars of BCBS’s best practices and 2008 was a year for Taiwan 

to leap a big step forward for complying with Basel 2, as discussed above. It was also 

a year that saw a series of financial crises breaking out in Europe and North America. 

The exogenous shock frightened Taiwanese people and changed their perception of 

financial institutions. In a poll conducted by TVBS in October 2008, 67% of 

respondents expressed concerns to global financial crises; 37% people distrust private-

owned banks; 60% considered it possible for the occurrence of financial crisis in 

Taiwan; 43% distrusted their financial consultants.22 The society was haunted by the 

possible upcoming financial crisis, especially when several domestic and foreign 

financial institutions in Taiwan were also hit by U.S. subprime mortgage crisis. People’s 

confidence to financial system dropped faster than the actual damages (Kuo 2009:65-

70). Under such situation, governments’ sensitiveness to banking sectors decreased 

while politicians were incentivized to take actions that answer general public’s concerns.  

 

Aside from a crisis with a global scope, even a local crisis can change domestic 

situation. In an interview with a former FSA top-level official, he recalled that right 

after DDP took the power in 2000 the government had tried hard to revise regulations 

that require banks to disclose their clients’ information when necessary, especially those 

possesses enormous bad debts resulting from crony capitalism. Back then, however, 

                                                 
21 Official explanations for each revisions can be accessed at http://goo.gl/D9p3ih, accessed on 

September 5, 2014. 
22 The report can be accessed at http://goo.gl/bP1T6P, accessed on September 5, 2014. 
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DPP confronted a divided government while the banking reform had led the balance to 

a POBs-dominated system. The domestic political and economic situation was very 

sensitive to political pressures. KMT legislators always use article 48 of the Banking 

Act, which prescribed that banks should not disclose clients’ information only when 

necessary. But how necessary is necessary was not stated. As a consequence, the DPP 

government was unable to control enough information. On January 6, 2007 when the 

bank run on the Chinese Bank (中華銀行) occurred, things started to change. The bank 

was controlled by China Rebar (力霸集團), which was owned by Wang You-theng (王

又曾). In late 2006, Rebar announced that two of major holding companies were in 

serious debts, people started to withdraw their deposits in the Chinese Bank. Wang 

himself had already got NT$800 million credits and flee Taiwan. This scandal shocked 

Taiwanese society, which realized the importance of information disclosure. After then, 

the official said, reform became easily and confronted less obstruction from KMT that 

became less legitimate to block while confronted greater public pressures for banking 

reforms. Under such friendlier environment, the article 48 was finally revised and 

passes in the Legislative Yuan, which requires banks to disclose the names of their 

clients if their bad debts exceed a certain level. Now in every Taiwanese bank’s websites 

people have direct access to this information.23 

 

Before the financial crisis, as discussed above, the second and third pillars of the 

Basel 2 faced with greater domestic lobbies more than the first pillar that is easier for 

Taiwan’s banks to comply. After the financial crisis, however, the preference of 

domestic political factor had changed, which lowered the sensitiveness to the banking 

sector that asked for less stringent bank regulations. Since several key members in 

                                                 
23 Author’s interview with a former top-level official from FSA on August 8, 2014. 
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BCSB, especially the U.S., were suffered from financial crises, it would be less 

legitimate to exert pressures for global harmonization regarding bank regulations that 

failed to bail them out of crises. Therefore another revision in Basel 3 was called upon 

and would cost each country more for compliance in the short-term. Therefore 

international pressure appeared again. Together, the changes of both preference of 

international and domestic pressures raise the compliance level of Basel Accord in 

Taiwan.. 

 

5.5  Discussion and Conclusion 

 

Reviewing Taiwan’s legal transitions in financial governance in 1985, 1989, 2000, and 

2008, they correspond quite well to the theoretical framework in this dissertation. In 

1985, Basel 1 had not yet released and there’s no strong evidence showing that 

Taiwanese government had suffered from international pressures from BCBS members. 

Although establishing foreign branches were urgent for Taiwan’s overseas businessmen, 

home country banks’ applications for licenses in host countries did not confront the 

requirements to comply with Basel Accords. As a consequence, the sensitiveness to 

international pressures was low. The curve of international pressures was flatter and 

remained unchanged in 1985.  

 

For the domestic sector, the pressures did not come from deposit, commercial, or 

specialized banks, which were owned or chartered by the government. Those banks can 

be aligned well with governmental policies, instead of lobbying against them. Most 

domestic pressures came from private owned trust and investment companies, which 

absorbs abundant wealth coming from fast economic growth that required flexible and 

efficient financial management for mid-to-long term profits. Those financial private 
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financial corporations maintained a strong government-to-business relations that posed 

great lobbying influence on the legislative body that was responsible for establishing 

and amending bank regulatory standards. As a consequence, the situation led to poor 

regulatory regime in Taiwan’s bank sectors (Dwan and Liu 2004, Lee 2003:110-20, Lee 

1994:58-93, Su 1992:107-27, Wu 2008a:39-40). In order to answer series of local 

financial crises in early 1980s that caused massive public panic, Taiwan had engaged 

in the first comprehensive amendment of the Banking Act. Several bank runs on trust 

and investments companies broke out during the time. Government’s preference of 

domestic pressures had changed and became less sensitive to banking sector’s interests, 

which reflected the preference of KMT, a Leninist political party that could exert great 

influence on the administration. The curve of domestic pressures thus shifts downward, 

which indicates that at any given level of bank regulations, the Taiwanese government 

confronted higher political costs. This is especially in 1980s when Taiwan entered into 

political democratization that made the public discontent to poor banking performance 

more powerful and raise the political costs to the government while banking sector’s 

asking for looser regulation was no longer legitimate and taken for granted. 

Consequently, as shown in figure 5.3, the equilibrium of bank regulation moved from 

X1 to X2, which is the result of the amendment of the Banking Act in 1985 that put more 

stringent regulations on troubled financial institutions. 
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Figure 5.3  Amendment of the Banking Act in 1985 

 

 

 In the amendment of the Banking Act in 1989, the internal situation did not change 

much, but external circumstances had seen some changes. The Basel 1 was released 

and its initiator used their economic and financial power to push other countries’ 

compliance by threatening to cut other countries’ financial activities or reject foreign 

branches licenses application made by Taiwanese banks in their jurisdiction. From 1988 

to 1992, it was evident that Taiwanese banks that sought to establish foreign branches, 

especially in the U.S., were haunted by the failure to satisfy Basel 1’s 8% CAR. The 

authority shared such concerns and submitted the proposal of the Banking Act 

amendment to Legislative Yuan on January 17, 1988, only 6 months after the 

introduction of Basel 1. As discussed above, preferences of international pressure at 

any given level of bank regulations became higher. As shown in figure 5.4, the 

international pressure curve shift upward. 
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 When the Banking Act opened a window for private sector to run a bank in 1989, 

POB flourished starting in 1991. Some of them were formerly trust and investment 

companies. As shown in figure 5.2(a), the number of POB is negatively correlated with 

Taiwan’s average CAR; indicating that during the turn of 1990s, Taiwanese government 

confronted higher banking sector’s intention to further free relevant bank regulations. 

However, such intention was offset by at least two factors. First, while the authority 

was thinking to allow private sector’s application of opening a bank, those potential 

POBs were busy lobbying for it to happen. Their bargaining power for obstructing Basel 

1 would be low, or even non-existence. Second, banks, either GOBs or POBs were 

pursuing the possibility of establishing foreign branches. There was little, or even no, 

incentive for them to obstruct a legal amendment that would help them expand their 

businesses abroad. Therefore, they were less likely to obstruct Taiwan’s compliance 

with Basel 1 and the amendment of the Banking Act in 1989. Under such circumstances, 

the domestic pressure curve moved downward, or at most remained unchanged. The 

government perceived less, or same, political costs at any given level of regulations. In 

figure 5.4, I select the most conservative scenario that the domestic pressure curve 

remained unchanged. The 1989 amendment, as a consequence, was embodied by the 

shifting from X2 to X3. 

 

  



‧
國

立
政 治

大

學
‧

N
a

t io
na l  Chengch i  U

niv

ers
i t

y

126 

Figure 5.4  Amendment of the Banking Act in 1989 

 

 

 In the amendment of the Banking Act and promulgation of several related 

administrative order in 2000 and 2008 as discussed above, Taiwan had seen the change 

of financial system, which focused on liberalization, privatization, and 

internationalization. International pressures still exist, especially when Asian financial 

crisis broke out in 1997 and resulted in the initiation of an updated Basel 1 in mid 1999, 

which was partly reflected in the amendment of the Banking Act in 2000. The final 

version was published in 2006, which was known as Basel 2. In the middle of 2000s, 

series of financial crises started to sweep several advanced industrial countries, such as 

Greece, Iceland, Ireland, and the U.S. Global financial crises made global society 

understand the urgency and importance of proper bank regulations and corporate 

governance (Admati and Hellwig 2013). Voices of international collaberation to 

strengthen global bank regulations became louder, which also shift Taiwan’s 

international pressure curve upward.  
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For Taiwan’s domestic situaiotn duuring the period, private banks flousish and 

their influence entered into DPP administration from 2000 to 2008. Several senior 

advisors, national policy advisors to President Chen Sui-bian, and the chairmen of 

several chambers of commerce were influential bankers, such as Tsai Wan-Tsai (蔡萬

才), the president of Fubon Group, Ku Lien-sung (辜濂松), the president of Chinatrust 

Commercial Bank, and others. Their advise came directly to the president (Huang 

2013:59-65). Obviously the governments were suffered from greater domestic political 

costs at each level of bank regulation. However, Taiwan in that period had suffered 

many local financial crises, which had caused the collapse of local finanical institutions, 

such as credit unions (Wu 2008a). Accompaning Asian financial crisis in late 1990s and 

global financial crises in late 2000s, Taiwan’s general public became more distrustful 

to banking sectors, which considered the needs of proper regulations for preventing the 

potential crisis. The domestic pressure curve was similar to the situation in early 1990s 

when banking sector’s influence rised but was offset by the public’s fear of unregulated 

banking sectors, which translated into political costs to the government and the 

opposition parties should the authority do nothing. As a consequence, the domestic 

pressure curve is, in effect, lower or remained unchanged at best. The new equilibrium 

thus moved from X3 to X4 and to X5 as shown in figure 5.5. 
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Figure 5.5  Amendment of the Banking Act in 2000 and 2008 

 
 

From the above analysis, Taiwan’s compliance with the Basel Accords can be 

illustrated by the theoretical framework proposed in this dissertation. The Banking Act  

amendment in 1985 was a result of serires of local bank runs that change the domestic 

preference in favor more prudential bank regulations while international pressures 

remained vague. In 1989, international pressures came with the introduction of Basel 1 

and its implementation in countries important to Taiwan’s overseas markets. Since 

domestic preference did not change much, pressures from abroad further push up the 

level of Taiwan’s bank regulatlions, which results in the implementation of 8% CAR 

and subsequent administration fiats for related regulations in detail. Later in 2000, 

Taiwan was alarmed by 1997 AFC, the emergence of several large involvent publicly 

listed companies and global financial crises in the 2000s while, at the same time, the 
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number and influences of POBs rised. The crises influenced international and domestic 

pressures for greater prudential bank reform and the rise of POBs reduce such pressures. 

As a total, domesitc preference was cancel out, which allowed the effect of international 

pressures for higher level of Basel Accord. To sum up, it was the combination of 

international pressure, domestic pressure, and financial crises as exogenous shock that 

determine the results of Taiwan’s bank regulations. One should not discuss them 

seperately. 

 



‧
國

立
政 治

大

學
‧

N
a

t io
na l  Chengch i  U

niv

ers
i t

y

130 

 

 

 

Chapter 6 

 

Case Study: China’s Bank Regulation 

 

In this chapter I review the changes of China’s bank regulations since 1978 when China 

started to pursue market-based economy. In the first section of this chapter, I briefly 

review the history of China’s banking system. It discusses China’s banking system, 

which included the changes of administrative and supervisory system, the distribution 

of GOBs and POBs, challenges confronted and the current situation. The next two 

sections discuss international and domestic factors that affect China’s compliance with 

Basel Accords. They will be followed by detailed empirical studies of China’s bank 

supervisory regime and situation in the periods of 1978-1992, 1992-2004 and 2004-

present. The last section give a general discussion that connects the proposed theoretical 

model to the changes in each of three periods. 

 

6.1  Brief History of China’s Bank Regulation 

 

Before the end of World War I (WWI), China’s banking industry was dominated by 

foreign banks, which controlled China’s financial resources through investments and 

their foreign branches in China. They also controlled and preserved the right to collect 
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import and export customs, which allowed them to accumulate abundant wealth. After 

WWI, many international banks withdraw from China’s market, which gaps were filled 

by banks from the U.S. and Japan. However, from 1912 to 1927, China’s own banking 

businesses started to thrive fast. Twenty national-owned banks were established. Until 

1925, total capital held by national-owned banks accounted about 40.8%, which 

exceeded foreign banks’ proportion of 36.7%. After World War II (WWII), Japan was 

defeated and Japanese banks were taken over by Chinese government. After the 

National Government restructured and established new financial institutions for 

monopolizing China’s financial businesses, the banking system was dominated by 

state-owned “four banks, two bureaus, and one exchequer (四行二局一庫)”.1 By June 

of 1947 total national deposits accounted for 91.7% in that system (Wang, Ying and 

Jiang 2008:24-27).  

 

After CCP took over Mainland China, it tightly regulated the banks’ operations in 

order to control the monetary policies, which were considered important to prevent the 

once hyper-inflation problems left by the KMT’s National Government from happening 

again. CCP established the People’s Bank of China in December 1, 1948, which was 

put on top of the hierarchy. It merged all the “four banks, two bureaus, and one 

exchequer” and all other provincial and city banks by confiscating all their shares. For 

a few foreign banks that refused to exit, they were subject to tight control by the CCP 

government. By the unified financial system dominated the People’s Bank of China 

(PBC) was formally established. It controlled the issuance and administration of 

currency, as well as run all national financial businesses (Wu 2008b:3-8). Since then 

                                                 
1 Four banks included the ABC, the Central Bank, BOC, and BOCOM; two bureaus included the 

Central Trust of China, and The Postal Remittances & Savings Bank (郵政儲金匯業局); one 

exchequer referred to Central Cooperative Exchequer (中央合作金庫) 
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until 1978, PBC shouldered the responsibility of coordinating all relevant financial 

activities and implementing policies according to CCP’s planned economy. Distribution 

of all financial resources had to go through PBC’s arrangement. To further fulfill CCP’s 

economic plan, PBC was merged with the Ministry of Finance in 1969 and became the 

bookkeeper for the national finance. Every decision had to correspond to the national 

financial policies, which mainly involved the control of credits and interest rate (Wang, 

Ying and Jiang 2008:37). 

