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Multiple Principals and
Collective Action: China’s Rural
Credit Cooperatives and Poor
Households" Access to Credit

Lynette Ong

Ample empirical evidence suggests that Rural Credit Cooperatives (RCCs),
which are the core credit institutions in rural China, are not accountable to their
member households. This article argues that this conundrum can be explained
by an institutional analysis of the credit cooperatives using the multiple prin-
cipals—agent framework: the credit cooperatives as agents are accountable to
multiple heterogeneous principals—with multiple conflicting objectives. The
multiple principals are (1) the County RCC Unions, which exercise control
using the evaluation criteria on which the remuneration of grassroots RCC of-
ficers is assessed; (2) local party secretaries, who exert influence through top
personnel appointment and dismissal in the credit cooperatives; and (3) mem-
ber households, which are a “collective” principal. In a multiple-principals sce-
nario, the “collective” principal has weaker control over the agents due to the
“collective action” problem.

KEeywoRrbps: Principal-agent, multiple principals, collective action, China’s po-
litical economy, credit cooperatives

he Rural Credit Cooperatives (RCCs), or nongcun xinyong hezu-

oshe, which have been the core credit institutions in rural China
since the Communist revolution in 1949, are hardly meeting the credit
demands of the very constituencies they are supposed to serve. They
are plagued with mountains of bad debt, which consists largely of non-
performing loans to township and village enterprises (TVEs);! they
have facilitated huge flows of financial resources from rural to urban
areas and from agriculture to industry;?> and poor households are in-
creasingly left behind in credit access.?
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As the only formal credit organizations with a network extending
to the grassroots level (township), the RCCs are the major—and often
the only—formal providers of credit to rural households in China.* At
the end of 2002, there were 35,544 RCCs with legal entity status na-
tionwide,> which was the widest network among all the financial insti-
tutions in China. The RCCs, collectively, had deposit savings of 1.98
trillion yuan and loans of 1.39 trillion yuan, which was the second high-
est level of individual savings deposits in the country and the fourth
highest level in terms of the total amount of loans and deposits.
Nonetheless, the RCCs are plagued with mountains of bad loans and
suffer from chronic financial losses. According to official estimates, at
the end of 2002, the nonperforming loans were 514.7 billion yuan, or
37 percent of total loans; the cumulative losses were 131.4 billion yuan;
and 19,542 RCCs, or 55 percent of them, had a negative net worth or
were technically bankrupt.®

Three-quarters of China’s population still reside in the countryside,
where the main source of income is agriculture. The Rural Credit Co-
operatives have been a channel for reallocating capital from agricul-
tural households to finance the development of local government-
owned TVEs and state-owned enterprises (SOEs). As indicated in Table
1, households’ savings accounted for more than 80 percent of total de-
posits but constituted only 37 percent of total loans. Aside from the
small share of loans that go to agricultural households, the mounting
bad debts (most of which are loans to the TVEs) also rob many credit
cooperatives of the valuable funds they need to conduct lending activ-

Table 1 RCC Savings and Loans, Billion Yuan (2001)

Total Savings % share
Enterprise 58.9 34
Households 1,382.1 80.3
Agriculture 265.8 15.4
Others 14.3 0.8
TOTAL 1,721.1 100.0

Total Loans % share
Agriculture 442.8 37.3
TVEs 484.3 40.8
Others 259.7 21.9
TOTAL 1,186.8 100.0

Source: Almanac of China’s Banking and Finance, 2002 (Zhongguo jinrong nianjian).
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ities, which further reduces the credit supply to the very constituents
they are supposed to serve.

Despite their importance in supporting the growth of the rural
economy and in raising the living standards of agricultural households,
there are to date few studies on the credit cooperatives, specifically on
why they fail to provide credit access to households. Loren Brandt’ ex-
amines the extent to which credit demands of poor households during
the 1990s were met by the rural financial institutions. Andrew Watson®
provides a historical account of the organizational transformation of the
Rural Credit Cooperatives but falls short of providing a clear answer to
the cause of the problem.

With this article, I aim to contribute to the existing paltry literature
on the failure of the RCCs to meet the credit demands of poor member
households, and on the cooperatives’ patterns of resource allocations
and their dismal financial performance. I adopt a different approach
from the traditional methodologies and tools used to analyze rural
credit institutions, such as the subsidy dependency index and measures
of financial sustainability and outreach.’ Instead, I analyze the credit
cooperatives in an institutional context by examining their corporate
governance to reveal the reasons they have failed to be accountable to
member households.

