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Abstract

Financial inclusion has become an important development strategy in many
countries, and related research is increasing. Financial inclusion in China has had
significant progress recently. It has gradually formed a unique and sustainable
development path with supporting policies and regulations as well as rapid
development and application of digital technology. While challenges remain, the
experience of Chinese financial inclusion provides valuable lessons and research
directions for policymakers and researchers.
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Introduction

Financial inclusion, or “inclusive finance,” is the availability and equality of opportun-
ities to access a range of appropriate financial services, such as savings, credit, pay-
ment, and risk management products, by individuals and enterprises, especially low-
income people and micro and small enterprises (MSEs). Microfinance, as the origin
and pioneer of financial inclusion in the 1990s, mainly focused on serving certain seg-
ments of the excluded market with targeted products (Cobb et al. 2016; Ledgerwood
et al. 2013), while financial inclusion considers everyone who is excluded and focuses
on a broad range of services. Recently, there has been an increasing awareness and dis-
cussion that financial exclusion is a multi-faceted problem affecting different propor-
tions of one country’s population, including both developed and developing countries.
Meanwhile, financial inclusion has become an important financial development strat-
egy worldwide to enhance individuals’ financial well-being, reduce poverty and pro-
mote economic growth (Bruhn and Love 2014).

With all kinds of consistent efforts, financial inclusion is on the rise globally. By Oc-
tober 2018, more than 55 countries had committed to the inclusive financial service
framework, and more than 60 were planning national strategies to promote it (World
Bank 2018). The Global Findex database shows that 1.2 billion adults worldwide have
newly obtained an account since 2011. The percentage of adults with banking accounts
rose from 62% in 2014 to 69% in 2017 in the world, with 54% to 63% in developing
economies (World Bank 2017). There have been successful and valuable examples of
financial inclusion practices in many economies during this period, such as the Gram-
een Bank in Bangladesh, the community banks in the US, agent banking in Brazil, and
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the Agricultural Cooperatives in Japan. However, the challenges for inclusive finance
remain. For example, about 1.7 billion adults in the world remain unbanked—without
an account at a financial institution or through a mobile money provider (World Bank
2017).

As the second-largest economy, China has experienced great development and accu-
mulated rich experience in inclusive financial systems. With the rapid development of
the economy, reform, and transformation of the financial sector, more financial services
are now provided for individuals and enterprises in China, especially MSEs and low-
income groups. According to the People’s Bank of China (PBC) and China Banking and
Insurance Regulatory Commission (CBIRC), by the end of June 2020, outstanding
loans to MSEs and agricultural areas in China reached RMB40.7 trillion and
RMB37.8 trillion, accounting for 24% and 22% of the total outstanding loan of fi-
nancial institutions, respectively. As a crucial part of financial reform, financial in-
clusion contributed significantly to promote poverty alleviation and regional
economic growth in China. Despite the rapid development of financial inclusion in
China, the concept is relatively new. The penetration and sustainability of financial
inclusion need to improve, and to achieve a booming market of financial inclusion
in China still has a long way to go.

Thus, the current study’s objective is to provide a detailed understanding of China’s
progress and remaining challenges of financial inclusion, and insights for scholars. The
rest of this paper proceeds as follows. Section 2 presents the interests of academic re-
searchers in financial inclusion. Section 3 introduces the policy environment and finan-
cial inclusion in China, and digital financial inclusion development. Section 4 provides
a cross-country analysis based on various global datasets. Section 5 demonstrates the
remaining challenges and risks in the financial inclusion practice of China. Section 6
aims to discuss potential research areas for further academic research.

Literature review

The United Nations first proposed financial inclusion in the International Year of
Microcredit 2005, and the inclusive financial systems have been prospering. According
to the State Council of the People's Republic of China, financial inclusion is a process
by which individuals and groups access appropriate and effective financial services and
products at affordable costs, based on equal opportunity and business sustainability.
The focus of the current study includes the following topics.

The first topic focuses on the basic theory and concept of financial inclusion. Finan-
cial inclusion aims to include the unbanked population and groups into the financial
systems, viewed as an evolving and deepening financial development (Laeven et al.
2015; Pearce 2011). Studies have shown the importance of financial accesses to eco-
nomic growth and poverty reduction, as the unbanked population or groups often find
it difficult to accumulate savings, invest in income-generating projects, and build assets
to protect against risks (Cumming et al. 2014, 2016; Neaime and Gaysset 2018). As
public goods, financial inclusion should help more vulnerable groups to access financial
services at affordable costs (Beck et al. 2015; Cnaan et al. 2012). Moreover, financial in-
clusion should provide opportunities to share the benefits of economic growth and pro-

mote economic and social well-being.
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Second, prior studies focus on measuring the level of financial inclusion. Most studies
recognize it as a multidimensional phenomenon and evaluate it by constructing index
systems (e.g., Demirgilic-Kunt et al. 2015). Based on prior studies, the measurement of
financial inclusion can be concluded as covering three components: access, awareness,
and use. The difference and connection between them could be viewed from a supply—
demand perspective. Access refers to the supply of services, i.e., the geographic reach of
service outlets or accessibility of financial service (Demirgiic-Kunt et al. 2015; Han and
Melecky 2013; Hannig and Jansen 2010). Awareness refers to one’s financial literacy,
i.e., the extent to which individuals want to or can become fully included within the fi-
nancial services. On the demand side of financial inclusion, awareness can be viewed as
a combination of behaviors necessary to make sound and sophisticated financial deci-
sions and promote financial well-being (Atkinson and Messy 2013; Guo and Ding
2015). Use refers to the actual amount of financial services consumption, including sav-
ings, credit, insurance, etc. (Fungicova and Weill 2015). Moreover, use is determined
by both demand and supply of services and reflects the quality or effectiveness of finan-
cial inclusion.

