
they did not take down the
whole system because deposit
insurance prevented large-scale
bank runs at the retail level. 

The time has come for China
to adopt a formal deposit
insurance scheme. There are at
least three good reasons why.
First, deposit insurance will help
stop retail bank panic, exactly
the reason for the Canton fund. 

Second, there must be an
orderly exit mechanism for
financial institution failure. 

Third, based on my
experience, regulators who are
good at daily operations may not
always be good at conducting
the messy operations of
restructuring failed banks.
Deposit insurance is specialised
work and needs specialised
skills. 

As Grant rightly said, the
Canton scheme offers a number
of valuable lessons to the
modern world. They include: the
tax that supports a guarantee
fund must be based on
measured risk of loss; the fund
and its “insureds” must be made
subject to strong independent
supervision; laws enacted to
avoid risk contingencies must be
enforced; and both corruption
and the diversion of fund assets
must be strictly prohibited. 

The trouble is that we never
seem to learn from history. 

Andrew Sheng is president 
of the Fung Global Institute

The best Christmas present
I got last year was a
preview of a forthcoming

book by a banker-historian in
Boston. He sent me his doctoral
thesis, a piece of masterly
detective work on how ideas
travel over time and space,
become adopted successfully in
a different place, and then come
back to where they started.

Dr Frederic Grant Jnr’s
forthcoming book uncovered
how the US bank deposit
insurance system has its root in
ideas borrowed from 19th-
century Canton. The origins of
the US deposit insurance
scheme arose from the 1829
Safety Fund Act of the state of
New York, first drafted by an
entrepreneur named Joshua
Forman. 

In those days, if the state-
authorised banks failed, the state
would have to pay for their
failure. Forman borrowed the
idea from Canton that those
authorised for privileged trade
(in banks, the privilege of private
currency issue) should be
responsible for their own debts. 

The success of the New York
safety fund inspired the
adoption of similar schemes by
other US states. The Banking Act
of 1933 created the Federal
Deposit Insurance Corporation
(FDIC) following the failure of
many banks across the US. This
idea of a national deposit
insurance scheme has been
widely adopted around the
world, and is currently being
considered in China. 

How did Forman get the idea
about the Canton system?
Apparently, New York was
already a major port for US-

China trade and the scheme was
familiar to New York
businessmen. 

How did the Canton system
evolve? It all came about
because the Qing dynasty official
merchants, namely merchant
houses (or hongs) authorised by
Beijing to conduct foreign trade,
often required trade credit to do
so. If these traders defaulted on
their loans, the foreigners
threatened to take action on the
weak government. Hence, in
order to prevent individual
merchant failure, the Qing

government used a collective
responsibility method evolved
by the Manchu court that
ensured those authorised to
benefit from foreign trade also
guaranteed each other’s trade
debt, and a premium was paid
yearly into a fund to pay off any
individual failure. 

The Qing government solved
the problem of default by
imposing collective
responsibility. The group as a
whole made sure no member
got into trouble, engaging in
what is today called “peer
surveillance”. 

But with this collective

guarantee, the smaller traders
had an incentive to take higher
risks, creating moral hazard –
private gain at collective loss.
Moreover, as history showed, if
trade was really bad, more
traders failed and since the Qing
government also borrowed or
taxed the accumulated fund
regularly, there was not enough
money to settle all debts.
Eventually, the fund failed. 

Corruption and the
misappropriation of funds were
to blame, but the main culprit
remained what Grant calls “the
perennial dilemma of
inadequate capital and lack of
access to affordable credit” for
the smaller hongs. 

These problems plague all
deposit insurance schemes,
even today. Large banks are
loath to support deposit
insurance because they pay a
larger share of the premium
than smaller banks. Small banks
enjoy the group insurance, but
are more prone to failure
because they are more likely to
take more risks, which means
supervision is needed to make
sure they do not destroy the
group as a whole. 

Deposit insurance has
worked very well in the US, as
the FDIC not only participated
in supervision of the insured
banks, but also engaged actively
as the mortuary of failed banks.
In the current crisis, the FDIC
smoothly managed the exit of
over 400 banks without
disruption to the system as a
whole. 