The institutional analyses I use in this article are based on the mul-
tiple principals—agent framework, which has been drawn on exten-
sively to explain the dynamics of bureaucratic control and coordination
in US politics!® and the complex web of political wrestling in the Eu-
ropean Parliament.!! T then bring the multiple principals—agent models
one step further to incorporate a “collective” principal among the mul-
tiple principals. The concept of a collective principal has been applied
to a large number of minority shareholders'? to explain why they lack
incentives to monitor the actions of managers.

I contend that the credit cooperatives are accountable to many prin-
cipals, including their functional superiors, and the local Communist
Party secretaries. I emphasize the importance of corporate governance—
and politics—in understanding what has been largely perceived as an
economic problem. Further, on the theoretical front, I seek to convey two
important messages: (1) how applying theoretical models borrowed from
the microeconomics of organizations and political accountability litera-
ture can help shed light on a problem that has thus far been studied by
country specialists; and (2) how the ways the nature of principals are con-
ceptualized can have important bearings on the outcome of the principal-
agent relationships.
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The empirical evidence presented in this article is based largely on
primary data collected from fieldwork in rural Sichuan province during
the summer of 2004. It is the product of interviews with half a dozen
Rural Credit Cooperatives that have not undergone any recent institu-
tional reforms and whose ownership rights and institutional structure are
representative of the majority of the RCCs in rural China; interviews
were also held with more than 200 RCC member households. Field
study was conducted in several townships in rural Jiangsu province in
the winter of 2005. Because the RCCs in rural Jiangsu were ahead of the
rest of the country in their ownership reforms, only the evidence with re-
spect to their institutional structure in the past is presented here. I then
apply the principal-agent framework to the empirical findings to analyze
the institutional nature of the credit cooperatives.

The rest of the article is organized as follows. The next section,
which explores alternative causes of the problem, is followed by a brief
historical overview of the RCCs’ institutional changes. The remaining
sections present, in turn, fieldwork findings on the existing corporate
governance structure of the RCCs; a review of the theoretical literature
on the multiple principals—agent models; an explanation of the con-
cepts of multiple and collective principals; and an analysis of the em-
pirics within the theoretical framework together with an explanation of
why the RCCs have failed to meet the credit demands of member
households.

Alternative Causes of the Problem

Causes for the failures of rural financial institutions in providing credit
access to the poor have been an intense subject of debate among de-
velopment specialists.!® That said, empirical evidence from China has
been relatively scarce.

Since the start of economic reforms in China, the central govern-
ment has been using the financial system as a redistributional mecha-
nism'* to reallocate financial resources from the rural to the urban sec-
tor, and from agriculture to industry in order to gain political patronage
from urban workers in the state-owned enterprises—its most important
political constituency.'® Intervention in the financial sector is one of the
instruments used to achieve the central state’s policy of favoring urban
industry over rural agriculture; the others are extraction of taxes and
fees, pricing policy, procurement quotas, and biased investment pol-
icy.!¢ Indeed, China is no different from the other developing countries
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that have adopted redistributive “urban-biased” policies—despite its so-
cialist facade or rhetoric. Nonetheless, since the mid-1990s, the central
government has begun to realize that rural and agricultural development
has been neglected. In 1996, in a financial sector restructuring, the
RCCs were separated from the state-owned Agricultural Bank of China
in order for the former to better serve the agricultural community’s
credit needs, rather than merely functioning as the state bank’s grass-
roots branches. I argue in this article that despite the separation, finan-
cial capital continues to be siphoned from the RCCs to finance urban in-
dustrial investments due to the multiple principals—agent problem.

Jikun Huang, Scott Rozelle, and Honglin Wang (2003) suggest that
between 1978 and 2000, a total of 1.15 trillion yuan of financial capi-
tal flowed from rural to urban China and 1.74 trillion yuan from agri-
culture to industry.!” Despite this seemingly “urban-biased” policy at
the national level, there is no evidence at the microlevel to illustrate
how this has negatively affected credit access of the RCCs’ poor mem-
ber households, and neither has there been any study to establish the ac-
tual mechanisms through which some RCC borrowers have been de-
prived of credit access.'8

