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Abstract

In February 2021, Baoshang Bank, whose total asset size had exceeded 500 billion,
exited the stage of history with more than 200 billion in unpayable debts. Now look back
on its life, from the clouds fell to the bottom. However, there are traces of its causes.
Weak supervision of funds, the organizational structure of the organization is a sham,
excessive concentration of equity internal governance failure eventually became the key
to its demise. Therefore, this paper will take the current situation of rising non-
performing loan rate of urban commercial banks as the entry point to discuss the
importance of internal governance and make suggestions for the establishment of a
sound internal control system in urban commercial banks.
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1. Preface

On February 7, 2021, the once-star bank "Baoshang Bank" was ruled bankrupt with more than
200 billion yuan of unsatisfiable debts, and the reason for this was a total failure of internal
governance. So, why did the former star bank fall into the abyss? We have to start from the
origin of city commercial banks. City commercial banks are formed by city credit cooperatives,
and have been in existence for 27 years since the first city commercial bank, Shenzhen City
Cooperative Bank, was built in 1995. Its predecessor, the Urban Credit Cooperative, has been
flourishing since the 1980s, reaching 5,000 in just ten years. However, behind the rapid
development, the disadvantages of weak internal control also gradually emerged. Since their
inception, cooperatives have been accompanied by internal control deficiencies, which are fatal
to a bank and a key cause of their systematic demise. [1] And city banks, which are built on
credit cooperatives, have inherited internal control deficiencies. As a way to fill the gap of local
economy, enliven local financial environment, support local economic development and
promote local financial stability, city merchant banks are facing a double threat, with external
business risks arising from domestic and foreign trade frictions and internal negligence of
internal control due to massive expansion of city merchant banks. Then, it is of great
importance to improve their own internal control system to prevent financial risks and avoid
financial cases. [2] In this paper, Bank of Nanjing and Bank of Jiujiang are selected as the
research samples to analyze the operating conditions of their city commercial banks.

2. Research Significance

As the "third echelon” of the banking system, urban commercial banks play a pivotal role in
bridging the gap in the local economy, enlivening the local economic environment, promoting
local financial stability and preventing financial risks arising from domestic and foreign trade
frictions. However, the current small asset size, short operating radiation, and restricted
business scope of urban commercial banks urgently need to strengthen risk control, and the
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core of risk control is internal control. [3] Therefore, the establishment of a sound internal
control system is of great importance.From a local perspective, the establishment of a sound
internal control system for urban commercial banks can improve the capital adequacy ratio,
reduce thenon-performing loan ratio, steadily expand the capital scale, and thus improve
theability to resist risks, which can enable urban commercial banks to pursue their own
development in the fierce competition with large commercial banks, joint-stock commercial
banks and rural credit cooperatives.

From a general point of view, the establishment of a sound internal control system has an
extremely important role in promoting regional economic development,promoting the national
financial system, the safety of the banking industry, preventingfinancial risks and seeking the
development of the national economy.

3. Purpose of the Study

The purpose of this paper is to analyze the literature on the current situation and development
of internal control in urban commercial banks and to summarize the relevant data to reveal the
problems of the internal control system of urban commercial banks, to explain the importance
of internal control to the development ofurban commercial banks, to investigate the reasons
behind the problems and to propose recommendations for the improvement of internal control
so that stakeholderscan pay attention to and establish or improve the internal control system
as soon as possible. This paper will examine the reasons behind the problems and propose
recommendations for improving internal control to make it possible for stakeholdersto pay
attention to and establish or improve internal control systems as soon as possible.

