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Abstract

This article reviews the literature of efficiency analysis of commercial banks in Taiwan and China. From the perspectives cost and profit efficiencies derived by the existing empirical studies, the author have found either scale economy or expansion via mergers is not the motivation for Taiwanese and Chinese banks while some less efficient banks in China will be acquired by bigger players in Taiwan or China. The efficiency gain from scope economy may take place after deregulation. 

There is no evidence implying that the acquisitions of banks help major banks in either Taiwan or China improve cost and profit efficiencies. The gain from improved cost efficiency is mainly coming from minor foreign ownership and outside monitoring from private owners. Instead, according to theories, when the equity market has become more and more developed, relationship banking should be the main reason that banks in Taiwan or China establish new branches across the straight. In addition, e-banking or consumer banking could be some other potential fields for banks from Taiwan to China.
1. Introduction
1.1 Backgrounds

China is the one of the fastest growing economies all over the world. For Taiwan, China becomes the No.1 choice of Foreign Direct Investments. Up to the end of 2008, Taiwan had invested $47.66 billion in China. There exist horizontal and vertical

integration of major industries between Taiwan and China. Nevertheless, no obvious financial integration is found except several Taiwanese banks established offices in the cities in China where more Taiwanese entrepreneurs and corporations are located.
After both Taiwan and China joined WTO in 2001 and China promised open banking and insurance markets in 2006, major Western banks have shares in major Chinese Government-Owned Banks (See details in Hong et al. 2009, and Kuan, Yang, and Huang , 2009). Banks from Taiwan may also grasp this opportunity to expand their businesses in China. On the other hand, China can demonstrate its economic power in Taiwan by establish its banking branches.
The promise of opening financial markets is fulfilled by signing: (Memorandum of Understanding (MOU) and Economic Cooperation Framework Agreement (ECFA) between Taiwan and China. After ECFA and MOU, within three to five years, Taiwan and China will open their banking and insurance markets to each other. The banks from each side can establish. November 16 2009 MOU was signed and it became valid in January 16, 2010. MOU and ECFA will build a direct path to further integration of financial markets between Taiwan and China.
1.2 From the Perspective of Banks from Taiwan

Banks in Taiwan have experienced over competition for more than a decade. Lieu et al. (2005) indicated that from 1990 to 2001, the number of banks increased from 24 to 53 while the return on equity reduced from 29.28 percent to 5.5 percent. margins. Lin, Lin, and Mohanty (2009) estimated efficiencies of Taiwan’s publicly trade 24 banks and found high cost efficiency along with low profit efficiency. The reasons behind this phenomenon may be caused by the homogeneous products, price-cut competitions among banks. In addition, these banks did not have strong markets outside Taiwan. Most of them are mainly competing in the Taiwan domestic market. 

After China opens its door to Taiwan’s banks, will this be a Red Sea or Blue Ocean for them? Will Taiwan’s banks grasp this opportunity to thrive or it is just the other over-competitive market? Hong and Zheng (2009) exhibited Taiwanese banks’ branches in mainland profited higher than their headquarters in Taiwan. It seems that there are more opportunities from Taiwan to China. Plus, Lu et al. (2005) found that Chinese banks were still in favor of lending loans to the state-owned-enterprises. There are still quite a few small and medium businesses in China that cannot get necessary funding because of this biased policy. This could be the other market for the banks from Taiwan to China if Taiwan’s banks cooperate with experienced local players.
1.3 From the Perspective of Banks from China

Hsu (2008) compared the financial reforms in China and those had taken place in Taiwan and concluded that the experience in Taiwan may help the future banking development in China. Particularly after MOU and ECFA, the cooperation of financial institutions and communications across straight become more convenient and less costly. Financial institutions such as credit unions in China may learn from Taiwan on the reforms of the local and underground finance. This type of knowledge and practical experience cannot be acquired via the cooperation with the major foreign bankers.
1.4 The Structure of This Article