 

The unified financial system had lasted until 1978. In order to more flexibly and 

efficiently to use credits for faster economic growth, the government realized the 

necessity to separate the function of banking businesses from the interference of 

monetary policies. The CCP government started to release Agricultural Bank of China 

(ABC), Bank of China (BOC), and China Construction Bank (CCB) from PBC’s 

control in 1979. ICBC was established in 1983. The restructuring made PBC the real 

China’s central bank that was responsible for financial administration, and the initiation 

and implementation of monetary policies. Banking businesses were transferred to 

national and local banks. Among them, the Big Four were specialized banks for targeted 

loan programs.2 Although the banking system became more decentralized, almost all 

banks were owned by central and local governments or SOEs. They were incentivized 

to follow central governments’ credit plans but their provincial or more local branches 

also responded to local officials, which were under pressures for their assigned target 

of economic growth. They needed more credits for outstanding performance that 

guaranteed their promotions (Oi 1999). As a consequence, the credit plans instructed 

from the top were not strictly followed down to the locales. Problems of over lending 

                                                 
2 Big Four referred to ABC, BOC, CCB, and ICBC 
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and bad debts had started to accumulate during the 1980s. Although China’s GDP began 

to take off, most productions were inefficient and uncompetitive that were sustained by 

decentralized and loose bank management. The NPL ratio started to surge in the 1980s 

and peaked at about 37% in 1997, as showed in figure 6.1. It became more obvious that 

PBC had failed in effectively supervising banks’ activities. Resorting to credit plans 

cannot prevent banks from issuing loans to bad SOEs, especially the policy loans. To 

control the problem, which seems even more pressing after the 1997 AFC, CCP created 

the Communist Party Central Financial Work Commission (CFWC) in 1998 to 

centralize the management of credits. Four state-funded asset management corporations 

(AMCs) was later established in 1999 to take over bad debts. CCP government used its 

abundant foreign reserves to bail out banks. Since then NPL ratio started to decline to 

around 1% in 2012. In 2003, a claimed independent regulatory agency, China Banking 

Regulatory Commission (CBRC), was formed to replace CFWC as the major official 

body to oversee banks management. The government was more convinced of the 

necessity to accept and implement risk management technique and prudential 

accounting standards for dealing with bank assets. It finally wrote Basel 1’s CAR into 

law in 2004. However, the regulation remained vague regarding the definition and 

calculation of CAR. In addition, how independent could CBRC be remained to be seen. 

This part will be discussed in more detail in the following paragraphs. 

 

In the beginning of 2000s, banks in China were expecting more intensive 

competition from foreign banks because China’s entry in WTO in 2001 allowed 

national treatment for foreign banks. China had to further reform its banking system. 

Starting in the end of 2001, Beijing amended several regulations that relaxed 

restrictions regarding foreign banks’ applications for approval in various financial 

businesses in China. Beijing also speeded up in developing more and larger joint-stock 



‧
國

立
政 治

大

學
‧

N
a

t io
na l  Chengch i  U

niv

ers
i t

y

134 

banks. Those policies were seen critical raise international competitiveness of Chinese 

banks (Li 2006:170-75). As table 6.1 shows, the proportion of the Big Four in terms of 

financial assets started to drop in 2000 while joint-stock, city, and rural banks and 

foreign banks continued to grow. Although the proportion of foreign banks assets’ 

remained low, foreign shares of Chinese banks’ stocks increased significantly. For 

example, in 2005, Royal Bank of Scotland, UBS, and Temasek jointly held 16% shares 

of BOC; Bank of America and Temasek held 14.5% shares of CCB. In 2006 Citigroup 

and IBM together held 24.7% shares of Guangdong Development Bank (Hope, 

Laurenceson and Qin 2008:16). The number of city commercial banks and foreign 

banks had increased from 112 and 14 in 2005 to 144 and 144 in 2011 (Almanac of 

China's Finance and Banking, 2005; 2012). 

 

Figure 6.1  China’s non-performing loan ratios, 1989-2012 

 
Source: Data of 1990-2005 comes from Wang, Liu and Ou (2009); data of 2005-2012 comes 

from China Banking Regulatory Commission (CBRC) Annual Report 2006-2012.3 

                                                 
3 China’s NPL statistics remains controversial. According to the People’s Bank of China’s (PBC) 

estimation, the number was around 20-25% in the end of 1997. But outside analyst believed the 

number was significantly higher (Mo 1999). Shih (2008:171) reported that foreign entities estimates a 
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Table 6.1  Proportion of total assets by types of China’s financial institutions 

Year TA PB (%) MCB (%) JCRB (%) RC (%) FB (%)

1996 7.5  - 75.1 8.4 11.7 0.3

1997 9.2  - 73.7 7.6 11.0 0.4

1998 12.1  - 73.0 9.3 9.4 0.2

1999 13.6  5.5 72.7 10.1 10.7 0.2

2000 15.2  5.8 81.6 16.9 10.7 0.2

2001 16.6  5.5 78.2 19.6 11.3 0.3

2003 27.7  7.7 58.0 16.1 9.6 1.5

2004 31.6  7.6 56.9 17.1 9.7 1.8

2005 37.5  7.8 56.1 18.2 8.4 1.9

2006 43.9  7.9 55.1 19.4 7.9 2.1

2007 53.1  8.1 53.7 21.1 8.2 2.4

2008 63.2  8.9 51.6 22.0 8.3 2.1

2009 79.5  8.7 51.3 24.4 6.9 1.7

2010 95.3  8.0 49.2 26.8 6.7 1.8

2011 113.3  8.2 47.3 28.8 6.4 1.9

Note: TA, PB, MCB, JCRB, RC, and FB respectively represent total assets (trillion yuan), policy 

banks, major commercial banks (the Big Four), joint-stock, city, and rural banks, rural cooperatives, 

and foreign banks. 

Source: Zhongguo Jinrong Nianjian [Almanac of China's Finance and Banking], 1997-2012 

 

Financial reform also makes Chinese banks capable of competing with major 

international banks. In 2008, there were eight Chinese banks ranking in the top 100  

world largest banks in terms of total assets; the number increases to 17 in 2004.4 Table 

6.2 shows that all the Big Four ranked top 10 world largest banks where ICBC has 

secured the first spot since 2012. Total assets held by the Big Four amount to US$10.68 

trillion.  

 
                                                 
range from 30-70% of NPLs. The head of research department of ICBC wrote that ICBC’s NPLs in the 

end of 2000 was about 34.4% (Zhan 2013:60). Here I estimate China’s NPLs using statistic from both 

CBRC and Wang, Liu and Ou (2009) that claimed their data came from PBC. Together the data 

reported NPLs from 1990 to 2012 and is more consistently demonstrated the trend.  
4 Please see Relbanks website for more detail. It can be reached at http://www.relbanks.com/ 
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Table 6.2  Global rankings regarding total assets of China’s Big Four 

Big Four 2014 2008

Industrial & Commercial Bank of China 1 (3.18) 17 (1.43)

China Construction Bank 3 (2.60) 19 (1.10)

Agricultural Bank of China 7 (2.47) -

Bank of China 8 (2.43) 21 (1.02)

Note: Number in each parenthesis represent the volume of total assets in trillion US$. 

Source: Relbanks, http://www.relbanks.com/. 

 

 About 15 years ago when the world entered 21st century, China was threatened 

financially by enormous NPLs caused by its inefficient and poorly-managed SOEs and 

reckless decisions of investments. The financial supervisor had little advanced 

knowledge in risk management while the system was too rigid and policy sensitive to 

adjust in a right way. Although most banks were controlled directly or indirectly by the 

government, performance of China’s banks has significantly improved in terms of ROE, 

ROA, CAR, or NPL after 15 years. Instead of banks’ restructure, one of main reason 

lies in its bank regulations, which effectively monitors banks investments around the 

world by using Basel’s three pillars. The question of why China behaved conservatively 

toward Basel 1 in the beginning but highly embraced the Basel 2 and 3 recently more 

than any countries in the world deserves a close look. The following parts seeks to 

provide such an answer by using the theoretical framework proposed in this dissertation. 

 

6.2  International Pressures 

 

In chapter 4, quantitative analyses indicated that a country’s economic strength and 

exposure to global economy are related to the level of its global bank regulation 

compliance. Its GDP volume and the level of exposure to global economy was 

positively correlated with its compliance with the Basel Accord. The effect of GDP is 

less clear since it shares a negative correlation with the level of Basel Accords when 
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political factors are controlled. In order words, if an economically strong country that 

lacks effective check and balance mechanism, it will resist full implementation of 

global regulations resorting to its economic power. This is especially the case when that 

powerful country did not even participate in the initiation of the regulation. If we control 

the factor of GDP per capita, which is a proxy of development level, developing 

countries comply worse with the Basel Accords. Their financial system and 

development cannot catch up with global regulations devised by advanced countries 

that are more and more complicated and sophisticated. Following the initial quantitative 

results, a fast-emerging, yet less democratic, developing country comply with lower 

level of Basel standards. China is the one that fits into this type of country.  

 

In addition, the degree of exposure to global market is another critical factor for a 

country’s implementation of Basel Accords. It can be measured by investigating a 

country’s total trades and trades to GDP ratio, outward foreign direct investment 

(OFDI), and its external debts. These indicators show how a country rely on global 

market. Higher ratios indicate greater reliance on global markets. That country therefore 

should be more vulnerable to global market that adopted internationally agreed legal 

practices. A more globally dependent country requires more foreign branches 

established by home country’s banks for its businessmen engaging in transnational 

businesses. Home country’s foreign branches issued loans and letter of credits with 

cheaper prices since host country’s banks know less about foreign companies and 

therefore raise their cost for higher risks perceived. Overseas businessmen’s demand 

for home country’s banks will increase with the amount of their overseas businesses. 

Later, home country’s banks will confront host countries’ regulations on banks’ foreign 

branches. If the host country is a member of BCBS, host government would reject the 

application of foreign banks’ branches. Such rejection will bring pressure back home 
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and push for changes of bank regulations. According to this, we should expect a positive 

correlation between the number of domestic banks’ foreign offices, branches, and 

subsidiaries and a country’s exposure to global markets. In order to open more foreign 

offices, the home country has to adjust its domestic bank regulations to the Basel 

Accord and then supervises its banks for higher Basel standards. Last, if a country 

carries with more outstanding credits from international society, pressures from 

creditors would be higher; debtors then are more vulnerable to creditors’ requests. As 

mentioned before, IMF can use conditional financial package that force debtors to start 

economic or financial reforms. 

 

In China’s case, although it possesses enormous economic power, it remains a 

developing country in terms of per capita. Its development in financial sectors, with 

regards to profitability, performance, risk controls or skills, cannot compete with 

advanced countries. Therefore, implementing sophisticated Basel standards generates 

short-term economic costs for banks and governments. Several developing countries, 

as a consequence, resisted to implement Basel standards right after their release. 

According to the panel data analyses, governments that received weaker checking 

power are more prone to implement Basel’s bank regulations. China, given its 

enormous economic power and communist-ruled regime, is more capable of fending 

off international pressures for compliance with Basel Accords. Potential political 

economic costs exerted by global society would be lower because even though China’s 

domestic bank regulations are immature, its huge domestic market and low-cost 

production are still attractive to others. As a consequence, China can resist to the 

implementation of Basel standards that lacked Beijing’s participation and fitted less 

well to its developing financial system, at least in the 2000s. 
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Although China seems to be less sensitive to international pressures, its 

interdependent relationship with the world was another story at least since early 1990s. 

Before late 1970s, China was a closed economy. International trade accounted for less 

than 10% before 1978. Before 1970, most trades were dealt with other communist 

countries and controlled by state-owned enterprises (SOEs), which were isolated and 

inefficient. In early 1970s, China’s trade volume as a proportion of GDP was merely 

5%. It did not rely on international trade for national economic development (Naughton 

2007:378-80). After China’s “reform and opening” (gaige kaifang) starting in 1978, its 

external economic relationship with the world became closer. After one and a half 

decade of trial and error, China’s international trading regime, with regard to f 

institutional reform and industrial structures (Naughton 2007:380-88), was adjusted 

more maturely and functioned better that realized China’s fast growing international 

trade volume and its deeper involvement in global trading markets.  

 

Figure 6.2  China’s total trade and outward FDI, 1982-2012 

 

Source: Total trade, OFDI and GDP data from United Nations Conference on Trade and Development, 

<http://unctadstat.unctad.org/wds/ReportFolders/reportFolders.aspx?sCS_ChosenLang=en>. 

 

Another important dimension is China’s outward FDI (OFDI), which was 

beginning directed by the central government to serve its long-term developmental plan. 

The fast-rising OFDI started in late 1990s when Beijing adopted several policy 
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incentives to further encourage Chinese MNC to “go out” (zouchuqu) and expand their 

global domain (Wong and Chan 2003:279-81). OFDI links China’s enterprises to the 

world and creates strong ties. As shown in figure 6.2, China’s total volumes of trade 

and OFDI started to grow fast in early 1990s, albeit international trade surged faster 

than OFDI. In terms of the importance of trade and OFDI to Chinese economy, it also 

grew fast but in a more stable way after 1978.  

 

Table 6.3  Number of China’s overseas banks, trades and OFDI 

Year # of branches OFDI (US$ mil.) Exports (US$ mil.)

1980 175 (est.) 0 23637

1992 430 (est.) 830 57374

2004 736 5498 658306

2012 1050 87804 2251430

Source: Statistics of bank branches come from Wang (2011b); OFDI and export volumes come from 

United Nations Conference on Trade and Development 

 

When China became more integrated in the world economy, overseas Chinese 

businessmen would create demand for home country bank either because lower 

economic costs or stronger cultural affiliation (Brealey and Kaplanis 1996, Buch 2003, 

Focarelli and Pozzolo 2005). Like Taiwan’s case, such demand would put pressures on 

China’s domestic bank regulations’ compliance with Basel Accords after its first 

comprehensive release in 1988. Looking at China’s case, it faced with such 

international pressures greater and greater since 1990s when the level of its external 

economic interdependence climbed rapidly. As table 6.3 shows, the number of foreign 

branches increased enormously, albeit slower, with China’s surging international trade 

and OFDI. With limited data points, figure 6.3 demonstrated strong correlation between 

the number of foreign branches and China’s total trades and FDI. Although subject to 

the problem of small sample size, it indicated that overseas Chinese businessmen’s 

growing demand for home country banks’ foreign branches seem to exist. Most of those 
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banks’ businesses are related to deposits and loans for overseas businesses. The 

proportion of other retail banking services for local people remains small (Zhang 2013). 