This time, it was the failure of
the shadow banks and larger
banks that created the problem.
Yes, smaller banks failed, but

How an idea borrowed from Canton
may benefit Chinese banking today
Andrew Sheng discerns lessons about the importance of strong supervision of risk-taking 
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D
reams are in vogue in main-
land China. During a widely
publicised tour of Shenzhen,
the new head of the Com-
munist Party, Xi Jinping

, called for the realisation of the
“Chinese dream” – a great national revival.
Right after that, the Chinese character
meng (dream) was voted “character of the
year” in an online poll of 50,000 people. 

The new year also began with a political
storm over a censored article dreaming of
Chinese constitutional reform. Whether
those dreams are more like a fantasy than
realistic hope remains to be seen.

As China enters the urban age (more
than half its population now lives in towns
and cities), a critical part of the Chinese
dream is the “urban dream” – the promo-
tion of urbanisation to generate house-
hold consumption to put the economy on
a sustainable footing. This would steer
China away from the current export- and
investment-driven growth model, which is
now considered, even by the government,
as “unbalanced” and “unsustainable”. 

Urbanisation, when done right, would
better shield the economy from possible
blackmail by foreign, particularly Western,
protectionists and the wasteful drag from
an orgy of construction. 

Premier-designate Li Keqiang 
has championed urbanisation for years.
Some media are excited by his talk of a new
type of urbanisation, though specifics are
scant. Can he do it right and help China
reach its urban dream?

Some say China is already on the way to
fulfilling the dream, just counting the
number of people relocated to cities and
the tens of thousands of new buildings
erected and roads built in recent years. 

But others have countered, and I agree,
that it’s not real urbanisation, only an
incomplete version of it, based on the fact
that a third of the 700 million Chinese
urban dwellers today are not truly “urban-
ised”. They do not have an urban hukou, or
household registration, a little red booklet
that entitles the bearer to truly live like an
urbanite. 

About 230 million migrants now work
in the city but are denied a local hukou,
preventing them from getting social secu-
rity entitlements and access to public
housing, and their children from gaining
admittance into a public school. Many
jobs also call for a local hukou. Without
that paper, migrants live a precarious
existence. 

This gargantuan Chinese labour force
without urban residency rights has sup-

plied the global economy with the largest
ever army of super-exploitable labour; it
has also driven the country’s boom over
the past 30 years. Without the hukou sys-
tem, there would be no China as we know
it today. Some have said that it is China’s
most potent dirty, secret weapon.

While the arrangement has made
China a global economic power by seizing
the world’s low-end manufacturing mar-
ket, it has also locked a large segment of
Chinese into permanent impoverishment
by turning them into an underclass. And

since the hukou status is hereditary by law,
this underclass position gets passed on to
the next generation. This caste-like system
is what has made China’s urban story so
complex. Regrettably, this important di-
mension is missing in many narratives and
forecasts of consumption trends. For
example, a popular argument, put forward
by financial gurus such as Stephen Roach,
contends that China’s large number of
rural-urban migrants will soak up the
housing supply, and turn the ghost towns
full of empty apartments into “thriving
metropolitan areas”. This cannot possibly

happen. Study after study has shown that
very few rural migrant workers can afford
to buy an urban flat; most can’t even afford
to rent a decent place. 

Neither will China add 500 million peo-
ple to its middle class between 2010 and
2020, as the rosy forecast by the Brookings
Institution’s Homi Kharas has it. Indeed,
considering the continuing super-low
urban fertility rate, that figure sounds like
an urban legend in the making.

Hence that familiar narrative of rural
migrants going to the city, getting a higher-
paid job, moving up and eventually joining
the middle class – in short, the magic of
urbanisation leading to prosperity – can-
not be readily applied to China under its
present hukou system.

Furthermore, the new generation of
migrants is more educated than their par-
ents and more aware of their rights. Some
are demanding greater equality, and this is
contributing to widespread social unrest,
which cannot be ignored.

To fulfil its urban dream, China will
need to fully undo its discriminatory
hukou system, beyond recent reforms. 

