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Preface

The theme of this year’s Green Paper is rural finance. What is rural finance? Why
study rural finance? Is rural finance facing challenges, and if so, are there any solutions?

These are the questions that this report aims to answer.

I

Rural finance originates from agricultural finance. Domestic research and discussions
on agricultural finance highlight a long history in China, with some regions even having
specialized institutes for agricultural finance research, and certain universities offering
programs in agricultural finance. However, up to now, our research conducted across
the country reveals that the vast rural areas in China, from east to west, have undergone
profound structural changes over the past few decades.

Firstly, farmers’ income is now primarily derived from sources other than agricultural
earnings. Virtually all farmers are engaged in diversified activities. In other words,
agricultural income constitutes only a portion, and even a small portion, of their total
income. Farmers' households derive their income from urban employment and various
non-agricultural business activities.

Secondly, from the composition of farmers’ income, it is evident that although
agriculture remains important, its proportion in the local GDP is relatively low, ranging
from as low as 1% to around 20% in some areas. In any case, it is not the predominant
component of local GDP. The national strategy for rural revitalization no longer confines
itself to the revitalization of agriculture but encompasses the diversified development of
various industries in rural areas.

Moreover, as far as the rural areas are concerned, the traditional understanding limited
it to villages within rural regions, which, as a matter of fact, is a narrow understanding.
The concept of rural areas should encompass county-level regions. In other words, on a

nationwide scale, apart from cities at or above the prefecture level, county-level cities,
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counties, districts, and areas such as county towns, townships, development zones, and
tourist areas, etc. all fall in the category of rural areas. In this sense, rural revitalization
equates to the revitalization of county-level societies. Through a realistic observation of
farmers, agriculture, and villages, it can be argued that the services that finance can provide
within county-level regions far exceed the original concept of “farmers, agriculture, and
villages”. Such services as infrastructure development in counties, and education and
healthcare facilities in county regions, all fall in the scope of financial services. In this
sense, it is evident that services ranging from large-scale infrastructure construction to the
financial demands of individual households are all part of the supply side of rural finance.
Over decades of development, China’s urban infrastructure, especially public service
facilities, has been relatively well developed. In contrast, county-level regions often lag
behind in this aspect, making them vulnerable areas in terms of infrastructure and public
services.

From this perspective, the service potential of rural finance is quite substantial. Rural
finance, in essence, refers to county-level finance, or one might say non-urban finance.
Within the context of the national strategy for rural revitalization, rural finance is a field
that deserves special attention and features significant potential. In conclusion, rural

finance originates from agricultural finance but extends far beyond its original boundaries.

11

What is the core issue in rural finance? People commonly believe that since rural
finance originates from agricultural finance and is aligned with the backdrop of the strategy
of rural revitalization, the primary focus of rural finance lies in how to better serve the “three
rural issues”, namely, farmers, agriculture, and villages. Existing policies and assessment
indicators also target serving the “three rural issues” as their objectives. It seems that as
long as everyone is dedicated to serving the “three rural issues”, the goals of rural finance
can be achieved. However, several phenomena or trends observed in reality raise important
questions for us to contemplate.

First of all, banks of all kinds have rushed into the rural market, which, on the one

hand, increases the supply of financial services but, on the other hand, has also led to
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widespread criticism. In particular, the practice of large banks expanding their businesses
into rural areas has become a controversial and hotly debated topic.

Secondly, rural credit cooperatives that are deeply rooted in rural areas and structured
largely according to administrative divisions, along with the increasing number of
rural commercial banks, are facing industry-based challenges. In many provinces, from
provincial-level rural credit cooperative unions to county-level rural commercial banks,
significant financial risks have become evident. In many central and western regions
in China, grassroots-based rural commercial banks, rural credit cooperatives, and rural
cooperative banks are grappling with financial difficulties and are struggling to sustain
their operations.

Thirdly, village banks, as a new type of banking institution, have been established
to serve the “three rural issues”, and are, without doubt, experiencing industry-based
challenges.

Fourthly, in the process of various banks expanding their businesses to rural areas,
there are critical questions that need to be addressed, including how policy banks can
effectively fulfill their policy functions, how large banks can leverage their strengths and
mitigate weaknesses, how joint stock commercial banks can adapt to rural areas, and how
other small and medium-sized banks, as well as non-banking institutions such as insurance
companies, guarantee companies, and microfinance institutions, can leverage their unique
characteristics to gain a foothold in the increasingly competitive arena. While there may
not be readily available answers, it is of utmost significance to address these questions.

From this perspective, the significant questions that rural finance needs to address
today go beyond merely addressing how to serve the “three rural issues” on the surface.
Instead, they revolve around how to reconstruct the financial system, striking a balance
between competitiveness and healthy competition, and achieving social objectives while
forming a commercially sustainable financial ecosystem. One unavoidable issue among
all these questions is how to reposition and redefine the operational models and establish
the mission and goals of rural credit cooperatives, rural commercial banks, provincial rural
credit cooperative unions, and similar institutions that have been present and developing

in every corner of rural China for 70 years. Only by resolving this core issue, which is
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essentially the foundation of the rural financial landscape, can rural finance become an

active and effective driving force in supporting the strategy of rural revitalization.

111

China’s rural credit system is rooted in serving farmers and is a typical institution that
adheres to the principle that “what is taken from the people should be used for the people”.
Some rural credit cooperatives in certain regions can trace their origins back to nearly
a century ago, the era of the Red Army’s revolutionary base in the Central Soviet Area.
Some others can be linked to the ideas and practices introduced by German cooperative
finance pioneers like Raiffeisen in the early 20th century. Over the past 70 years, practices
have repeatedly demonstrated that there is a wide demand for cooperative finance in rural
China. However, the environment for its sound development has been lacking. In fact,
the rural credit system has undergone multiple transformations, and today, cooperative
finance in its true sense no longer exists. The current mainstream consists of rural credit
cooperatives and rural cooperative banks operating in a quasi-commercial banking model,
along with an increasing number of rural commercial banks. Regulatory authorities
are guiding these institutions towards transformation into commercial banks wherever
conditions permit.

