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Introduction

Is it the financial crisis driving further reforms or the crisis closing
reforms? China remains a host to low interest rates and high liquidity —
good ingredients for a crisis. At the same time — viewed through a Chinese
lens — the crisis has put a question mark against the western model of
banking. Nevertheless the interdependence between the different bank-
ing industries across the world means that the actions of others have
an influence on our own lives, so that we should be considering them
more closely. Therefore given its growing importance, we should take
the time to better understand the Chinese banking system.

Chinese banks play a central role in financial intermediation in China
and possess such global weight that their development has implica-
tions to everybody outside China. The global economic powerhouse
that is China cannot run without its banks and they need to be reliable
enough to ensure no crisis which would be too costly for the country.
Are Chinese banks on a path of sustainable development?

Just as China has taken steps to introduce some elements of western
banking practices, we might justifiably ask why and to what effect.
At the same time China is taking an increased degree of international
responsibility, so that the question marks over the Chinese banking
industry might also lead to answers that can offer lessons for bank-
ing operations elsewhere in the world. This is particularly the case in
relation to the role of the state and its interference. For the time being
China is illustrating that the role of the state can be much greater and
much more positive than has previously been argued. What is the best
kind of balance between the private and the state sector?

Have Chinese banks emerged as winners of the financial crisis?
Significant reforms and clean up have emerged at just the right time,
now that the gap with best practices is growing smaller although still
existent. Chinese banks were less exposed to the international financial
markets. Moreover, Chinese banks tend to serve as “shock absorbers” —
as noted by the economic consultancy Dragonomics — through sacrific-
ing profits in the interest of economic growth under the ‘leadership of
the state’.

In a period of just over thirty years, Chinese banks have changed
from socialist money tellers to modern financial institutions with a
healthy and market-oriented outlook. But is this more a case of what

XX



Introduction xxi

the Chinese term F{EL$8 R4l (“appears to be a saint but is not”)? What
lies beneath the surface? Is the inner core as robust as the outer shell?
In 1979, Deng Xiaoping said that banks need to be transformed into
real ones. In the past ten years outsiders have had the opportunity to
take a glimpse at what lies beneath. But they were able to see very little
because the veil is thick and opaque.

At least the current round of reforms has been completed successfully —
but was this perhaps the last supper? The government has chosen an
approach to get the banks to be banks that exploits a win-win situa-
tion for all stakeholders. The banks are restructured and listed so that
the main shareholder — the central government — has an opportunity
to realise its holdings. The (foreign) investors also get a share of the
quake — albeit a much smaller one. The narrative told is very market-
oriented and presents reforms and opening as the sole and unavoidable
alternatives towards a world which westerners recognise as their own.
However, the words reserved for Chinese ears strike a different note.

With all these themes rising before our eyes, we need to adopt a pro-
gressive approach to our analysis of the Chinese banking sector. In an
attempt to answer the questions that come to mind, the present book
will first give an overview of the Chinese banking sector. In Part II, the
reader will be introduced to the financial infrastructure - that is, the
regulators, the banking safety net and the role of the state. The state has
such a pervasive influence, that it is important to consider it in some
detail. Understanding the rationale that lies behind its actions will also
provide answers about its future direction. Part III will concentrate on
some aspects of the demand side of the banking sector. It will consider
financial intermediation with enterprises and individuals and also look
at new areas such as microfinance, rural finance and retail finance.
The fourth part will examine the other side of the balance: the supply
of financial services by banks. These include large commercial banks -
some of them already very familiar to stock markets, smaller local banks
and foreign banks as well as rural financial institutions - both old and
new ones. In rounding off the discussion of the banking industry, the
book will conclude with an examination of the risks that China will face
in future: asset quality, capital adequacy, corporate governance, foreign
competition and the banks’ ability to withstand crises.

Note: This book reflects the events and knowledge of the author up to
11 August 2010. The opinions presented in the book are solely those of
the author.
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Part 1

Overview
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1

Banking System Features and
History

With the unfolding of the financial crisis in 2007-2009 many turned
to China in the hope of finding a solution to the western world’s prob-
lems. This was something that might have been considered completely
unthinkable just five years earlier. Chinese banks have clearly made
rapid advances in recent years. The positive stance that western eyes
ascribe to the Chinese banking system say as much about the observers
as about those being observed. For this reason it is worth examining the
system in some detail.

This chapter will set the stage by outlining the broad features of the
Chinese banking system and the different institutions that operate in
the system.

For reference, Table 1.1 presents a range of economic and financial
indicators for China.

The Chinese banking system has been transformed from a mono-
banking system (with a single bank) into a multitude of banking institu-
tions managing CNYS52 trn loans (by the end of 2009). As many other
things in China, the banks are for most huge, as are the issues they carry
with them.

1.1 Historical developments

To understand the evolution of the banking system, it is necessary
to have an insight into the historic legacies of the Chinese banking
system. Deng Xiaoping is often quoted in this context as having said
that ‘banks should be changed into real banks’, because in the past ‘our
banks were money printing enterprises, cash vaults, but not real banks’
(Jing X., 2005).



4 Banking in China

Table 1.1 Macroeconomic indicators for China, 2008

Real GDP (bln CNY) 30,686
Real GDP % change 9.6
Share of world GDP in % 7.47

Goods & services export: volume (CNY bln) 10,980

Goods & services imports: volume (CNY bln) 8,567

Trade balance (USD bln) 360.7

Total external debt (USD bln) 399.4*

External debt as % GDP 9.0

Reserves excl. gold (USD bln) 1,949

Equity market capitalisation (CNY bln) 12,136.6

Gross fixed investment (% of GDP) 41.1

Gross private consumption (% of GDP) 35.3

Population (mln) 1,328

Per capita GDP (USD at PPP) 6,180

Exchange rate (year-end, CNY:USD) 6.84

Source: Economist Intelligence Unit (*estimates).

For a long time the Chinese banking system was organised around
the People’s Bank of China (PBOC), which was established in 1948 and
for some 30 years assumed the functions of commercial bank, supervi-
sor and government treasury. From 1979, under the opening and reform
policy introduced by Deng Xiaoping, the PBOC was given the function
of a supervisory body and of a central bank, while commercial activities
and treasury functions were transferred to other newly (re-)established
entities. This process was finalised with the establishment of the PBOC
as a central bank and of the Industrial and Commercial Bank of China
(ICBC) as an independent entity in 1984.

The reform efforts can be subdivided into three phases:

In a first reform wave, spanning from 1978 to 1993, the banking
system moved from a mono-bank system, with the PBOC at its core, to
a two-tier system when the four state-owned commercial banks (SOCBs)
were formerly established as independent entities (then under the trust
of the Ministry of Finance and the State Council'). This phase prepared
the environment setting for future reforms.

A second series of reforms, between 1994 and 2000, entailed a pro-
gressive move towards less administrative and more independent bank-
ing operations. The banking system thus reflected budgetary constraints
less. In 1995, the Commercial Banking Law and the Law of the People’s
Bank of China (References for laws 1 and 3?) were issued to establish the
legal underpinning for banking in China. Policy banks were established
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to take over the policy lending business of SOCBs and asset manage-
ment companies (AMCs) were further established to orchestrate the
transfer of non-performing loans of the SOCBs.

The twenty-first century saw the beginning of a new phase in banking
sector reforms with the progressive move towards the WTO agreement
on which most of the motivation for reform was based (Griffiths, 2005).
In this last phase only, observers are able to distinguish reform efforts
that run deeper into the banking system and even in banking practices.
Evidence of this can be found, for example, in newly promulgated laws
and regulations, in the introduction of foreign entities as new stakehold-
ers and in the management of banks. Reforms, however, never went as far
as to close down a large bank or as to open fully the banking market.

Since the banks in their current form and with the new practices have
yet to experience a full economic cycle, it remains to be seen how they
will deal with more challenging times.