Of course, the system cannot be dis-
mantled overnight. Instead, it should be
phased out over, say, 15 years, steadily
transforming a sizeable group of migrants
every year into the next wave of urban
consumers, boosting domestic consump-
tion and alleviating social instability. 

Such a plan would mean converting
about 15 million migrants to urban hukou
residents every year. For that to happen,
deeper hukou reform will be needed in the
largest 40 cities, including Beijing, Shang-
hai and Shenzhen, where most migrants
congregate. 

Some groups should be prioritised: col-
lege graduates first; then skilled migrant
labourers with regular employment; and,
finally, unskilled workers. China badly
needs more educated and skilled workers
to help move manufacturing up the value
chain. Employers also need them to oper-
ate more sophisticated machinery in that
upgrade. College-educated and skilled
workers make more money, so can help
fund social services where they live. 

Offering migrant workers local residen-
cy will help them settle in the city and
become more productive. The equal
opportunity bestowed by residency rights
will enable them to move up socially and
economically. 

Beijing must take the lead on this issue.
Serious hukou reform will inevitably
involve inter-regional fiscal, population
and administrative issues that require its
commitment and co-ordination. Local
governments cannot be left to try piece-
meal and, at times, distorted hukoureform
in their own jurisdictions. 

China’s economic growth in the past
three decades has been achieved through
askewed and short-sighted model that has
also brought serious social and economic
problems. It has come to a point when
moving forward requires an overhaul of
the hukou system to allow migrants to
become full urban citizens and participate
in the prosperity. That’s what is urgently
needed to unleash that magical power of
urbanisation, and it has to be done right.

Kam Wing Chan is professor of geography 
at the University of Washington. His 
research focuses on China’s urbanisation 
and the hukou system

Cities of dreams

That narrative of the
magic of urbanisation
leading to prosperity
cannot be readily
applied to China 

Kam Wing Chan says China’s attempt to
build a new class of urban consumers
will falter unless it also dismantles the
rigid household registration system
that keeps migrants poor 

Ihave won many rowing races in my life. And I
have lost many races. My name is on the same
trophy as some of the rowing greats of my

generation. And I have also lost to a ham sandwich. A
team I once raced had only seven men to fill an eight-
man boat. So, as a joke, the team put a ham sandwich
in the empty seat, which corresponded to mine. And
we still lost. 

It hurt losing to a ham sandwich. I bet Lance
Armstrong never hurt that bad. I know he didn’t. If he
had, he’d be a different person. 

One can get philosophical about losing. According
to the existentialists, the very nature of the human
condition includes loss, alienation, meaninglessness,
angst and despair. Every person must struggle with
this. At the risk of condensing 150 years of
philosophical thought, the only real solution is to
“deal with it”.

Just the other day, I had the “deal with it” pep talk
with my five-year-old son. Despondent at tackling his
own teammate in a soccer game, life had lost
meaning. 

So I told him the great comeback story of Brad
Lewis and the 1984 Olympics (and, yes, it’s a rowing
story). Lewis was completely down and out. He had
lost the single scull trials and was kicked off the team.
So he collected his thoughts, called a buddy and
started training together in the double sculls. They
went on not only to qualify for the Olympics, but to
win the gold medal. 

I showed my son a picture of Lewis in his boat,
head between his shoulders, destitute in defeat. “You
can be like this guy. He was completely down in the
dumps, and he pulled himself back up to be the best
in the world!” Or you can forget it and take up the
violin. Up to you. 

But you have to deal with it. Man up. Not by
clamming up with some tough-guy demeanour, but
by accepting your imperfections, the unfairness and
cruelty of life, the fact that you may never be all that
great at soccer. Or you could be, if you worked for it. 

The problem with Armstrong is that he never
learned to lose. And while his admission of doping is
welcome, it is a disaster for sports because he is doing
it for the wrong reasons – he just wants to race again.
Let me make one thing clear; Lance Armstrong is a
junkie, intoxicated by the thrill of easy victory. Like
any junkie, he couldn’t stop. He had to win the Tour
de France seven times with this nonsense – and now
he wants more! 