We know that rural areas are relatively vulnerable areas in any country. Even in
many developed countries, governments provide diversified subsidies to support rural
areas. From the perspective of national strategy, rural areas are indispensable. In this
sense, farmers engaged in agriculture in rural areas bear social responsibilities. Financial
institutions dedicated to serving the rural areas also carry social responsibilities in
alignment with the nation’s objectives. Cooperative finance, which prioritizes its services
to residents in rural areas over profitability but still aims for commercial sustainability, is
often seen as the type of financial organization that best balances its social and business
objectives in countries worldwide. Can commercial banks achieve the same goals? The
answer is often frustrating.

Our research indicates that commercial banks are facing significant challenges. There

are at least four aspects of difficulties that make it difficult for rural commercial banks to
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thrive:

First of all, serving dispersed rural customers, with the county as the center, presents
a high-cost challenge in the “last mile” of inclusive finance, which has always remained a
challenge for banks with a focus on commercial value.

Secondly, serving diverse and ever-changing financial demands in rural areas through
segmented single-business segments often constrains the implementation of a “customer-
oriented” strategy;

Thirdly, the absence of clear social value objectives and reliance on market
mechanisms to address market failures have led to a prevalent phenomenon of “mission
drift” among these institutions;

Fourthly, dealing with a wide range of government and social demands with relatively
small profit margins, especially in areas characterized by population outflow and limited
economic scale, many rural commercial banks find themselves stretched thin and struggle
to achieve sustainable development.

Most critically, the regulatory requirements established under the new Basel
Accords, which include capital requirements, leverage ratios, provisioning ratios, and
liquidity requirements, often serve as insurmountable barriers for rural commercial banks,
especially county-level ones in the central and western regions of China, that are in weaker
positions. In many cases, county-level rural commercial banks are forced to abandon their
independent legal entity status and transform into branches of provincial-level banks. This
trend may not align with the national objectives of inclusive finance.

As mentioned earlier, the more grassroots-level financial institutions are, the more
they are expected to shoulder social responsibilities. Therefore, China’s existing rural
commercial banking model conflicts with the national strategy of inclusive finance. The
conclusion of this report is that rural financial institutions should establish dual objectives
featuring both social values and commercial values. Only by doing so, can they achieve
both the strategic goals of inclusive finance and commercial sustainability. Such rural
financial institutions should have a unique nature. Based on the experiences of different
countries around the world, it is necessary to enact specific legislation to establish rural

financial institutions with dual objectives and to provide clear regulations for these
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institutions regarding their objectives, business models, and regulatory patterns that differ
from those of other commercial banks.

Many people believe that inclusive finance is simply about expanding financial
services to vulnerable populations. As a matter of fact, this only captures part of the
concept. Inclusive finance goes beyond extending financial services to micro, small, and
vulnerable entities; it is primarily about addressing social disparities, both urban-rural and
wealth-based. It aims to solve social issues rather than being solely a financial business
matter. Prof. Muhammed Yunus, a pioneer in inclusive finance, has always emphasized
that the true value of inclusive finance lies in empowering disadvantaged individuals by
providing them with the tools and capabilities they need to become self-sustainable. Our
research indicates that certain inclusive insurance products, such as agricultural insurance,
play a significant role in helping vulnerable populations mitigate risks and enhance
their resilience. In China, the establishment of “credit villages” or “credit townships” in
some inclusive finance reform pilot areas has even integrated these initiatives into local
social governance structures, yielding notable results. As grassroots-based rural financial

institutions, it is inevitable that they should undertake these various social functions.

v

In the context of the flourishing development of rural finance and the emergence
of non-market competitive phenomena, we must acknowledge and make an accurate
assessment of these trends. It is well known that although every bank has its unique
strengths and characteristics, undifferentiated and homogeneous competition usually leads
to industry disorder and market distortions. I believe that the market functions like a large
university campus, where various institutions can find their niche positions. At the same
time, the market also functions as an ecosystem where institutions can both compete and
cooperate. This leads to competitive complementarity, resulting in a sound pattern of
division in the market competition.

For example, policy banks can effectively collaborate with commercial banks,
creating advantages similar to blended finance. Successful examples of this cooperation

have been already available in practice. During a recent visit to Indonesia, local experts
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pointed out that China’s PPP (Public-Private Partnership) cooperation mechanism is a
successful blended finance model and is worth studying by other developing countries.

Indeed, even between large banks and small banks, it seems that a wholesale-
retail relationship can be established. For instance, large banks can wholesale relatively
inexpensive funds to smaller banks, which can leverage their proximity to grassroots
customers and utilize their existing retail networks to provide stable and continuous “last-
mile” services. Each bank can maximize its strengths, leading to increased efficiency
across the entire industry. Regulatory authorities at the national level should have the
foresight and responsibility to provide an appropriate regulatory environment from
the perspective of nurturing the overall healthy development of the market, including
stipulating differentiated regulatory indicators and assessment criteria.

Apart from banks, non-bank financial institutions should play a larger role in the rural
financial landscape. Our field survey demonstrates that in rural households, especially
among more vulnerable families, the value of insurance products often surpasses that
of lending products. Insurance products such as accident insurance and critical illness
insurance serve as a crucial line of defense for vulnerable individuals against various
risks. The role of multi-tiered capital markets in rural finance is frequently overlooked.
In reality, actions such as rural entrepreneurship and investments with equity or venture
capital characteristics are becoming increasingly common in rural areas. Successful
entrepreneurship often relies on the assets at the base of multi-tiered capital markets.

Currently, people have significant concerns about local government debt, including
village-level debt. How to address these issues is crucial for the comprehensive
development and implementation of rural finance. It's worth noting that these debt issues
can be historical or more recent in nature, and how we perceive and tackle them is an
important consideration. However, these issues are not within the scope of this report.
In the process of developing rural finance, challenges like these are inevitable. Simply
refraining from innovation due to fear of potential financial risks would be a passive and
negative approach. It's important to accurately assess financial innovation. Finance is
inherently designed to address uncertainties and risks, but it can also introduce new risks

in the process. The key issue here is to maintain an optimistic outlook for the future. Just
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like holding sand in one's hand, the tighter you grip, the more it slips away. Therefore, it
is crucial to have the right expectations. At the same time, responsible innovation should
be advocated, which is a valuable lesson learned by countries worldwide after the 2008

financial crisis.