The “imperfect information” school of economics argues that the
rural credit market is characterized by high screening and monitoring
costs—that is, the costs of acquiring information regarding the charac-
teristics of loan applicants and of monitoring the applicants’ use of
funds. Because it is more difficult for lenders to obtain information
about households than about enterprise borrowers, or about small bor-
rowers than about large borrowers, lenders prefer to lend to those whose
screening and monitoring costs are lower.! The extent to which this ex-
plains the lack of credit access by the poor in China is yet unexplained
by empirical research, but some international organizations and govern-
ment-linked organizations have established microfinance programs that
employ various mechanisms to help circumvent these problems, and
some of these programs have been reported to have reached a greater
number of poor borrowers and to have shown higher repayment rates
than the RCCs have. Many of these programs incorporate group-lending
contracts to harness peer screening and monitoring and kinship as
screening and enforcement devices in lieu of collateral. These programs
are not, however, without problems: many report high dropout rates;
some household borrowers have difficulties making weekly repayments
given the seasonal nature of their predominantly agriculture-based in-
come; and those borrowers who reside in remote and mountainous re-
gions complain of the high costs of attending group meetings.2’
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Other studies suggest that crowding out poor borrowers is due to
the poor performance of credit institutions in cash-strapped areas.
Loren Brandt, Albert Park, and Sangui Wang find that the poor have
been increasingly left behind in credit access because nonperforming
loans are increasing more rapidly in poor than in rich areas, thereby
constraining the lending ability of the credit institutions in the poor
areas.”!

A Brief Historical Overview of
the Rural Credit Cooperatives

Although they are “cooperatives” in name, implying organizations that
are democratically managed and operated by their members and de-
signed to serve members’ needs, the RCCs have gone through several
institutional changes in the last fifty years and as a consequence have
lost much of their cooperative nature. Their organizational transforma-
tions can be divided into five phases.

Phase I: 1949-1959

Until the collectivization of agriculture in 1959, the RCCs were largely
grassroots cooperatives organized by the peasants. They had the basic
characteristics of a “cooperative” system: the members contributed to the
capital base, the members elected the personnel, and members were able
to gain access to loans as a service provided by the credit cooperatives.?

Phase II: 1959-1979

After the collectivization movement in 1959, the RCCs were made sub-
ordinate arms of the communes, and the control rights were subse-
quently transferred downward to the local brigades or village cadres.
The RCCs became a part of the brigades’ finance bureaus (caizhengbu),
underlining the fact that the peasants had lost control over the cooper-
atives and that key decisions were then being made at the collective
level.

Phase Ill: 1979-1996

With the collapse of the commune system, which previously controlled
the RCCs, the central government made the RCCs subordinate to the
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state-owned Agricultural Bank of China (ABC) in 1979. The RCCs
functioned as branches of the ABC at the grassroots level and were
managed simply as an extension of the bank’s bureaucracy.?

The subordination of the RCCs to the ABC gave rise to various
conflicts of interest between the two organizations, and these conflicts
brought about various structural financial losses for the RCCs and fi-
nancial gains for the ABC.?* The financial aspect aside, the state-owned
bank also intervened in the RCCs’ operations. In terms of loan alloca-
tions, the state-owned ABC intervened by approving and directing the
RCCs’ loans to designated borrowers, including state-owned enter-
prises, township and village enterprises, and the state grain-marketing
companies. The credit cooperatives had little control over the whole
lending process other than assuming the role of cashier and involuntary
supplier of funds for the ABC.%

Phase IV: 1996 Onward

The RCCs were formally delinked from the Agricultural Bank of China
in 1996 after an overhaul of the ABC’s operations. The role of the County
RCC Unions was expanded to manage the RCCs at the grassroots level,
despite the fact that many of the latter were independent legal entities.
Grassroots or township RCCs were required to obtain authority for major
loan decisions from the county unions and to accept supervision in terms
of staff appointments, personnel management, and training. County RCC
Unions also become centers for account clearance and fund transfers for
the RCC establishments within the counties.?®

Phase V: Recent Reform Experiments of the RCCs

Ahead of the rest of the country, pilot reforms to turn existing credit co-
operatives into rural commercial banks were carried out in Jiangsu
province in 2000. By early 2003, all township RCCs in Jiangsu had
been merged into County RCC Unions and the provincial RCC federa-
tion had been established.?’” The RCCs in the rest of rural China remain
independent township credit cooperatives.

The central government introduced some pilot reforms for the
RCCs in August 2003 in eight provinces,?® and these reforms have
gradually been introduced in the rest of the country, starting in late
2004. Under these reforms, the management control rights of the RCCs
are being transferred to the provincial governments, and various share-
holding models are being tested in the RCCs.?° The central government
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has also provided some financial support to reduce the historical debt
burdens of the RCCs undergoing reforms.

The Existing Corporate
Governance Structure of the RCCs

Because the fieldwork on which this article is based took place before
the pilot reforms were implemented, the structure of the rural credit co-
operatives examined here reflects the situation prior to 2003.