 

Against the surging demand, banks headquartered in China suffer from the 

compliance of bank regulations in the host countries. For example, the U.S. 

promulgated The Foreign Bank Supervision Enhancement Act in 1991, which put 

China’s banks in a disadvantaged position for getting licenses in U.S. financial markets 

(Pang and Zhang 2008:49). This act allowed Federal Reserves to require foreign bank 

to meet Basel Accord’s minimum standard of 8 percent risk-based capital if its home 

country had adhered to the Basel Accord. If not, then applicant has to provide sufficient 

information to prove the possession of enough capital requirement, which is only the 

first step for approval(Misback 1993:4). A country’s failure to implement Basel’s CAR 

standard would incur greater costs for banks’ license application in the U.S.  

 

Figure 6.3  China’s trade, OFDI and banks’ overseas branches 

 

Source: Statistics of bank branches come from Wang (2011b); OFDI and export volumes come from 

United Nations Conference on Trade and Development 

 

Another pressures come from competition with international banks in Chinese 

market. After China officially became a member of World Trade Organization (WTO), 
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Beijing had to adhere to the principle of national treatment that allowed foreign banks 

to be treated like national banks. Therefore it was an imperative for Chinese 

government to adjust its banking system to better cope with such challenge. As Zhou 

Xiaochuan (周小川), then the Chairman of China Securities Regulatory Commission 

and now the Governor of the People’s Bank of China, commented in 2001 that as China 

entered WTO framework, it would be important to meet Basel Accord’s 8% CAR 

because achieving such goal would facilitate a bank’s international activities, raise its 

international reputation, and be rated better by international rating agencies. These were 

important dimensions for domestic banks to effectively compete with banks coming 

from abroad (Zhou 2000). Other scholar considered the implementation of Basel 

Accord as a requirement for fully engaging in WTO’s framework (Zhao 2008:244). 

Subject to regulations in foreign jurisdiction and its banks’ capability for global 

competition after entering WTO, when China sought entry into global financial market, 

one should expect to observe such pressures causing a certain level of impact on China’s 

choice or changes of domestic bank regulations, which will be taken care in detail below. 

 

Last, international pressures come from international financial organizations, 

especially when a country receives conditional loans from those organizations. In 

China’s case, as shown in table 6.4, it borrowed 450 million and 600 special drawing 

rights (SDR) from IMF in March 1981 and November 1986 for China’s national 

economic adjustment plan in the post-1978 reform era. But China repaid all its 

borrowing from IMF in November 1991. Judging from China’s credit history, it did not 

suffer much international pressure because the deadline for implementation of Basel 1 

in BCBS member countries was 1992, one year after China cleaned all its debts to IMF. 

It left no room for IMF to pressure China into Basel standards using conditional loans. 

However, there is evidence indicating that China still suffered indirect international 
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pressures due to IMF’s Financial Sector Assessment Program (FSAP). Unlike Taiwan 

is not a member of IMF, China is an active member with surging financial power. It 

thus became an important target to IMF for detailed assessment. After Basel 2’s final 

version was released in 2006, the then China Banking Regulatory Commission (CBRC) 

Chairman Liu Mingkang (劉明康) required its staffs to do well the self-evaluation 

according to new core principles to better prepare for the FSAP in 2007 (Zheng 2006). 

Since the core principles in the Basel Accord were highly related to FSAP, China treated 

those principles seriously even though it had not complied to Basel 2 well at that time. 

But CBRC’s concern for FSAP revealed that China had already considered its 

international reputation important.  

 

Table 6.4  China’s IMF outstanding credits, 1981-1992 

Year Month Outstanding Credit (SDR mil.) 

1981 March 450.0 

1984 December 309.5 

1985 December 309.5 

1986 December 876.3 

1987 December 814.4 

1988 December 752.5 

1989 December 690.6 

1990 December 329.8 

1991 October 74.7 

1991 November 0.0 

1992 December 0.0 
Source: Total IMF Credit Outstanding for all members from 1984 – 2014, IMF, 

http://www.china-un.ch/eng/zmjg/jgjblc/t85557.htm 

 

 To sum up, if we only factor in international pressures for China’s considering the 

implementation of Basel Accords, I expect to observe China’s slower and worse 

compliance from 1990s to 2000s. It was a period when China became economically 

stronger but still lacked a strong financial system and sophisticated know-how to 
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manage banks that way. That was also a period when China did not owe money to IMF. 

Beijing, as a consequence, can better resist global pressures. Even though China wrote 

the 8% CAR target into law in 1995, the substantive compliance was low. However, 

after China entered WTO and became highly dependent on global financial markets, 

international pressures would become stronger due to China’s concerns of its banks’, 

as well as national, economic costs and international reputation. 

 

6.3  Domestic Pressures 

 

Following the theoretical model and results of panel quantitative analysis, if a country’s 

executive body can be more effectively checked, the government is more unified, the 

regulatory quality performs better, and corruption problems can be controlled, it is more 

likely to comply better with Basel Accords. Governments possessing those qualitative 

advantages can better resist regulatory capture by the banking sector. A democracy with 

a more unified government and greater public performance can contribute to the 

implementation of Basel Accords. Such view is support by past study regarding the 

relationship between democratic regime and the conclusion of international economic 

agreement. Mansfield, Milner and Rosendorff (2002) argued that political leader in 

democratic country receive incentives to cooperate in international economic 

cooperation that benefits the majority of people, who in turn would encourage their 

government to sign the agreement for signaling its intention to be abide by the 

agreement, which reassures voters of not being extractive. In autocracy, however, no 

strong incentive exist, since majority supports are not require for political leader to stay 

in power; therefore compliance with international economic agreement that benefits 

most people. However, one cannot conclude that autocracy will not sign international 

agreement. A more careful argument considers that autocratic regime has more 
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flexibility to decide to comply or not based on the regime’s preference. The expected 

political costs for autocracies that do not comply would be lower democracies since 

their political powers do not come from voters.  

 

Aside from political system, the distribution of GOBs and POBs also plays some 

role that affects governments’ sensitivity to bank lobbies. GOBs requires government’s 

approval for budgets and appointments for its top management team. As a consequence 

their management subject to governments’ control, which in turn would be more 

cooperative with official policies. On the other hand, POBs rely on their own regarding 

budgets, appointments, governance, and performance and thus subject to less 

governmental intervention. They share relatively more leeway to deviate from official 

policies or even mobilize to lobby against policies that would generate short-term costs. 

I do not intend to argue that GOBs do not lobby in their favors. But compared with 

GOBs, a financial system dominated by POBs is more likely to result in strong 

regulatory capture led by POBs. On the contrary, a GOBs-dominated system will result 

in lower expected political costs due to GOB’s more cooperative behaviors with the 

governments. 

 

Even though China is still dominated by GOBs, it did not mean interest group for 

banking sector did not exist. Interest group approach considered that identified groups, 

such as a group formed by bankers, exist to influence policy formulation in order to 

pursue their own interests (Falkenheim 1987). China Banking Association (中國銀行

業協會) is the interest group formed by major banks in China. It constitution states in 

article 7 that the association accept members’ request to coordinate with the government 
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and relevant department, as well as assist CBRC in implementing related policies.5 

Although it aims at facilitating banks’ interests, its governing council is dominated by 

the chairman of major GOBs who are also affiliated with the CCP. For example the 

chairman of the council is Tian Guoli (田國立) who is the chairman of BOC, as well as 

the Secretary of the party committee in the bank. The latter affiliation was where the 

real power for distributing resources come from. The position is also established to 

make sure the agency follow strictly to CCP’s roadmap.  

 

Rather than pursuing banking sectors’ unique interests, relationship between the 

state and the group of banking elites resembles more to a patron-client structure. The 

business elites has become a part in the hybrid of “socialist corporatism” and 

“clientelism”. Due to the lack of formal channel to interact with the government, they 

are eager in maintain apolitical personal ties that facilitate their own business 

opportunities as opposed to the policy changes (Oi 1999:161-90, Pearson 1997:141-42, 

Shih 2008:193, Shirk 1993:89). Banks’ interest group remains too disperse and weak 

to constitute an influential lobbing force. Such view was confirmed by an interview 

with a vice-president from a Taiwanese bank, which has a subsidiary in Shanghai. He 

mentioned that, the successful entry in China’s market depended heavily on personal 

ties with the government rather than business associations; therefore they bank has on 

room for bargaining but has to take whatever the authority asked for.6 Although the 

government would major and smaller banks while initiating policies, banks seldom 

constitute an important party in policy formulation. After all, banks’ function is to 

allocate financial resources for facilitating CCP’s economic development plan, which 

                                                 
5 The constitution can be found in its official website, <http://www.china-cba.net/list.php?fid=77>, 

accessed on September 30, 2014. 
6 Author’s interview in Taipei on September 1, 2014. 
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is more important than banks’ performance.7 

 

Short discussions above provide a guideline to predict the effect of domestic 

factors for China’s compliance with Basel Accords. China’s sensitivity to domestic 

pressures would be very low due to at least three factors. First, Chinese government is 

ruled and controlled by the Chinese Communist Party (CCP) that initiates financial 

policies according to its political goals. According to Shih (2008), political leaders in 

China value political survival as the priority. This is because that top leaders in China 

put the expansion of power as their career goals but there lacks institutionalized system 

to follow; therefore top leaders consistent confronted potential threat to their political 

power (Shih 2004:48). Therefore, the purpose of public policies should serve personal 

interests for expanding top leaders’ political power rather than public interests. In a 

democracy, political power can be sustained by satisfying the majority of people who 

vote for their preferred leader. But in the autocratic communist China, political survival 

is less relevant to public interests but more related to resisting potential challenges 

coming from within the CCP. As a consequence, it is rational for top leaders to choose 

financial policies that are capable of securing its political status in CCP. When a 

decision is made by the top leader, it will signal the intention to relevant administration, 

such as PBC, CBRC, and GOBs, and those agencies will mobilize to achieve the policy 

goals. Since most banks in China are state owned, Shih (2004:30-31) commented that 

“Chinese Communist Party induced a high sensitivity among bankers to political 

signals from the top”. The State Council in effect controlled the power of appointing 

senior managers in banks. This ensured that top bankers in China are incentivized to 

follow closely the party’s policy signals (Shih 2008:39). Banks actually are directed by 

                                                 
7 This view is expressed by a scholar from the Institute of Finance and Banking of Chinese Academy 

of Social Science during an interview on September 3, 2014. 
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the CCP-ruled government, which is less sensitive to banking sectors’ lobbies. 

 

 Even though CBRC was designed as an independent agency to supervise and 

regulate banks in China, top leaders can still exert enormous influence on it. For 

example, the State Council, which is China’s top executive body and used to be led by 

the top number two political figure in China’s political system. CBRC is also subject to 

the oversight by State Council’s Audit Institution and the Supervisory Institution. 

Furthermore, CCP’s nomenclature system controls the power of appointing, ranking, 

promoting, transferring, and removing all elites’ positions in administrative body, 

including CBRC (Brehm and Macht 2005:176-77). In such tightly-controlled political 

system, the administrative body, as well as banks, cannot be insulated from CCP’s 

political goals, which are set to serve top leaders’ political survival rather than the public 

interests. Only when the public interests directly related to their survival will they pay 

more attention. In other words, the call is always made by the party center to whether 

or not taking the concerns of people outside the political system into consideration 

while formulating public policies. Unlike Taiwan’s case that political structure caused 

some effects on policy outcomes, in China’s case although administrative and 

regulatory agencies for banking sectors had changed a few, the system remained 

ultimately sensitive to party’s political economic agenda at any given periods.  

 

Second, China suffered from low quality of public performance. According to 

World Bank’s Worldwide Governance Indicators, China has not performed well in the 

dimensions of regulatory quality and control of corruption. The former measures a 

government’s ability to formulate and implement sound policies and regulations that 

permit and promote private sector development; the latter measures the effectiveness 
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of a government’s controlling corruption.8 According to figure 6.3 China continually 

ranked below the median of all other countries in the world. Its capability of combating 

corruption was even worse. The average percentile ranking in regulatory quality and 

control of corruption was 44% and 38% from 1996 to 2012. A majority of countries 

performed better than China. These two index demonstrated that regulations, even 

though they had existed, do not performed well in China and the environment for 

private sectors was not friendly. Private financial institutions remained weak and 

unattended. Low quality of regulation performance implies that China has not yet ready 

to comply with sophisticated global regulations, such as Basel Accords. This further 

lowers its interests in implementation. Problems of rampant corruption can lead to the 

ignorance of public interests. As a consequence, Chinese government was not sensitive 

at all to domestic factors, especially when private sectors do not have much say in the 

financial system. 

 

Figure 6.4  China’s regulatory quality and control of corruption 

 
Source: Both data comes from the Worldwide Governance Indicators project, World Bank, 

<http://www.govindicators.org>. 

 

Third, although the ownership of industries has kept shifting from state-owned to 

                                                 
8 The introduction of data can be accessed at http://data.worldbank.org/data-catalog/worldwide-

governance-indicators. 

Median                                               Median 
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private-owned (Naughton 2007:303), China’s banking structure remained GOBs-

dominated. By the end of 2013, 95% out of 373 main commercial banks were owned 

by central or local governments, SOEs, or holding companies controlled by local 

governments. In terms of assets owned by all commercial banks, 95% were controlled 

by large government-owned commercial banks and government-owned financial 

holding companies. Of them five largest banks, ABC, BOC, BOCOM, CCB, and, 

ICBC,9 controlled more than 60% of assets. Since 1978 China decided to open up in 

1978, only about 5% banks were privately owned 35 years later (Lu and Zhang 2014). 

GOBs’ budgets and managing positions are held by the government and therefore are 

basically cooperative with governmental policies. GOBs under CCP’s political system 

obviously are even less capable of influencing decisions from the leading center. 