4. Scope of the Review and Focus of the Debate

Based on the integration of a large amount of literature from domestic scholars, this paper takes
the current situation of increasing non-performing loans in urban commercial banks as the
starting point, focuses on the internal control issues behind the current situation and collates
and analyzes representative academic results, latest research results and relevant statistical
data. The paper is based on the broad concept of internal control, the standard concept of
internal control in the commercial banking industry and the development of the internal
control system of commercial banks, which will be discussed in the concept definition section.
With the advent of the era of big data, the Internet and e-commerce have been developed, and
the traditional commercial banking model has been impacted. Under such circumstances, the
reform of commercial banks in the field of Internet finance is imminent. The internal control,
which is a key part of the reform, has received extensive attention from domestic scholars, who
use a comprehensive analysis combining qualitative and quantitative aspects, aiming to expose
the problems exposed in the internal control of the commercial banking system and to suggest
suggestions for the establishment of a sound internal control system.

4.1. Concept Definition and the Development of Internal Control in China's
Banking Industry

1.In 1992, the COSO Committee published Internal Control - An Integrated

Framework, which provides a definition of internal control that is widely accepted by the public:
"Internal control is a process, implemented by an organization's board of directors,
management, and all employees, designed to provide reasonable assurance regarding the
efficiency effectiveness of operations, the reliability of financial reporting, and compliance with
laws and regulations. " This brought internal control into the era of the "Five Elements Theory".
[t also triggered a global surge in internal control and the demand for building internal control
in commercial banks in China. [4]
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2. However, prior to the publication of the new COSO report, China focused its internal control
on the accounting and auditing areas. For example, Independent Auditing Standard Specific No.
9: Internal Control and Audit Risk, issued in 1996, focuses on internal control in auditing.

3. It was not until the promulgation of the "Guidelines on Internal Control in Commercial Banks"
in April 2002 that the banking industry began to pay real attention to the field of internal
control, which defines internal control as "the dynamic process and mechanism through which
a commercial bank, as a means of achieving its business objectives, develops and implements a
series of systems, procedures and methods to prevent risks beforehand, control them during
the process, and monitor and correct them afterwards. " [5]

4. After 2004, urban commercial banks have gradually stepped into the fastlane of development
by insisting on "serving local economy, small and medium-sized enterprises and urban
residents"” as their market positioning. [6]

5. In 2007, Bank of Nanjing, Bank of Ningbo and Bank of Beijing went public through
shareholding reform, making urban commercial banks an important force in China's financial
system.

6. On April 1, 2011, Yan Qingmin, assistant chairman of the CBRC, said at a joint meeting of
national urban merchant banks that "applications for new branches of urban merchant banks
with unsound internal controls will be suspended, aiming to solve the problems of imbalance,
non-sustainability and mismatch." This decision has greatly facilitated the construction of
internal control system of urban commercial banks.

7. From 2011-2018, the number of city commercial banks has been declining and stabilizing
year by year, leaving just over 130 city commercial banks at the end of 2018.

8. In 2021, the City Commercial Bank Working Committee of the China Banking Association
released the "City Commercial Bank Development Report (2021)" indicating that in 2020, city
commercial banks and agricultural commercial banks achieved decisive victories in financial
resistance, non-performing assets were vigorously disposed of, and their operating
characteristics became more distinct.

9. In March 2022, Premier Li Keqiang emphasized in the government work reportthat we
should accelerate the reform of small and medium-sized banks, deepen the reform of their
shareholding structure and corporate governance, and accelerate the disposal of non-
performing assets. The formation of non-performing assets is closely related to the internal
control system, so it is urgent to seize the opportunity to establish sound internal control!

5. The Current Situation of City Merchant Banks: Non-performing Loans
Rate Increased

According to the statistical data of WIEGO, as Fig 1 shown in the five-year period from 2017
to 2021, the overall NPL ratio of urban commercial banks is on an upward trend, while the
overall trend of NPL ratio of large commercial banks and joint-stock commercial banks is
diametrically opposite. Looking at the year after the epidemic subsides from 2020 to 2021
alone, the NPL ratio of urban commercial banks rose by 9%, while year-over-year, the other
two types of commercial banks fell by 1% and 27%, respectively. At the same time, it is easy to
see that the NPL ratio of urban commercial banks is even much higher than that of large
commercial banks andjoint-stock commercial banks, which is extremely unfavorable in terms
of the current state of small size and low business volume of urban commercial banks.
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Fig 1. Non-performing loan ratios of three types of commercial banks