After separating from the state-owned bank in 1996, the RCCs
adopted the corporate governance structure of cooperative financial or-
ganizations, though the substance of which is void of any cooperative
element.>® As Figure 1 shows, the highest governing body in a coopera-
tive financial organization—the members’ representative meeting—is
made up of representatives of the members. In the case of the RCCs,
however, the highest governing body consists of local government offi-
cials, who are the township and village cadres, instead of the fee-paying
farmer members (rugu huiyuan). Out of my 200 interviews with RCC
member households, fewer than 5 percent of fee-paying members have
ever attended a members’ representative meeting. Those who have at-
tended are heads of household who happen to be village or township
heads or party secretaries.

In a cooperative model, members of the boards of directors and su-
pervisors are nominated by the members and elected in the members’
representative meetings. The supervisory board plays a supervisory role
over the board of directors, and the head of the board of directors in turn
becomes the key decisionmaker for the cooperative financial organiza-
tion. For the RCCs, the board of directors (/ishihui) is headed by the
RCC managers; and the board members consist of RCC officers,?! while
the board of supervisors (jianshihui) of the RCCs is led by the township
party secretaries, and the board members consist of township cadres.*

The implications of the existing corporate governance structure on
the distribution of power and on the decisionmaking process in the
RCCs are as follows:

1. The members’ representatives meeting, the channel through
which the interests of agricultural member households are supposed to
be represented, has become a venue for local governments or Commu-
nist Party committees to nominate and appoint their choice of candi-
dates for the high-ranking positions in the credit cooperatives.
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2. The RCC manager wields significant power over the credit co-
operatives. In theory, the RCC manager is supposed to be accountable
to the head of the board of directors, but since he holds both positions,
he has unparalleled power over the financial organizations.

3. The township party secretary who heads the supervisory board
is the only check on the power of the RCC manager.

In essence, in the lexicon of corporate governance, the RCCs suffer
from an extreme case of “insider control”—the RCC managers (the in-
siders) are the key decisionmakers for the organizations and are account-
able to no one but themselves—which renders the function of the board
of directors hollow and insignificant. The local party committees—or,
specifically, the local party secretaries, who may have different objec-

Figure 1 The Existing Corporate Governance Structure of the RCCs

Members’ Representative Meetings
(Consisting of township and village cadres)

Supervisory Board
(Township cadres; led by
township party secretary)
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Board of Directors
(RCC officers; led by
RCC managers)
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tives from the managers—are the only oversight institutions for the credit
cooperatives. Using their political pressure at the local level, they are
able to influence the decisions of the managers to allocate loans in a cer-
tain manner. Member households have no representation in the current
corporate governance structure, and therefore their interests are not re-
flected in the formal channels.

The Principal-Agent Model and
the Problem of Multiple Principals

The principal-agent model, the dominant framework for the formal
analysis of hierarchy, is a vital component in organizational theories and
essential to understanding the ways in which organizations work. Its
quintessence is one of delegation of authority from the principal to the
agent. Agents may not behave in the way the principal envisages or de-
sires, because they act in a manner to pursue their own interests, subject
only to the constraints imposed by their relationship with the principals.

The RCCs, as agents, are accountable to multiple heterogeneous
principals—with multiple conflicting objectives—who compete for
control over the agents. Further, one of the principals—the rural mem-
ber household—is a “collective” principal, which is a collection of in-
dividuals whose interests are commonly represented and collectively
advocated. In this article, I argue that in a multiple-principals scenario
where there is a collective principal, that person has considerably less
control over the agent than do the other principals.

Multiple Principals

The most straightforward principal-agent (PA) relationship is a single
principal delegating authority to a single agent. The relationship becomes
more complex when the number of principals and agents increases,
thereby increasing the number of delegation contracts. Here we are con-
cerned with the situation of a multiple principals—agent relationship—
more than one organizationally distinct principal delegating authority to
a single agent.** Two elements set the multiple PA relationship apart from
the single PA relationship. First, given that each principal has his or her
own distinct goals and preferences, the nature of a contract the agent has
with a principal is different from that with another principal. Second,
each principal can negotiate a contract with the agent independently and
without consultation with the other principal(s).>*
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Multiple principals—agent relationships have numerous applica-
tions in contemporary politics. In US politics, Roderick Kiewert and
Mathew McCubbins propose that any given bureau is likely to have
multiple principals and be subject to direct oversight by the president
at the federal level and by several congressional committees, each com-
prising many politicians.?> The president struggles with Congress over
control of the bureaucracy; and within the Congress, House committees
struggle with Senate committees to exert control over the bureaucrats.
The essence is, as Terry Moe notes,

Each principal is effectively in competition with the others in his ef-
forts to exert control, while the bureau, on the receiving end of all this,
finds it must contend with uncoordinated and often conflicting de-
mands, requirements, and incentives . . . bureaus are “partial agents”
of various governmental parties, without being under the complete au-
thority of any one in particular, and without any common understand-
ing of how authority is legitimately divided among the competing
principals.?’