1.2 Organisation and structure of the banking landscape

Financial institutions

As of December 2009, the Chinese banking system was made up of some
3,857 financial institutions (CBRC, 2010) (see Table 1.2). The main institu-
tions in terms of size and weight in the banking system are (Figure 1.1):

¢ the four state-owned commercial banks (SOCBs),

¢ the three policy banks,

[ I I ]
| State policy banks (3) || Commercial banks || Credit cooperatives | Other (non-bank)

| PBOC* CBRC* |

Figure 1.1 The structure of the Chinese banking system
Note: *PBOC People’s Bank of China, CBRC China Banking Regulatory Commission. Both
regulatory agencies are described in detail below.
Source: CBRC (2010).

| financial
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Bank companies
Village - - - - Finance companies
and City commercial Rural cqmmermal and UrbanAcredlt Trust companies
Township banks (143) cooperative banks (249) cooperatives (11) | | Mutual rural groups
banks (148) Lending companies

Leasing companies




Table 1.2 Banking industry in China

Year 2009 2008
Bank type Total Number of  Market Avg. assets by  Total Number of  Market Avg. assets by
assets institutions  share institution assets institutions  share institution
CNY bin CNY bin CNY bin CNY bin
SOCBs 36,780 4 46.7% 9,195.0 29,158 4 46.7% 7,289.5
JSCBs 15,094 13 19.2% 1,161.1 11,491 13 18.4% 883.9
CCBs 5,680 143 7.2% 39.7 4,132 136 6.6% 30.4
Others* 21,215 3,697 26.9% 5.7 17,610 5,481 28.2% 3.2
Total 78,769 3,857 100% 20.4 62,391 5,634 100% 11.1

Note: *Others include state-owned policy banks, rural commercial banks, rural commercial and cooperative banks, urban and rural credit
cooperatives, foreign banks, postal savings bank as well as non-bank financial institutions.
Source: based on figures from www.cbrc.org.cn and banks’ annual reports.
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¢ the 13 joint-stock commercial banks® (JSCBs),

e the 143 city commercial banks (CCBs),

e the recently re-established Postal Savings Bank of China,

e the 3056 rural banks and cooperatives, among which the most
numerous: rural credit cooperatives (RCCs).

Within the banking system, the 37 foreign banks as well as the much
larger number of foreign banks’ branches and finally the remaining 11
urban credit cooperatives (UCCs) have only a small weight. Further to
the banking institutions, one should also mention non-bank financial
institutions, such as the five state-owned asset management companies,
58 re-registered trust companies, 91 finance companies, 12 financial
leasing companies,* three money brokers, ten auto financing companies,
and finally eight loan companies, 16 rural mutual groups and 148 village
and township banks which are limited to rural areas. There exist further
financial institutions that do not fall within the regulatory responsibility
of the China Banking Regulatory Commission such as pawn shops, loan
guarantee companies or microfinance NGOs.

The state-owned commercial banks (SOCBs), joint-stock commercial
banks (JSCBs) and city commercial banks (CCBs) accounted for 73.1% of
all banking assets at the end of 2009 (their respective market shares are
46.7%, 19.2% and 7.2%). Details of the banks can be found in Part IV.

1.3 Growth of the Chinese banking system

China is one of the largest countries in the world, something which is
reflected in the scale of its banking sector. Banking assets made up 240%
of GDP at the end of 2005, and at the same time loans outstanding made
up 125% of GDP (see Table 1.3). These percentages are among the highest
in the world and highlight the importance of banks for the country.

Between 2005 and 2010 the Chinese banking system witnessed a 17%
average growth — not an exceptional level of growth (see Figure 1.2).

Growth in the Chinese banking industry is not spread evenly: smaller
banks grew more strongly in the past (Table 1.4) — even if we do not take
into account the crisis effect.

McKinsey estimates that bank lending needs to grow by 15% a year
to ensure a 7-8% GDP annual growth as targeted by the central govern-
ment (Bekier, Huang and Wilson, 2005). However the analysts suggest
that the banking system can only sustain a loan growth rate of 7-8%
annually (Table 1.5).
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Table 1.3 Relation between GDP, M2 and banking assets in China

CNY bln, % 2006 2007 2008
Real GDP 22,165 26,309 30,686
M2 34,609 40,711 47,517
Total assets 43,950 52,598 62,391
Total loans 23,828 27,775 32,004
M2 as % of GDP 156.1 154.7 154.8
Assets as % of GDP 198.3 199.9 203.3
Loans as % of GDP 107.5 105.6 104.3

Source: Based on data from www.cbrc.org.cn, www.pbc.org.cn and EIU.

90,000

80,000 T m yscBs Others

70,000 | M SOCBs B CCBs EEI
60,000

50,000

40,000
30,000
20,000

10,000

Figure 1.2 Banking asset growth in China (CNY bln)

Note: The Bank of Communications asserts have been counted under JSCBs to ensure conti-
nuity in the data (from 2007 onwards).

Source: based on data from www.cbrc.org.cn.

Within the past few years, there has been a change in the matu-
rity structure of lending. Short-term loans have made space for more
medium- to long-term lending (Figure 1.3). The growth rates for short-
term loans are much lower than for longer-term loans (Table 1.6).

The stronger growth for long-term loans can be explained (Liu L.,
2004), despite the higher risks and the lower actual returns achieved on
these, by the strong correlation between loan growth and the growth
of infrastructure projects, by the strong bias towards larger enterprises
which are still felt to be safer borrowers than smaller ones (their bor-
rowing requirements are likelier to entail larger longer-term loans), and



Table 1.4 Banking asset growth in China (half-yearly growth rates, %)

Jan.-Jun. Jul.-Dec. Jan.-Jun. Jul.-Dec. Jan.-Jun. Jul.-Dec.

2007 2007 2008 2008 2009 2009
SOCBs 7.9 6.5 6.9 5.3 20.7 4.5
JSCBs 19.8 9.3 12.3 9.4 23.1 6.7
CCBs 12.5 14.5 7.5 15.0 19.9 14.6
Others 9.0 10.0 13.9 10.4 10.5 9.0
Total 10.4 8.4 9.8 8.1 18.2 6.8

assets

Source: Based on CBRC data.

Table 1.5 Lending yearly growth rates

Year 2000 2001 2002 2003 2004 2005 2006 2007 2008

Total loans (%) 6.0 13.0 169 21.1 11.6 9.8 15.7 16.2 159

for comparison
Real GDP %
growth 8.4 83 91 100 101 99 104 112 6.8

Source: Based on data from IIF, EIU and from www.pbc.org.cn.

100% T =

0%+ — — — — — — — -
80% + — — — — — — — -

70% 1+ — — — — — — — -

B Other loans
Medium-to long-term loans
50% A —— —— — m Short-term loans

40%
30%
20%
10%

0% -
oS g 0 o oo oS o o

60% Tp— — — — — — — ~—

Figure 1.3 Loans by maturity
Note: Short-term loans also include bills financing.
Source: Based on data from www.pbc.org.cn.
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Table 1.6 Growth rates based on loan maturities (year on year growth, in %)

2003 2004 2005 2006 2007 2008 2009

Short-term loans 16.95 6.00 493 10.75 10.71 12.22 18.49
Medium- to long-term 30.00 20.46 14.73 21.59 22.63 18.46 43.51
loans

Other loans 8.16 -—-12.89 2520 -2.85 1835 8.39 84.77

Source: Based on data from www.pbc.gov.cn.

finally by the strong growth in consumer mortgage loan growth (with
maturities ranging from 10 to 30 years).

1.4 Reform of the Chinese banking sector

The aim of the financial sector reforms is to increase the efficiency of
the financial system while preserving the financial and economic stabil-
ity and improving the development of the economy (Jing X., 2005).