\%

Just as nothing is perfect, this report also has some limitations. While the report
focuses on rural finance as its main theme, it does not delve into the fundamental factors
behind the various operational models of provincial rural credit cooperative unions in
different regions. Additionally, there is room for a more in-depth exploration of the basic
models for the sustainable development of rural financial institutions under the dual
objectives. Finally, the report does not expand on the broader connotations and extensions
of rural finance at a larger scale. These limitations can be addressed in future research
projects.

Certainly, as a whole, considering that this is the first research that explicitly focuses
on rural finance, it’s already a significant milestone that deserves us to feel proud of. Our
research team has worked diligently, and the research is built upon extensive fieldwork,
making it credible. As the report is about to be released, I feel a deep sense of gratitude.
At the same time, as always, [ would like to extend my heartfelt thanks to the institutions
that have provided us with strong support and funding for this research. I look forward to

seeing this research spark more and larger follow-up research outcomes in the future.

Bei Duoguang
At Beijing Culture Plaza on Sept. 8", 2023
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Summary

Part 1 Dilemma of Rural Financial Development

The Law of the People’s Republic of China on the Promotion of Rural Revitalization
promulgated in 2021 defines “rural area” as “a regional complex (other than urban built-
up area) with natural, social and economic characteristics and multiple functions such
as production, life, ecology and culture including towns, villages, etc.” Therefore, rural
areas are not only connected with agriculture but also contain economic, social, ecological
and cultural connotations. Meanwhile, they are not confined to the restrictions of
administrative divisions but refer to the areas which take towns and villages as a principal
part and include outer suburbs of counties and cities. When it comes to rural area, many
people share such a common feeling that rural area is backward but worthy of preservation
and even needs to be revitalized! Rural revitalization is to change the backward while
preserving the valuable. The overall goal is to comprehensively improve the well-being of
residents in the rural areas, narrow the gap between urban and rural areas, and realize the
sustainable development of rural areas. However, in recent decades, slower development
than cities, widening gap between urban and rural areas and fragile sustainability have
become increasingly important issues in rural development. In particular, labor migration,
brain drain, capital drain and serious population aging are the problems that must be faced
and solved in rural revitalization. Financial instruments can help solve the above problems.

At present, financial support for rural revitalization has the following problems:
Firstly, serve sparse rural clients through county centers. The cost arising therefrom is
relatively high. China’s rural financial service is hierarchical in the county centers. The
financial services in the counties are mainly provided and decided by county branches.
Relatively standardized outlets are established to provide financial services in towns or big

village markets. Business managers need to go to the villages to provide clients with door-
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to-door services. The business of village-level financial service stations is relatively simple,
and it is not as good as door-to-door services. Secondly, serve blended financial demands
through separated business services. Most of rural subjects are based on by-businesses,
including agricultural production, operating revenue and service revenue. Therefore, their
demands for financial services are not limited to agricultural production. Rural economy
entities and farmers need the support of production and consumption funds and purchase
financial services such as insurance, savings, payment and wealth management. The total
amount of financial services required by every family or economic entity is not small,
but the current financial service system seems to be incapable of handling this blended
rural financial demand due to a small financial demand for a single variety. Because of
China’s business regulatory policies, the comprehensive financial service model cannot
be approved by regulatory authorities. Thirdly, deal with market failure through market
mechanism. The county-level financial institutions in counties not only allocate financial
supply and demand between rural areas but also exchange with cities, playing a pivotal
role in resource allocation. In this process, some institutions play a pump-like role,
which results in the market failure of resource allocation. Under the current financial
reform or financial regulatory policies, they are guided by the principle of free market
economy and try to solve market failure by market means. As a result, the market failure
is expanded. Fourthly, deal with diverse government and social requirements through
small profit margins. Although we have a unified strategic policy for rural revitalization,
implementation policies are formulated by different ministries and commissions, and
different financial business departments also need to issue corresponding implementation
policies. When these requirements are contradictory, the county-level financial institutions
can only seek survival in the tough situation and pursue suboptimal profit targets, and
financial institutions with inadequate capabilities are even at the risk of bankruptcy.

When carrying out businesses in the rural areas, most of the customers of financial
institutions are low-income economy entities at the bottom of society who are easily
excluded in society, economy and culture. Meanwhile, rural finance can allocate resources,
affecting the capital investments and producing an impact on the environment. In other

words, rural finance can not only affect economic growth but also have relatively high
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social value and environmental responsibility. From the perspective of country and society,
the society needs such financial institutions to achieve equitable development, narrow the
gap between urban and rural areas and realize the goals of rural revitalization and common
prosperity. Rural financial institutions serve sparse clients, featuring small quotas, high
cost, low profit and fragile business sustainability. However, they have high social value
and great environmental responsibility. Regrettably, after China’s reform and opening-up,
the concept of market economy was widely adopted, and social value and environmental
responsibility of rural finance were not systematically recognized. The theories of
market economy were simply adopted as guidance for rural financial institutions, and the
measurement and regulation were conducted based on the standards of market economy.
The problems in rural finance were unilaterally attributed to incomplete marketization. In
order to solve the problems caused by marketization, the market-orientation approaches
were adopted, which caused bigger problems as a result. Therefore, in the current situation
that rural financial institutions should follow the baseline of sustainable development and
undertake social responsibility and great environmental responsibility when facing fragile
commercial sustainability, it is necessary for us to systematically conduct research on the
“dual targets” of rural financial institutions. (Chapter 1 Introduction)