Evidences indicated that GOBs are important tools for CCP to maintain social stability 

by interfering loan decisions to SOEs, which provide jobs and social welfare to lots of 

general public. Kashyap and Dobson (2006) found that given gross output in each 

province, total lending from ABC, BOC, BOCOM, and, CCB was higher in province 

where SOEs were dominant. Even though most major commercial banks had sought to 

change the ownership structure, top managers are members or alternate members of the 

CCP’s Central Committee (Kashyap and Dobson 2006:131-33). Table 6.5 shows that 

all Chairmen of the five largest commercial banks in China are also affiliated with the 

CCP’s political system, which makes sure that the banks’ policies do not deviate from 

the party’s interests and goals. Obviously China’s banking system remained tightly 

controlled by the central government, which follows CCP’s plan. Consequently Chinese 

government would be less sensitive to domestic pressures. 

 

  
                                                 
9 They are known as the Big Five. 
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Table 6.5  Party affiliation of the Chairmen of top five commercial banks 

Bank Name Party Affiliation 

ABC Jiang Chaoliang (蔣超良) Secretary of the party committee 

Alternate members of Central Committee 

BOC Tian Guoli (田國立) Secretary of the party committee 

BOCOM Hu Huaibang (胡懷邦) ... Secretary of the party committee 

CCB Wang Hongzhang (王洪章) Secretary of the party committee 

Alternate members of Central Committee 

ICBC Jiang Jianqing (薑建清) Alternate members of Central Committee 

Source: Annual reports of ABC, BOC, BOCOM, CCB and ICBC in 2012. 

 

Due to the concentration of decision power held by CCP’s party center, a 

centralized governing structure, poor public performance, and GOBs dominant national 

financial system, the proposed theoretical framework expects China to be independent 

from domestic pressures coming from banking sectors and the society. I have no 

intention to rule out the existence of such pressures. The main idea argues that while 

confronting with such pressures, China is much more capable of ignoring them. Only 

when such pressure become a threat to their political survival in CCP will they expect 

higher political costs and then become more sensitive to domestic pressures. Comparing 

with democratic countries, China has more leeway in deciding bank regulations. 

 

6.4  Changes of China’s Bank Regulations 

 

This section discussed the major changes of China’s bank regulations after its economic 

reforms in 1978 and is divided into three parts. The first part discuss banks regulations 

from 1978 to 1992, the deadline of implementing Basel 1 in BCBS member countries. 

The second part looks at regulations from 1992 to 2004, when 8% CAR was written 

into law and CBRC was established. The last part investigates regulations from 2004 

to the present day.  
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Bank Regulations, 1978-1992: Loose and Decentralized 

 

During a conference with CCP’s provincial committee secretaries on October 4, 

1979, the then top one leader Deng Xiaopin (鄧小平) made a comment regarding banks 

in China that  

 

Banks should invigorate the economy. Now they only deal with calculation 

and serve as accountants. They did not work as they supposed to be. Banks 

should be the pillar of developing economic reforms in order to function as 

they should be (Wu 2008b:15). 

 

Before 1978 the main function of China’s banking system was very simple. They 

received deposits from individuals, SOEs and governments and issued short-term 

capital loans to SOEs. Long term loans for fixed assets were not yet allowed (Shih 

2008:31). The only bank permitted to take deposits and issue loans was People’s Bank 

of China (PBC), which also served as the central bank. Financial businesses and 

managements were unified under and concentrated by PBC. Such system was devised 

to serve fully instruct and direct financial policies come directly from CCP’s goals of 

planned economy. From 1969 to 1977, PBC was even merged by the Ministry of 

Finance and serve as the official tool for the purpose of public finance. Under such 

restrictive financial system, banks’ function were rigid and inefficient. Every local loan 

decisions required approval from headquarter to make sure the investments 

corresponded to CCP’s economic plan (Wang, Ying and Jiang 2008:36-40). After 

economic reform started in late 1978, China’s financial system had seen dramatic 

changes. In order to sustain economic development, as Deng expected, banking system 
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was reorganized.  

 

First, Bank of China, Agricultural Bank of China, and China Construction Bank 

were separated from PBC in 1979. Respectively they were responsible for financial 

services related to foreign exchanges, agricultural development and infrastructure. For 

example, the State Administration of Foreign Exchange (國家外匯管理局 ) was 

established together with BOC’s separation from PBC. Both agencies functioned under 

the same agency belonged to the State Council and were governed by PBC. Such 

organization coordinated better with financial services related to foreign exchanges. In 

addition, in the directive Regarding the Notice of Reopening the Agricultural Bank of 

China issued on February 23, 1979, issued by the State Council, it proscribed that “in 

order to strengthen the management of agricultural funds and to better and speedily 

develop agricultural productions and realize the four modernizations, the party center 

had decided to reopen ABC (Wu 2008b:14-15). Although it was separated from PBC, 

it was still governed under PBC. In June 18, 1979, the State Council approved PBC’s 

legal document Regarding the Report of Rebuilding Bank Supervisory Bodies at Every 

Level. It provided legal basis for confirmation of PBC’s authority on bank supervisions, 

which monitored banks’ following of the state’s regulations, financial disciplines, and 

policies. PBC was also responsible for accept cases of reporting banks’ violation of law 

(Wu 2008b:18). 

 

Although three specialized banks, ABC, BOC, and CCB, reopened, PBC remained 

the main creditor for industrial and commercial lending that distracts it from the main 

duty of managing and monitoring the banking system. In September 17, 1983, the State 

Council issued a legal document Regarding the Decision of PBC’s Specializing in the 

Central Bank’s Duty, which officially positioned PBC as the Central Bank of China’s 
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financial system. The businesses with commercial and industrial sectors were 

transferred to the Industrial and Commercial Bank of China that was established in 

January 1, 1984. The main duty for PBC then focused on the making of macro-financial 

policies, management of nationwide loan issuances, and the stabilization of currency. 

The monitoring and supervisory duties on all financial institutions, including the Big 

Four banks even though they were directly under the State Council organizationally, 

remained in the hands of PBC (Wu 2008b:75). Provisional Regulations of the People's 

Republic of China on the Control of Banks confirmed PBC as the central bank, which 

was responsible for the approval, revoke, merging, leading, management, and 

coordination of specialized banks and other financial institutions.  

 

Although the financial system moved toward specialization, it was still inefficient 

due to the lack of competition confronted by the Big Four banks. To strengthen the 

competitiveness and efficiency, new commercial banks and credit cooperatives were 

established in urban and rural areas starting in 1983; eight joint-stock banks were 

approved entry by the State Council from 1987 to 1993 (Wang, Ying and Jiang 2008:44). 

Although the banking system had become more diverse, the funding sources were 

mainly controlled by the Big Four, which followed strictly the central government’s 

planned policy-based lending. The policy purposes came prior to projects’ profitability 

and borrowers’ credit history. A large portion of those loans were later proved to be 

non-performing (Li 2008:131-33, Wang, Liu and Ou 2009). 

 

During the period, banks’ amount of loans were controlled by the credit plan, 

which was coordinated among PBC, the State Council, and the State Planning 

Commission. They first came up with a target according to political elites’ economic 

plan, then PBC provided the general plan to its provincial branches, which later reported 
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back to their plans back to PBC that finalized the overall credit plan. The plan set up a 

credit ceiling for each specialized banks and their local branches. At that time, how 

much loans or investments should a bank issue are regulated by the credit plan; PBC 

also controlled the required reserve ratio for specialized banks (Ma 1996:147). If we 

judge a bank’s financial stability by looking at its ratio of loan to deposits, PBC’s policy 

of credit plan and required reserve determined its financial situation.  

 

Although a strict ratio was set and require banks to follow, evidences show that 

over-lending situation was severe due to institutional loophole that allowed local banks 

to access funds from other sources. For example, Shih (2008) found that to achieve 

planned economic goal, officials and cadres of local governments, which were under 

pressures of the planned economic growth from the center and institutional incentives 

(Oi 1999), could approach PBC for a loan. Banks also engaged in severe competition 

for more deposits, which inevitably lowered the quality of loans. As table 6.6 showed, 

actual volume exceeded the planned target, which peaked in the middle of 1980s. When 

the economy was considered overheating in the late 1980s, financial retrenchment 

policies were initiated. The then governor of PBC Chen Muhua (陳慕華) showed her 

determination by saying in late 1987 that PBS had to start controlling the scale of loans 

and monetary supply (Zhao 1987). But local governments had come up with many way 

to surpass the retrenchment, such as manipulation of funds or using creative accounting 

methods (Oi 1999:178-90). Confronting pressures from the governments, some banks 

classified their NPLs by identifying whether those loans were caused by banks’ own 

management problems or by governmental intervention (Zhao 2008:157). As a 

consequence, even though the government had expressed the determination to clear the 

problems of overheating and surging bad debts (1992:20-22), the effects were limited. 

The NPLs were estimated at 20%-25% in early 1990s. 



‧
國

立
政 治

大

學
‧

N
a

t io
na l  Chengch i  U

niv

ers
i t

y

156 

 

Table 6.6  Credit supply (RMB100 million), CAR, and NPLs 

Year Planned Target (a) Actual Volume (b) (b)/(a) CAR NPLs (%)

1983 345  378 1.10 - -

1984 423  988 2.34 - -

1985 715  1,486 2.08 - -

1986 950  1,685 1.77 - -

1987 1,225  1,442 1.18 - -

1988 - 1,518 - - -

1989 - 1,851 - 7.0 -

1990 1,700  2,757 1.62 6.2 18.0

1991 2,100  2,878 1.37 5.7 20.0

1992 2,800  3,864 1.38 4.9 21.0

Source: Credit data was retrieved and re-calculated based on Ma (1996:148); CAR data was estimated 

by Wang (2003); NPL was estimated using data provided by Wang, Liu and Ou (2009) 

 

In China’s context, the time Basel 1 was introduced was when the country sought 

to use economic retrenchment to put down surging demand that the society could not 

provide. During the PBC’s annual conference that hosted all local branches, heads of 

local banks were instructed to control the amount of total loans. Every banks must 

strictly follow planned scale of loan directed by the state and no bank shall disobey 

unless receiving approval. The Premier of State Council Li Peng (李鵬) further stated 

that bank should use its financial instruments to realize macroeconomic regulation and 

control (1993:12-16). In addition, the government had recognized the surging NPL 

problems as the result of SOEs’ low competitiveness, poor managements and, 

inefficient productions. The government was busy dealing with domestic financial 

problems and had no focus on the Basel Accord. Using People’s Daily archive,10 from 

1988 to 1992, there was not reports or comments regarding China and Basel I in those 

five years. From 1993 to 1997, another five-year timeframe, there were 10 reports and 

comments regarding the benefits for China to implement Basel Accord. 

                                                 
10 The archive can be accessed at http://www.oriprobe.com/peoplesdaily_tc.html. 
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Although China started to build relationship with BIS in 1985, it did not get 

involved in the initiation of Basel 1 and merely participated the part of empirical 

investigation of its own case (He 2008:95). According to the Almanac of China's 

Finance and Banking, 1986-1989, China mainly acted as a non-member participant to 

activities held by BIS and established connections with BIS and other countries’ central 

banks from 1985 to 1988. BIS, on the other hand, provided information for China to 

keep up with global financial affairs. After the release of Basel 1, China responded by 

stating that “(Recognizing) Japanese banks, under enormous pressures, had sold old 

loans and cut new loans in order to raise capital to risk-weighted assets…China should 

further implement “reform and opening” (gaige kaifang) policy…China should study 

and initiate corresponding strategy and actions” (1989:359-63). There were no 

indication of promise of compliance right after Basel 1’s release.  

 

In PBC’s report about its participation in the annual meeting of BIS in 1991, there 

was no mention of anything about Basel 1 (1992:165-66). Until the end of 1992, the 

deadline for G10 countries’ enforcement of Basel 1, China hadn’t legalized or 

institutionalized the core of Basel standard, 8% ratio of capital to risk-weighted assets, 

in domestic financial system. At the meantime, U.S. Federal Reserve had announced 

the enactment of Foreign Bank Supervision Enhancement Act of 1991 (Misback 1993). 

Since China had not yet suffered strong pressures from the U.S. like Japan (Kapstein 

1989:337-44), not yet a member in the BCBS of BIS, and not yet strongly relied on 

international markets as starting in the second half of 1990s, Beijing at that time was 

capable of insulating itself from international pressures. 

 

  Although China did not swiftly implement Basel 1, it had recognized the 
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importance of dealing with bad loans for a stabilized financial system. From October 

1988 to January 1989, PBC, under direction from the State Council, carried out a large 

scale national examination of banks’ credits (全國信貸現金大檢查) to investigate the 

current situation of credit plan and cleaning up financial mess. Around 100 thousand 

manpower were involved in the investigation. The result showed that bad loans were 

rampant. From the project own estimation, which was far lower than research later, bad 

debts amounted to RMB93.9 billion, which accounted for 8.9% of all loans in 1988. 

Those problematic loans were made due to personal relationship (guanxi), 

administrative order, lending heavily but repaying lightly, and the ignorance of 

managements (1989:203-05). In order to clear the financial mess, the government 

showed strong determination on enforcing more restrictive loan conditions, such as the 

prohibition of loans to 10 types of projects. In addition to more restriction, Beijing also 

started encourage banks’ to self-control their loan decision based on effective risk 

management and the elevation of funds’ utilities (1989:181-84). The governor of PBC 

Li Guixian (李貴鮮) pointed out that “banks should seriously evaluate the issuing of 

loans, or no one would be responsible for those non-collectible … banks should be 

accountable for economic responsibility and cannot act as a cashier but to improve loans’ 

profitability” (1989:24-25). Furthermore, Beijing established local loan monitoring 

system to strengthen bank supervisions. According to State Council’s direction, banks’ 

financial information should be published by monthly to improve the transparency, 

which is beneficial to banks’ performance (1989:199-201). 

 

From 1988 to 1992, China confronted its financial mess by cleaning up bad debts, 

setting up more conditions for loans, especially for local financial and non-bank 

institutions, improving banks managing skills on potential loans, reforming accounting 

and settlement institution, putting more responsibility of bank supervision on PBC, and 
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also exploring the possibility of asset and liability management, which allows more 

autonomy and flexibility for banks to loan decisions according to its own financial 

situation (1992:35-41). The motivation to improve bank supervision related more to 

CCP’s intention to solve domestic financial troubles that impeded its plan of economic 

growth, rather than international pressures or the society. During this period, China’s 

bank regulations remain immature and its estimated capital adequacy ratio was around 

4.86 (table 6.6) in 1992, or even lower. It still had a long way to go for approaching the 

global standards.  