The fragile banking system is the long-term secret worry of the
already tattered Chinese economy and poses the largest potential
threat to the Chinese macro-economy, the financial stability and the
long-term economic growth. (Hu Z., 2005)

For many observers, China’s economic reforms have been remarkable by
any standards. However, reforms have not been equally deep and broad
in all sectors of the economy. This has resulted in China’s financial sector
lagging behind other economic sectors. One reason for this late start may
be found in the centrality of banking to the Chinese economy, meaning
that the Chinese leadership did not dare introduce major banking sector
reforms as they wished to preserve the status quo. Another reason for
the slow rate of reform of the banking industry compared to other sec-
tors was that the state does not wish to lose control over financial flows
and resource allocation (for both central and local authorities). A third
reason for the slow pace of reform relates to the challenge posed by the
large unprofitable state-owned enterprises (SOEs), which are also seen
as of paramount importance to the state. Reform of the banking system
could not go ahead without a concurrent reform of SOEs. Finally, as in
many cases where reforms are required, there was reluctance by politi-
cians to recognise that reform was necessary and a general reluctance to
abandon established practices.



Banking System Features and History 11

Systemic risk

The banking system is the source of financing for enterprises but also
the source of systemic risk to the economy as a whole (Longueville and
Ngo, 2004). The central role played by the banking sector (Table 1.7)
highlights the vulnerability of the country to banking crises.®

Each of the larger banks weight heavily on the banking system and
also on the consideration of authorities for systemic risk (that is, ensur-
ing financial stability and avoiding bank runs or bankruptcies).

The Herfindahl Index (Table 1.8) indicates a highly competitive indus-
try for the banks as a whole. However, it appears misleading as different
banks are active in different markets — both regionally and in terms of
financial offerings. Thus when comparing SOCBs and JSCBs which tend
to be present in the same areas and all offer universal banking products —
and finally they all face the same restrictions in their expansion - the
Herfindahl Index shows a much higher concentration. Nevertheless the
competition is improving and concentration is lower with the decreas-
ing index.®

Allocation of resources and banking sector reform

As mentioned above, the choice of reform of the banking system is
clearly linked to the reform of the whole economy. Before the beginning

Table 1.7 Origin of financing for Chinese
companies (in %)

2006 2007 2008 2009

Loans 82.0 78.9 82.4 80.5
Equity 5.6 13.1 5.8 3.8
Bonds 13.4 8 11.8 15.7

Source: PBOC (2006, 2007, 2008b, 2009d).

Table 1.8 Herfindahl Index for the Chinese banking industry

For the whole industry  For the SOCBs and JSCBs

2004 0.074 0.260
2005 0.071 0.253
2006 0.068 0.242
2007 0.058 0.398
2008 0.057 0.205

Note: The index is calculated based on average assets per institution as
derived from total assets and number of institutions data from CBRC.
Source: Based on CBRC data.
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of the reforms, the government was the sole creator of wealth and invest-
ment, and there was no differentiation among legal, economic and admin-
istrative activities. All were integrated into one entity. As such, it made no
difference if loans were repaid, because they represented only a money
transfer from one state pocket to another. Now, however, the question
of resources allocation (land, labour and capital) has become crucial. The
government still has the final say in many issues relevant to the allocation
of resources. The market has not yet had the chance to allocate resources
efficiently.

This also applies to the banking sector. The allocation of important
resources is still not separated from state affairs: loans are directed at
infrastructure investments and loan portfolios are geared towards state
enterprises; important positions in banks are filled with government
officials, bonds of state entities are sold to banks, and so on. Private or
foreign shareholders and depositors are left with little choice and say in
governing financial institutions.

Impetus for banking sector reform

In an interview (Ling H., 2005a), Zhou Xiaochuan, PBOC’s director,
underlined the importance of internal and external (from the point
of view of the banks) factors which made reforms possible and which
heightened the pace of reforms. After the Asian Financial Crisis, Chinese
banks (mainly the state-owned ones) faced a strong decline in asset qual-
ity on their portfolios and became increasingly aware of the necessity
and urgency to take steps to improve internal controls. He wrote later
‘that China’s financial system was a large time-bomb that could go off
at any time [ ... ] and that China’s financial system would be a drag on
its economic growth, making it impossible for the system to service the
economy and support development’ (Zhou X., 2009). Zhou Xiaochuan
identifies three further factors: the introduction of much more efficient
accounting standards, the introduction of the internationally prevalent
loan classification standards and finally the setting of clear reform goals
for SOCBs at the central level.

In order to make the reforms work at all levels and in all places, the
central government and the regulators put pressure on local governments
to push through reforms and make the banking system leaner. Banks
suffered for ills similar to those experienced by large state-owned enter-
prises (such as government interference, weak management incentives,
and poor corporate governance) which made the reforms of the banking
system a corollary to reforms in SOEs. Other factors that have helped
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start the reform process include such factors as exchanges with foreign
experts, the better education that new leaders have enjoyed, and so on.

Reform focus

In the mid-2000s, the basic methods for reforming the state-owned
commercial banking system were (Hu Z., 2005 as well as Zhang J., Yu N.
and Guo Q., 2006):

¢ Financial restructuring (M55 &E4) to resolve as soon as possible the
historical burdens through recapitalisation and stripping of bad
loans (with the help of the authorities);

e Fundamental reform of the traditional bank ownership structure
($R1TEME4H) and operational mechanisms to achieve a sound cor-
porate governance through the transformation of the capital into
shareholding capital (including the introduction of international
strategic investors, introduction of Central Huijin (Box 5) as repre-
senting the Chinese state, and so on); and

e Strengthening market controls for banks, ensuring that banks are
committed to continued reforms, strengthen and consolidate the
reforms’ latest results, through the public offering of shares (L4 #I,
while this is not an aim in itself).

But, as recently highlighted by Liu Mingkang (Zhang M., 2010d), ‘restruc-
turing is the “root” exercise, listing is only the basis of restructuring
and the ultimate goal is to increase the establishment of a sustained
competitive advantage of the Chinese banking industry compared to
international first-class banks’.

Superficial and cosmetic changes alone cannot guarantee sustainable
improvements in state-owned entities. Two bailouts at the SOCBs did
not decrease the number of scandals and thus reforms must run much
deeper within the system. And this is not a question of whether suf-
ficient money is available to support such expensive actions. Rather
it points to the long-term pointlessness and inefficiency of short-term
superficial actions on a standalone basis. Short-term bailouts are needed
to give banks the chance to have a fresh start and to get the authorities
to take responsibility for years of policy lending. What would be more
important, however, is to ensure that a precondition for a bailout is the
implementation of high governance and risk management standards,
of less government interference, and so on. All efforts of the regulatory
authorities have focused on these issues.
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Before the financial crisis the clear requirement for good regulation
was laid down by western regulators and accepted more or less willingly
by Chinese authorities. The financial crisis has changed that power bal-
ance. Without negating previous efforts or changing regulatory course,
the authorities in China have been able to shed increased external pres-
sure to realise their reform agenda which had previously been relegated
to the background. Convergence towards best practices as well as further
support to Basel II regulations remains forthcoming, but globalisation
in the form of greater openness of the financial sector to foreign funds
has been put on the sidelines. While Chinese regulatory bodies con-
tinue to converge thematically on the international scene, no such case
can be made in terms of processes and institutional arrangements.’

In a recent speech, Liu Mingkang, the chairman of the bank regulator,
stated the following focus for 2010 (Liu M., 2010): the focus will be on
basic regulations (that is, simple measures and restrictions but which are
effective — such as LLP ratios and so on), corporate governance and risk
management improvements. To do so, the banks will first have to get rid
of any toxic assets, reduce leverage and to reduce overreliance on free
market mechanisms (in addition, concentration risks will be watched
carefully). There are still some areas to be reformed: the standardisation
of reporting and accounting, the establishment of a derivatives trading
system, and the extension of the regulatory scope to off-balance sheet
instruments and to finalise the exit mechanisms for banks. He foresees
three challenges: establishing a social safety network, restructuring the
industry structure in China and improving the quality of economic devel-
opment. Finally, the PBOC is also working on improving the ability of the
domestic finance industry to withstand systemic risk. Taken as a whole,
the focus is on controlling risks (Qiao X., Dong Y. and Yuan M., 2010). In
parallel with international developments, CBRC is focusing on all types of
risks: from reputational to liquidity risks and concentration risks.