First of all, we need to make clear the definition of rural finance and its current
situation. We hold that “rural finance” is consistent with the scope of “rural area” in
“rural revitalization” and helps realize “rural revitalization”. Rural finance is a financial
ecosystem that caters for the all-round development of outer suburbs of counties and
cities. Rural area is not only connected with agriculture but also contains economic,
social, ecological and cultural connotations. When carrying out businesses, rural financial
institutions not only directly provide financial services to rural economic entities but also
consider how to have financial institutions participated in all aspects of rural development
by giving full play to their advantages, i.e. undertaking certain social responsibility. This
is also one of the expectations and requirements of society for rural finance in the context
of rural revitalization strategy. Although “rural finance” is still emerging at present, it
does not start all over again and build a new financial ecosystem from a perspective of

connotations. “Rural finance” is closely related to “agriculture finance” and “inclusive
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finance” which were concerned for a long time in the past, and it has been expanded
to some extent. Generally, rural finance is the optimization and integration of existing
financial resources and ecology for the realization of “rural revitalization”. Therefore, it
has at least three connotations: Firstly, rural finance is not about “agriculture, rural areas
and farmers”. Guided by “rural revitalization”, rural finance supports all the residents in
the counties and the suburbs of cities to improve their life, develop agriculture and non-
agricultural industries, improve development environment, and promote urban-rural
integration and balanced development. Secondly, rural finance is not about independent
financial development. It is consistent with national macro-development plan. In addition
to directly supporting the national strategy of “rural revitalization”, it is found after further
learning about the connotation of “rural revitalization” that supporting urbanization,
agricultural and rural modernization, digital economy strategy and green transformation
are all its integral components and key directions. Thirdly, rural finance is the embodiment
of inclusive finance’s high-quality development in the rural areas. At the high-quality
development stage of inclusive finance, comprehensive financial ecology including
credit, payment, insurance, direct financing, consumer education and protection should
be developed based on digital infrastructure. Similarly, the development of rural finance
should be combined with the development of digital technology to extend the application
scenarios and boundaries of the comprehensive financial ecology in the rural areas. As for
how to promote the development of rural finance, we should make it clear that counties
are also the focus of rural financial development and supporting rural revitalization. From
the perspective of population mobility, China’s agricultural population mainly lives in
the counties. From the perspective of geographic location, county acts as a link between
rural area and city. From the perspective of economic development, county has diverse
economic industries. From the perspective of financial market, county has relatively
complete financial ecology.

After years of development, the layout of the rural financial supply market which
is diversified, multi-tiered, and moderately competitive in China has taken shape, which
is characterized by cooperation and coexistence of policy institutions and commercial

institutions and the provision of services by small, medium, and large financial institutions.
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Banking institutions are the mainstay; the function of insurance companies to provide
protection has been gradually strengthened; and direct financing, guarantee, lease, trust,
fintech companies and other informal financial institutions focus on the resources to
synergistically support rural development. These financial institutions gather in the rural
areas, use their advantages to innovate constantly in a competitive environment, and
the financial availability to various rural entities is greatly enhanced. Judging from the
performance of financial institutions, the banking system has increased the funds flowing
to rural revitalization; the coverage of rural clients has been increased; the proportion of
credit loans has been increased; rural entities can get access to financial services more
easily; the efficiency of financial services has been greatly improved; and meanwhile,
various institutions have certain market segmentations. (Chapter 2 Development Status of
Rural Finance)

In the process of rural revitalization, the financial demands of rural subjects show
some new characteristics. Financial institutions need to fully understand the changes of
financial demands in time, and how to meet their financial demands in time imposes higher
requirements on rural financial institutions. Rural financial demand can be divided into
three levels: household level, enterprise level and public goods supply level.

In terms of household level, with the launching of a series of favorable policies in the
rural areas, the survival uncertainty of rural households has decreased, and the willingness
of rural households to invest in production and living consumption has been obviously
strengthened. With the development of inclusive finance, the enhancement of availability
of funds has prompted the potential financing demands of rural households to appear.
In particular, living consumption such as building, education and daily entertainment
is still the main motivation for financing of households, and the capital demands are
characterized by significant quota increase and maturity extension. With the construction
of rural credit system and financial innovation, when most of the rural households are
short of funds, they will obtain the funds mainly from formal financing channels, and then
take informal channels as a supplement. As for insurance demands of rural households,
diseases, accidental injuries and crop failure risks require insurance protection the

most. With the aging of rural households, there are also multi-level old-age insurance
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demands. Nevertheless, at present, the existing risk guarantee modes for rural households
are still dominated by social insurance, and commercial insurance is still insufficient.
Weak insurance awareness, social security substitution and trust crisis are the three
most important factors that hinder households from purchasing commercial insurance.
In addition to the above financing and insurance demands, their demands for financial
products have also increased with the increase of disposable incomes of rural households
and the strengthened awareness of wealth management. At the same time, as financial
market develops, financial products emerge one after another, and the complexity is far
beyond the cognitive level of ordinary people. To make rational financial decisions, more
and more households hope to improve their financial literacy by participating in financial
literacy training.

In terms of enterprise level, at present most of rural enterprises are micro and small
enterprises. Compared with small-scale farmer households, agricultural production has
transformed to become mechanized and smart. The production and operation costs have
increased greatly, and lots of technology and equipment investment are needed. Under
the integrative development of primary, secondary and tertiary industries, the function
of agriculture has extended from simple production to multiple links. Its development
relies more on capital investment, and there is a large scale of financing demands for
broad purposes. Although micro and small enterprises are upgrading and developing,
most of rural micro and small enterprises have household economic attributes. Besides
considering production and operation, they also give consideration to family life, and their
financing purposes show the “blending” of production investment and living consumption.
Not only that, some micro and small enterprise owners may operate multiple industries
simultaneously, so the “blending” of their financing purposes is also reflected in multiple
industries. Rural micro and small enterprises with different production scales have
different production and operation modes and purposes, and the characteristics of financing
demands are obviously different. As a whole, the larger the production scale, the huger
the financing demand, and the longer the term. Similar to the households, the financing
channels of rural micro and small businesses are mainly formal channels and supplemented

by informal channels during the development of rural finance. As for insurance demands,
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the digital transformation of micro and small enterprises in the rural areas urgently needs
new insurance guarantee. Large-scale new agricultural business entities rely more on
various agricultural insurances, especially innovative insurances such as insurance related
to climate change and insurance related to agricultural product quality, and the financing
dilemma increases the demands for credit guarantee insurances. In addition, due to the
increasing participation of rural micro and small enterprises in the industrial chain, they
need more comprehensive financial services such as financing, insurance and wealth
management.