 

Bank Regulations, 1992-2004: Plastic Basel 1? 

 

Although Basel 1 had not been implemented in China by the end of 1992 to meet 

G10 countries’ domestic enforcement, it started to construct several financial indicators 

more compatible to the idea of risk management behind Basel Accords. In 1993, 

commercial banks were required to implement asset-liability management although 

credit plan remained effective. For example, all banks had to meet the 75% of loan-to-

deposit ratio. However, the regulations became more diverse and flexible that adopted 

other criteria, such as capital adequacy ratio, liquid asset ratio, reserve payment ratio, 

individual loan ratio, cash issuance rate, and non-performing loan ratio (Shih 2008:35-

36). In December 25, 1993, the State Council announced an important document 

Regarding the Decision on the Reform of Financial System, which restructuring China’s 

banking system. Three policy banks, China Development Bank, Export-Import Bank 

of China, and Agricultural Development Bank of China, were established to take over 

PBC’s and the Big Four’s former policy-related businesses. PBC thus was entitled for 

stabilizing financial system independent from policy-based missions. One of the 

intentions was to give PBC more independent authority to monitor and supervise the 
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whole banking industry. The Big Four banks were expected to develop themselves into 

a more efficient and autonomous commercial banks (Wu 2008b:278). In 1992, PBC 

established its first foreign representative office in London; in 1993, PBC expanded its 

scope to Japan and the U.S. by establishing representative offices in Tokyo and New 

York. International exchanges assisted China to elevate officials’ capability and skills 

regarding the practice of effective bank supervisions. PBC sent many of its staffs abroad 

for professional trainings (1994:132-33). As a consequence China’s bank regulatory 

regime started to accept more concepts popular in the advanced countries. That was a 

result of deepening international exchanges of ideas between PBC and other countries’ 

central banks.  

 

To further reform China’s financial system, PBC had drafted and the State Council 

had deliberated Law of the People’s Republic of China on the People’s Bank of China, 

Law of The People's Republic of China on Commercial Banks, Law of the People's 

Republic of China on Negotiable Instruments, and Insurance Law of the People's 

Republic of China in 1994. Among them, Law on PBC and commercial banks were 

passed respectively on March 18 and May 10 by the 8th National People's Congress. 

Responding to the press interview, Deputy Governor of the PBC Zhou Zhengqing (周

正 慶 ) mentioned that one of main purpose to institutionalize PBC’s financial 

supervision authority was to enhance its power on examining, approving, supervising, 

and administering banking institutions in accordance with regulations. The “three chaos 

(san luan)”, which were reckless accumulation of funds, reckless approval of licenses 

for new financial institutions, and reckless issuing of loans, were the main problems for 

PBC’s supervision (1996:21-22).  

 

To enhance risk management, the law on commercial banks promulgated in 1995 
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prescribed Basel 1’s 8% CAR. In article 39, it stated that “a commercial bank in its loan 

business shall abide by the regulations on the ratios of assets and liabilities listed below: 

(1) the capital adequacy rate shall not fall short of 8%.” In the same article, it also 

stipulated that the ratio of the outstanding balance of loans to that of deposits shall not 

exceed 75%; the ratio of the outstanding balance of liquid assets to that of liquid 

liabilities shall not fall short of 25%; the ratio of the outstanding balance of loans to one 

borrower to that of the capital of the bank shall not exceed 10%. In article 75, it 

proscribed that if these ratio were violated, the PBC is responsible to correct those 

problems. For institutions possessing illegal profits, PBC imposes a fine 1 to 3 times 

the amount of the profits; for those without illegal profits, the fine ranges from be range 

from RMB50,000 yuan to RMB300,000 yuan. Although the capital adequacy ratio was 

written into law, there was no legal documents with regard to the definition and 

calculation of CAR. In addition, the punishment was not strong enough to prevent 

financial wrongdoing. 

 

Table 6.7  Chinese banks’ CAR, NPLs, Trade/GDP, and OFDI/GDP, 1993-2004 

Year CAR NPL Trade/GDP (%) OFDI/GDP (%)

1993 4.0 23.0 28.9 2.1 

1994 4.4 27.0 39.6 2.7 

1995 3.8 31.0 37.3 2.3 

1996 3.9 34.0 36.5 2.2 

1997 3.7 37.0 37.7 2.3 

1998 7.0 32.0 35.5 2.4 

1999 6.9 30.0 37.4 2.4 

2000 5.5 29.2 44.5 2.3 

2001 - 25.4 43.3 2.6 

2002 - 21.4 47.6 2.6 

2003 -5.9 17.9 56.6 2.0 

2004 -4.7 13.2 65.1 2.3 

Source: IMF Global Financial Stability Report and Almanac of China's Finance and Banking. 
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Table 6.7 shows that Basel 1 standard did not lead to its desired result right after 

its institutionalization. China’s CAR remained very low and the NPL problem 

aggravated. In 1997 when Asian Financial Crisis broke out, CAR was estimated at only 

3.71% and NPL surged to 37.7%. At the meantime, PBC was restructured that 

transferred its monitoring duties on securities and insurance businesses to China 

Securities Regulatory Commission and China Insurance Regulatory Commission. 

However, the monitoring of banking businesses remained under the 1st and 2nd 

Department of Banking Supervision of PBC. Institutionally, China’s financial system 

had seen a major change since late 1990s. Although Asian Financial Crisis did not hit 

China hard, the crisis alerted the central government of the fragility of financial system. 

The former head of research department in ICBC Zhan, Xiang-yang (詹向陽) once 

wrote that even though China was not hit by the 1997 AFC, it did alarmed the power 

center of the possibility of upcoming NPL crises. The government thus started to 

seriously considered and implemented financial reforms (Zhan 2013). In March 1998, 

PBC printed Core Principles for Effective Banking Supervision and distributed to the 

whole financial system. It noted that all banks should study the documents for preparing 

comprehensive implementation of Basel’s core principles, as well as asking banks to 

elevate their capabilities to meet the standard. Interestingly, it also highlighted that 

China had participated in the initiation of the core principles to strengthen the 

legitimacy (Wu 2008b:443). 

 

Before the crisis broke out party center sought to use restrictive monetary policy 

to control the inflation problem, which inevitably restricted local governments’ 

autonomy and flexibility on loans and investment decisions. Although then Vice-

Premier Zhu Rongji (朱鎔基) preferred to centralized monetary and financial decision-
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making power, then President Jiang Zemin(江澤民) who was influenced by its factional 

comrades from the locale, did not give Zhu his full support. When the Asian Financial 

Crisis broke out, Jiang had to rely on Zhu’s political support to fend off other elites’ 

challenges to his power. Thus Zhu’s plan of financial centralization received supports 

from Jiang and was promoted to the Premier at the Fifteenth Party Congress (Shih 

2008:161-89). Asian Financial Crisis indirectly gave Premier Zhu Ronji enough 

momentum for tough reform of centralizing financial system.  

 

The Communist Party Central Financial Work Commission (CFWC) was 

established in May 1998. According to the official statement, the purpose of 

establishing CFWC was for vertically implementing CCP’s spirit. It was a detached 

agency (paichu jiguan) of CCP, whose duty was to lead, promise, administer, supervise, 

and coordinate. CFWC makes sure CCP’s roadmap and development goal are fully 

implemented in the national financial system. It had the authority to review leaders of 

GOBs and issued recommendations for appointing or firing person in charge in central 

and local financial institutions. Staffs in CFWC came from middle-to-high level cadres 

used to work in the party committee of financial institutions, which were familiar with 

CCP’s spirit and policy goals but knew little about financial activities. In fact CFWC 

was a shadow central bank that took CCP’s directions and enforced strict 

implementation into the whole financial system (Heilmann 2005:6-8). 

 

 However, CFWC had its own problem. Heilmann (2005) pointed out that it still 

cannot effectively control local financial activities since local party committee still 

possessed enormous power on appointment of positions in local financial branches. In 

addition, the party center was intertwined with the Big Four, which lobbied against 

supervision toward them. Apparently CFWC failed to serve as a supreme and 
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independent supervisory organ. Its temporary existence, nevertheless, was praised by 

Zhu Rongji for the fulfillment of CCP’s financial reform. Later China Banking 

Regulatory Commission was established in March 2003, which was expected to be an 

independent agency insulated from monetary goals and CCP’s party politics.  

 

 Although 8% CAR had been in law in 1995, the actual compliance was considered 

low. The banks’ low performance could not meet the Basel standards. Official, as a 

consequence, remained doubtful for observing further to new and updated Basel 

standards. The government’s indecisive attitude toward the implementation of Basel 

Accord thus resulted. While discussing the initiation of Basel 2, or the New Capital 

Accord, that was derived from the Core Principles for Effective Banking Supervision 

released in September 1997 and based on the 25 core principles, China had kept 

suspicious to the new principles. Before the legal changes enforced, Liu Mingkang (劉

明康), the first head of CBRC and was considered capable of pushing for financial 

system reform (Naughton 2003:5-8), wrote a letter to BCBS saying that  

 

We share the concern that Basel 2 may have an adverse impact on the capital 

flows to less developed economies and disadvantage banks in emerging 

markets, particularly for their operations overseas conducted by their local 

branches and subsidiaries, if not just by market pressure. Following extensive 

deliberation, we have concluded that we will remain on Basel 1, at least for 

a few more years after the G10 implementation date of 2006 (Liu 2003). 

 

Obviously China did not intend to comply in the beginning. Some share the fear like Li 

Ruogu (李若谷), the Chairman and President of the Export-Import Bank of China, that 

adopting Basel standards jeopardized banks’ ability to issue more credits to industries, 
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which was critical for fast-growing developing country like China (Li 2006:169).  

 

Nevertheless, the results of 2004 large scale legal reforms regarding financial 

supervision institution somehow made a certain level of compromise to the New Capital 

Accord. Interestingly, less than two months after sending the letter, Liu was reported to 

state that 

 

China had already begun implementing some Basel 2 recommendations … 

large banks should build a robust internal rating system benchmarked to 

Basel 2 and small banks should introduce, the best they can, elements of best 

practices for managing credit risk” (2003).  

 

Even though China was uncertain about the effect of New Capital Accord in the 

beginning, it chose to comply as much as they can. To remedy loopholes left behind by 

loose regulation in the 1990s, Beijing amended the Law of the People’s Republic of 

China on the People’s Bank of China and Law of The People's Republic of China on 

Commercial Banks, and the promulgation of Law of the People's Republic of China on 

Regulation of and Supervision over the Banking Industry and Regulation Governing 

Capital Adequacy of Commercial Banks in 2004. The amendment brought China’s 

banking system closer to the Basel standard. Institutionally the responsibility of bank 

supervisions had moved from PBC to CBRC; the definition and calculation of Basel 

1’s 8% CAR was officially specified; the improved 25 principles were partly introduced 

in the law on commercial banks (Wu 2008b:716). CBRC claimed that 50% of all 41 

articles of Law of the People's Republic of China on Regulation of and Supervision over 

the Banking Industry were corresponded to the core principles (China Banking 

Regulatory Commission 2006:52-53). 
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The changes can be attributed to three factors. First, international trade had gained 

its enormous weight to China’s economic development. Trade volume as the proportion 

of GDP surged from 37.3% in 1995 to 65.1% in 2004. The volume of OFDI stock 

increased two-fold during the same period. These developments led to surging demands 

for foreign branches of China’s banks by overseas businessmen. A researcher form 

BOA wrote that If Basel Accords were not complied, it would raise the difficulty of 

Chinese banks’ applications for foreign branches, especially in G10’s jurisdiction 

(Zhang 1995:22). In fact in the middle of 2000s, 18 out of 25 (72%) foreign jurisdictions 

hosting China’s foreign bank branches had requested Chinese banks to implement New 

Capital Accord (He 2008:145).  

 

Second, the impact came from China’s WTO membership obtained in 2001. Basel 

standards were embedded in several international administrative frameworks. WTO 

financial services agreement interacted tightly with Basel Accords. WTO members also 

use IMF’s or World Bank’s loan conditionality to force compliance with Basel Accords 

in developing countries (Barr and Miller 2006:41-45, Tan 2014, Zhao 2008:244-45). A 

former branch governor of BOCOM Tan Shuguang (譚曙光) commented that although 

bank regulations had been reformed in the mid- to late 1990s, they were still 

incompatible with WTO rules. As a consequence, another round of reforms gained its 

momentum starting in late 2003 (Tan 2014:67-70).  

 

Third, after entering WTO, China was required to open domestic financial market 

to foreign banks and observed the principle of national treatment. As a result, China’s 

banks would be under more severe competition. The director of the research department 

of ICBC wrote that after entering WTO the government had engaged in comprehensive 
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financial reform to improve banks’ performance. To strengthen ICBC’s competitiveness, 

the bank invited foreign banks, such as Goldman Sachs and American Express, to teach 

complex financial skills. ICBS’s level of performance was thus improved (Zhan 

2013:56-58).11 Such view was also expressed as early as in 1995 by the vice-governor 

of the PBC Chen Yuan (陳元) in his commented in People’s Daily (Chen 1995). 

Complying Basel standard not only substantially strengthens banks’ financial structure, 

but also receives higher credit rating from international rating agencies. The then 

Chairman of China Securities Regulatory Commission Zhou Xiaochuan (周小川), now 

the Governor of PBC, wrote that compliance with Basel Accords important by saying 

that CAR has major influence on a bank’s international activities and reputation which 

results from its international credit rating. In turn, it will affect the competitiveness of 

and public confidence toward commercial banks in China (Zhou 2000). In addition, 

should a bank adopt Basel 1n its foreign branches or subsidiaries while not comply at 

home, such discrepancy will generate enormous costs due to dual accounting and risk 

weighting systems (Ba 2006:226). Such concern was shared by the PBC, CCB, and 

China Everbright Bank (Chen 1995, Jiang 2004, Wang 2006). 

 

These factors corresponded to Liu Mingkang’s comments about the new Law of 

the People's Republic of China on Regulation of and Supervision over the Banking 

Industry. Recognizing the importance of global financial standards for elevating banks’ 

performance, global competitiveness, and innovation, Liu said that  

 

The law adheres to WTO’s rules and absorbs lots of advanced ideas and 

common practices, especially the contents of the core principles for effective 

                                                 
11 The factor of entering WTO was emphasized many times during an interview with a scholar who is 

in charge of drafting China’s bluebook for bank regulations, September 3, 2014. 
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banking supervision made by BCBS. The law notices and moves closer to the 

best practices of global bank regulations (Li 2004). 