This paper reviews literature on commercial banking in China and Taiwan and analyzed strengths and weaknesses via two different approaches: 1) The efficiency approach and 2) the strategic analysis. The efficiency analysis includes cost efficiency, profit efficiency, scale economy and scope economy of the banking industry. Basically, it is the analysis from the perspective of the industrial organization. The strategic analysis incorporates the threat or opportunity for Taiwan’s banks and how can banks from Taiwan face the “giant” Big Fours in China? Where is the benefit for this cooperation or integration in banking? According to the existing research and the analysis above, I will conclude and address the implications. Finally, the directions of future studies are pointed out. 
The remainder of this paper is organized as follows. Section 2 analyzes the existing literature on scale economy, scope economy, efficiency, and productivity. Section 3 summarizes the strategic approaches of relationship banking, e-banking, and consumer banking. Finally, Section 5 concludes the findings above.
2. Efficiency Analysis
This section explores strengths and weakness of banks in China and Taiwan from the angles of the industrial organization, mainly the efficiency analysis. The concepts include scale economy, scope economy, cost and profit efficiencies, and IT and productivity.
2.1 Scale Economy
The measure of the scale economy indicates the existence of scale economy. If it falls in the range of increasing return to scale, Jagtiani et al. (1995) is greater than one. If it falls in the range of constant return to scale or decreasing return to scale, the Jagtiani measure is equal to or smaller than one. The existence of scale economy also means that as the output increases, the average cost per unit of output will decrease. That is, the more a bank produces, the more it saves per unit. 
Traditionally, the output variables of commercial banking include financial investments, demand deposits (if demand deposit is not available, use total deposits), and total loans, according to the intermediary approach. Following this tradition and the method of Jagtiani et al. (1995), Taiwan’s Banks fall in the range of Constant Return to Scale (Huang, Chen, and Chen, 2007; Huang , Chang, and Chiu, 2009; Lin, Lin, and Mohanty, 2009; and Fu and Heffernan, 2007). In other words, increasing the amount outputs will not reduce the average cost per unit of output. The only exception, to my best knowledge, is Lieu et al. (2008) that considers the non-traditional off-balance sheet activities as outputs. Hence, it measures positive scale economy for Banks in Taiwan. Generally, most researchers and practitioners see there is no scale economy (i.e. constant return to scale or decreasing return to scale) in the banking market in Taiwan. In other words, enlarge the size of a commercial bank will not lead to lower average cost per output variable.
2.2 Scope Economy
Willig (1979) estimated the scope economy for the multiproduct firms. This methodology appropriately applies in the field of banking. Scope economy means the wider variety of products a bank sells, the more it will save in the average cost per product. For instance, the Bank Holding Companies (or the Universal Banking in the U.K.) that include both commercial banking and investment banking may enjoy the scope economy.  The concept of “bankasurance” that incorporates or merges both banking products and insurance products in one financial institution is the other example.
Based on the method of Willig (1979), the estimations by Lin and Lin (2009) and Lin, Lin and Mohanty, (2009), and Yao et al. (2007) supported the existence of scope economy. By the same token, Fu and Heffernan (2008) indicated Joint stock banks enjoy higher scope economy. In practice, Taiwan’s 2nd financial reform moved toward the Bank Holding Company system enjoying more scope economy in banking. 
2.3 Cost and Profit Efficiencies
In this sub-section, I discuss summarize the literature of the cost and profit efficiencies in banking either based upon DEA or the stochastic frontier approach.  Here the different methodologies are not the focal point. Instead, only the insights and implications from the empirical literature are highlighted and compared.
Lin, Lin, Mohanty (2009): Taiwan’s publicly traded banks are more cost efficient than Chinese counterparts before 2000. Taiwan’s banks were featured with higher  transparency and better regulation than their Chinese counterparts. Kumbhakar and Wang (2007) and found joint-stock banks in China are more efficient and productive. 
Fu and Heffernan (2007) indicated the joint stock banks in China enjoy higher cost efficiency. Also, according to Shen and Lu (2008), the joint –stock and city commercial banks in China are most profitable; and following Wu, Chen and Lin (2007), the return on assets for partial foreign owned banks is higher. Yao, Jiang, and Feng (2007): non-state banks were 8–18% more efficient than state banks. Berger, Hasan and Zhou (2008) estimated China’s banks’ efficiencies. They found the Big Fours are least profit-efficient and foreign ownership improves efficiency significantly. To sum up, even though different papers explore efficiencies from different angles, the common conclusion is that the joint-stock banks are the most profitable or efficient.
Let us turn to the banking efficiency in Taiwan. Lieu et al. (2005) investigated the cost efficiency and the off-balance sheet activities and found old banks have better accessibility to the off-balance sheet transactions and thus their cost efficiency is also higher. Liang et al. (2008) related non-performing loans to the operational efficiency of the banks in Taiwan. Lin, Lin and Mohanty (2009) studied bank efficiencies from 1995 to 1999 and estimated higher cost efficiencies for the old banks. Their findings indicated that the newly established banks operated at the lower efficiency level than old banks did. The main reason that old banks in Taiwan are operating efficiently should be the market monitoring. That is, most government-owned banks are partially publicly traded in the Taiwan Stock Exchange and become transparent to the market. Hence, they are also making efforts toward minimization of cost (or maximization of profit) by following the market mechanism.
2.4 Information Technology and Productivity
The constant return to scale and the existence of the scope economy in commercial banking may be ascribed to the use of Information Technology. More than two decades ago, most banks’ information technology centered on the main frame computers. Many terminals linking to a big main frame computer was the most common IT structure. A bank operating on this type of system may not own very huge extra capacity to manage more transactions since all the transactions relied on the main frame.  
Today, one personal computer can handle more transactions and difficult tasks than the main frame twenty years ago. A bank operating on this “distributional computation” system owns extra capacity to deal with more products and transactions. In addition, the average cost per product or per unit of output is very low. Therefore, the use of ICT and e-commerce models shifted the reshapes of its cost and profit frontiers all over the world (Lin and Lin, 2009) 
2.5 Summary and Implications