In terms of public goods supply, the supply of rural public goods is mainly from
a cooperative supply mechanism between society and government. Under the market-
oriented supply mode of rural public goods, rural construction depends on the financial
investment of local governments and the capital investment of market entities. The
construction, operation and management costs of market entities need to be balanced
by project profits, but this balance can hardly be achieved at the early stage of project
construction. Therefore, market entities need to pay a lot of construction costs in advance.
They will have a huge financing demand in the initial construction, and consequent
innovation and upgrading of the projects.

On the whole, the financing restriction of rural entities has been eased when
compared with the past. Line of credit can meet the financing demands of most of small
farmer households and micro and small enterprises with a small scale. Micro and small
enterprises with a large scale are the high-quality clients of formal finance, and many
institutions compete for offering them the line of credit. Therefore, they have no financing
difficulty at all. Financing restriction mainly appears in micro and small enterprises with
a medium scale. The quota of loan on credit cannot meet their production and operation
demands. However, these micro and small enterprises often lack mortgages and their
financial management is irregular, so it is difficult for them to obtain sufficient loans. It
is necessary for all walks of life to work together to improve their financing situations.
(Chapter 3 Characteristics of Financial Demands in Rural Development)

In response to the changes in the financial demands of rural entities in rural

development, financial institutions have taken various actions to improve the quality of
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rural financial services. Firstly, establish business outlets to enhance the availability of
financial services. In recent years, large banks and joint-stock banks, which used to mainly
serve cities, have set up their business outlets in counties. Small and medium-sized banks
that are established and take rooted in the rural areas have further expanded their business
outlets to larger towns. By the end of 2021, the coverage rate of farmer withdrawal service
points in domestic village-level administrative regions reached 99.6%. The development
of fintech has also helped transform traditional physical outlets into smart outlets, and the
business outlets of financial institutions provide more functions. Secondly, break the barrier
of financial services through product innovation, including the increase of new collateral
products, exploration of green finance, and adaptation of supply chain finance to industrial
upgrading. For financial institutions, innovative financial products may not necessarily
bring more business and development space, and there are even high possibilities of
failure in the rural areas. However, innovative products can greatly improve the quality of
services provided to rural entities and meet their diversified financial demands. Thirdly,
meet the requirement of risk management through insurance development. The types
of agricultural insurance have increased; the capability of insurances to share risks has
enhanced; and the cooperation between insurance institutions and other institutions is more
frequent. This not only provides comprehensive risk management and financing services
for rural entities but also offers channels for various institutions to share the risks together.
Thanks to the high financial subsidies for agricultural insurance premiums, China’s
agricultural insurance premiums have ranked the first in the world since 2020. However,
there is still a gap between insurance varieties and diversified insurance demands of rural
entities, and especially the insurance products with local characteristics and advantages are
still not complete. The insurance density and depth have been improved rapidly, but there
is an obvious gap with the developed countries. Fourthly, improve development potential
through capacity building. In the past, financial institutions took the initiative to carry out
capacity building for rural entities, including technical training, entrepreneurship training,
operation training and financial capacity training. With the development of science and
technology, financial institutions can provide low-cost and diverse training for remote

rural areas through online and offline modes including live streaming, video courses,
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study tours, and on-site lectures, and teach them the knowledge of operation management,
production management, financial management, finance, etc. This not only helps them
learn to use financial tools but also guides them to develop better and stimulates the
endogenous power of rural areas. It has also strengthened the contact between financial
institutions and clients, enhanced communication with clients, and cultivated more
potential and even high-quality rural clients for the institutions in the long run.

The practice of rural financial institutions has changed rural financial markets.
However, compared with urban clients, financial institutions will encounter more
difficulties when carrying out businesses in the rural areas. Therefore, even though
financial institutions has been innovating, there are still some financial demands in the
rural financial market that can hardly be met. It is necessary for all parties to reexamine
rural finance and fundamentally change way of thinking to work out a solution. These
problems are mainly reflected in the following aspects: Firstly, the rural entities are weak.
Compared with urban residents and enterprises, the financial demands of the entities in
the rural areas are small, scattered and remote. Most of the entities hold blank credits,
which is characterized by asymmetric information, great risks in development and weak
financial capability. The weakness of rural entities makes financial institutions face such
difficulties as high comprehensive cost, great challenges in risk control management
and difficulty in expanding businesses. From the commercial perspective of financial
institutions, rural market is at most a “break even and meager profit” market. Secondly, the
rural financial infrastructure is weak. For example, the immature credit information system
makes it difficult for financial institutions to issue large-scale credit. The insufficient
function of inclusive finance service station weakens the connection between financial
institutions and rural areas. The supporting institutions are not sound, causing resistance
for financial institutions to serve the rural areas. At present, rural financial infrastructure is
still relatively weak, resulting in a difficulty in solving problems, lack of implementation
and small space for innovation when financial institutions carry out businesses in the rural
areas. Even if financial institutions with social responsibility are enthusiastic to devote
themselves to the rural areas, the problems of financial infrastructure seriously restrict the

capability of financial institutions. Thirdly, the financial institutions have shortcomings.
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At present, there are financial institutions of different scales in the rural financial market.
The financial institutions of different scales have their unique advantages when carrying
out businesses in the rural areas, while some unique difficulties exist in organization and
governance mechanism, business layout and digital transformation. Ultimately, rural
financial market is still immature, and there are still a lot of unmet demands in the market.
The new financial demands emerging in the rural revitalization and development have
not been observed by financial institutions in time, and there is a big gap between supply
and demand. In addition, some small and medium-sized financial institutions have risks,
which endanger their survival and bring potential crisis to financial market and social
development.