 

One should note that further compliance did not automatically translate into actual 

results, which was considered low. For example, regarding prudential regulations, 

China complied vaguely with Basel standards and left out detailed information advised 

in the 25 principles. Besides, the laws’ reliability and independence remained doubtful 

(Brehm and Macht 2004). In the regulation governing CAR, it specified January 1 of 

2007 as the deadline for commercial banks to meet the standard. Expecting a lower 

number CAR after reforming the five-category loan classification and calculation 

methods, CBRC officials, in a press interview, demonstrated Beijing’s resolve for 

compliance to Basel Accords by saying that the State Council will finance BOC and 

CCB using US$45 billion of China foreign reserves to help them meet the standard 

(Nan 2004).  

 

 From 1993 to 2004, China had seen more ambitious transformation of its banking 

system legally, institutionally, and internationally. From the above analysis, CCP 

secured full control on the initiation of policies, albeit the implementation in the local 

governments was not as firm as expected. Influences outside the elites’ circle found no 

way into the party center. Financial policies were devised to strictly follow CCP’s 

economic plan for low inflation and fast economic growth. Beijing could not be easily 

influenced by lobbies coming from domestic sectors. China’s partial compliance with 

Basel Accords came more directly from its growing economic interdependence with 

the world, especially with the advanced economies. This explains why China moved 

farther until the middle of 2000s, almost 16 years after the release of Basel 1. 
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Banks Regulations, 2004 to the Present: Further Embracing Basel 

 

 Since 1999, China had started to clean up enormous NPLs by establishing four 

states-owned AMCs. They were China Great Wall AMC, China Orient AMC, China 

Huarong AMC, and China Cinda AMC, which took over NPLs from ABC, BOC, ICBC, 

and CCB respectively. Those AMCs were financed by PBC’s credits, as well as issuing 

AMC bonds that were purchased by the Big Four; the former accounted for 45% while 

the latter 55%. A total of RMB1.4 trillion NPLs, or 20% of total loans, were removed 

from the balance sheets. In 2003, an investment corporation Central Huijin Investment 

Corporation Limited (Huijin) was established, which received funding from PBC and 

then financed the Big Four in order to increase the amount of their capitals. From 2004 

to 2005, another RMB780 billions of NPLs were transferred from the Big Four to their 

designated AMCs. It is clear that Beijing used the public’s money to save the financial 

system. (Ma 2006:21-27).  

 

In addition, the Big Four banks had hired senior managers, who had experiences 

in managing the major international banks, to help improve banks’ performance and 

risk management.12 Their plan for saving and strengthening financial system had seen 

positive results. The NPL and CAR had improved from 37% and 3.7% in 1997 to 2.4% 

and 12.0% in 2008. The CBRC, which administered 85% of total national financial 

assets held by three policy banks, the Big Four, four AMCs, 11 national joint-stock 

banks, and other local financial institutions, was expected to independently supervise 

all banks in China in order to keep financial system in good shape. Its first chairman 

Liu Mingkang, who has educational and working experiences in London, is the key to 

                                                 
12 Author’s interview with an official from the Central Bank in Taiwan, August 22, 2014. 
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receive and implement international banking standard in China. A scholar commented 

that among all governmental agency, CBRC may be the most internationalized and 

professional one.13 As a consequence, standards specified in Basel Accords could be 

attained. As shown in table 6.8, in 2008 nearly all banks in China meet the Basel 1 

standard.  

 

Table 6.8  Number of banks with CAR exceeding 8% 

Year Number (%) CAR NPL LLCR ROE

2003 8 0.6 -5.9 17.9 19.7 3.0

2004 30 47.5 -4.7 13.2 14.2 8.1

2005 53 75.1 2.5 8.9 24.8 15.2

2006 100 77.4 4.9 7.5 34.3 15.1

2007 161 79.0 8.1 6.1 41.4 16.7

2008 204 99.9 12.0 2.4 116.6 17.1

2009 239 100.0 11.0 1.6 153.2 16.2

2010 281 100.0 12.2 1.1 217.7 17.5

2011 390 100.0 12.7 1.0 278.1 19.2

2012 509 100.0 13.3 1.0 295.5 19.0
Source: IMF Global Financial Stability Report and CBRC Annual Report 2006-2013. 

Note: LLCR and ROE stand for loan-loss coverage ratio and return on equity 

 

 Since 2004, only the Law of the People's Republic of China on Regulation of and 

Supervision over the Banking Industry was amended in 2006 to raise CBRC’s 

investigation power toward banks, albeit several administrative orders had been 

released to regulate in more details. Among them the Guiding Opinions concerning the 

Implementation of the New Capital Accord by China Banking Industry was issued by 

CBRC in 2007 that covered major contents in Basel 2. Although Beijing intended to 

move further, the adaptation of Basel 2 varied among banks, especially in the second 

                                                 
13 Author’s interview in Beijing with a researcher from the Institute of Finance and Banking of 

Chinese Academy of Social Science, September 3, 2014. 
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and the third pillars. Until 2010, China was still trying to catch up with the standards 

(Ba and Jin 2014:275-86). In sum, China had recognized the importance and relevance 

of Basel Accords and had assisted domestic banks for further compliance. Major 

international financial institutions also gave positive comments to China’s efforts. After 

investigating China’s financial sector in 2010, the Financial Sector Assessment 

Program (FSAP) led by the World Bank concluded that China had adhered a high 

degree to international bank supervisory standards (World Bank 2011:8). IMF’s 

financial system stability assessment, which was also conducted in 2010, gave China 

positive assessment regarding the compliance with Basel 1. Although it pointed out 

several deviation but considered it trivial since China had raised the minimum 

requirement (International Monetary Fund 2011:42). The report did not assess the 

compliance with Basel 2 since at that time, China had not legally put it in place 

(International Monetary Fund 2011:61).  

 

In January 2013, the State Council approved Capital Rules for Commercial Banks 

(Provisional) for complying with Basel 3, which further enhanced the Chinese banks’ 

risk management based on the three pillars of Basel 2. The original Regulation 

Governing Capital Adequacy of Commercial Banks issued in 2004 was abolished. In 

BCBS’s assessment report on China, the results showed that the new capital rules had 

successfully implemented Basel 2 and 3, and legally made them in force (Basel 

Committee on Banking Supervision 2013:37). In BCBS’s progress report published in 

April 2014, China had made the greatest progress on the compliance with Basel 2, Basel 

2.5, and Basel 3 among all 27 members in the BCBS. The report comments that China 

is “compliant” with 12 out of 14 components and “largely compliant” with the other 

two, which pertains to the standardized approach for credit risk and the third pillar 

(Basel Committee on Banking Supervision 2014:4-23). China had shown it strong 
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commitment to the Basel banking standards. 

 

 From the legal perspective, BCBS assessed that China’ financial system had made 

a huge stride. In reality, how independently and effectively can the legal framework 

work remains a question. CBRC may not be able to enforce the law independent from 

the State Council. FSAP’s report considered that China’s financial system is still 

dominated by five large commercial banks and twelve joint-stock commercial banks 

that most of them are state owned. Together they accounted for 83% of total bank assets 

by the end of 2010. In addition, CBRC, at least until 2010, did not have enough budgets 

and supervisory resources to independently act as proscribed in law (World Bank 

2011:8-10). IMF’s FSSA’s report made a more candid comment regarding the 

possibility that the State Council may override CBRC’s independent status. The 

concern is embodied in the article 14 of the Law of the People's Republic of China on 

Regulation of and Supervision over the Banking Industry that states “the auditing, 

supervisory and other departments under the State Council shall, in accordance with 

the provisions of relevant laws, oversee the activities of the bank regulatory authority 

under the State Council.” FSSA also commented that, by the end of 2011, identified 

gaps existed in the calculation of total risk exposed. For example, decisions of loan 

issuance in many banks were still based on NPL ratios, which fails to demonstrate the 

risks from all aspects. Furthermore, China’s accounting standards and information 

disclosure required further improvement to meet the Basel’s third pillar. Evidences 

showed that state banks’ compliance with International Financial Reporting Standards 

(IFRS) remains low (Baker, Biondi and Zhang 2010, Taplin, Zhao and Brown 2014). 

Responding to those comments, CBRC emphasized its independent status nominally 

and practically. Regarding the gaps of risk management, China considered the rather 

simplicity of its banking businesses, which consist mostly of traditional deposit-taking 
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and commercial and retail lending; therefore does not yet require to include 

sophisticated risk management (International Monetary Fund 2011:66-72). 

 

 China made a huge stride in 2013. In 2002, the department of banking 

administration of PBC complained the power politics performed by advanced countries 

in the initiation of Basel Accords and mentioned that as a developing country, 

adaptation would be problematic for China (Department of Banking Administration of 

PBC 2002). In 2012, forty days before the release of Basel 3, Vice Chairman of CBRC, 

Wang Zhaoxing (王兆星), expressed China’s staunch intention to implement Basel 3 

even though the implementation in the U.S. and European countries was limited (Dong 

2012). Such tremendous change can be explained by three factors. First, China’s 

compliance level of Basel 2 is judged by the contents in the Capital Rules for 

Commercial Banks (Provisional) in 2013. It was an administrative fiat that required 

only the approval from the CBRC and simplified the usually prolonged legislative 

process. Furthermore the centralized autocratic political system shields China from 

banking lobbies more effectively than western democracies. 

 

Second, China seeks to realize the great rejuvenation of the Chinese nation, which 

was clearly stated by current CCP top leader Xi Jinping (習近平). Enhancing national 

capability is one of the core dimensions, which required continuous economic growth. 

China’s financial system undoubtedly will play a big role in sustaining the economy. 

China’s major banks have to be globally competitive to outstand other global banks 

(Luo 2010). Renminbi internationalization also require further connection between 

China’s banking system and global financial markets. It is impossible to be insulated 

from internationally agreed bank regulatory standards Chinese banks or MNCs are 

looking for global expansion of businesses or seeking initial public offerings in 
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overseas markets (Li 2010). Such pressures for seeking international power and 

reputation make China sensitive to global standards, which allow its banks to become 

financially stronger to compete globally, as well as more easily to seek opportunities in 

the global financial markets. 

 

Third, which is related to the second point, China joined BCBS in 2009 and 

actively participated in the initiation of Basel 3. A foreign diplomat in charge with 

bilateral financial cooperation observed that as long as China is in charge, the contents 

of regulations do not matter. He further commented that if one look at the structure and 

contents of proposed new international financial institutions espoused by China, such 

as the BRICS development bank, there is not much difference from the World Bank. 

The only difference is that China took the lead this time.14 Discussing China’s entry in 

BCBS, an official from CBRC said that the entry means that Beijing will 

comprehensively participated the ignition of global standards and fight for the interests 

of Chinese banks (Jiang 2014). China concerns that the Basel 3 standard is too high for 

Chinese banks which asset structures are much safer than western banks; therefore, 

China does not need the Basel Accord that was used to deal with western risks.15 In 

addition, joining BCBS will contribute the stabilization of global financial system (Niu 

2009). During a PBC’s workshop on financial stability, Deputy Governor of PBC Liu 

Shiyu (劉士餘) mentioned that one of the eight dimensions for fulfilling the goal of 

financial stability was to actively engage in FSAP, FSB, and BCBS, in order to elevate 

China’s say in the initiation of international financial rules (Wang and Yao 2010). Since 

                                                 
14 Author’s interview with a foreign diplomat who is responsible for financial negotiation with China 

in Beijing 2014/9/4. 
15 Author’s interview with a Chinese scholar from the Institute of Finance and Banking of Chinese 

Academy of Social Science in Beijing, 2014/9/3. 
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China had become a member of BCBS that heavily involved in the Basel 3 and 

demonstrated its surging international status, it is in a weak position to reject regulations 

with its trace. Such international pressures for further cooperation can result from 

China’s self-reputation. 

 

To sum up, after 2004 when China got a greater control of its once serious NPL 

problem and establish CBRC as an independent bank supervisory agency, it become 

more institutionally and practically capable of observing the core principles in the Basel 

Accords.16 Since domestic lobbies seems to be very weak in China, at least compared 

with democratic counterparts in the BCBS, it suffered from higher international 

pressures mentioned above. Such pressure does not come from being weak. Instead it 

comes from the seeking to be strong. Observance of Basel standards provide a stronger 

financial basis for Chinese banks to compete globally, which is beneficial to CCP’s 

current development plan of encouraging China’s MNCs to “go out” (zouchuqu), which 

can be successful only when international supports from a sound and globally-oriented 

financial system are possible, said by Tian Guoli (田國立), the Chairman of the Bank 

of China (Tian 2014). Such pursuit is evident when ICBC has become the top one bank, 

in terms of total assets, in 2013 (Tor and Sarfraz 2013). 

 

6.5  Discussion and Conclusion 

 

China’s changes of bank regulatory system in the post-1978 reform era can be partly 

explained by the political economic model proposed in this dissertation. Immediately 

after 1978, China’s economy had not closely connected to the global market, the 

                                                 
16 Ibid. 
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average trade to GDP ratio and OFDI to GDP ratio were 22.1% and 0.7%. China’s 

outstanding credit owed to IMF was minor and was fully repaid in late 1991. When 

Basel 1 was introduced in 1988, China, as a developing country, was not capable of 

enforcing more sophisticated risk management technique. The public sector 

performance was low, which cannot effectively monitor the banking sector. Its banking 

businesses were still simple that most of them involve in deposit-taking and loan 

issuance that was controlled in line with CCP’s development plan. Credit plans were 

discussed and enforced regularly. The banking system was dominated by the state-

owned Big Four, which, in theory, followed strictly the central government’s credit plan, 

albeit institutional loopholes allowed deviation from the plan. 

 

Table 6.9  China’s average trade/GDP and OFDI/GDP by periods 

Period 1982-1992 1992-2004 2004-2012

Trade/GDP (avg.) 22.1% 41.6% 59.9%

OFDI/GDP (avg.) 0.7% 2.3% 4.1%

Source: Total trade, OFDI and GDP data from United Nations Conference on Trade and Development, 

<http://unctadstat.unctad.org/wds/ReportFolders/reportFolders.aspx?sCS_ChosenLang=en>. 