Similar multiple-principal analytics have been applied to European
Union politics. The European Commission is responsible to both the
Council of Ministers and the European Parliament. But neither body re-
quires the consent of the other to recontract with the European Com-
mission.?®

A “Collective” Principal and the “Collective Action” Problem

A particular type of single principal—the “collective” principal, which
consists of a collection of individuals—should be differentiated from
multiple principals. Following Kiewert and McCubbins’ definition, in a
collective principal-agent relationship, more than one individual enters
into a common contract with the agent. One critical difference between
collective principal-agent relationships and multiple principals—agent
relationships is the number and nature of contracts between the princi-
pal(s) and the agent: the former has one identical contract, while the lat-
ter has multiple dissimilar contracts. The other crucial differentiating
factor is that each individual within the collective principal is not able to
negotiate a contract individually with the agent; the individuals function
as a group and they must reach an agreement before dealing with the
agent. In other words, they are a collection of individuals whose inter-
ests are commonly represented and collectively advocated.®
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In a multiple-principals scenario, as we have seen in the competing
control of the bureaucracy by the president and the Congress, each
principal has a distinct contract with the agents, and neither of them re-
quires the consent of the other to recontract with the agents. In a col-
lective-principal situation, however, no individual is able to unilaterally
renegotiate the contract with the agent without the consent of the other
members of the group. Examples of collective-principal scenarios that
are common in a democracy are a voters’ (collective-principal) delega-
tion to politicians (agents), or a legislators’ (collective-principal) dele-
gation to party leaders (agents).*

A problem that persists with a collective principal is that large num-
bers of individuals are mobilized to monitor the behavior of agents. This
is the familiar “collective action” or “free-rider” problem.*! Since every-
one in the monitoring group—even those who have contributed nothing
to the monitoring effort—receives the same amount from any gains re-
alized, a rational individual would have no incentive to exert any effort.

Collective principals and the challenge of mobilizing a large group
of individuals to monitor the behavior of agents are particularly relevant
in the study of corporate governance. In corporate governance, a famil-
iar problem is the lack of incentives for a large number of dispersed
shareholders of corporations to monitor the actions of managers. Peter
Gourevitch has skillfully elucidated the Enron case using the following
concept: Fragmentation of ownership—the fact that no one (not even the
pension funds or institutional investors) owns a large enough share of
the company to have an incentive to pay the transaction costs required
to monitor the managers—creates the need for external monitors, who
are the “reputational intermediaries” (accountants, stocks and bonds an-
alysts, banks, and lawyers). When these “reputational intermediaries”
collude, the interests of shareholders are significantly compromised.*?

This article takes the existing theoretical models on principal-agent
relationships one step further, by combining multiple principals and
collective principals. Critically, in a multiple-principals scenario, if one
of the principals is a collective principal, that person’s monitoring of
the agent’s behavior, or relative control over the agent, is considerably
weaker than that of the other principals.

The various conceptual forms of principal-agent relationships are
depicted in Figures 2, 3, and 4. It should be noted in Figure 3 that the
outcome of the PA relationships is indeterminate, given the multiple
principals. However, in Figure 4, where one of the principals consists
of a large group of individuals who must agree before contracting with
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the agents, thereby forming a collective principal by definition, we
have good reason to believe that the principal’s control over the agent
is relatively weaker than that of the other two principals.

The various principal-agent relationships can be depicted as follows:

Figure 2 Single Principal-Agent

——> Agent

v

Figure 3 Multiple Principals—Agent

Agent

\V

Figure 4 Multiple Principals (with a collective principal)-Agent

Agent

/
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Some may question the validity of the “collective action” prob-
lem—that is, question whether, in the tradition of Elinor Ostrom,** there
is any social norm or mechanism that encourages ‘“‘conditional coopera-
tive” behavior.** 1 argue that the RCCs’ member households fit more
into Mancur Olson’s “rational self-interested individuals (who) will not
act to achieve their common or group interests,”> than Ostrom’s “con-
ditional cooperators.” A few contextual elements contribute to this: the
large size of the groups, the small marginal benefit of a collective action;
and, most important, the perception that the RCCs, like the other state-
owned banks, are backed by the central government, and hence that the
central government will act as lender of last resort should the credit co-
operatives collapse.*® Empirical evidence presented in the next section
provides further support for this point.