To solve the above problems, the government can promote the maturity of rural
financial market by improving infrastructure and issuing policies. However, if the policy
is not made properly, it will make the fragile market more “disorderly”. We should see
that the actions of rural financial institutions are interlinked with their businesses and
rural financial institutions have taken more “social responsibilities” for the development
of clients and rural areas. In the context of the market-oriented development of rural
finance, all walks of life have not yet formed a unified understanding on the “dual targets”
achieved by taking on the dual roles of rural financial institutions, which has become an
important reason to hinder the sustainable development of rural finance and constrain
rural revitalization. This is expected to be concerned by all parties at the current stage.
To solve the dilemma of rural financial institutions, rural financial institutions need to be
repositioned. We need to confirm whether they have accomplished “dual targets” in the
rural areas as expected or even exceeded the expectation. The government should adjust
government policies in regulation, finance and taxation. Local governments should further
cooperate with financial institutions to explore the solutions together. (Chapter 4 Dilemma

of Rural Financial Institutions)
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Part 2 Enlightenment and Prospect of Domestic and
International Development

After reviewing the development of rural credit system, we find that although
organizational form has been gradually shifted from cooperative system to joint-stock
system after many reforms, social responsibility has always existed in the rural credit
system, has not disappeared because of reform, and has even become a major characteristic
of rural credit system. At present, rural credit system is an important part in rural finance.
In particular, 12.4% of the total assets of commercial banks issues 28.9% of agriculture-
related loans, indicating that the assets allocation of rural credit system is mainly used for
rural development and has persisted in the positioning of serving the rural areas. Rural
credit system is also the main force to practice social responsibility in the rural areas. When
practicing social responsibility, it provides comprehensive support for the development of
financial consumers, rural industries and rural areas through public charity and business
development. The development track of rural credit system can answer some puzzles of
domestic rural financial institutions. Currently, the successful experience of some financial
institutions in rural credit system also demonstrates how financial institutions practice “dual
targets” in the context of rural revitalization.

Although rural credit system has made a lot of progress in achieving the “dual
targets”, its development has encountered difficulties. For example, its profitability,
capital adequacy rate and assets quality drop significantly. Even some institutions have
experienced a “mission drift”, which affects its main force in the rural area and supporting
role in the rural areas. The reason for this is that the rural outlets of large banks have
produced a corresponding impact. In 2022, Industrial and Commercial Bank of China
(ICBC), Agricultural Bank of China (ABC), Bank of China (BOC), China Construction
Bank (CCB) and Postal Savings Bank of China (PSBC) accounted for about 31.9% of the
total balance of agriculture-related loans. As large commercial banks are strengthening
their support for county economy, their rural financial market share is increasing as well.

The financing interest rate of large banks is lower, so it is easier for large banks to obtain
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national pilot policies, and provide better services for clients through fintech. The rural
outlets of large banks have intensified the competition in the rural financial market and
disrupted the original business development layout of the rural credit system in rural areas.
The rural credit system not only needs to solve the internal problems in its development but
also needs to take measures to address the challenges brought about by intense competition
and reduce the loss of clients, especially high-quality clients. There are also problems in
the development of rural credit system. Firstly, the management system has shortcomings.
The provincial rural credit cooperative union “is established by bottom-up shareholding”
of county-level corporate bank, which conflicts with “top-down management and control”.
At present, more and more people suggest to make clear the management functions of
provincial rural credit cooperative union and sort out the relationship between secondary
legal entities. Secondly, there are serious defects in the corporate governance of some rural
credit institutions. Key business decisions are controlled by a few people, and an effective
principal-agent balance mechanism has not been established yet. Thirdly, the risk control
capability is low. In the rating of financial institutions regularly conducted by the People’s
Bank of China, the number of high-risk institutions in the rural credit system is the largest.
Fourthly, the capability of digital transformation is relatively low. As an independent
legal entity in the county, the financial institution of the rural credit system has limited
talents, capital and technology investments for digital transformation. In this situation,
weak digital capability has become a weakness in the competition of the agricultural and
commercial system under the trend of digital transformation.

Under the internal and external impacts, in the future rural credit system should
strengthen its advantages, solve internal problems through reform, maintain its position
as the main force in the rural financial market, and realize the sustainable development
at a higher level while supporting rural revitalization. On the one hand, it is necessary
to clarify the advantages of the rural credit system in the rural financial market. Firstly,
the featured financial services can be provided through the “small county legal persons”.
Dense outlets and employees will give the rural credit system an opportunity to further
understand clients and provide personalized services, and the “small county legal persons”

can provide convenient services for rural clients because of short decision-making chain
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and product innovation cycle. Secondly, make full use of the “big platform” of provincial
rural credit cooperative union to promote the development of the rural credit system. In
terms of digital transformation, the provincial rural credit cooperative union has gathered
the bank resources to develop online banking, mobile APP and data element management
platform. The “online” system of the provincial rural credit cooperative union is combined
with the “offline” outlets and personnel advantages of the rural credit system, the customer
acquisition capability will be significantly enhanced, and a competitive advantage will be
gained. In terms of risk control and liquidity management, under the coordination of the
provincial rural credit cooperative union, funds can be financed in the interbank market and
between banks and credit cooperatives. In terms of capital replenishment, the provincial
rural credit cooperative union can coordinate with the issuance of financial bonds. Finally,
the “dual targets” should be kept in the rural areas in order to seize the new opportunities
in the new period. Persisting in the strategy of “dual targets” can avoid “mission drift”
and add new services to the rural credit system. Firm “dual targets” will help sort out
the current management system. If the provincial rural credit cooperative union and the
county-level institutions reach an agreement on “dual targets”, the management system
between the provincial rural credit cooperatives and the county-level legal person
institutions will be sorted out more easily. Moreover, in-depth reform should be carried
out to solve the internal problems. At present, China’s rural credit system is undergoing a
new round of reform based on the reform of the provincial rural credit cooperative union
system. In the future, no matter what the direction of the reform of provincial rural credit
cooperative union is, we need to think about how to persist in the “dual targets” from top
to bottom in the new management system.

For the development of rural credit system in the new period, we think that the rural
credit system should continue to develop in the context of new rural financial structure
and rural revitalization, return to the positioning of serving counties, support agriculture
and micro and small enterprises, add new social services to achieve the “dual targets”,
strengthen the advantages and sort out the management system. To this end, relevant
rural financial policy system, regulatory system and legal system need to be improved

simultaneously. (Chapter 5 Development of Rural Credit System)
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For the confusion we are facing now, we may find inspiration from the development
of rural finance in developed countries. In the developed countries such as USA, Japan, the
Netherlands and Germany, rural development also faces the challenges of natural public
attributes and special risks from agriculture and the challenges of sparsely populated rural
areas against industrial scale economy and public goods supply. On this basis, rural areas
in developed countries are facing a high aging rate, which indicates that rural medical
treatment and old-age infrastructure require special attention.