Third, few studies examine the determinants of financial inclusion. From macro-
perspectives, socioeconomic factors, such as economic growth, population, social stabil-
ity, and legal systems, are significantly influential in promoting financial inclusion
(Allen et al. 2016; Kabakova and Plaksenkov 2018; Lopez and Winkler 2018). Moreover,
barriers to financial inclusion differ with individual characteristics. Studies indicate that
the degree of financial inclusion is determined by individual characteristics such as age,
marriage, gender, and education level (Ali 2019; Allen et al. 2016; Fungd¢ova and Weill
2015; Nanziri 2016; Zins and Weill 2016). Higher education and income level, urban
identity, being a man, and being older are significantly related to using formal bank ac-
count and credit.

Furthermore, the fourth research topic is the effect of financial inclusion. Studies
have shown that financial inclusion is vital in promoting economic growth (Kim et al.
2018; Sethi and Acharya 2018; Sharma 2016), especially the regional economic activities
in the remote and rural area. Meanwhile, financial inclusion acts as an incremental
resolution to maintain social stability by reducing income inequality (Neaime and Gays-
set 2018). Similarly, the impact of financial inclusion on employment, consumption,
and production is also significant (Dupas and Robinson 2013). Some studies examine
the effect of financial inclusion on credit risk (Chen et al. 2018). From individual and
family perspectives, studies show that the inclusive nature of financial services can pro-
mote educational opportunities for individuals and the social credit level of families
(Anzoategui et al. 2014; Chiapa et al. 2016).

Lastly, there is emerging research in recent years regarding financial inclusion in the
Chinese market. Some studies focus on the reach of banking outlets and financial ser-
vices by reviewing the historical development of the banking system (Bai et al. 2018;
Peng et al. 2014; Sparreboom and Duflos 2012); some examine the use of formal credit
in China to emphasize the importance of financial inclusion (Chen and Jin 2017; Fun-
gacovd and Weill 2015); others study the impact of financial inclusion on commercial
banks in China (Chen et al. 2018; Yang and Zhang 2020).

Accordingly, it can be concluded that financial inclusion has become important to
promote economic growth and social well-being worldwide. Financial inclusion aims to
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improve the foundation and structure of financial systems by widening financial ser-
vices coverage to the excluded population and groups. Although several studies focus
on Chinese financial inclusion achievements, there are emerging and significant issues
to be solved, owing to the rapid development of financial technology and the banking
industry in China. Our study aims to contribute to the literature from three aspects.
First, this study aims to provide a comprehensive outlook of China’s financial inclusion
progress, with perspectives from policy support, banking services, digital financial de-
velopment, and cross-country assessment. Second, we emphasize the remaining risks
and challenges of financial inclusion, i.e., challenges in the development of regional fi-
nancial institutions, the potential risk of existing service mode, and risk of digital finan-
cial inclusion, currently faced by the Chinese banking industry. Last, based on specific
Chinese practices, our study provides academic implications for further studies, from
perspectives of the government support, banking system, financial stability, and finan-

cial theory evolution.

Financial inclusion development in China

Financial inclusion in China has recently undergone significant progress, with diversi-
fied service providers, extensive service coverage, and a high financial service penetra-
tion level. In pursuing the financial well-being of low-income people, MSEs, and
farmers, China’s financial inclusion practices have gradually formed a unique and sus-

tainable development path.

Policies and regulations

In 2013, the Third Plenary Session of the 18th Central Committee of the Communist
Party of China (CPC) explicitly announced the initiative to develop financial inclusion.
On December 31, 2015, the State Council of China issued Plan for Advancing the De-
velopment of Financial Inclusion (2016-2020) (hereinafter the Plan), outlining a plan
for improving the availability, satisfaction, and quality of financial services and prod-
ucts, emphasizing MSEs, rural residents, low-income urban people, the poor, the dis-
abled, and the elderly, as the target customers of financial inclusion. Under the Plan, a
broad range of policy measures, including monetary policies, tax policies, and supervi-
sion policies, have been taken to reduce the operational and communication cost of
serving customers and encourage technology- and product-innovation, to promote fi-

nancial inclusion.

Monetary and credit policies

Recently, the PBC has employed a range of policies, including differentiated re-
quired reserve ratios, loan refinancing, and rediscounted loans, to incentivize finan-
cial institutions to serve MSEs and the Three Rural (the agricultural sector,
farmers, and rural areas) better. Since 2018, the PBC started reducing the required
reserve ratios of commercial banks that have reached the required lending ratios to
the underserved market segments, including MSEs (credit limit to less than RMB5
million), the Three Rural, and the poor. Until May 2020, the PBC had made tar-
geted reductions five times and comprehensive reductions seven times. As of May
15, 2020, the commercial banks’ average reserve ratio was 9.4%, down by 5.2%
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from 2018. The reserve ratio of the large, medium, and small banks was 11%, 9%,
and 6%, respectively. The reduction in required reserve ratios provides commercial
banks more funds to serve the real economy, including financial inclusion areas.

The PBC has also used lending and discounting facilities to promote financial in-
clusion. By the end of 2019, the outstanding amount of the targeted agriculture
and targeted micro-enterprise refinancing, and the rediscounted loan was
RMB260.2 billion (USD37 billion), RMB283.2 billion (USD40 billion) and
RMB471.4 billion (USD68 billion), accounting for 26%, 28%, and 46% of the total
refinancing and rediscounted amount, respectively. To improve the service quality
of financial inclusion, the PBC promoted a range of innovative policies, including
pilot mortgage loans with “two rights” (farmers’ housing property rights and man-
agement rights to contracted rural land) as collateral, encouraging qualified finan-
cial institutions to issue financial bonds exclusively for loans to MSEs, and
encouraging MSEs to raise funds by debt financing instruments, etc.