6. Reasons for the Increase in NPL Ratio

6.1. Fragmented Shareholding Structure
Table 1. Comparison of the shareholding structure of Bank of Nanjing and Jiujiang Bank

Bank of Nanjing Jiujiang Bank
Percentage of Percentage of
Shareholder Name outstanding Shareholder Name outstanding
shares shares

Jiujiang Municipal Finance
14.87% Bureau (state-owned legal 16.87%
person)

BNP
Paribas (offshore legal entity)

Nanjing Capital Group (state-owned Beijing Automotive Group

. 14.07% , 15.20%
corporation) (state-owned corporation)
Nanjing Hi-Tech_ (non-state 11.81% Societe Generale.z (domestic 12.23%
corporation) corporation)
Happiness Life Insurance Company 4.80% Fangda Carbon New Materials 711%
(domestic legal person shares) SR (Domestic legal entity) e
China Securities Finance 3.00% Qianhai Life ((.iomestic 435%
(State-owned legal person) corporation)

From the data published by Oriental Fortune, as Table 1, It can be seen that Bank of Nanjing
is held by foreign investors with 14.87% shareholding, the top five shareholders are Chinese
state-owned with 17.07% and non-state-owned with 16.61%,with concentrated equity; while
Jiujiang state-owned with 32.07% and non-state-owned with 23.69%, with dispersed equity
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and equity controlled by the local government. Meanwhile, in 2021, the NPL ratio of Bank of
Nanjing is 0.91%, while that of Jiujiang Bank is 1.46%. This shows that the fragmentation of
equity has an impact on the level of NPL ratio.

According to the principal-agent theory, the separation of ownership and management will lead
to information asymmetry, which will result in adverse selection risk and moral hazard. JCB's
shareholding is more fragmented than that of Nanjing Bank, and the interests of its
shareholders are also fragmented. The ability and willingness of a single shareholder to
supervise the management is very limited, and the decision is easily in the hands of the
management, showing a situation of "strong operator and weak owner". [7] On the other hand,
fraudulent behavior of bank executives is difficult to be detected. In this case, it is easy to take
advantage of the loopholes in internal control for personal gain and thus generate non-
performing loans; at the same time, Jiujiang Bank is controlled by the local government, which
makes it easier to generate insider control problems, and even due to the government's control,
social supervision will be appropriately relaxed, which facilitates insider control. To sum up,
the deeper reason why equity fragmentation affects the NPL rate is theweakness of internal
control.

6.2. Risks in Granting Credit

This risk is commonly found in grassroots urban commercial banks. On the one hand, grassroots
city merchant banks do not pay attention to the professional quality training of credit business
staff, which leads to a shallow awareness of legal compliance among relevant personnel, thus
deliberately or wrongly relaxing lending standards, resulting in certain bad debt losses; on the
other hand, grassroots city merchant banks directly recruit college graduates and make them
engage in credit business. [8] Since graduates do not have working experience, they cannot
correctly grasp the business cycle of enterprises and judge the creditworthiness of enterprises in
all aspects, which leads to higher credit limits than actual, resulting in bad debt losses. This
shows that credit risk is reflected in weak internal control.

6.3. Late Timing of Post-Event Monitoring

The ex-post supervision of urban commercial banks is mainly reflected in accounting. At
present, some urban commercial banks are mainly supervised by traditional accounting ex-
post, which cannot use certain evaluation indicators to measure the correctness, legality and
compliance of accounting, which provides a convenient opportunity for financial fraud, such as
fictitious non-performing loans. [9]

6.4. Difficult Role of Internal Audit

At present, the grassroots banks of urban commercial banks adopt the responsibility system of
the president under the first-level legal person, and the internal audit department serves the
president, and the exercise of its power is restricted by the president's power, which makes the
internal audit department lose its independence. [10] When a fraudulent act occurs in the bank
president, it cannot play a supervisory role and can only obey the president's arrangement. In
addition, the internal auditors do not analyze the assets to a sufficient extent during the exit
audit of the bank, and often ignore the substance of the assets when auditing the loans issued
based only on the form of the assets, and it is likely that the form of the assets is not abnormal,
but the substance has become non-performing loans.