RCCs’ Multiple Principals—Agent Relationships

After the severing of ties with the state-owned Agricultural Bank of
China, the management role was taken over by the County RCC
Unions. Currently, the RCCs’ multiple principals—agent relationships
and the respective contracts take the following forms:

County RCC Unions—Township or Grassroots RCCs

Township RCCs are the most grassroots-level credit cooperatives in
rural China. Though the great majority of them are independent legal
entities (dulifaren) responsible for their own profits and losses (zifuy-
ingkui), they are under the management of the County RCC Unions in
terms of operations, staff appointments, account clearance, and loan re-
quirements. The County RCC Unions are largely local credit organiza-
tions and are independent to a great extent. They are responsible for all
management decisions and are only guided—not managed—by the
higher-level RCCs.*

In the principal-agent context, the County RCC Unions are inde-
pendent principals, to whom townships or grassroots RCCs are, as
agents, accountable. The County RCC Unions control the agents by
formulating and assessing the agents’ remuneration criteria. The grass-
roots RCC officers’ remuneration scheme consists of basic and variable
components.48 The variable components, which account for as much as
three-quarters of officers’ total compensation, are assessed by their
functional superiors at the county level. The assessment is done ac-
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cording to two sets of criteria. First, the grassroots credit cooperative
for which an officer works is given a rating from 1 (worst) to 5 (best),
according to the following set of criteria related to the cooperative’s fi-
nancial performance and efficiency:*

* Quality of assets (zichan zhiliang), measured by the ratio of
nonperforming loans to total loans

* Deposit/loan ratio per employee

* Average profit per employee

* Average expense per employee (administrative and operational
expenses)

At year’s end, the grassroots credit cooperative is subject to an-
other set of evaluation criteria, which in combination with the previous
determine the total compensation of the officer:

* Deposit growth

* Reduction of nonperforming loans (NPLs)

* Expansion of agricultural loans (zhinong daikuan guimo de
kuada) with at least 75 percent of the newly disbursed loans in
that particular year being designated for agricultural purposes
only

* Collection of interest income

* Internal security (neibu anquan)—for instance, robbery cases,
illegal behavior of officers, corruption (weifa, weigui,
lianzheng)

The weight of financial performance indicators in the evaluation
criteria strongly suggests that the County RCC Unions are primarily
concerned with profit maximization and efficiency of capital; the other
secondary considerations include supporting the credit needs of the
agricultural sector and internal security of the financial organizations.

What are the implications of the County Unions’ management for
the grassroots credit cooperatives’ resource allocations? First, the
grassroots RCCs are profit-driven, given the overwhelming weight of
economic performance-oriented indicators in the evaluation criteria.
This implies that the RCC officers are more likely to allocate loans
based on improving financial returns than on assisting the poor mem-
ber households in their credit access in accordance with a primary goal
of cooperative organizations. Second, since the County Unions now
become the account clearance center for the credit cooperatives within
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the county, I found in my field study that in some townships where
there was a lack of vibrant enterprise activities and the grassroots
RCCs deemed it unprofitable to lend to these townships, the RCCs de-
posited the savings collected from the townships into the County RCC
Union, and the County Unions in turn deposited the funds in the Cen-
tral Bank to earn interest. Transferring the savings collected from the
townships to the County Unions has reduced the funds available to
lend to households.

Local Governments or Local Communist
Party Committees—Township RCCs

The local Communist Party committees or local government officials’!
have different objectives from those of the County RCC Unions. The
primary objective of the local party committee, led by the local party
secretary, is to promote economic growth of the local economies. Local
economic growth is a critical factor in determining the function of the
local government units or the sheer survival of the revenue-strapped
ones, as well as political promotions of the local party cadres.

There is extensive evidence to support the economic growth orien-
tation of the local governments. Local party officials whom I have in-
terviewed spoke of the need to look for sources of revenue, without
which the functioning of the local governments and the ability of those
governments to provide basic services will be compromised, and with-
out which the political future of party officials will be at stake. The se-
ries of fiscal reforms introduced by the central government in the early
1980s, which were aimed at improving tax-revenue generation at the
local level, stimulated tremendous growth of township and village en-
terprises, whose de facto owners were the township and village gov-
ernments, because those governments were allowed to retain a certain
proportion of the revenue collected from the enterprises.’? Since the
mid-1990s, the township and village enterprises that used to contribute
a significant proportion of local government revenue have largely
failed or have been transformed into private enterprises.