Fiscal and tax policies
Both central and local government's support have stimulated the development of Chin-
ese financial inclusion. The following are selected examples of fiscal and tax policies to

incentivize financial inclusion.

e Earmarked funds. In September 2016, the Ministry of Finance of the People’s
Republic of China issued the Administrative Rules for Earmarked Funds of
Financial Inclusion. These earmarked funds are provided by the central government
and can be used as: (1) awards for an incremental increase in agriculture-related
loans by county-level financial institutions; (2) targeted subsidies to rural financial
institutions; and (3) interest subsidies for guaranteed loans to business start-ups.
Moreover, some local governments established risk compensation funds to increase
agriculture-related loans or loans to MSEs.

e Government-owned financing guarantee funds. China has been actively supporting
local governments to establish government-owned guarantee companies to share
the credit risk of MSE loans or agriculture-related lending. In March 2018, China
had formally set up a national guarantee fund for more lending to MSEs and
farmers through equity investment and re-guarantee on local guarantee programs.
As of April 3, 2020, according to the Ministry of Finance, the fund size reached
RMB49.6 billion (USD7.1 billion).

e Tax reduction. Examples of past and current tax policies include (1) value-added
tax exemption and reduction of taxable income calculation by 10% for interest in-
come of financial institutions on small loans to farmers; (2) stamp tax exemption
for loan contracts between financial institutions and MSEs; (3) raising the pre-tax
deduction standard for loan loss reserves; and (4) implement tax deduction for in-

surance companies’ premium income from aquaculture and farming industry.

Differentiated regulations
Chinese authorities have actively leveraged supervisory tools to promote financial inclu-
sion, mainly focusing on differentiated regulation and preferential policies for priority
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sectors and new market players. The PBC and CBIRC have issued various measures
to improve financial inclusion. For instance, large and medium commercial banks
are encouraged to set up inclusive finance departments within both headquarter
and branches; financial inclusion assessment is implemented in the annual regula-
tory evaluation of commercial banks; and differentiated calculation and assessment
of non-performing loan ratios is performed for MSE and agriculture-related loans.
The non-performing loan ratios for MSE loans could be up to 2% higher than the
industry-wide target, without any punishment or other adverse consequences on
the financial service providers, including MSEs loans into the Macro-Prudential-
Assessment framework.

Regarding the non-banking financial institutions, i.e., the securities and insurance
companies, the regulatory authority aims to lower the risk of product innovation
and expand the financing channels for MSEs and the poor. Recently, the China Se-
curities Regulatory Commission (CSRC) has supported the financial needs of the
small- and medium-enterprises (SMEs) by lowering the financial standards of the
SME board, expanding the pilot program of Equities Exchange and Quotations to
the whole country, and further expanding the pilot program of SME private equity
bond. Regarding insurance industry supervision, the regulatory authority encourages
the development of agriculture insurance, establishing a national agricultural insur-
ance information platform that enhances real-time monitoring and dynamic man-
agement, and supports insurance companies to develop innovative insurance
products for agricultural goods. With such insurance products, farmers can lower

both natural and market risks.

Progress of financial inclusion in China

The banking industry is the main force in China’s financial system, with bank lending
as the most frequent financial channel for the real economy. According to CBIRC, by
the end of 2019, there were 4607 banking financial institutions in China, with the total
assets at RMB290 trillion (USD41.5 trillion). Under significant policy guidance, Chinese
banking financial institutions have notably expanded the scale of their service networks,
product uptake, and innovation. They are committed to promoting the development of

financial inclusion.

The physical reach of service outlets

Access to financial services is the basic foundation to achieve financial well-being (Sin-
clair 2013). Chinese traditional financial service providers have historically been charac-
terized as geographically limited and uneven. Recently, policy motivation, increased
competition, and market opportunities incentivized diversified financial institutions to
expand their branches’ reach, especially in remote and rural areas. Based on the cat-
egories of financial service providers, there were six state-owned commercial banks, 12
joint-stock commercial banks, 134 city commercial banks, 3915 rural financial institu-
tions (including 1478 rural commercial banks, 1630 village-township banks, 722 rural
credit cooperatives, 44 rural mutual credit cooperatives, 28 rural cooperative banks,
and 13 microcredit companies), and other banking financial institutions in China by
the end of 2019. The branches of banking financial institutions have increased rapidly
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in recent years, with approximately 228,000 as of 2019, which increased by 8.4%
from 2013 (see Fig. 1). The number of rural financial service providers experienced
rapid growth, especially the new-type rural financial institutions—village and town-
ship banks, credit companies, microcredit companies, and rural mutual credit coop-
eratives. The total number of outlets of the four new-type rural financial
institutions reached 84,000 as of 2018. Simultaneously, financial infrastructure such
as automated teller machines (ATMs) and point-of-sale (POS) has notably in-
creased over the years, with 1.1 million ATMs and 31 million POS as of 2019.

The role of village and township banks

Village and township banks (VTBs) in China, as emerging rural banking institu-
tions, have contributed innovatively to enhancing the coverage and depth of finan-
cial services in rural and remote areas. With the largest number of institutions and
the smallest average customer size, VIBs were designed to support MSEs and
farmers. Since the pilot program of VTBs initiated in 2006, the number of VTBs
have increased rapidly and reached 1633 as of June of 2019, with 65.7% located in
the central and western regions, covering appropriately 1300 counties of 31 prov-
inces (municipalities, autonomous regions). More than 90% of loans from VTBs
were issued to MSEs and farmers in the local counties, and the average loan
balance to a single borrower was RMB335,000 (USD48,000) by the end of
September 2019.