 

 As a consequence, China did not suffer significant international pressures until 

early 1990s for implementing Basel 1’s 8% CAR. In addition, the CCP’s centralized 

political system, GOB-dominated banking system, and CCP’s tight control of senior 

position in GOBs can better shield Beijing from domestic pressures. Legally speaking, 

China had continuously designed strict credit plans that were too restrictive to the 

domestic society that required much more credits to fulfill CCP’s economic plan. In 

other word, unlike other cases, the direction of pressures came from the central and 

local governments to banks, rather than the other way around. Banks were merely a 

subsidiary agencies that exist to service CCP’s monetary policy and loan requirement 

for its economic plan (Zhao 2008:156-57). 
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In figure 6.5, international pressure curve was very flat in 1978 when no obvious 

external pressures that incurred much political costs at any given level of bank 

regulations. Nevertheless, the international pressures started to gain its momentum as 

China traded more with and invested more in other countries; plus Basel 1 was 

introduced in 1988. But China remained insulated from such pressure as discussed 

above. Therefore the preference of international pressures only slightly shift upward. 

Domestically, CCP was insensitive to domestic pressure with its autocratic rule with 

GOB-dominated banking system. As a consequence, the overall political costs at any 

given level of bank regulations do not vary much; therefore allowed Beijing more 

leeway to decide its own level of regulation that supported its planned economy.  

 

Figure 6.5  Bank regulation in China’s credit plan era 

 

 

 After 1992, China’s economic growth was sustained by surging international 
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trades with the world. The average of trade to GDP ratio was 41.6% from 1992 to 2004, 

almost twice as much as the previous period. The importance of OFDI rose three-fold 

than before. China’s banks needed more prudential risk management to solve its surging 

NPL due to loose regulations in order to pass host countries’ regulations on admitting 

the establishment of foreign branches. Beijing’s preference of international pressures 

thus shift upward during the period, as shown in figure 6.6 Now Beijing and its GOBs 

would suffer greater expected political and economic costs at any given pervious level 

of regulations. This is why Basel 1’s 8% CAR standard was written into law in 1995. 

But, according to a CBRC official, the Big Four’s capital requirement back then were 

too low to comply with the standard; therefore the government did not treat article 39 

seriously, not until 2004 when banks were more capable to meet the standard, as well 

as the competent CBRC was established (Wang 2011a:124).  

 

Although China did not directly suffer from Asian Financial Crisis in 1997, elites 

of CCP posed great challenges to Jiang Zemin (江澤民) administration should China’s 

banking system remained fragile. As a consequence, the expected political cost, which 

is substantiated from other CCP elites’ challenge of ruling power, gained a certain level 

of momentum after 1997. As a consequence, preference of domestic pressure remained 

pretty flat, or even became flatter, which means that elites’ personal political survival 

far exceeded any other political pressures from industry or the society. A more clear 

equilibrium of bank regulation appeared at X1, which is close to the Basel 1 standard 

but with some gaps. Such equilibrium honestly reflected the amendment of law on 

commercial banks in 2004, which wrote in the requirement of 8% CAR. However, the 

regulation remains loose and problematic in terms of the definition and calculation of 

risk-weighted assets.  
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Figure 6.6  China’s 8% CAR into law in 2004 

 

 

After 2004 China continued its fast-growing international trade and outward FDI. 

The average trade to GDP ratio attained almost 60%, and the importance of OFDI 

almost doubled compared with the period of 1992-2004. The absolute amount of OFDI 

reached US$512.6 billion, which is 55 times of the amount in 1992. China also became 

a member of BCBS while actively helping the Big Five become international major 

banks. Such ultimately high economic interdependence had forced China to further 

coordinate itself with global economic and financial system since Beijing can no longer 

insulated itself from global economic and financial crises. CCP elites knew that, in 

order to pursue their China Dream, a “go out” strategy is needed, which required a 

sound and globally competitive financial system. Observing Basel Accords is a major 

step for more effectively regulating and incentivizing Chinese banks in confronting a 

complicated, sophisticated, and intertwined global financial system. Falling short of 

that goal would impede China Dream and generates higher expected political costs. As 
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a consequence, the international pressure curve moved upward, which means that 

Beijing becomes more sensitive to international pressures at any given level of 

regulations. Regarding domestic factors, CCP’s political system has changed little. 

Global financial crises starting from mid 2000s has not harmed China and caused elites’ 

challenges of political power like 1997 AFC, but only demonstrated the strength of 

China’s financial system. Therefore, domestic pressure curve remains unchanged. As 

shown in figure 6.7, interaction of changes of both factors results in a high level of bank 

regulations, which is embodied as China issued Basel 3 compliant Capital Rules for 

Commercial Banks (Provisional) in 2013. 

 

Figure 6.7  China’s further compliance with Basel 2 & 3 

 

 

 From the above analysis, China’s past compliance with Basel Accords related 

more with international pressures resulting from the level of its global interdependence. 

Domestic and societal pressures constituted only a minor factor. Before 1990s, no 
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significant international pressures exist to generate demand for implementing Basel 

Accord and most China’s banks remained financially weak to meet the standard. Banks 

were almost controlled by the government. Therefore, Beijing possessed greater 

discretion on deciding its preferred level of regulation. Such situation was evident in 

the enforcement of the credit plan, which was used to fulfill CCP’s economic plan, and 

put less emphasis on risk management. Since early 1990s, China has traded more with 

other countries, invested more overseas, entered WTO and confronted serious NPL 

problems. Domestically AFC alarmed the authority that started to consider risk 

management critical for a country’s financial system. All these factors elevated the 

international pressures while further lowering the already low domestic pressures. 

That’s the time when China started to pursue prudential regulations. When Beijing 

became even more interconnected with global economy and stronger global financial 

market that earned it a seat in BCBS, international pressures further increase for China’s 

bank to get deeper involvement in global financial markets. As a consequence, China 

became one the most compliant country in the world with Basel Accord, which included 

its own participation in setting standards. 
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Chapter 7 

 

Conclusion 

 

This chapter concludes by presenting major findings, identifying limitations of the 

study, and discussing academic contribution and policy implications regarding the 

global harmonization of the Basel Accord. The theoretical framework is supported by 

the combination of quantitative and qualitative evidences. But the research findings are 

nevertheless subject to three limitations. This research also contributes to academia by 

discussing important issues and presenting new evidences to the field of International 

Political Economy. In addition, policy makers can benefit from this research by 

understanding the incentive mechanism behind the political economy of national bank 

regulations. 

 

7.1  Main Findings 

 

Both quantitative and qualitative findings in chapter 4 to 6 fit the propositions pretty 

well. First, the hypotheses 1 and 2 specify that if a country is more (less) powerful, or 

less (more) interdependent with the world, and its executive body can (cannot) be easily 

checked by domestic political institution, its level of bank regulation will be low (high). 
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These two complementary hypotheses are supported by the panel analysis, albeit power 

matters more in terms of interdependence rather than material power. A country share 

higher global interdependent relationship, regarding trades and use of IMF credits, as 

well as forming a more unified government, the level of implementing global bank 

regulations is higher, vice versa. Such result appears similarly in the cross-national 

regression analyses. But the domestic political factors are less obviously and coherent.  

 

If we look at two case studies of China and Taiwan, one can find that both 

international and domestic pressures indeed play important roles in domestic 

implementation of the Basel Accord. In Taiwan’s case, international pressure was very 

high and rose along the way of Taiwan outward-oriented economic development. As 

KMT’s Leninist party controlled both the party members and administrative system, it 

became very easily for Taiwan to implement Basel 1 right after its introduction. As that 

time, Taiwan’s economy was highly linked with global markets and cannot afford to 

keep international standards away from its jurisdiction. In China’s case, international 

pressure also comes from its ever-increasing global interdependency although it came 

later than Taiwan. China started to speed up in tapping into global market in1990s. That 

was the time when the government began serious banking reforms. Entering WTO put 

further competition pressures for Chinese banks. This constituted a strong momentum 

that push China further into no only accepting the Basel Accord but also increasing the 

actual level of banks’ observance. In sum, both international and domestic pressures 

hypotheses are supported by empirical evidences. 

 

The hypothesis 4 specifies that if a country is weak, or more interdependent with 

the world, and its executive body can be easily checked by domestic political institution, 

the equilibrium level of bank regulation is likely to create equal international and 
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domestic political pressures that minimize the aggregate pressures. It is similar to the 

previous two hypotheses and was supported by quantitative analyses. When a 

government confronts both pressures, the implementation of global bank regulation will 

be discounted. Such phenomenon is especially common in democratic countries where 

regulatory capture happened when legislative body speaks for bankers in exchange for 

campaign supports. In effect, no country in the world implements 100% of Basel 

Accord when it became more complex. In addition, each country’s financial structure 

is different and can only possibly and reasonably comply with parts of it. Since Basel 

Accord is not mandatory, each government has more flexibility for devising its own 

ideal point. In Taiwan’s case, the bank regulation reform suffers from great obstacle 

during the first Chen Shui-bian administration when the government was extremely 

divided while the POBs gained more momentum. Interviews with former officials 

verified the views that if there was no local financial crisis that changes the preference 

of domestic parties, it was extremely impossible to realize banking reforms. Although 

the administration sensed the needs to comply with international banking standards, an 

ambitious reform was not possible. The plan inevitably required some sacrifices in 

exchange for the opposing party’s concession.  

 

The hypothesis 3 specifies that if a country is economically strong, or isolated, and 

its executive body cannot be easily checked by domestic political institution, it is likely 

to have more leeway to decide its own level of bank regulation. This hypothesis cannot 

be verified clearly in the quantitative analysis. It can be observed in clearer way in 

China’s case study. Since Chinese government is actually controlled by CPP’s power 

elites, the executive would not confront obstructions from the legislative body. The 

National People’s Congress, which is China’s highest legislative body, is merely a 

rubber stamp for elites’ decision. The central government can be better immune from 
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domestic lobbies; therefore regulatory capture is less likely. Before China joined WTO, 

its global interdependence was just started to rise but the scope cannot be comparable 

with what we’ve seen in the 2000s. Relatively speaking, in 1990s, China should have 

more leeway to decide whether to implement the Basel Accord or not. Such observation 

is reflected in China’s only include Basel 1’s 8% CAR into law as late as 1995 but, in 

effect, the authority did not clearly specify the definition and formula for risk-weighted 

assets. The Big Four actually performed poorly in meeting the standard. Even as late as 

in 2004, when the tentative Basel 2 was released, the Chairman Liu Mingkang first 

officially rejected the Basel 2 but expressed the willingness to accept it right after direct 

rejection. Compared with Taiwan, it is clear that China is more capable of deciding its 

own bank regulations according to its policy needs. Oftentimes, they appear to 

accommodate the planned economic development strategy approved by political elites. 

Until the middle 2000s when China became highly dependent on global markets did 

the international pressures play a bigger role. 

 

 The hypothesis 5 specifies that ceteris paribus, financial crisis will force a 

government to raise its original level of national bank regulation. Panel analysis gives 

strong support for the financial crisis hypothesis but cross-national analysis offers less 

supports. In terms of qualitative evidences, in fact, each Basel 1, 2, and 3 were products 

responding to financial crises in different periods. In Taiwan’s case study, although 

Taiwan did not severe hit by systemic regional or global financial crises, domestic 

society has been haunted by occasional local bank runs. Each time, it changed how the 

government thought about bank regulations. It made bankers more illegitimate asking 

for less regulation. The society became more aware of the importance of banks’ 

prudential behaviors. Combining these factors, the exogenous shock changed the 

preferences of both international and domestic pressures, which successfully lead to 
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greater compliance with global bank regulations. The situation is similar in China. 

Although on financial crisis had occurred since 1978, banks’ enormous NPL problem 

was always alarming. When the problem peaked in late 1990s while the 1997 AFC 

broke out, it gave the government more reasons to ambitiously reform the banking 

sectors. The birth of CFWC can be attributed to the crisis hypothesis. Therefore 

ironically, financial crisis probably was the most important incentives for prudential 

regulations. Human society has to suffer before it learns its lesson. 

 

Due to the data availability issue, hypothesis 6, which specifies that during the 

election year, the bank regulation will be lower, or at least the upcoming election will 

make the improvement of prudential bank regulation very hard to realize, was not tested 

in quantitative analyses. However, in Taiwan’s case studies, many secondary 

information and scholarly research showed that Taiwan’s pubic polies are very sensitive 

to the cycle of national elections. Public policies are harder to promote and implement 

before the elections because it would be unwise to neglect bank lobbies at the time 

when their financial resources are valuable for both the incumbent and the competitors. 

The government can be freed from such concerns after the election and becomes more 

ambitious and effective in pursuing necessary public policies. 

 

7.2  Limitations of the Study 

 

Although the proposed theoretical framework is generally supported by the empirical 

evidences, it is nevertheless subject to three limitations that should be identified. First, 

the rational theory here may be too simplistic and invalid to account for complex 

thinking behind each country’s implementation of global bank regulations. Such views 

are held by case study scholars who consider the details and contexts inside too 
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important to neglect (Walt 1999). There can be unlimited mechanisms happening 

between two phenomena. As a consequence, only complex and in-depth study of a few 

cases can be valid. I admit that rational theory has its limitation in explaining every 

little details existing between the cause and result. But in terms of explaining a causal 

relationship, the parsimonious rational setting is more capable of generating “linked, 

coherent sets of propositions and insights”, said by Martin (1999). In-depth complex 

explanations oftentimes blur a study’s main proposition; therefore leaving the 

falsification hard to achieve. Recognizing this research as a contribution to social 

science, I emphasize its scientific nature. Thus clearly specifying consistent and 

coherent propositions for falsification and testing is inevitable. Sometimes, the 

inductive contents derailed from the attempt to provide explanations and out of focus. 

Therefore I rely on the rather parsimonious rational approach in constructing the 

theoretical framework. I remedy the possible limitation by including two in-depth case 

studies that investigates the situations inside each causal relationship specified by six 

hypotheses. I hope the multi-method approach in in this study can strike a greater 

balance that eases the methodological disagreements between different approaches. 

 

 Second, the quality of quantitative data may not be able to capture the real situation 

of bank regulations in each country. This problem is especially salient for the panel data 

adopted in this research. Indeed, data collectors themselves honestly reported the way 

to gather data. The data is not operationalized annually by detailed and consistent 

investigations of each dimension of bank regulations; rather authors relied on secondary 

and fragmented materials. Even though the data is not perfect, it had been widely used 

in many prominent studies. In other word, the data had gained its reputation by top 

researcher and its validity and reliability should be recognized. Needless to say, this 

panel data is by far the best time-series cross-sectional data available. Panel data’s flaw 
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is eased by including in-depth cross-national surveys for robustness. The main factors 

of interest are further sustained in the OLS analysis for cross-national data. Quantitative 

data will never be perfect, especially in the field of political economy when dealing 

with concept like power, regime, or performance is inevitable. But such analysis allows 

an opportunity for understanding social phenomenon with a global scope. It also 

provides a clue for the possibility of stretching the theory out further to other places. 