In summary, the level of non-performing loans is inextricably linked to the establishment of a
sound internal control system.
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7. Recommendation

7.1. Reduce the Proportion of State-owned Shares and Appropriately
Concentrate Equity

There is a significant positive correlation between the proportion of state-owned shares and
the non-performing loan ratio of listed commercial banks, while an increase in the proportion
of state-owned shares also leads to a further increase in the risk borne by commercial banks.
(Cao Yanhua (2011)) [11 ]; arelatively concentrated and balanced shareholding structure helps
to improve the bank's business performance;too high a proportion of state-owned shares and
one share is not conducive to the development of the bank, while the investment of the public
will, to a certain extent, contribute to the promotion of bank performance. (Shengyao Lin et al.
(2019))[12]

The fragmentation of shareholding can lead to the loss of decision making powerof a single
shareholder, so it is recommended that City Bank further optimize its shareholding structure.
There are two specific methods: First, negotiate with some minority shareholders to buy back
their shares and increase the shareholding ratio of a single shareholder as a way to increase the
concentration of shareholding. Second, conduct equity transfer to increase the equity of
shareholders and increase the percentage of shareholding of individual shareholders. [13]

At present, the government's excessive shareholding has produced undesirable benefits for the
development of urban commercial banks, so it needs to reduce or dilute certain shares, and this
process is quite long. On the one hand, the government can be separated from the city
commercial banks to avoid government intervention in the operation and decision making of
the city commercial banks, but at the same time allow the government to supervise the city
commercial banks. On the other hand, foreign capital or private capital can be introduced to
dilute or reduce the government's shareholding, so as to improve the internal governance
structure and achieve the purpose of reducing non-performing assets.

7.2. Construct Accountability Mechanism to Restrain Credit Granting Behavior

City commercial banks should conduct regular training for their employees to strengthen their
awareness of the operational standards and legal compliance of credit business, so that they
can examine all aspects of the enterprise's creditworthiness, use of funds, ability to repay debts
and existing assets in the process of lending. At the same time, we arrange for employees who
are not involved in lending to monitor the flow of loans and keep an eye on the dynamics of
enterprises to reduce bad debtlosses and financial risks. In addition, a serious accountability
mechanism should be built so that employees cannot and dare not violate the rules.

7.3. Recruiting Highly Qualified Risk Identification Management Personnel

The internal control system of grassroots city commercial banks is weak, and the awareness of
internal control of their directors is also weak. The fresh graduates and other social workers
recruited by them are mostly used to engage in basic counter operations, and they fail to find
suitable talents for internal control and risk management of city commercial banks, resulting
in a weak internal control system. Therefore, urban commercial banks should introduce
excellent risk management talents through school recruitment or open recruitment, and set up
risk management departments dedicated to risk early warning, internal supervision and checks
and balances, and risk assessment and response, so as to establish a sound and solid internal
control system and promote the reform and development of urban commercialbanks.

7.4. Establishing a Sound Mechanism for Pre-Event and Post-Event Supervision

The internal oversight of the City Bank is prone to imbalance, and when the risk is transformed
into loss carrying to make up for it will miss the best time to recover the loss. Therefore, it is
suggested that city banks can request for public opinion supervision to detect risks through the
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feedback of social citizens' supervision, so that they can take timely measures to reduce or avoid
losses.

7.5. Optimize and Improve Internal Auditing Procedures

Optimizing and improving internal auditing would require changing the system of the
president's responsibility so that the internal audit department serves the superiors of the
grassroots city business bank and ensures its independence from the president's power. In
addition, it is possible to strengthen the internal audit team; improve the degree, methods and
means of internal audit to improve audit efficiency and effectiveness; focus on risk analysis of
assets, implement a rotation system in important positions as well as establish an effective
integrity reporting mechanism. [14]
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