Judging from the situations of USA, Japan, the Netherlands and Germany, the dual-
target finance represented by cooperative finance is the main force supporting agricultural
development. By the end of 2022, about 45% of the balance of agriculture-related loans
(USS$ 306.1 billion) in USA came from the cooperative farm credit system. In 2019, the
cooperative financial institutions in Japan accounted for 54% of the Japanese agricultural
credit market. In the Netherlands, dual-target finance serves as a main force for both
credit and insurance. Most of the food and agriculture-related loans in the Netherlands
are provided by Rabobank, ABN AMRO and ING. Among them, the cooperative bank
Rabobank has a market share of over 80% in the field of Dutch food and agriculture-
related loans. In the field of agricultural insurance in the Netherlands, major suppliers
such as AgriVer, Interpolis, Vereinigte Hagel and Onderlinge Waarborgmaatschappij have
the governance structures of cooperative or mutual insurance companies. In Germany,
although the number of financial institutions is obviously greater and the competition is
more intense, in terms of market share, Genossenschaftsbanken accounts for 50%, and
Sparkassen accounts for 23%, and commercial banks accounts for 11%. As cooperative
banks and savings banks have dual targets, over 70% of agriculture-related loans in
Germany are provided by dual-target financial institutions. The rural areas of most
countries in the world have experienced a process from agriculture as the main sector to
the gradual decline of agricultural output value and agricultural employment population.
Accordingly, financial services supporting the development of rural non-agricultural
industries, infrastructure and public services are often provided by agricultural financial
providers who have existed in rural markets for a long time. This situation is particularly

prominent in Japan, the Netherlands and Germany. Comparatively, the farm credit system
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in USA is more focused on supporting agricultural development, but it also provides rural
infrastructure and housing mortgage financing. In addition, the main suppliers supporting
rural development in USA include Community Banks, Credit Unions, regional and
national banks, loan funds and venture capital funds. In particular, some banks, credit
unions, loan funds and venture capital funds have been certified by the CDFI Fund under
the U.S. Treasury Department to become CDFI. They focus on community development,
supporting low-income communities to build affordable houses, helping families in
communities to buy or rent affordable houses, and supporting community residents to start
businesses, investing local medical facilities, schools or community centers, etc. Therefore,
they have outstanding dual-target financial characteristics.

In developed countries, when the profit-driven finance fails to meet the requirements
of rural development, dual-target finance will appear in the rural areas. The important
roles of dual-target finance contains 5 parts: The first is the policy goal of equal well-being
of urban and rural areas; the second is the government’s legislative support and policy
incentives for dual-target financial institutions; the third is the appropriate governance
structure promoting the appropriate development strategy; the fourth is a complete system
of “upper and lower structures” in which the upper structure helps connect the capital
market and large financial institutions and small institutions can obtain complete financial
functionality and security through peer-to-peer networks, and the lower structure helps
reach the complete system of major clients; the fifth is persistence in the development
model of “finance + empowerment”. In some aspects, China has also taken relevant
actions such as national strategy of promoting rural revitalization and common prosperity.
From international experience, we can get the follow three inspirations: Firstly, the
particularity of rural development makes dual-target rural finance highly necessary;
secondly, the government should play an important guiding role in the development of
dual-target rural finance; third, the dual-target rural finance of sustainable development
requires appropriate governance structure and accessible ecological system. (Chapter 6
International Experience of Dual-target Rural Finance)

In recent years, the application of digital technology in the rural areas and agriculture

has brought many opportunities to rural financial institutions. The digitalization of
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rural areas and agriculture has laid a foundation for popularization of rural financial
digitalization, which not only provides data support for financial services but also builds
scenario channels for financial products. It also helps rural resident to enhance their
awareness of modern production system and financial system and reduces their “self-
exclusion” of formal financial services. Financial institutions can use digital transformation
to achieve the “dual targets”.

At present, the important obstacle for rural financial organizations at home and abroad
to achieve the dual targets is that financial ecological environment and business model in
the rural areas cannot match with the social and economic development. Compared with
government support, promoting the transformation of financial institutions with the help of
fintech is a long-term endogenous power for the transformation of market structure. Digital
finance has greatly solved the obstacles for rural financial organizations to achieve the
dual targets, and explored a financial model serving rural economic development through
progressive empowerment in three dimensions: marketing, risk control and management.
From a macro perspective, digital finance has found a long-term settlement foundation
for a group of institutions including traditional financial organizations, such as banks and
credit cooperatives, and emerging institutions such as micro-credit companies. It can
not only serve “rural revitalization” (a long-term national plan of “financial demand for
development-oriented industries led by scale expansion and consumer financial demand
for improved quality of life”) but also realize its sustainable business operation and risk
control. Compared with the mature and stable urban financial system, rural financial
market is still a “blue ocean”. If financial institutions can change their concepts and are
driven by digitalization, they will be able to achieve a win-win result in their scale and
social benefits.

Although there are differences in the development of different regions, the overall
digital level of financial institutions in the rural areas has been improved significantly
in recent years. A variety of financial institutions have innovatively combined digital
technology to improve the service quality and efficiency of rural entities, featuring short
loan approval cycle, good matching with demands and high availability of loan on credit.

In digitalization, rural finance also has some problems. For example, digital rural finance
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may aggravate the imbalance between regions, accelerate the outflow of funds from rural
areas in digital financial channels, and the limited scale may make it difficult for some
financial institutions to adapt to digital R&D and construction, and self-exclusion exists in
the behavior patterns of rural consumers. These require financial institutions to think about
the solutions in the process of transformation.