According to the literature review above, most studies conclude that there is no scale economy and the scope economy exists in China and Taiwan. This implies the further development of the multi-product businesses such as Universal Banking or Bank Holding Companies or “bankasurance” will help a bank acquire more scope economy. On the other hand, the big size will not automatically reduce the average cost of outputs for a bank. The concept of “too-big-to-fail” is only a myth if a big bank does not own any strength other than size..
Minor foreign ownership helps enhance efficiency of banks in China. Even though Taiwan’s banks by nature (governance, management, market-monitoring, transparency, regulation) are foreign banks to China and Taiwan gained higher efficiency, Taiwan’s strength is fading away gradually after more and more Western and Japanese banks entered the China market. Because of the long-existing political issues, Taiwan and China had closed the door of cooperation for almost one decade.  This has led to the delay for Taiwan to get involved in China’s financial markets while Taiwan has a long history in the direct investment in China. 
3. Strategic Analysis
3.1 E-Banking

China has the most numerous internet users all over the world. Up to 2009, 384 million people are using internet in China including some labor workers. The large population on the web implies the huge potential in e-banking.

Taiwan has longer history in using internet technologies and applying e-commerce models. Thus, Taiwan is also more advanced and developed in e-banking.

The demand for loans is strong and the supply is short in the loan markets in China, particularly in the regions where very few financial institutions can effectively outreach the enterprises. In some rural areas, only the agricultural credit unions exist. But they operate based upon the government policies. Whenever the government tightens the money supplies, the limited funding will flow to the city areas and the fast growing rural or village enterprises will suffer from insufficient funding. E-banking brokers existing in China are trying to match the asymmetric demand and supply of funds.
There is the opportunity for Taiwan’s banks in e-banking. E-banking works for village enterprises and matches the demand and supply while banks in Taiwan have surplus in saving. 