To summarise, the Chinese banking system is characterised by the
following:?

e It is highly concentrated, but remains competitive in most areas.

e [t is crucial for the economy and for the development of the country
as bond and equity markets each play a very small role.

e Business lines are increasingly blurred as banks can progressively
enter leasing or insurance.

¢ The banking sector is as the financial sector as a whole the focus of
the intervention — both explicit and implicit — of central and local
authorities.
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The banks are regulated through a very hands-on approach to
regulation.

The bankruptcy regime is not favourable to banks’ exposures and
neither is there any resolution mechanism for banks.

Deposit insurance has been discussed on a number of occasions but
remains implicit for now.

Financial liberalisation remains low for now as the band within
which lending and deposit rates can vary remains narrow.

Market orientation of banks and introduction of banking best practices
appeared only in recent years — thus there is a lack of experience.
Reforms have also brought restructuring for the ownership structure,
nevertheless the state remains — directly or indirectly — fully in charge
of most the banking assets.
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The second part of this book presents the financial infrastructure sur-
rounding Chinese banks. Their environment is in principle determined
solely by the current legal and regulatory framework which is heavily
influenced by the state.

For a better understanding of the structure of the following chapters,
the reader might get acquainted with Figure 2.0. The issues ascertained
there are discussed in details in the coming chapters.

The bank, with its internal stakeholders, is painted in the central
quadrant. Below it are its customers — depositors and borrowers. Above
it are a first layer of closer stakeholders: regulators foremost, but also
direct competitors (thus mainly local ones), as well as auditors and
other lenders to the bank or investors in its debt papers.

The second layer comprises stakeholders that are even further away:
apart from society as a whole, this layer consists of legislators and credit
agencies and also international rules, regulators and other banks.

Those stakeholders where the Chinese state! is dominant have a
white background. Most of the capital of Chinese banks is held directly

Society

" Regulators

¢ Competitors Lenders/
_ Conpatrs J

Shareholders

ona "
ommunity (other *
anks, regulators %

Legislators

Figure 2.0 Stakeholders of a Chinese bank
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and indirectly by the state (and also of its bank competitors) which also
nominates the most senior managers. Since borrowers are mostly state-
owned enterprises, the loan volume is to those with a state background.
In terms of volumes, the deposits are from similar sources.

Regulators, for example the central bank, the bank regulator, the Ministry
of Finance, are fully under the leadership of the State Council - the state’s
highest executive organ — as are legislators which possess little independ-
ence. Lenders and the sources of bank debts can be assumed to be either
local financial institutions or, albeit to a much smaller extent, international
ones. The only institutions that can be assumed to be fully outside the
realm and power capacity of the Chinese state are international credit agen-
cies, the international community and large international auditing firms.

The goal of the state is to ensure its own long-term survival, meaning
that it requires sufficient resources and reputation to remain in power.
Resources include, for example, the financial, economic or natural resources
at its disposal. Reputation is driven by the need to avoid any actions that
may reduce the standing of the state in the view of Chinese people.

The banks are the main liquidity warehouses and as such are the main
focus and target of regulation. Banking regulation ensures that the bank-
ing system remains under the control of the state and that deviations
from this pattern are kept to a minimum (to balance out the power of
banks as quasi-monopolies of funds and to ensure that they do not keep
these to themselves, which would seriously distort the current allocation
of resources) and that the costs of keeping the banking system afloat and
solvent do not exceed the costs of failure.
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The State as Regulator

This chapter will first present the players in the regulatory environ-
ment, it will then outline the instruments they use for regulation and,
finally, it will consider the overall impact and influence of these two in
light of the activities and actions taken in the past few years.

2.1 Regulatory authorities

The financial sector is regulated by one bank [the central bank or PBOC]
and three commissions [regulatory commissions for banking, securi-
ties and insurance], —fT=<. The banking sector is principally under
the supervision of the People’s Bank of China (PBOC) and the China
Banking Regulatory Commission (CBRC).

The People’s Bank of China

The People’s Bank of China (PBOC) was established in December 1948.
For a long time it served three main functions: commercial bank, gov-
ernment treasury and supervisor of the financial system. Until 1978 it
also extended short-term working capital loans to state-owned enter-
prises to fulfil the annually set credit quota.! Gradually, the introduc-
tion of reforms has reduced its role solely to that of a central bank,
controlling the currency and money supply.

PBOC is an administration with ministerial rank which works under
the leadership of the State Council. This means that the power over final
decisions and approval lies with the State Council, rather than with the
central bank itself. PBOC reports to the State Council in order to secure
its approval on all important issues — for example, setting interest rates,
money supply targets and exchange rates.? PBOC’s capital is held by
the Chinese state. Its governors are nominated, appointed and removed

21
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by the Premier and approved (that is, rubber-stamped) by China’s leg-
islative body, the National People’s Congress (NPC). Zhou Xiaochuan
was reappointed in 2008 for another five-year term after Zhu Rongji and
Dai Xianglong. The terms of the governors are not limited officially (in
terms of recurrence and overall length), but in practice renewable terms
of four to five years seem to be the norm.

The PBOC is responsible for the formulation and implementation of
monetary policy and its goal is to ensure the stability of the financial
system. It has a number of major functions: issuing local currency,
administering its circulation, implementing monetary policy through
administrative and market-driven mechanisms, managing China’s for-
eign exchanges and gold reserves (through the State Administration
for Foreign Exchange, SAFE), regulating the interbank market, fighting
money laundering and managing the credit registry and the payment
system. From the mid-1990s to the mid-2000s, the PBOC has progres-
sively delegated its previous supervisory functions for parts of the finan-
cial system to other bodies: the China Securities Regulatory Commission
(CSRC) and the China Insurance Regulatory Commission (CIRC).

Since the establishment of a specialised regulator for banks, PBOC has
not interfered in the daily supervision of financial institutions. However,
it often discusses general issues, such as the strategic direction of reforms
and their goals, and retains the role of lender of last resort (Xiao Z.,
2005). Because it has responsibility for the stability of the financial sys-
tem, it also needs to evaluate the riskiness of the financial system to
prevent and solve financial crises (Xiao Z., 2005 and PBOC, 2005d). For
that reason it also collects information from the banks. Its responsibili-
ties are closely linked to the management of those risks that are inherent
to the system. This is sometimes the source of conflicts over responsibili-
ties with the CBRC - especially with the growing importance of macro-
prudential regulation.

The China Banking Regulatory Commission

With the aim of increasing the independence of the central bank and the
efficiency of the regulatory function, in March 2003 the central govern-
ment established the China Banking Regulatory Commission (CBRC).
The CBRC is the supervisor of financial institutions® under the leader-
ship of the State Council.

Its goals are stated in the Law on Banking Supervision and Administration
(References for laws 2) and these include making sure financial institu-
tions keep to the law, and ensuring the stability of their operations and
the trust of the public in such institutions. Furthermore the Law aims
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to ensure fair competition among institutions and to raise their level
of competitiveness (Art. 3). Its responsibilities include the defining of
relevant rules and regulations* for supervising financial institutions in
China, licensing financial institutions, conducting the off-site and on-site
supervision of all financial institutions, approving the adequacy and quali-
fications of senior management in these institutions, and making pro-
posals for resolving banking crises or high-risk situations in the banking
system. The CBRC can fire top senior managers and issue fines when an
institution or an individual violates rules.

With the promulgation of the revised Law on Banking Supervision
and Administration in 2006, the supervisor acquired more teeth: loans
foreclosures and, in cases of suspected frauds, it can also investigate
any third parties that are involved (chapters IV and V). Overall, CBRC
remains focused on shortening the current gap between Chinese and
international banking practices. This involves resolving issues related to
non-performing loans, credit risk management, capital adequacy, cor-
porate governance and, in general, effective financial intermediation.
Liberalising and gradually opening up the banking system is seen as an
effective way of enhancing its capacity.