The digital transformation of rural finance does not only help financial institutions to
improve the service quality for rural subjects but also enhance their operation efficiency
and achieve a win-win result. Digital transformation also enables financial institutions
to empower the rural entities beyond their financial businesses and fully support rural
revitalization. Starting from the fundamental contradiction between the supply and demand
sides of rural financial market, the development of digital inclusive finance and digital
economy proposes an exploration way to give consideration to the dual targets. In the
opportunity period when rural revitalization is promoted as a national strategy, commercial
institutions or regulatory authorities should stand at the threshold of the digital age to
reexamine the future and destiny of rural finance, break the traditional conflict paradox of
dual targets, seize the opportunity of digitalization, contribute to the realization of rural
revitalization in China, and realize the co-existence and common prosperity of commercial
institutions in this process. (Chapter 7 Digital Development of Rural Finance)

With the support and guidance of financial infrastructure and government policies,
financial service providers, supporting institutions and platforms are closely connected
to provide financial support for rural development. However, due to the lack of new
non-profit institutions in financial service providers, there are only a few supporting
institutions, and the communication and cooperation between institutions are unsmooth.
Rural financial ecology is characterized by excessive competition, blank financial services,
government intervention and lower marketization of rural financial markets.

Sustainable rural financial ecology can cope with the emerging changes in financial
demands of various groups in rural development, provide matching financial services in a
sustainable way and become an important driving force for rural revitalization. How can
we overcome the problems faced by rural finance in this report and form sustainable rural

financial ecology? We hold that sustainable rural financial ecology should at least have the
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following characteristics: Firstly, it should aim at dual targets and take rural revitalization
as the guidance. On the one hand, financial institutions should firmly support rural
development in their main businesses and better meet the demands of rural revitalization
based on institutional advantages. On the other hand, they should actively support rural
areas after achieving commercial sustainability in their main businesses, contribute to
the all-round development of rural areas by combining their advantages and maintain
close connections with rural entities in this process. However, the financial demands
of various groups in the development of rural revitalization are extremely diversified,
so it is necessary for financial institutions of different sizes to persist in the guidance of
rural revitalization and establish good ecology to fully meet the rural financial demands.
Secondly, dislocation competition and complementary advantages: In terms of financial
service providers, under the balanced development of different financial types, financial
institutions should combine their advantages to realize dislocation development through
differentiated positioning among similar institutions so that different institutions can
complement each other’s advantages and achieve win-win cooperation. According to their
characteristics, financial institutions should sort out the relationship with other institutions
in the market, carry out businesses and serve entities well, and promote the internal
improvement of financial service providers. It should be noted that dislocation competition
exists among financial institutions and the key is to focus on the main service targets.
Appropriate competition is conducive to drive financial institutions to innovate constantly,
improve service quality, and better serve rural development. Thirdly, digital technology
should be adopted to enhance the vitality of rural financial ecology. In the future, we
should explore the application space of digital technology in various fields of rural finance,
help financial institutions to achieve the “dual targets” through digital technology, and
better connect financial services with economic and social development in the context of
digital economy.

The government can optimize and adjust the existing policy systems according
to the actual situation of financial institutions practicing the “dual targets”, break the
development obstacle of rural finance and strengthen the supporting role of finance in rural

revitalization. We suggest the following policy recommendations:
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Firstly, identify “dual-target” financial institutions and establish supporting policies.
In the future, we should clearly confirm the status of rural financial institutions with the
“dual targets” at the policy level, formulate supporting policies, loosen business assessment
appropriately, strengthen social goal assessment, and guide financial institutions to pursue
the “dual targets” and give full play to their potentials to support rural revitalization. In the
specific work, we should establish a scientific evaluation system to identify the financial
institutions with real “dual targets”, remain inclusive to the development of financial
institutions with the mission of “social responsibility”, give support to the financial
institutions with “dual targets” in formulating finance and taxation regulations, and
explore a path for rural financial institutions to achieve dual targets in the inclusive finance
experimental zone.

Secondly, strengthen the support for key groups in the rural areas. We should give
preferential policies to key industries and main population in rural development, pay
special attention to the large-scale and long-term capital demands of rural entities, and
fully support the development of key industries and people. On the one hand, we should
increase direct financial support. On the other hand, when risks are controllable, we should
provide a relaxing exploration environment for product and model innovation of financial
institutions for key groups, encourage rural financial institutions to keep exploring
the mode of mortgage of rural assets, and spread the risks through cooperation and
complementary advantages of financial institutions to break through the existing business
barriers.

Thirdly, improve the credit information platform. Keep diversifying the data
dimension of the credit information platform and improve the data quality; improve
data governance including data production, collection, storage, processing, treatment,
application, circulation and other links; improve the ability to create data value; cultivate a
good social credit atmosphere.

Fourthly, strengthen the coordination between financial policies and economic
and social policies. In the context of rural revitalization strategy, the local development
of rural finance is not independent but should be coordinated with local economic and

social development, assist economic and social development, break the barrier and
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power economic growth. On the one hand, the development of rural finance requires
comprehensive financial ecology for rural revitalization. On the other hand, we should
establish a policy system that goes beyond finance.

Fifthly, continue to optimize existing policies. 1) We should improve the effect
of policies, avoid disrupting the order of rural financial markets through scientific
allocation of policy resources, and accurately implement the policies to support the main
business types of rural revitalization. We should upgrade regulation comprehensively
for digital transformation. The problems in digital governance need to be improved
through regulation. The overall digital development trend in the rural areas requires
cross-departmental, all-round and coordinated digital regulation. The popularization
of digitalization in government services also requires continuous improvement of
digital regulation capability and efficiency in the changing environments. 2) We should
continue to strengthen consumer financial education and improve the financial literacy of
consumers. With the goal of incorporating financial education into compulsory courses
in compulsory education, we should further improve the digital financial literacy of
vulnerable groups and eliminate the “digital divide.” 3) We should explore integrated
financial service stations. Under the coordination of the government, financial institutions
and rural grassroots organizations should explore the establishment of integrated financial
service stations with more functions. Reasonable organizational mechanism, more
diversity of comprehensive financial service functions and extended social services can be
a foothold for improving the service depth of rural finance, strengthening the grassroots’
strength of financial institutions and increasing the social responsibilities of financial

institutions. (Chapter 8 Establish the “Double-target” Rural Financial Ecology)
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