The regulatory authorities innovatively proposed the “principal sponsor banking” to
promote the sustainable and robust development of VIBs. The commercial banks
meeting certain supervisory requirements were the main shareholders and the principal
sponsor of VTBs, providing support and supervisions regarding corporate governance,
risk management, technologies, and talents. Currently, the BOC Fullerton Community
Bank, a subsidiary of Bank of China, has become the largest VIB group in China, with
125 VTBs and 166 branches located in 22 provinces by the end of 2019. With the wid-

est range of businesses and products, the BOC Fullerton Community Bank aims to
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Fig. 1 Physical reach of Chinese banking financial institutions. Source: Data of the number of branches and
outlets is from China Banking Association, data of the number of ATMs and POS is from the PBC
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meet the diversified and differentiated financial needs of MSEs and farmers. For in-
stance, the agriculture-related loan products cover more than 76 items in 17 categories
of agricultural goods, including aquaculture, poultry farming, etc. By the end of 2019,
The BOC Fullerton Community Bank’s total assets were USD9.43 billion. The total bal-
ance of deposits and loans was USD6 billion and USD6.4 billion, increased by 45 and
96 times from the end of 2011. Table 1 presents the recent three-year financial sum-
mary for the BOC Fullerton Community Bank.

Ownership of banking accounts and cards

As an important indicator of financial inclusion, owning a banking account or card en-
ables individuals to access a broader range of financial services and develop financial
awareness (Chen and Jin 2017). The foundation has been laid for opening and using
the bank accounts and debit and credit cards due to the national payment and clearing
systems and continuing expansion of commercial banks’ networks. According to the
PBC, the number of accounts and cards issued by commercial banks increased from 2
billion and 2.8 billion in 2009 to 8.4 billion and 11.3 billion, respectively, by the end of
2019. The number of accounts and cards per capita reached 8.09 and 6.03, by the end
of 2019. The growth rate in rural areas was higher than that in urban areas, reflecting a

strong penetration of banking accounts and cards in remote and rural areas.

Credit use of the underserved market segments

Traditional risk assessment in credit approval of banking financial institutions usually
include acceptable collaterals, restricting the credit accessibility of MSEs and farmers
owing to the narrow range of collateral coverage. To meet regulatory requirements and
in response to intensive market competition, the Chinese commercial banks and other
financial institutions have sought to develop innovative business models to better serve
MSEs and farmers, including improving credit evaluation tools, expanding the scope of
collaterals, creating new product and loan repayment approaches, etc. These efforts
have notably contributed to the increasing credit use of the underserved market seg-
ments. New financing types, e.g., intellectual-property-based guaranteed loans, supply
chains finance based on receivables and inventory, have grown rapidly. By the end of
June 2020, the MSE and agriculture-related loan balance from banks reached RMB40.7
trillion and RMB37.8 trillion, respectively (see Fig. 2). The financial-inclusion MSE

Table 1 The three-year financial summary of the BOC Fullerton Community Bank

2017 2018 2019
No. of VTBs 95 125 125
No. of branches 118 142 166
Total assets (USD billion) 6.23 8.64 943
Total deposits (USD billion) 403 5.58 5.96
Total loans (USD billion) 393 562 6.37
Net profit (USD billion) 0.65 097 1.20
Non-performing loan ratio 1.66% 242% 1.68%
Provision coverage ratio 245.61% 237.80% 254.01%

Source: Annual reports of the BOC Fullerton Community Bank
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loans, i.e., bank lending of under 10 million to a single borrower, reached RMB 13.73
trillion, for a year-on-year rise of 28.4%, significantly higher than the average loan
growth of 14%.

Interest cost of inclusive financing

Generally, the high loan interest rate is an obstacle for MSEs or low-income groups to
effectively obtain financing, making it difficult for potential loan seekers to raise funds
from formal channels (Rice and Strahan 2010). Driven by the policy guidance and the
new technology, Chinese banking financial institutions have further improved the cost
and the risk-sharing mechanism. They implemented preferential policies to reduce
small and dispersed inclusive financing costs within a reasonable range (Tsai 2017). Ac-
cording to CBIRC, the average loan interest rate for newly granted MSE loans was
5.94% in the first half of 2020. It declined by 0.76 percentage points from the average
level of 2019, while the average interest rate for newly granted enterprise loans was
4.64%, with a decline of 0.48 percentage points.

Establishment of financial information infrastructure

Financial information infrastructure, such as credit rating platform and guarantee sys-
tem, has been a fundamental element of financial inclusion improvement, by reducing
the information asymmetry and transaction risks. There has been significant progress
in China’s financial infrastructure improvement in recent years. First, the credit report-
ing system operated by the PBC aims to promote responsible credit to households and
enterprises by reducing the information asymmetry between lenders and borrowers.
The credit reference center of the PBC was launched in 2006, and it has now estab-
lished the credit reporting system with the widest coverage, the world’s largest data
scale. By the end of 2019, 1 billion individuals and 28.3 million enterprises were in-
cluded in the credit reporting system, with 53% MSEs. Besides, new arrangements in
the legal framework facilitate financial service providers to employ flexible collateral or
guarantee. For instance, the development of both state-owned and private guarantee
companies provide commercial banks with more options to share credit risks and con-
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Fig. 2 MSE and agriculture-related loan balance from Chinese banking financial institutions (Unit: RMB
trillion). Source: Wind; PBC; CBIRC
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Development of digital financial inclusion in China

China has recently emerged as one of the leaders in global digital finance and financial
technology (FinTech). With the integration of digital technology and financial services,
both traditional financial institutions and emerged Internet financial service providers
have further expanded their ability to tap into traditionally unmet and neglected finan-
cial demand of consumers such as MSEs. The development of digital finance lowers
the threshold of financial services and promotes operational efficiency with new
models, delivery channels, and products (Huang et al. 2020; Lai et al. 2020). The main
features of digital financial inclusion development in China can be demonstrated as
follows.