Dobson and Kashyap (2006) stated that China’s financial system is still fragmented where local branches have more decision making power compared with their counterparts of Western countries. Conceptually, e-banking might work when the current markets are segmented. Whenever the differences of interest rates or conditions or loan policies exist, e-banking helps business corporations to borrow across the geographic or policy barriers.
3.2 Relationship Banking

Relationship banking is referred to as the banking businesses based on the specialized products and terms for each related customer. Both borrowers and lenders in the loan lending can negotiate about the terms and requirements and interest rates according to the customer’s unique needs. 
Boot and Thakor (2000) and Boot (2000) investigated how European banks survived or even thrived when the American style transaction banking and capital markets prevail in the European continent. When publicly traded bond or equity market is more developed, total loan lending reduced. In the same time, when the interbank competition is more serious, relationship banking adds higher value for the borrowers. The market share of relationship banking increases among all loan lending.

The current situation is the same as what is happening in China: equity market booming and more foreign and domestic banks established. As I pointed above, Taiwan’s entry to Chinese financial markets has been delayed. Hence, banks from Taiwan should focus on the relation-oriented businesses Taiwanese corporations in Mainland China.

Kuan et al. (2009) and Hong and Zhrng (2009) stated Taiwanese corporations and entrepreneurs have preference to financial services from Taiwan’s banks. Moreover, one of the main reasons is that most Taiwan’s corporations in China are medium-small businesses that have difficulty accessing funding from major China’s banks. On the other hand, China’s banks have difficulty assessing credit records of Taiwanese borrowers. Banks from Taiwan should start its businesses in China with the relationship banking among Taiwan’s firms.
 Dobson and Kashyap (2006) stated that the fragmented China markets offer opportunity for relationship banking. If Taiwan’s banks can effectively integrate businesses across several different segments and regions, the chance of success will increase.  Hsu (2006) viewed that Taiwan’s banks in China contributed to the future growth of Taiwan’s corporations in China. And Leung et al. (2003) indicated that banks from Asia have particular strengths in entering and surviving in the China market. Especially the Asian banks may play a key role in the local currency transactions. Henceforth, Taiwan’s banks might have higher possibility o from survive to thrive in China.
3.3 Consumer Banking

Consumer banking grew fast recently in Taiwan. Taiwan’s banks are experienced in consumer banking. China’s government policies also encourage consumption, particularly in the inner land provinces and rural areas. (e.g. the stimulus plans for rural areas)  However, Hong and Zheng (2009) does not support over –expansion of consumer banking. 

3.4  Other Concerns

There are several different points of view, including banking reforms and capital adequacy.  Kwong and Lee (2005) highlighted a problem of the current bank reforms in China. When the required adequate capital is higher, the funding of Chinese banks will be tighter so the loanable fund will flow to cities. The fast-growing village and rural enterprises are facing the problem of insufficient working capital in doing business. Then this is an opportunity for Taiwan’s banks.

China’s banks have long adopted HK’s investment banking business models, while in practice, commercial banking is more important in China. (Hsu, 2006)

Hsu suggested China should learn the business models and experiences from Taiwan  (about underground finance and financial institution management)

4. Summary and Conclusions
This paper reviews important literature of commercial banking in Taiwan and China. Based upon this, I further compare the different systems of Taiwan and China in terms of efficiency analysis and strategic analysis. From these analyses and literature review, we can find out after MOU and ECFA, how Taiwan’s banks survive in and how China’s banks respond to this dramatic change in the financial integration across Taiwan Strait. 

I found the potential for Taiwan’s banks. They enjoy higher cost efficiency, strengths in e-banking, and relationship banking for Taiwan’s corporations. The potential of e-banking includes integrating fragmented Chinese markets and online loan agent. I also found the potential of co-operations. Taiwan’s banks along with China’s financial institutions may adopt the models in Taiwan and develop new consumer banking markets in China. Taiwan may help the fund-insufficient village enterprises to get loans, where the main China’s big banks ignore. China’s institutions may learn institutional knowledge in “underground finance”, “financial products” “Insurance”, etc. Small credit unions, cooperative units may form Strategic alliance or merger with robust Taiwan’s banks could be the other way to gain efficiency quickly.
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