The means and degree of interference by the local governments in
the grassroots RCCs have changed over the years. Between the mid-
1980s and the mid-1990s, when development of township and village
enterprises was at its peak and nearly every township had its own en-
terprises, the grassroots RCCs with whom the grassroots governments
had intimate relationships became a convenient source of capital fi-
nancing for enterprise development. At that time, local governments
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played a critical role in securing loans from the RCCs for the enter-
prises by acting as the guarantors for loans, by using community assets
as collateral, or by applying sheer political pressure on the RCC man-
agers to allocate loans to preferred enterprises. The latter measure,
which is known as “administrative interference” (xingzheng ganyu) in
the Chinese literature, is common in the banking sector in China.>3

The principal-agent relationship between the local government
units and the grassroots RCCs has changed accordingly since the mid-
1990s. The previous relationship was more direct—the local govern-
ment units interfered in the loan allocation process explicitly. In con-
trast, the current relationship is more tacit—the local government units
influence the decisions of RCC managers through various means. As
the RCCs’ corporate governance structure illuminates, the local Com-
munist Party secretary, acting as the head of the supervisory board, su-
pervises the conduct of the RCC manager. Therefore, the local Com-
munist Party secretary is able to influence the decisionmaking of the
RCC manager and becomes a principal to the agent in that respect.

Influence through the corporate governance structure aside, I also
find extensive evidence that local party secretaries have appointed sen-
ior RCC personnel. Like all the administrative units (shiye danwei) in
China, there are Communist Party committees within the RCCs, which
report to the Communist Party committee in the locality. For instance,
the Communist Party committee or secretary of the RCC in township X
reports to the Communist Party committee or secretary of that township.
Put simply, the party machinery in the locality exerts influence on the
RCC’s loan allocations through personnel appointments—having the
final say over who is to become the manager of each of the grassroots
credit cooperatives. In short, the local party secretary is still a principal
to the grassroots RCCs, though the principal-agent relationship has
evolved over time from directly interfering in operational decisions to
influencing loan allocations by determining who the RCC decisionmak-
ers are and by supervising the actions of those decisionmakers.

What are the implications of local party influence on the RCCs?
All the RCC managers I have interviewed spoke of the need for politi-
cal pressure before the mid-1990s to “support” the enterprises or busi-
ness projects initiated by the local governments, though they often
knew that the favored enterprises or projects were not able to repay
loans and did not make any business sense. Nonperforming loans to
township and village enterprises are the single largest source of bad
debt for credit cooperatives throughout China. In the poor townships
where my field study was conducted, nonperforming loans by the
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township and village enterprises accounted for as high as 60-70 per-
cent of all nonperforming assets, and this has deprived the credit coop-
eratives of scarce funds to conduct lending activities, especially in the
poor areas where savings are stagnated or grow only gradually.

Member Households—RCCs

Member households are ultimate principals to the RCCs because the
equity of the credit cooperatives is made up of member household
shares.>* However, as illustrated in the corporate governance structure,
member households have no formal representation in the system. The
formal channel of participation aside, there has been no incidence
where member households have attempted to organize themselves to
exert influence over the decisionmaking process of the credit coopera-
tives.> This is not to say that the rural community in China has not mo-
bilized itself to protest against the authorities. Indeed, peasant resist-
ance, including demonstrations and violent protests, has become
increasingly common in rural China and has been staged for the causes
of resisting the imposition of unjustified taxes and fees, cadre corrup-
tion, and confiscation of farmland with unjustified payments.>® In the
present context, member households, who are the ultimate stakeholders
of the financial organizations whose aim is to maximize return on their
assets or, more fundamentally, to have the safety of their savings guar-
anteed, have been left out of the decisionmaking process and have thus
far made no effort to improve their participation.

I contend that member households as a collective principal suffer
from the “collective action” problem: any potential gain from mobi-
lized actions is too small to justify the cost of participation. This is due
to the large number of households or depositors in a township RCC—
the number of households ranges from 5,000 to 17,000 in the four
townships where fieldwork was conducted, almost all of which have
deposit accounts at the RCCs, given that the credit cooperatives are the
only financial institutions at the township level. Any mobilized action
will necessarily involve a large number of households, and the gains
from such actions will accrue to those who do not exert any effort.
Some may argue that, along with the state-owned banks, the RCCs are
perceived by depositors as having an implicit deposit guarantee by the
central government, and they do not need to monitor the actions of
agents. For the purpose of this study, it just goes to show that the per-
ceived risks of potential loss of savings are so low that the high costs of
monitoring or participation are not justified.’” Following this logic,
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member households as a collective principal, have weak control over
the agents and weak incentive to monitor the actions of agents.