Growing digital payment

Digital payment has significantly improved the accessibility of financial inclusion in re-
mote and rural areas by supplementing the physical access and eliminating the geo-
graphic limitation of financial services. The transaction number and volume of both
online and mobile payments maintained a good momentum of growth. Several com-
mercial banks have built “all-in-one” financial service platforms, with various payment
products, e.g., UnionPay’s “Cloud Flash Payment” and Bank of China’s “cross-border e-
commerce direct link,” and the active use of new payment technologies, e.g., use of
NEC and QR codes. The digital payment of non-bank financial institutions has been
flourishing, such as Alipay and WeChat Pay. Moreover, the growth rate of digital pay-
ment in the Chinese rural area was notably higher than in urban areas (see Fig. 3). Ac-
cording to the PBC, the number of digital payment in rural areas, including online and
mobile payments, increased from 160 billion to 309 billion during 2017-2018, near the
amount in urban areas.

Emerging of internet banks

Many Internet-based enterprises have recognized the advantages of e-commerce like
rich customer resources and diverse transactional data, and entered the field of Internet
banking, such as WeBank and MyBank launched by Tencent and Alibaba, respectively,

350 m Bank digital payment 339
309 W Non-bank digital payment 53%
300 213/
250
93%
200
16
150
100
50
0
2017 2018 2017 2018
Rural Area Urban Area
Fig. 3 Number of digital payment in Chinese rural and urban areas (Unit: billion). Source: PBC
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in 2015. With no physical outlets and offline services, Internet banks aim to leverage
online technology platforms and data to target MSEs and individuals. For example,
WeBank has two microloan products, “Weilidai” and “Weiyedai,” each targeting indi-
viduals and MSEs, with the lending limit up to RMB300,000 (USD43,000) and RMB3
million (USD430,000), respectively. By the end of 2019, WeBank and MyBank, as the
leading Internet banks in China, owned total assets of USD42 billion and USD20 billion
each, and outstanding loans of USD23 billion and USD10 billion, respectively. Internet
banks have demonstrated unique characteristics compared with traditional banks to
identify and develop risk management models based on data and technology from
major shareholders—the Internet-based enterprises. The business and operation models
of Internet banks are still evolving and exploring, with remaining challenges and limita-
tions. For instance, it is difficult for Internet banks to absorb deposits and other funds
without a physical presence. With further exploration and regulation, Internet banks
will contribute significantly to financial inclusion by more diversified product offerings
and finer risk management tools.

Development of internet microfinance

The financing demand of MSEs and individuals usually represents high frequency, low
amount, and urgent need. The Internet and technology facilitate financial service pro-
viders to launch more appropriate and targeted financial products for MSEs and indi-
viduals. Microfinance has been a significant force of financial inclusion recently. The
rapid growth of Internet microfinance can be attributed to the rapid development of
the Internet, e-commerce, and information technology. Based on different service pro-
viders, Internet microfinance in China can be divided into three categories: bank-based,
e-commerce-based, and supply-chain-based. Many commercial banks have launched
relevant online lending services, with online instant credit approval, no guarantee or
collateral, and a low amount limit. Some Internet companies, such as Alibaba and JD,
provide small loans for online shop owners and shoppers from their e-commerce plat-
forms through micro-lending companies or Internet banks under their control. More-
over, some domestic enterprises explore the advantages of the supply-chain
relationship and industrial reputation, launching e-finance platforms under the co-
operation with banks, providing financial services to MSEs.

Cross-country assessment of China’s financial inclusion

The following content provides a comparative cross-country analysis of financial inclu-
sion worldwide to benchmark the progress of financial inclusion in China, based on a
series of relevant global databases, including the IMF Financial Access Survey database
(IMF 2018), IMF World Bank Global Payment System Survey (GPSS), World Bank Glo-
bal Financial Inclusion (Findex) database, World Bank Doing Business database, World
Bank Development Indicators (WDI) database, World Bank Enterprise Surveys, and
G20/OECD INFE Report on Adult Financial Literacy in G20 countries.

Access to financial services
According to the IMF Financial Access Survey in 2018, the number of commercial
bank branches per 1000 km? in China was 10.8, ranking 79th of 159 countries and
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regions, higher than the United States (9.0), Brazil (3.7), Russia (1.9), Canada (0.7) and
Australia (0.7) (see Fig. 4). Meanwhile, the number of commercial bank branches per
100,000 adults in China was 8.8, ranking 112th of 159 countries and regions, lagging
behind the global average, OECD and BRICS. Simultaneously, the density of remote ac-
cess in China is far ahead of other economies. According to the World Bank Findex
survey in 2017, the number of ATMs per 1000 km? and 100,000 adults in China was
118.3 and 96.3, respectively, ranked 25th and 24th worldwide, respectively.

High rates of mobile and Internet access can also provide individuals and businesses
with more channels to financial products and services (Chinoda and Kwenda 2019a; Ev-
ans 2018; Ouma et al. 2017). Smart mobile phone access is notably universal in China.
Many emerging new financial service models in China, especially digital financial inclu-
sion, developed mobile devices with Internet access, exploit the massive scale of digital
transactions. According to the financial inclusion survey by the World Bank, 50% of
adults in China reported that they had used a mobile phone or the Internet to access a
financial institution account in 2017, and the percentage is far above the average in the
Asia Pacific, Euro area and the world (see Fig. 5).