Instead of seeing the limitation of data operationalization as a major problem, one can 

perceive it as an initial attempt for studying complex problems. And those problems 

identified will be further dealt with as the political methodology evolves, or by in-depth 

case studies, which is exactly the goal of this study. 

 

 Third, first-hand information for Taiwan’s case before 1990s and China’s case is 

hard to have access, especially the interviews with Chinese officials in charge of 

financial policies and GOB manager. As a consequence, the case study falls short of 

official’s verification of the main arguments. To remedy this drawback, I rely on many 

quotes from press interviews in the leading Taiwanese and Chinese media, as well as 

governmental reports, to locate qualitative evidences. Most of these quotes include 

senior to top managers from the Ministry of Finance, the Central Bank, banking 

regulatory and supervisory agencies (FSC and CBRC), Taiwanese legislators, GOBs, 

and POBs. From the author’s past interview experiences, doing interviews in China, 

especially for public officials, is subject to approval from the superiors. Their criteria 

for approval includes whether the interviewee can correctly deliver official standpoint 

to the interviewer. As a consequence, the messages are tightly controlled by the 

government. Even if an interviews is approved, one cannot not expect information 

beyond official statements found in the public sources. Only when personal connections 

can be built through numerous interviews can one finally receive honest and fair 
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assessments from the official interviewees. This process can be very long.1 Therefore, 

information received from official interviews are no different from what is available in 

the media. Sometimes, interviews with scholars or people in private sectors yielded 

better information. This research project is a long-term one that seeks to include more 

case studies of bank regulations in Asia-Pacific countries. What are reported in this 

dissertation can serve as a good starting point for further improvement. I believe this 

problem can be remedied in the future as this project goes deeper and wider. 

 

7.3  Contribution and Implications 

 

This research make contribution to the academia at least in three aspects. First, although 

the liberal theory has been applied in lots of international political economy research, 

most of them used it to identify the effect of domestic politics. Few focus on the aspect 

of policy interdependence among countries, which is the main focus of the liberal 

theory (Moravcsik 1997). In this research, I identify and discuss the roles of various 

domestic players in financial regulations, as well as factoring in the cost suffered from 

policy interdependence. This is the core that links domestic political factors to 

international relations. The purpose of studying the interaction of domestic and 

international pressure can more pertinently and sufficiently to address past deficient 

application of liberal theory. By combining international and domestic pressures, this 

study also answers to the recent call for a more integrative approach to study the 

international harmonization of financial regulations (Helleiner, Pagliari and 

Zimmermann 2010). 

 

                                                 
1 Author’s own experiences and interviews with several scholars in China studies. 
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 Second, aside from theoretical contribution, this dissertation makes empirical 

contribution. Most academic literature in this field either focuses on the role of 

economic powers or western countries’ responses to financial regulations. Except from 

a few (Walter 2008, Walter 2010), there are not many studies related to Asian 

experiences. Such shortcoming is even more critical when the Eastern part of the world 

has started to gain a heavy weight in the global financial markets. China is the key 

player that was discussed less in the previous international political economy literature. 

A paragraph for quantitative analysis of the Asia-Pacific in chapter 4 seeks to fill the 

gap. As is shown, Asia-Pacific countries are not so different from other places in the 

world. Besides, two in-depth case studies of Taiwan and China remedy such 

shortcoming by detailed assessment using local information, which includes local 

media and interviews. It helps in stretching the theories farther into Asia, as well as 

falsifying existing theories using local knowledge and information. 

 

Third, this research produces a large N quantitative analysis for the International 

Political Economy field of bank regulation. Previous quantitative studies about the 

Basel Accords appeared in the fields of economics or finance. They put emphasis on 

studying the correlations between the level of financial regulations and the performance 

of financial sectors. They do not consider, or at least control for, political factors. That 

leaves most studies in International Political Economy are qualitative case studies. This 

project is the first few attempts to use quantitative approach for analyzing this topic. 

Based on the quantitative results, I see to conduct more case studies of the changes of 

bank regulations in Asian countries. It will enrich the understanding of global bank 

regulations in the field of Asia-Pacific International Political Economy. 

 

The research also yields policy implications to the government and international 
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standard setters. For the former, assuming the Basel Accords will result in a more stable 

financial system, when the political factors behind the harmonization of Basel Accords 

become clearer, it allows politicians to know better how to deal with political pressures 

in the public policy process. For example, it is ironically to find out that the occurrence 

of financial crisis can be a good timing for serious regulators to push for more prudential 

regulations. In addition, the timing for initiating stricter bank regulation should bypass 

the national election year, which cost politician much campaign contribution. Both 

timings can shift the preferences of domestic pressures in favor of the reformers. Also 

if government tries to promote standards of Basel Accords, public education regarding 

financial knowledge is critical for uniting general public’s interests (Admati and 

Hellwig 2013). So far, it seems that public awareness is still low that fails to balance 

against bankers’ lobbying forces. Only when the public know the nature and fragility 

of our banking systems can effective public opinion for prudential regulations be 

formed, which is stronger enough to counter banks’ lobbying forces. Therefore, 

governments should pay more attentions to disseminate relevant knowledge. NGOs can 

play an important role that raises public awareness. Relying on the opportunities 

resulting from crisis is dangerous and irresponsible. 

 

 For the international organizations, which does not have much influence in local 

banking lobbying forces or each country’s domestic political system, it should include 

more emerging power in the process of the making of global bank regulations because 

they are countries most likely to deviate from Basel Accords but their economic and 

financial potentials are critical to global financial market. The good news is that most 

emerging countries are more and more dependent on global markets, which make them 

more vulnerable to international pressures. Under more intensive global competition 

resulting from WTO’s liberalization of service trade, the timing is mature to further 
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promote the harmonization of prudential bank regulations. Emerging countries’ bank 

regulations are critical to global financial order since their global investment is surging, 

as well as borrowing more money from international market. Should they choose a 

more risky financial regime, one country’s banking crisis is likely to be globally 

contagious. Therefore, international standard setter should provide incentives to deal 

with emerging countries. One of a useful way is to harmonize them in the process of 

international negotiation.  
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Appendix 
 

Appendix 1  Questionnaire for interviews with officials 

No. Question 

1 Does your agency often received requests for more prudential bank regulation 
from international financial institutions (IMF, BIS) or other countries? 

2 Following question 1, it yes, how does your agency perceive such request and 
how much effect does such request have on your agency’s subsequent 
behaviors? 

3 Following question 2, do you think the way your agency responds to such 
foreign requests depend on you international economic status? 

4 Do you feel that your country is too strong (weak) that prevent (force) your 
country from (to) the acceptance of Basel Accords? 

5 Is your country too economically dependent to the global markets and 
therefore cannot neglect international economic standards? 

6 Does you agency enjoy independence regarding the initiation of prudential 
bank regulations? 

7 Do you think your country has strong legislative body that can easily 
influence public policy? 

8 Have you or your agency encounter any lobbies from the banking sectors? 

9 Following question 8, do you consider such lobbies strong and influential? 

10 Following question 8, do you think the current bank regulation in your 
country somehow reflect the interests of the banking sectors? 

11 Do you think the general public in your country care about or at least know 
something about bank regulation (Basel Accords)? 

12 Following question 11, do you think people’s concern for bank regulation has 
increased after series of financial crisis? 

13 Do you or your agency feel very hard to initiate prudential bank regulation 
during the election year? 

14 In general, what do you think is the major factor that influence the decision-
making process regarding bank regulation in your government? 
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Appendix 2  Questionnaire for interviews with bankers and experts 

No. Question 

1 Please comment the necessity of your country to observe banking standards 
of Basel Accords. 

2 Do you think Basel Accords is relevant to your country’s financial stability? 

3 Do you think you country too strong (weak) that prevent (force) your country 
from (to) the acceptance of Basel Accords? 

4 Is your country too economically dependent to the global markets and 
therefore cannot neglect international economic standards? 

5 Does Basel Accord constitute a major obstacle for banks’ global adventure? 

6 Have you known or heard of any instances regarding the international 
pressures for more prudential regulation targeted to your country? 

7 Following question 3, if yes, do you think your country is stronger enough 
shield from such pressure? 

8 Do you think the banking regulating body in your country is strong and 
independent enough to make good decision regarding the level of prudential 
regulation? 

9 Do you think your country’s banking sector constitute a powerful lobby for 
the decision of national bank regulation? 

10 If yes, can you give an example of how they affect the policy outcome? 

11 Do you consider a tight government-banking sector relationship in your 
country? 

12 Do people in your country care about Basel Accords? 

13 Have you heard of any political parties or social groups promoting prudential 
bank regulation? 

14 Do you think the occurrence of financial crisis or during the election year 
(power transition period) change government’s and people’s attitudes toward 
prudential regulation? 

15 In general, what do you think is the major factor that influence the decision-
making process regarding bank regulation in your government? 
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Appendix 3  The country list for panel analysis 

Albania Dominican Rep. Kazakhstan Romania 

Algeria Ecuador Kenya Russia 

Argentina Egypt Korea Senegal 

Australia El Salvador Kyrgyzstan Singapore 

Austria Estonia Latvia South Africa 

Azerbaijan Ethiopia Lithuania Spain 

Bangladesh Finland Madagascar Sri Lanka 

Belarus France Malaysia Sweden 

Belgium Georgia Mexico Switzerland 

Bolivia Germany Morocco Taiwan 

Brazil Ghana Mozambique Tanzania 

Britain Greece Nepal Thailand 

Bulgaria Guatemala Netherlands Tunisia 

Burkina-Faso Hong Kong New Zealand Turkey 

Cameroon Hungary Nicaragua Uganda 

Canada India Nigeria Ukraine 

Chile Indonesia Norway United States 

China Ireland Pakistan Uruguay 

Colombia Israel Paraguay Uzbekistan 

Costa Rica Italy Peru Venezuela 

Cote d’Ivoire Jamaica Philippines Vietnam 

Czech Japan Poland Zimbabwe 

Denmark Jordan Portugal  
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Appendix 4  The variable list for panel analysis 

Variable Definition Sources 

Country The name of country (nominal) 
Author 

Year The year of data point (4 digit year) 

Bank 

Regulation 

The level of banking supervision (0 to 3) Abiad, 

Detragiache and 

Tressel (2010) 

GDP Gross domestic production (current US$),  

World Bank Trade 

Volume 

Export and Imports of goods and services (current 

US$) 

IMF Credits Use of IMF credits (billion US$) IMF 

Executive 

Constraint 

XCONST variable in POLITY IV dataset that 

measures the extent of institutionalized constraints 

on chief executives 

Marshall, Gurr 

and Jaggers 

(2014) 

Political 

Regime 

Dummies for Multi-party parliamentary 

(reference), Presidential, and Westminster 
Beck et al. (2001)

Banking 

Crisis 

Cumulative number of banking crisis since 1975 Laeven and 

Valencia (2012) 

GDP per 

capita 

Total GDP / per capita 
World Bank 

BCBS 

member 

A member in BCBS (1=yes; 0=no) 
BIS 

Regulatory 

quality 

Percentile of regulatory quality in the world 

World Bank 
Control of 

corruption 

Percentile of control of corruption in the world 
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Appendix 5  The country list for cross-national analysis 

Algeria Croatia Kazakhstan Peru 

Anguilla Czech  Kenya Poland 

Argentina Denmark Korea Portugal 

Armenia Egypt Kosovo Romania 

Australia El Salvador Kuwait Russia 

Austria Equatorial 

Guinea  

Kyrgyzstan St. Kitts & Nevis 

Bahrain Fiji Latvia St. Lucia 

Bangladesh Finland Lebanon St. Vincent & 

Grenadines 

Belarus France Liechtenstein Saudi Arabia 

Belgium Gabon Lithuania Senegal 

Belize Germany Luxembourg Singapore 

Benin Ghana Macau, China Slovakia 

Bhutan Gibraltar Macedonia Slovenia 

Bolivia Greece Malawi South Africa 

Bosnia Grenada Malaysia Spain 

Botswana Guatemala Mali Sri Lanka 

Brazil Guinea Bissau Malta Suriname 

Bulgaria Guyana Mauritius Sweden 

Burkina Faso Honduras Mexico Switzerland 

Burundi Hong Kong Moldova Tanzania 

Cameroon Hungary Montserrat Thailand 

Cayman Islands Iceland Morocco Togo 

Canada India Mozambique Trinidad and Tobago 

Cen. African 

Rep. 

Indonesia Netherlands Turkmenistan 

Chad Ireland New Zealand Uganda 

Chile Isle of Man Nicaragua United Kingdom 

China Israel Niger  United States 

Colombia Italy Norway Uruguay 

Dominica Jamaica Oman Venezuela 

Congo Japan Pakistan Zimbabwe 

Costa Rica Jersey Panama  

Côte d'Ivoire Jordan Papua New 

Guinea 
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Appendix 6  The variable list for cross-national analysis 

Variable Definition Sources 

Country The name of country (nominal) Author 

Year The year of data point (4 digit year) Author 

Basel CRI+OSP+PMI (17 to 33.5) 

Barth, Caprio and 

Levine (2006; 2013) 

CRI Level of capital regulatory index (1 to 10) 

OSP Level of official supervision power (1 to 16.5) 

PMI Private monitoring index (4 to 11) 

GDP Gross domestic production (current US$),  
World Bank 

Export/GDP Export volume as a percentage of GDP (%) 

IMF Credits Use of IMF credits (billion US$) IMF 

Executive 

Constraint 

XCONST variable in POLITY IV dataset that 

measures the extent of institutionalized 

constraints on chief executives 

Marshall, Gurr and 

Jaggers (2014) 

Political 

Regime 

Dummies for Multi-party parliamentary 

(reference), Presidential, and Westminster 
Beck et al. (2001) 

Banking 

Crisis 

Cumulative number of banking crisis since 

1975 

Laeven and Valencia 

(2012) 

GDP per 

capita 

Total GDP / per capita 
World Bank 

BCBS 

member 

A member in BCBS (1=yes; 0=no) 
BIS 

Regulatory 

quality 

Percentile of regulatory quality in the world 
World Bank 
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