To establish a differentiated and more focused supervision (72 ),
CBRC is divided into six operational departments (as opposed to research
and administrative departments) supervising the following individual areas:
state-owned commercial banks, joint-stock commercial banks and urban
local lenders, foreign banks, rural financial institutions, non-bank finan-
cial institutions, and the remaining asset management companies, policy
banks and the postal savings bank.

The creation of a specialised regulatory agency for financial institu-
tions in China is believed to have had a positive effect on reforms of the
Chinese banking system (Shih, 2005). It has reduced conflicts of interests
arising from multiple goals in supervision and monetary policy. It has also
eliminated further conflicts of interest that had arisen because PBOC -
through its foreign exchange reserves manager, SAFE — was acting as a
shareholder in some institutions. Finally, the separation increased the
focus on asset quality and risk management and on more technical mat-
ters. This could be witnessed clearly in recent years and has been under-
lined by the healthy financial indicators in the overall banking system.

Other regulatory agencies

In addition to being under the regulatory authority of the PBOC and the
CBRC, banks also fall under the China Securities Regulatory Commission
(CSRC), which is in charge of regulating the securities markets.
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Furthermore, they also have to follow the regulations of the State
Administration of Foreign Exchange (SAFE) which manages currency
reserves and the exchange rate (under the umbrella of the PBOC). Other
departments or ministries also have an influence on the banks’ operating
environments: the Ministry of Finance is responsible, among other things,
for promulgating accounting and tax rules and the NDRC (National
Development and Reform Commission) is responsible for enterprises
finance issues and industry policies. These two institutions are very pow-
erful and have an overarching role in terms of defining future policies.

Multiplicity of regulators

The multiplicity of regulation adds a layer of costs and risks to the bank-
ing system. Various commentators, including Xiao Z. (2006), note the
lack of established communication and coordination among the differ-
ent regulators and authorities. This often leads to contradictory situations
and adds to the workload of the regulated entities. The differentiated
supervision increases focus and specialisation but at the same time acts —
in some instances — as a barrier to development and innovation.

Since the separation between PBOC and CRBC, China’s banks have
grown increasingly complex. They have also been able to enter new
business lines such as leasing, trust and the acquisition of other banks.
While financial conglomerates existed well before this time, no regula-
tion mitigates the negative effects of complex shareholding structures,
of intra-group transfers and transactions, and cross-guarantees. The
only aspect that has been dealt with is related-parties transactions (EIU,
2010a). The efforts of the CBRC to deal with these issues led in early
2008 to the Directive on banks consolidated supervision in early 2008
(References for laws 37).5

In 2008 cross-industry supervision has already been discussed, but
the outcome was only a superficial compromise to work at two regula-
tory levels: the first one comprising the Ministry of Finance, PBOC and
NDRC, the second one made up of the three commissions. The anchor
coordinator is the PBOC. The agreed loose coordinating mechanisms
(with no systematic format or defined responsibilities) and exchange of
information cannot, however, close the loopholes in financial regula-
tion (Caijing Magazine, 2009b).

The potential for regulatory arbitrage to be used by banking institu-
tions in China is even higher since the additional costs incurred by the
banks due to multiple regulators and because of the lack of coordina-
tion between them must be — from a bank point of view - recapped
somewhere.
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Regulatory competition

A further concern and source of risk at the regulatory level remains the
competition between regulators: something that could become a real
challenge when a crisis needs to be resolved rapidly. One example of
such competition appeared over the issue of macro-prudential regula-
tion. The PBOC still views itself as the guardian of financial stability in
China, and the CBRC considers that its counter-cyclical policies (such
as higher capital buffers and provisioning) will be sufficient to avert any
future crisis.®

The issue of macro-prudential regulation first came to the fore with the
unfolding of the financial crisis in 2008. From a legal point of view, both
of the supervisors - the PBOC and the CBRC - have a responsibility and
a role to play in times of financial or banking crisis. Recently, the CRBC
has started to require predefined stress tests at financial institutions. In
mid-2009 the CBRC - with a view to managing contagion risk — has also
required to calculate capital adequacy without taking into account the
subordinated debts that are held by other domestic banks (for those issued
after July 2009). Since 2006, it has also established an early warning system
(art. 27 of the amended law on Banking Regulation) and shall design action
plans for dealing with crisis situations in the banking system - together
with the PBOC and the Ministry of Finance. Meanwhile it has the power
to take actions (for example suspensions, prohibiting the payment of
dividends, restricting the power of shareholders, and replacing directors)
against those institutions that fail to comply with its prudential require-
ments (art. 37 of the amended law). The CRBC even has the power to take
over a failed institution (art. 38 of the amended law).

It appears that the sphere of action of the CBRC is focused on individ-
ual institutions while that of the PBOC has been focused more on the
financial system as a whole. Nevertheless, past experience has shown
that the devil often lies in the details.

The competition between regulators and between different layers of
government (central and local) might induce changes in regulatory prac-
tices. The different regulators and governments produce different and
powerful constituencies within the existing framework. They are not
always able to enforce their own views and there are frequent shifts in
the balance of power.

Regulators’ independence

To ensure the institutional, personal and functional independence of
supervisors, regulatory authorities should be free from the influence of
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local and central authorities and other government departments. The
independence of the regulatory authorities depends largely upon their
role and position and also scope for action.

The de jure independence which is written down in the relevant regu-
lations and laws (References for laws 2, art. 5) does not guarantee a de
facto independence. While the promulgation of the Law of the People’s
Bank of China and the Law on Banking Supervision and Administration has
enhanced the regulators’ scope for action, both remain under the perva-
sive influence of the State Council. Parts of these founding laws do point
to some degree of independence, while other parts refer to the strong
position of the State Council or other ministerial agencies and their
instructions (in any case, the laws always use the words ‘banking regula-
tory authority under the State Council’). For some important decisions,
regulators are required to secure the prior approval of the State Council.

Both of the regulators, PBOC and CBRC, are established under the
State Council and are subordinated to it. Committees in both PBOC
and CBRC are staffed mostly with personnel from the Communist Party
chosen by the State Council. Furthermore, the capital of the PBOC is
fully in the hands of the state, under the State Council. The regulations
do not give any details about the duration of a chairman’s or governor’s
term; the person can be removed or transferred whenever it is deemed
necessary — the same is true for CBRC. Through the committee for mon-
etary issues, the National People’s Congress also gets an opportunity to
oversee the work of the PBOC (Grimm, 2005 and Wei W., 2005) - but it
cannot control the issues it deals with nor ask for investigations over its
role. The same holds for CBRC.

Political influence is also facilitated by the fact that the organisational
structure of the PBOC runs almost in parallel with that of other admin-
istrations (although now regional offices do not report to provincial
governments any more). Theoretically, any type of political influence
at local level is forbidden (for example, amended law for CBRC, art. 5).
However, the cooperation of local authorities is required in resolving
and investigating problem institutions.

The independence is dented further by the lack of independent finan-
cial resources, even though CBRC collects supervisory fees.” The fees
are then forwarded as part of the central budget and the Ministry of
Finance then allocates the annual budget required by the CBRC in
return. Over the years since 2003, the CBRC has been able to increase its
human resources to more than 23,000 staff. The level of professionalism
has certainly increased and regulations have provided more power, but
the daily regulatory work will show how independent these are.
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As a result of the strong influence exerted by the State Council, PBOC
and CBRC cannot be made fully accountable for their policies and
actions - although their staff face fines and penalties for misconduct.
Their subordination to the State Council reduces the degree of achiev-
able functional, institutional, personal and financial independence.