The number of traditional physical access of commercial banks worldwide, such as
the branch outlets, has decelerated recently. Moreover, owing to high operation cost
and change of customer habits, cutting down and withdrawals of physical branches ap-
peared in some countries. Based on data from Federal Deposit Insurance Corporation
(FDIC), the total number of banking branches in the US decreased to 78,800 in 2018,
from the historically highest level of 83,600. Large multinational banks in the UK have
at least closed 2600 branches since 2015, including HSBC, Lloyds Banking Group, the
Royal Bank of Scotland, and Barclays. Thus, thanks to the expanding mobile access to
financial services supported by the increasing prevalence of smartphone and the Inter-
net in remote and rural areas, the overall density of financial services access in China is
high enough.
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Fig. 5 Percentage of adults using mobile phone or the Internet to access a financial institution account.
Source: World Bank Findex 2017

Usage of financial services

According to the World Bank Findex and Enterprise Surveys database in 2017, 80% of in-
dividuals and 96% of China’s enterprises have banking accounts in formal financial institu-
tions, far above the global and Asia Pacific average levels. However, with the significant
presence of banking accounts, the use of credit is still a challenge in China. Only 25.3% of
adults in China have outstanding banking loans or credit records, lower than the global
average level (33.8%). 28% of China’s adults have borrowed from family or friends, higher
than the average level in the Asia Pacific,c OECD, and the world. In comparison, 23% of
China’s adults have ever borrowed from formal financial service channels, roughly equiva-
lent to the global average level and lower than the average level in Asia Pacific and OECD.
For enterprises, the amount of credit used by the private sector in China is notably high,
with domestic credit/GDP at 161.1% in 2018, lagging behind the US (186%) and Japan
(168.8%). However, according to the Getting Credit score and Getting Credit rank from
the World Bank (World Bank 2019), which measures the ease of getting credit, China
scored 60 within the range of 0 to 100 and ranked at 80th worldwide (see Fig. 6).

Individuals’ financial awareness

Financial knowledge, along with a robust consumer protection framework, is vital for indi-
viduals or enterprises to use a wide range of regulated financial products and services ad-
equately, timely, and effectively (Adomako et al. 2016; Atkinson and Messy 2013;
Grohmann et al. 2018). According to the G20 Financial Literacy Survey, three compo-
nents are included: financial knowledge (grasp of basic financial concept and the ability to
apply numeracy skills in the financial context), financial behavior (paying debt, budgeting,
saving, and borrowing, etc.), and financial attitude (the philosophy of live-for-today spend-
ing or focusing on long-term financial security). Among all G20 countries, China has a
high overall score of financial literacy at 14.1, as only three of G20 countries achieved an
average score above 14 (the other two countries are France (14.9) and Canada (14.6)), in-
dicating that Chinese consumers and enterprises have a relatively high level of financial
awareness worldwide. The average score of financial knowledge, behavior, and attitude in
China was 4.7, 6.2, and 3.7, respectively (see Fig. 7).
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According to the G20 Adult Financial Literacy Survey, people who held savings prod-
ucts usually had higher financial awareness. In China, nearly 96% of adults were active
savers of savings including rainy-day savings and savings for long-term goals, far above
the average level of G20 countries (64%). Saving behaviors are prevalent in China, pos-
sibly attributing to the high level of banking account ownership and convenienient de-
posit and withdrawal facilitated by digital platforms.

Remaining risks and challenges of financial inclusion in China

Despite the recent impressive progress of financial inclusion in China, risks and chal-
lenges remain. The increasing popularization of financial inclusion and appropriate
credit and accounts usage were accompanied by strong support and guidance from pol-
icymakers and efforts by Chinese financial institutions. For many in China, financial in-
clusion still maintains a simple view, such as targeted lending, credit subsidies, and
charitable activities, unfavorable for financial inclusion to achieve sustainable develop-
ment. It is necessary to call for more commercially sustainable business models, more
diverse and appropriately-designed products and services addressing different market
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segments, and more thorough and robust financial infrastructures, including service
outlets, credit rating platforms, and guarantee systems to promote the long-term finan-
cial well-being of the population and the enterprises.

The role of regional financial institutions

Due to the lack of collaterals and high information asymmetry in MSEs and low-
income groups, financial service providers need to make more efforts to effectively
screen and evaluate the lending applicants, involving case analysis and long-time track-
ing and communications. It is globally recognized that small and medium regional fi-
nancial institutions can provide more efficient and high-quality inclusive financial
services through relationship banking and flexible credit approval and risk assessment
systems, with the advantages of small scale and geographical proximity in local commu-
nities. For instance, the community banks in the US, with the license of State Chartered
Bank, adopt the business model of “relationship banking,” like credit approval with cli-
ents’ soft information included as important, such as personalities, management cap-
abilities by others’ evaluation within the communities. The other well-known examples
are the primary municipal cooperatives of Japan Agricultural Cooperatives and the self-
formed loan-supporting group of the Grameen Bank in Bangladesh.