Some may question why the County RCC Unions and local govern-
ments, which are both made up of groups of individuals, are not consid-
ered collective principals. As discussed earlier, for a group of individuals
to become a collective principal, each individual within the group is not
able to unilaterally negotiate a contract with the agent, and the group
must agree among themselves before recontracting with the agent. The
manager of the County RCC Union, the decisionmaker, does not need the
consent of all the union’s staff members before contracting with the
agents. Similarly, the local party secretary has the final say in the local
party committee and does not need the agreement of all party committee
members before negotiating a contract with the agent. The multiple prin-
cipals—agent relationships of the RCCs are shown in Figure 5.

Figure 5 RCCs’ Multiple Principals—Agent Relationships
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RCC’s Corporate Governance: A Collective
Principal and Multiple Principals—Agent Relationships

The preceding analysis contends that as agents, the grassroots RCCs
are accountable to multiple principals with sharply conflicting objec-
tives: (1) County RCC Unions, which are their functional superiors and
interested in maximizing profits and returns on financial assets; (2)
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local party or government officials, whose priorities are to promote the
growth of local economies on which their political careers and the basic
functions of local government units depend; and (3) member house-
holds, collectively a principal to the RCCs, who are concerned with
having access to loans and with safeguarding the value of and maxi-
mizing the returns on their precious savings. The three principals have
diverging interests, and each of them exerts control over the agents
using differing means. The County RCC Unions manage by formulat-
ing a set of evaluation criteria strongly weighted on economic returns
on which remuneration of grassroots RCC employees is based. On the
one hand, local party officials rule by determining the people who fill
the top posts in the RCCs and by influencing the decisions of the RCC
managers to direct loans toward their favored enterprises or projects,
using their local political authority. On the other hand, member house-
holds as a “fragmented” principal face an insurmountable task of mo-
bilizing the entire group to monitor and supervise the actions of the
agents. I contend that as a large group, member households face a “col-
lective action” problem: each of the member households has no incen-
tive to pay for the monitoring costs. The implication of such complex
relationships between the RCCs and the principals is that the interests
of member households are significantly compromised. Furthermore,
loans are often siphoned off to local government-preferred projects or
enterprises due to political persuasion.

Given the RCC'’s institutional changes over the years (though the
post-2003 changes are not considered here), have the dynamics of the
principal-agent relationships changed? Put simply, do the nature and
structure of PA relationships differ between the management of the
state-owned Agricultural Bank of China and the County Union? What
is the extent of the local party committee’s control over the two relative
periods?

Both primary and secondary evidence suggest that in the latter pe-
riod, the County Union replaces the state-owned banks in managing the
township RCCs, while the local party committee’s control remains per-
vasive throughout. This is evidenced in the fact that the local party com-
mittee has control over appointments and dismissals of high-ranking
personnel throughout the two periods. In short, the RCCs were ac-
countable to multiple principals in both periods, which were the local
party committees, member households as a collective principal, and the
state-owned Agricultural Bank of China prior to 1996 and the County
Union after 1996.
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Conclusion

By studying the corporate governance or power distribution within the
organization, this article contributes to the scanty literature on the
RCCs, addressing why they are saddled with mountains of bad debt,
most of which are loans to township and village enterprises; why they
suffer chronic financial losses; and why they have failed to be ac-
countable to the member households.

Scholars studying China’s Rural Credit Cooperatives may not ex-
pect to see in this article the nature and array of analyses presented.
Nonetheless, it is for this very reason that this study aims to make its
mark. Studies on rural financial institutions have traditionally been the
realm of economists using tools to measure subsidy dependency and
outreach in such organizations. This study underscores the importance
of politics in explaining what has been predominantly seen as an eco-
nomic puzzle.’® Further, this article demonstrates that using theoretical
models from the microeconomics of organizations and political ac-
countability literature can help inform on a problem examined by coun-
try specialists.>® For those scholars working on principal-agent rela-
tionships, this analysis makes clear that the manner in which the nature
of principals is conceptualized has profound bearings on the strengths
of the delegation of authority from the principal to the agent. Critically,
when one of the multiple principals is a “collective” principal, we have
good reason to believe that the control of that principal over the agents
is considerably weaker than that of the other principals.
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