One final comment is necessary for the role of the Communist Party in
the banking sector. All of the important and strategic decisions affecting
it are ultimately reviewed and taken by the Leading Group for Finance
and Economics® — a group under the guidance of the party and staffed
by high-level government bureaucrats. The Financial Work Conference,
which meets every four years to decide upon the reforms of the financial
system, is run under its aegis. The group is also working together with the
Communist Party’s Organisation Department® to oversee senior appoint-
ments at both authorities and financial institutions. The blurred dividing
line between Party and state leads to yearly rounds of ‘musical chairs’ in
which senior managers rotate from one financial institution to another.!°

Table 2.1 Summary of the supervisory function in China

Structure of the banking
market

Concentrated and homogenous with regard to
ownership types (all in majority state-owned and
most as shareholding types now)

Authority structure
Regulatory goals

Work manner

Style of regulation

Diversity of supervisory
players
Legislation

Need for codification

Tendency
Bank crises experience

Experience

Fragmented and competitive
Not unified

Highly politicised in the sense that politicians
have a full role to play, but not in the sense that
regulatory questions are discussed openly

Non-confrontative, discussions behind closed
doors, with closely defined hierarchies and power
structures

Vertically and horizontally

Weak parliament and control is exercised solely
through Party and State Council

Low

Towards higher convergence but still at a very low
and limited level

Yes but under a fully different regulatory
arrangement

State known as ‘saviour’, hands-on approach to
regulation, strong state

Source: Author’s own research, based on Busch, 2003.
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The influence even reaches into the furthest corners of the bank-
ing system - for public and private institutions, and for those at the
national or the local level. The political sphere is actively integrated
into the financial system. The years of reforms have not dented its
influence — even though this is now exercised in a more subtle manner.
Financial regulatory bodies are a good example thereof — their influence
channels remain even though they are less obvious.

2.2 Regulatory instruments

The regulators have in their hands a number of instruments to ensure
that their own goals are met. Overall, China is moving away progres-
sively from decree-based towards rules-based regulation. In their daily
work PBOC and CBRC issue administrative rules that should help to
implement and regulate the laws issued at a higher level. These rules
define the business scope of financial institutions and the permissible
activities as well as basic licensing requirements.

Licensing of banks

The most important laws and regulations of the PRC include the Law
of the People’s Bank of China, the Commercial Banking Law and the Law on
Banking Supervision and Administration. These all represent the foundation
of banking sector supervision.

The People’s Bank of China Law (References for laws 3) regulates the status
of the PBOC as well as the sharing of responsibilities with CBRC. The law
also details the instruments that can be used by the PBOC to take up its
responsibilities. PBOC shall not give any guarantees to outside entities and
should not lend funds to other entities other than banks. When suspecting
problems in one bank which might endanger the financial stability, PBOC
can inspect the bank, with the authorisation of the State Council (art. 34).

The Commercial Banking Law (References for laws 1) provides details
of the requirements for the operation of commercial banks and includes
general provisions for depositors’ protection, licensing, prudential super-
vision, and so on. The law gives commercial banks the needed opera-
tional independence and protects them from any outside interference.
The law stipulates that banks have to bear the risks they incur and notes
that they should make independent lending decisions based on the
borrower’s creditworthiness.

Commercial banks are defined as receiving deposits and lending to
the public, and providing settlement services as well as other financial
services (arts 2 and 3). Banks are required to analyse their borrowers
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before extending loans (art. 6).!' Requirements for establishing a com-
mercial bank include having a professional senior management team, as
well as having adequate registered capital, shareholders and a complete
organisation. Changes in name, business scope, important sharehold-
ers and capital have to be approved by CBRC. As art. 34 states: ‘A com-
mercial bank shall conduct its loan business in accordance with the
need for the development of the national economy and social progress
and under the guidance of the state industrial policy’ - it therefore,
however, remains unclear how freely a bank can operate. The situation
of state-owned commercial banks is clearer: ‘A commercial bank owned
solely by the state should provide loans for special projects approved
by the State Council. Losses resulting from such loans shall be compen-
sated with appropriate measures taken by the State Council’ (art. 41).

The earlier limitation to traditional banking businesses has been
removed progressively. On a case-by-case basis, the CBRC grants authori-
sations to commercial banks to conduct insurance and leasing busi-
nesses. For trust and securities business as well as asset management they
play the role of marketers. Banks can also, in a limited fashion, invest
in other banks’ capital. Financial holdings have always existed in China
but they are now becoming increasingly common.

To establish a bank, a branch thereof or a new business line, the appli-
cant has to apply for a licence for which sufficient capital is needed and
other prudential requirements must be met.

Apart from the above minimum capital required, banks also have
to fulfil general prudential requirements before submitting a banking
application. They need to show professional directors and senior manag-
ers, a sound organisational structure and management system, business
premises and a security system, sound corporate governance, appropri-
ate risk management and internal controls, and a good HR management
system. Shareholders also need to show their sound credentials: if they
are a commercial bank CAR 8% (otherwise 10% risk-based capital ratio),
equity investments not exceeding 50% of own capital, to have achieved
a profit in the past three years, to have a good level of corporate govern-
ance and internal controls, and to be in compliance with the prudential
indicators of supervisors. If the financial institution is a foreign investor,
they have to meet the following additional requirements: total assets at
least USD10 bln, a good international credit rating and profitability in
the past two years, and a sound supervisory and economic environment
at home.

To be able to open domestic branches, sound corporate governance,
risk management and internal controls, appropriate capital adequacy
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Table 2.2 Summary of capital requirements for commercial banks

licences
Institution type Min. registered  Min. operating
capital capital for branches*

JSCBs CNY1 bln CNY100 min
CCBs CNY100 mln
UCCs CNYS50 mln
RCCs CNY1 min CNYO0.3 mln
RCCs unions CNY1 min
Combination of RCCs CNY10 mln*** CNY1 miln***

and unions
Rural credit unions CNYS min
Rural cooperative banks CNY20 min CNY1 min (outlet:
Rural commercial banks CNY50 mln CNYO0.5 mln)
Foreign invested bank CNY1 bln CNY100 min**

incorporated in China
Foreign domiciled banks’ CNY200 mln -
branches****

Notes:

*Making up no more than 60% of the HQ’s capital.

**Further outlets in one city where a branch is already established can be opened
with an operating capital of CNY10 min.

***May be adjusted by CBRC but cannot be less than half that amount.
****Such banks are not allowed to take deposits less than CNY1 min. These are
mainly the banks as regulated under the pre-2006 arrangement.

SOCBs branches require the same operational capital as JSCBs. Further capital for
new business lines or expansion of business lines is not required.

Source: References for laws 14.

and asset quality, full profitability, no unlawful activities in the past two
years, a good CAMELS (Annex table A.1) rating needs to be displayed.
To open a foreign branch, the following further requirements are listed:
CAR of at least 8%, equity investments less than 50% of own capital,
profitability in the past three years, be in possession of CNY100 bln in
total assets, have access to foreign currency funds, exhibit sound cor-
porate governance and internal controls, and comply with prudential
indicators.

In general, as further approval is required for new types of services —
for example, foreign exchange business or the issuing of subordinated
debt — the CBRC also applies prudential preconditions to such applica-
tions. Most conditions refer to sound financial ratios (Table 2.3).

The following changes need to be approved by CBRC: changes in
shareholders or shareholding (above 10%), operational capital, statutes
of the institution, business premises, and bank name.
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Table 2.3 Prudential indicators for banks

Capital adequacy ratio >8% (core capital > 4%)2

Loans to deposit ratio <75%

Loans over a year to deposits over a year <120%

Current assets/current liabilities >25%

PBOC reserves and cash held/deposits >5-7%

Single client exposure <10% of bank capital

Single group exposure <15% of bank capital

Ten largest clients exposures <50% of bank capital

Interbank loans/ interbank deposits <8%

Shareholder loan <100% of paid-in capital

NPL ratio <5%

NPA ratio <4%

Core liabilities to total liabilities >60%

Percentage of liquidity maturing in >10% (on- and off-balance sheet)
90 days to liquidity gap for 90 days.