Chinese regional financial institutions, i.e., the city commercial banks, rural commer-
cial banks, and the new rural financial institutions such as village and township banks,
have contributed significantly and achieved financial inclusion success. Compared with
large- and medium-sized commercial banks, regional financial service providers have
broader service reach and closer acquaintance with the local market. Regarding SMEs,
small-sized regional banks are one of the main forces, accounting for around 30% of
the outstanding loans as of June 2020, based on data disclosed by CBIRC. However, sig-
nificant improvements of regional financial institutions are necessary to serve the local
economy, enhance the operational capability, and contribute to financial inclusion.
Long-term and sustainable financial support in the local market from regional financial
institutions needs to improve further. In the past decade, many city and rural commer-
cial banks increased profitability by setting up licensed or non-licensed business bases
across regions. They expanded financing businesses such as interbank borrowing, caus-
ing a “siphon effect” by which deposits and funds in some less developed regions were
invested in more developed areas. Recently, this phenomenon has experienced a signifi-
cant decline owing to the tightening of regulations. The further sustainable develop-
ment and risk management of some regional commercial banks remains a challenge.
Some small-sized regional banks face potential barriers in areas such as corporate gov-
ernance, structures of shareholders, and talent management, making it challenging for
the penetration of financial services into the local market. To achieve further develop-
ment, regional financial service providers should enhance their abilities in risk manage-
ment, customer service, corporate governance, and product research and development.

Sustainability of business model

Affordable costs are necessary to motivate financial service providers to develop inclu-
sive financial systems, as commercial sustainability is the basic foundation for achieving
efficiency and long-term well-being. The demand for financial inclusion is dispersed
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with small-amount and high-frequency, which requires service providers to develop tar-
geted risk management and service modes based on local markets’ characteristics. It is
difficult for financial institutions to operate profitably in the long-term without im-
proved business models, due to information asymmetry, lack of collaterals, and high
operation costs, especially in rural and remote areas with low-density populations and
underdeveloped economies. The success of some financial products and services
through digital or specific innovation has illustrated the feasibility of sustainable busi-
ness models in financial inclusion. According to the PBC, currently, the amount of
traditional collateral-based lending from commercial banks still accounts for around
52% of the overall MSE loans.

The potential risk of digital inclusive finance

Though the application of digital technologies provides more opportunities to achieve
long-term sustainable development of financial inclusion, risks in the current digital in-
clusive financial models still exist. According to a white paper by the Global Partner-
ship for Financial Inclusion—an inclusive platform for all G20 countries, the potential
risk of digital financial inclusion attributes to its inherent nature. First, the new finan-
cial service providers, such as FinTech companies or Internet banks, aim to perform
the basic function of financial services as other traditional financial institutions and face
the common operation, liquidity, capital adequacy, and money laundering risks. How-
ever, the innovative business model and risk management system of the new entrants
could expand and heighten those risks. Second, the massive use of digital technologies
can threaten the financial service providers by attracting more “high-risk customers”
and employing an Internet-based business model (Ozili 2018). Also, it increases the dif-
ficulty of consumer protection relevant to the possible abuse and loss of customer in-
formation and privacy. For example, the intrusion of computers or networks through
viruses increases illegal use and personal information theft. Furthermore, the develop-
ment of digital financial inclusion increases the use of agents and third-party platforms
as an important interface with customers, instead of traditional service outlets. How-
ever, the real-time, interactive, borderless nature of this service heightens the spread of
possible financial risk across companies and industries.

The emergence and development of digital financial inclusion pose new challenges to
regulation systems. By extensive expansion of digital finance, some large Internet-based
companies, such as Alibaba and Tencent, established financial service platforms with
various products including lending, insurance and wealth management, and heightened
the difficulty of regulation on Internet-based mixed financial operations. Consistent ef-
fort in supervisory evolution and innovation of regulation tools and approaches is ne-
cessary to address these emerging challenges. In July 2015, the release of Guidelines on
Promoting Sound Development of Internet Finance by the PBC had laid the foundation
and standards for appropriate regulation. The potential risks related to digital financial
inclusion could extend across financial inclusion itself and affect the soundness, safety,
and long-term well-being of the overall financial system. Recently, China has imple-
mented a series of policies and guidelines to cope with the increasing risk of peer-to-
peer lending and cash lending, which improves the legal and regulatory framework (Li
et al. 2020).
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Moreover, digital technologies can be used to control financial risks. Regulatory au-
thorities worldwide, including those in China, have been exploring digital technologies
to manage the risks, i.e., through the RegTech (regulatory technology). For instance,
regulation reporting platforms can promote the frequency and accuracy of financial
regulation by expanding the data collection and possibly achieving real-time monitoring

and supervision.

Academic implications for further research

Despite the plentiful research focusing on the concept, determinants, and effect of fi-
nancial inclusion as aforementioned, significant and interesting issues remain and need
to be solved by further research, according to China’s practices.

The role of government in financial inclusion

China’s financial inclusion progress cannot be separated from the government’s func-
tion, including monetary policies, fiscal and taxation policies, regulations, etc. Funda-
mentally, financial exclusion is a sign of market failure (Aggarwal and Klapper 2013;
Atkinson and Messy 2013), comprising both the supply and demand sides. There are
studies highlighting the role of government intervention (Aggarwal and Klapper 2013;
Chen and Divanbeigi 2019; Mehrotra and Yetman 2014). Though financial inclusion is
embedded in each country’s unique political, cultural, and economic context, China’s
success and challenges can provide lessons in implementing financial inclusion for
other countries and regions. Further studies can examine the function of government
intervention on financial inclusion, such as the effect of fiscal or taxation policies on
the accessibility or usage of financial services.