Great sportspeople the world over understand the
agony of defeat. Armstrong never did. He thought he
was above it, better than us, that he didn’t have to
suffer the “slings and arrows of outrageous fortune”.
That is just insulting – to every man, woman, child
and ham sandwich that has ever laid it all on the line
for the world to see. 

If Armstrong really wants our forgiveness, he can
admit his mistakes to Oprah, throw away his million-
dollar bike, and go feed the pigeons in the park like 
O. J. Simpson. But he should never be allowed back in
the winners’ circle. 

As far as I’m concerned, he needs to earn his way
back to the losers’ circle.

Stephen Monick is an attorney in Hong Kong and has won
national rowing championships in Hong Kong and the US,
and raced competitively around the world. He will be racing
next week in the Head of the Shing Mun River in Sha Tin

Easy ride
Stephen Monick says an inability to

accept defeat makes us losers in life, 

as Lance Armstrong proved, because

it denies us the opportunity for growth

On reflection, what is most
fascinating about Leung
Chun-ying’s first policy

address is the way in which his
thinking mirrors that of the
Chinese Communist Party.
Some may say this is hardly
remarkable and will point to the
chief executive’s remarks about
extending co-operation with the
mainland. But this misses the
point.

The issue here is the thought
processes that drive Leung and
his mainland counterparts to
focus on economic
development and raising living
standards, in the hope that this
will satisfy the public. 

It has long been the party’s
claim that it is successful
because it brought economic
prosperity to the nation, and the
party’s defenders maintain that
to do so required a singular
focus on the economy. China’s
lack of civil liberties can, they
argue, be left on the back burner
because such issues detract from
the central aim of improving
living standards.

Leung was implicitly making
the same argument in his policy
address when he focused on
livelihood measures and skirted
around other areas of public
concern. In addition, he put to
bed the previously sacred
mantra of “positive non-
interventionism” in government
economic policy.

Authoritarian governments
have routinely claimed that their
job is to provide prosperity and
that the best way of doing this is
not to be sidetracked by alleged
frivolities such as rule of law and
democracy. When the Nazis
came to power in Germany,

most of their effort was initially
focused on reviving the faltering
economy and they mocked
opponents for questioning their
war on democratic freedoms,
saying people wanted better
living standards, not freedom. 

We all know how that ended:
much the same disastrous way
that other dictators’ plans have
ended, from Stalin’s fatal
collectivisation of agriculture in
the Soviet Union to the even
more devastating economic
policies of Mao Zedong 
during the Great Leap Forward. 

Rigid state planning and
collectivism has largely gone out
of fashion in the world’s
remaining dictatorships, but the
belief that liberty stands in the
way of economic progress
lingers, not least on the
mainland.

Leung is no dictator but his
mindset is troubling. In his
policy address, he did very little
to assure the people of his
commitment to further
democratic development. As for
the key issue of rule of law, this
was dealt with in a passing
reference.

Most telling was his

explanation for not wishing to
tackle “the complex” matter of
ending discrimination on
grounds of sexual orientation.
He was, he said, too busy
tackling core issues to deal with
this right now. 

Every government has
priorities and it makes sense to
be clear about them. However,
Leung seems not to have noticed
that he has a mass of
departments simultaneously
dealing with all manner of policy
matters. Only a government
structure devoid of delegation
and so incompetent that it can
only do one thing at a time hides
behind priorities as an excuse for
inaction.

Besides anything else, Leung
is taking a massive gamble on
the notion of “sustained
economic growth”, which, he
freely admitted, is a prerequisite
for tackling “housing, poverty,
the ageing population, and
environmental problems”.

Hong Kong’s uniquely
exposed economy is vulnerable
to the great swings in the
fortunes of the global economy,
particularly the mainland
economy that is at best entering
a phase of slower growth. 

All the eggs in the
government’s basket are now
devoted to delivering better
living conditions. A sensible
government is rarely so reckless;
it will have other ways of making
its mark. So a dogged belief that
everything revolves around
livelihood issues can backfire
spectacularly. If it does not,
Leung will be a very lucky man.

Stephen Vines is a Hong Kong-based
journalist and entrepreneur

The good life goes beyond 
a better living environment 
Stephen Vines faults the chief executive for ignoring rights concerns 
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livelihood issues
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