Aggregated forex exposure <20% of bank capital

Operational costs and depreciation <35% of operational income

Return on average assets after tax >0.6%

Return on average equity after tax >11%

For loans and assets the loss provisions >100% of the required provisions

Credit exposure to all related parties <50% of the bank’s net worth

Common shares & retained earnings/tier >75%
one capital
Dividend payout ratio <45% (in discussion)

Source: References for laws 5 and 17.

In general, requirements for establishing a rural financial institution
follow a similar pattern. However, due to the need for a restructuring of
their shareholdings the requirements are stricter in terms of the number
and quality or origin of shareholders. The requirements differ for each
type of institution. Shareholdings by employees, managers and local gov-
ernments are limited (see Annex tables A.3 to A.5).

Prudential indicators

Prudential indicators were published in 1995 by PBOC and in early
2006 by CBRC. Until just recently, prudential indicators were not really
enforced. Only the re-publication of prudential rules by the newly estab-
lished CBRC has improved prospects for thorough enforcement.

All of the banks were also progressively required to report their financial
position according to the new Chinese Accounting Standards — which are
similar to the internationally recognised International Financial Reporting
Standards (IFRS). The implementation process began in 2007 for listed
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companies. In 2008 it was extended most remaining financial institutions
and in 2009 to all rural financial institutions.

Further prudential regulations also require a bank’s senior managers to
pass a fit and proper test and that the bank shows a proper and function-
ing risk management system. Newly established financial institutions —
such as foreign-funded banks and rural financial institutions — are also
required to have certain types of shareholders and these again are required
to have a certain standing (credit rating, minimum capital, minimum time
of profitability).

Monitoring of banks’ riskiness

In February 2004, CBRC published its rating system for assessing com-
mercial banks (amended in 2005, References for laws 29). It is similar
to the CAMELS system employed in other developed countries. Scores
are attributed depending on quantitative and qualitative assessment of
the banks’ capital adequacy, asset quality, liquidity management, profit-
ability, market risk, and overall management. Each area has a weighting
ranging from 15% to 25%.

Since 2007, this new CAMELS system is supported by a set of newly
published risk-based supervisory indicators that will apply to all Chinese

Table 2.4 Bank assessment system CAMELS

Weights Capital adequacy situation 20%
Asset safety situation 20%
Management situation 25%
Earnings situation 10%
Liquidity 15%
Sensitivity to market 10%
No overriding factor

Overall and single factor  Level 1 over 85 Excellent
assessment Level 2 75to 85 Good
Level 3 60 to 75 Special Mention
Level 4 50 to 60 Substandard
Level 5 below 50 Bad

Period of the assessment One year

Disclosure Assessment results will be
announced to related sectors and
after inspections

Note: Details of the grading for each single factor can be found in the annex
(Table A.1).
Source: References for laws 29.
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Table 2.5 Risk supervision in banks

Risk aspects Measurement/Definition

Risk level K&K Liquidity (ratio, gap), credit (asset quality, largest
client group and related parties exposure),
market (forex gap, interest rate sensitivity) and
operational risk indicators (loss rate)

Risk migration R &EHE Measured through the migration rate of loans
between performing and all other categories of
the loan classification

Risk prevention/offsetting  measured by the ability of the bank to make

XU B IEAb profits to cover losses (C/I Ratio, ROE, ROA, CAR
and LLP)

Source: References for laws 5.

commercial banks (References for laws 5). In a similar fashion, a rating
tool for rural financial institutions and for branches of larger banks
has been designed and progressively implemented since then (CBRC,
2008).

In the case of most of the indicators, the CBRC has published the cal-
culation method as well as the definition of the components. It has also
finally indicated the minimum or maximum level allowed for each.

In addition, the CBRC has developed an early warning system for the
banking sector in 2007 and 2008 (CBRC, 2009c¢). It is not fully clear what
exactly is being monitored by the system. CBRC will also start categoris-
ing the banks according to their CAR levels (Reuters News, 2009b).

To date no information has been publicly available about banks that
did not comply with the above indicators or at least showed very poor
results. This does not mean that there are no such cases in China.
However, it is not possible to judge on the implementation of such
indicators as they are used in China by the CBRC.

Lending and deposit rates

Instruments used by PBOC have evolved, but it still uses a mix of adminis-
trative and market-driven instruments for policy purposes. Market-driven
instruments and mechanisms used to influence financial flows emerged
in the mid-1980s. A first step was made with the introduction of mini-
mum deposits and reserves requirements as well as discounting activi-
ties. These mechanisms became necessary with the end of the strict
allocation of loans until 1995 and the increased opening and diversifi-
cation of the banking sector.
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PBOC can intervene in financial markets through a number of instru-
ments (to which certain interest rates are attached):

e interest rates for loans and deposits (until recently also through
interest rates controls), and window guidance (a softer version of the
credit quotas),

¢ minimum reserve requirements,

e rediscounting,

e central bank re-lending,'® and

e open market interventions.

Administrative measures are used whenever required to support SOEs’
reforms, to support the state sector in general or to direct funds to spe-
cific economic sectors or regions. During 2008-09, the PBOC used its
injunctions to first induce the banks into lending more to support the
fiscal stimulus and then to calm the loan growth that appeared too strong
and could potentially carry large risks. Higher deposit requirements were
used only at the end of that period (Table 2.6). Further administrative
controls were introduced as well to reduce lending in overheated sectors
such as real estate and construction. Finally the impact of market instru-
ments is reduced by the fact that the Chinese economy still depends to
a large extent upon administrative steering.

Reserve requirements have fluctuated over the years. Usually the PBOC
uses steps of 0.5% to 1% points. In 2009, the reserve requirements
remained almost unchanged. Additionally, they do not appear to influ-
ence much of the new loans generation (Figure 2.1).

Until 2004, to ensure an inexpensive financial support to enterprises
and to retain some power over terms and uses of loans (Girardin, 1997),

Table 2.6 Monetary policy and loan growth (at year end, %)

2009 2008 2007 2006 2005 2004 2003 2002

PBOC lending 279 279 333 333 333 333 27 2.7
rate (20 days)

Bank lending rate 5.31 531 747 6.12 558 558 531 531
(1 year)

Bank deposit rate 2.25 225 414 252 225 225 225 1098
(1 year)

Large bank reserve 15.5 15,0 145 9.0 7.5 7.5 7.0 6.0
requirements

Source: PBOC.
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Figure 2.2 Lending rates by maturity bands for 2008
Source: PBOC quarterly monetary reports 2008.

PBOC authorised only a small band within which interest rates could

move compared to the base rate (Figure 2.2).

Since 29 October 2004, commercial banks in urban areas have been
free to set their own level of interest rates.!* However, a ruling by the
Chinese Supreme Court a few years ago set the definition of a usury rate
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Figure 2.3 Departure from the benchmark rate
Note: Expressed in % of the loan portfolio, all banks, for CNY one-year loans.
Source: PBOC quarterly monetary reports between 2005 and 2009.

as being equivalent to four times the base rate set by PBOC (Jiang X.
and Ding C., 2004).

Lending interest rates at banks have changed only slightly since the
removal of the ceiling. Since 2005, the institutions that price the furthest
away from the benchmark are rural financial institutions (Figure 2.3).
Overall, banks still lack the tools to price their loans according to the
risks incurred, and therefore the effect of the interest rate liberalisation
has not yet been felt in full. Loan demand is also becoming slightly more
dependent on changes in market interest rates (Koivu, 2008). Market
mechanisms are being introduced, but have not yet taken root.

Open market operations

To support its use of interest rates and reserve requirements, the central bank
also makes frequent use of open market operations to reinforce its stance.

Figure 2.4 shows clearly that at the onset of the worldwide financial
crisis, the PBOC was still working to combat the overheating of the
Chinese economy. In mid-2008 it then had to change course completely
and open market operations came almost to a halt. Later as the fiscal
stimulus appeared to be working almost too well, the PBOC intervened
again strongly to prevent a renewed overheating.