Connection between the banking system and financial inclusion

Currently, banking industries are the main force of financial services in many countries.
The characteristics of banking systems should have a direct effect on the progress of fi-
nancial inclusion. Studies prove that competition within the banking industry has a sig-
nificantly positive effect on financial inclusion (Chinoda and Kwenda 2019b). Also, the
banking industry concentration was significantly associated with access to banking ac-
counts and credit (Owen and Pereira 2018). Studies show that the size of the banking
system cannot improve financial inclusion (Turegano and Herrero 2018). Moreover,
there are studies examining the effect of banking systems on financial inclusion, e.g.,
the effect of rural banking (Aggarwal and Klapper 2013), Islamic banking (Naceur et al.
2017), and the entry of foreign banks (Leon and Zins 2020). From the authors’ perspec-
tive, China has experienced significant progress in the financial market and sectors, es-
pecially in the banking industry' and the effect of foreign banks on financial inclusion
could be a hot research topic, given the booming financial inclusion market and the in-
creasing competition of foreign banks in the Chinese market.

'In May 2019, CBIRC released 12 measures for enhancing finance openness in the banking and insurance
industry; in July 2019, the State Council released 11 measures for financial openness; and in September 2019,
the State Council released the revised version of Regulations on the Administration of Foreign-Funded Banks.



Chen and Yuan Frontiers of Business Research in China (2021) 15:4 Page 18 of 21

Nexus between financial inclusion and corporate performance

Existing literature has proved the nexus between financial inclusion and economic de-
velopment (Gul et al. 2018; Kim et al. 2018; Sethi and Acharya 2018; Sharma 2016).
However, the nexus between financial inclusion and corporate performance need to be
addressed at the micro-enterprise level. There can be three potential mechanisms or
channels through which financial inclusion influences corporate performance. First, it
can affect the entry decision by promoting economic growth in remote and rural areas.
Second, it may provide extra investment opportunities in some industries, such as the
agricultural industry, by long-term financial services under government support. Third,
it can promote corporate innovation, as many innovative MSEs can gain sustainable fi-
nancial support through financial inclusion.

Relationship of financial stability with financial inclusion

Although several studies have proven the positive effect of financial inclusion, it has
some challenges. The main reason for implementing financial inclusion is that there
are many traditional “unbanked” individuals and businesses. Therefore, it is necessary
to consider the associated risks of financial stability. By achieving a fully-serving finan-
cial inclusion system, the effect of the potential financial crisis might be magnified, as
more individuals and enterprises will be exposed to financial risks with a large popula-
tion relying on credit use. Moreover, innovations in financial inclusion enhanced the
integration of technology and financial services, and the connection between the formal
and informal financial sectors. The collapse of the payment system may have a conta-
gious and spillover effect among financial systems. Several studies on the relationship
between financial stability and financial inclusion have been conducted (Hannig and
Jansen 2010; Morgan and Pontines 2014; Neaime and Gaysset 2018), while the empir-
ical studies remain rare. Moreover, the relationship between financial stability and fi-
nancial inclusion remains unclear across studies, and the backbox of the relative effect
remains unsolved.

The role of financial inclusion in financial theory
The emergence and Chinese practices of financial inclusion can provide insights and
realistic evidence for relative theoretical extensions. First, it presents additional proofs
contributing to the theoretical arguments in the finance-growth nexus. From “supply-
leading” perspectives, there have been empirical studies verifying the positive effect of
financial development on economic growth (e.g., Cheng 2012; Cooray 2010), based on
the theoretical foundation of financial liberalization pioneered by Shaw (1973) and
McKinnon (1973) suggesting that accumulation of financial assets leading to economic
growth. From the “demand-following” perspective, some scholars hold that the role of
financial development is negligible and insignificant to trigger economic growth
(Samargandi et al. 2015). Regarding Chinese financial inclusion practice, financial inclu-
sion should be considered within the arguments on finance—growth nexus. Further
studies can focus on the mechanism of financial inclusion, financial development, and
economic growth.

Second, the financial intermediation theories advocate that financial intermediaries

can overcome market frictions and information asymmetry to effectively transferring
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funds from savers to borrowers rather than direct lending or investing (Beck et al.
2007; Diamond 1984). Financial inclusion aims to reduce the transaction costs of finan-
cing MSEs and the poor to achieve financial deepening. Chinese financial inclusion
practice implies that moral hazard and information monopoly can be reduced by pro-
viding a government-based guarantee system and establishing national financial infra-
structure. Based on the aforementioned potential relationship between financial
inclusion and financial stability, the question has been brought forth that the circum-
stances under which financial inclusion helps enhance financial intermediaries’ func-
tions by promoting financial deepening or leads to financial instability by exposing
more population to financial risks. Further research should consider the role of finan-
cial inclusion when employing financial intermediation theoretical models.

Conclusion

Chinese financial inclusion has been experiencing significant progress in recent years.
There is a need for more systematic research on this topic, although some introductory
studies have been conducted on financial inclusion, rural finance, and digital financial
inclusion. This paper provides a comprehensive and thorough outlook of China’s finan-
cial inclusion progress, with perspectives from policy support, banking services frame-
work, digital financial development, and cross-country assessment. Based on the
banking practices of financial inclusion in recent years, we conclude the remaining risks
and challenges of financial inclusion in China. This paper provides further research di-
rections for researchers, i.e., the role of government and banking services in financial
inclusion, financial inclusion-stability nexus, and financial theory evolution.

There are several key takeaways. First, China’s government support in regulation,
monetary policy, and fiscal policy has played an important role in developing financial
inclusion. Second, the Chinese banking industry is the main service provider of finan-
cial inclusion. Compared with state-owned banks, regional banks’ efforts in financial in-
clusion need to be improved. Third, compared with other economies, China’s
development of financial inclusion is above the global average, especially in digital fi-
nancial inclusion and individuals’ financial awareness. Last, the development of digital
financial inclusion has significantly promoted the efficiency of financial services, al-

though the remaining challenges and potential risks are noteworthy.
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