When looking at the volume of new loans in the system on a monthly
basis for the same period of time, it appears that there is no strong cor-
relation between the two factors (see also Caijing Magazine, 2010a).
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Figure 2.4 Issuance of PBOC bills between January 2007 and April 2010 (CNY bln)
Source: Based on chinabond.com.cn.
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Figure 2.5 Monthly issuance of PBOC bills and new loans volume (CNY bln)
Source: Data collected from chinabond.com.cn and PBOC website.

While the monthly data appear to suggest a close relationship during
2007 and 2008 (Figure 2.5), this is no longer the case in the first half of
2009. During that period of time the actual measures and market opera-
tions by the PBOC were actually almost driven to a halt before resuming
in the second half of that year — which reflected the much stronger and
more restrictive approach chosen by both CBRC and PBOC in control-
ling (euphemistically called ‘guiding’ in bureaucrats’ interviews) the
pace of loan growth.

In the first half of 2009, the regulators essentially sat on the sidelines
watching the industry growing their loan portfolios and giving sporadic
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warnings about increasing risks. Only in the second half were both regu-
lators able to make full use of their own instruments (PBOC with bills
issuance and later on reserve requirements, although these work to a
much lesser extent; CBRC with stricter capital adequacy calculations rules,
stricter loan loss provisions requirements up to 150%, capital adequacy
ratios raised to 11% for larger banks, investigations into loan uses together
with the CNAO; and in both cases private calls and meetings with bank
officials to require a slower loan growth).

Instruments for enforcement

Because of its limited resources, CBRC is not in a position to investigate
all of China’s financial institutions. In fact, the China National Audit
Office (CNAO) also conducts on-site investigations into the banks’ activ-
ities. The nature of the investigation is not dictated: it can target illegal
lending, wrongful loan purposes, fraud payments or other matters.

For example, during 2009 CNAO investigated ABC (CNAO, 2009).
The results show that the auditors found CNY4.8 bln in illegally dis-
bursed loans (that is, loans that did not comply with policies of the
bank among others), CNY4.8 bln in commercial bills without a trade
purpose (that is, they were used fraudulently), and CNYO0.5 bln in illegal
fund transfers. In addition, they found that CNY2.5 bln of the CNY23
bln of loans to local government platforms investigated were for finan-
cial purposes (that is, without any projects generating revenues to repay
the loans). This example should not imply that only ABC is prone to
fraud - all other banks face the same problems. CNAO investigations
are routine ones whose focus is defined on a yearly basis by CNAO.

CBRC also has to rely on local authorities to ensure that some of
its guidelines and requirements are followed. When it comes to lend-
ing prudently, however, one can cast doubts over the quality of local
governments’ oversight on their own projects that should boost local
economic development.

Administrative measures

2009 was exemplary in terms of administrative measures to interfere
in lending. The fiscal stimulus was to be carried out by the country’s
banks as well (banks had to proceed in line with the phrase ‘4R8B4,
¥HE. BLEH: keep growth, widen domestic demand and adjust the
structure [of the economy]’). The banks did their utmost to lend as
much as possible and loan growth was over 30% year on year. But the
central government’s stimulus was not the sole source of administrative
measures or euphemistically called ‘window guidance’.
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The lending surge in 2009 was initially a reality at the largest banks
but during the second half of that year the main lenders were smaller
local banks and also rural credit cooperatives. The pressure exerted came
not from central authorities but rather from local governments. They
used both carrots and sticks to ensure a steady flow of funds: giving the
banks preferential treatments where needed as long as they put forward
more loans to their finance platforms (Li T., Wen X. and Zhang M.,
2009Db).

In a more official tone, several authorities and ministries issued a
notice in 2009 requiring the banks not to lend to specific industries and
enterprises — specifically those crunching much energy and environ-
mentally doubtful (References for laws 38). Industry policies are a strong
worry for Chinese bankers — an indicator to which they constantly need
to pay attention because they change quickly (PwC, 2009c).

Since the regulators sounded a word of caution over blind growth and
lending, the banks knew that they should act cautiously so as to remain
compliant with all prudential requirements (especially in capital and
lending). CBRC issued a notice which was not made public (Notice on fur-
ther strengthening loan management), which reportedly required the banks
to lend only for sound economic purposes (Xinhua Net Comprehensive,
2009). Banks often take active steps even ahead of attempts to impose
concrete restrictions to curb their activities (Li T., Wen X. and Zhang M.,
2009a) or even to simply close their approval systems for a few days
(Wen X., Zhang M. and Fang H., 2009 and McMahon, 2010a).

Risk warnings (K15 5]) can be viewed as among the soft instruments
which do not always result in prompt corrective action by the banks.
Strong figures at regulatory agencies — such as Liu Mingkang and Zhou
Xiaochuan - are listened to widely in order to understand and estimate
the direction of future policies and probable changes of regulations.!

In addition, the banks define their own lending limits or quotas and
these are discussed, possibly in collaboration with the regulator (Wall
Street Journal, 2010a). ‘Window guidance’ meetings take place both ways:
to increase or to curb loans at large commercial banks in order either
to support growth or to keep credit risks in check (Li T. and Wen X.,
2009). For larger loans, the system works the other way round: banks
become simple utilities at the hand of the authorities (such as ministries
overseeing a whole industry) (The Economist, 2010a).

Another instrument was used to curb the level of lending. This was a
hybrid between market and administrative measures: the forced sales of
PBOC bills to large lenders (Zhang M., 2009 and Huo, K., WangJ., Yu H.
and Wang L., 2009). In contrast to the past, the PBOC did not issue
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loan quotas — this marked the only difference to the past interference.
On the contrary, CBRC loosened its stance on the loan to deposit ratio
by allowing some of the smaller commercial banks to breach the 75%
limit (Chu C., Wen C., Chen E, 2009).

All of these administrative measures — while being legacies of a socialist
economy - also have advantages: they still can be useful when authori-
ties do not wish to raise interest rates which would hurt certain eco-
nomic entities with higher interest costs.

2.3 Chinese regulations and BCP - A comparison

The Basel Committee for Banking Supervision (BCBS) has issued a set of
principles for the sound supervision of banks. It is worthwhile consider-
ing the compliance of CBRC with the Core Principles for Effective Banking
Supervision (BCBS, 1997).

With regard to BCP compliance, we can conclude the following:

e the requirements of the first principle (BCP 1) are met albeit for one
central issue: the potentially strong interference that state agencies
can have in the bank’s management, on the regulatory function and
on its resources and enforcement work (it makes however its ability
to contact and oversee the management of banks much easier);

e requirements for licensing and structures (BCP 2-5) are met in full;

e prudential regulations and requirements on minimum capital and
risk management (BCP 6-15) are met in full, the level of details in
the regulations has become much higher since the 2008-09 regula-
tions were issued which do reflect most of the Basel II content (for
example country and transfer risks are now treated in greater detail,
see references for laws 39);

e ongoing supervision methods (BCP 16-20) are complied with
strongly;

e information requirements as stated under BCP 21 have been increas-
ingly implemented, and in combination with CSRC requirements on
listed banks is a reality for all largest banks at least (it is noteworthy
as well that requirements and pressure to comply are higher than
maybe elsewhere because of the intrusiveness of supervision and the
ramifications of the state-cum-party); and

e requirements (BCP 22-25) concerning remedial measures and cross-
border banking are fully complied with, but details of the off-site
supervision and remedial actions as well as consolidated supervision
are not known or developed sufficiently.
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There is little evidence about the effect of compliance with Basel Core
Principles on the stability of the banking system. Few studies have been
conducted and most deal with a small number of countries and of indi-
cators of bank health (NPLs or CAR). The latest study (Demirgiic-Kunt
and Detragiache, 2009) finds that bank soundness (as measured with
z-scores) does not increase with higher compliance — when consider-
ing compliance as a whole or compliance with single principles and
criteria.



3

The State and the Banking
Safety Net

With the banking institutions playing such a central role in the finan-
cial system in China, a safety net! is crucial to ensuring the prompt
resolution of any crisis touching on the central nerve of the economy.
As mentioned by Wu Xiaoling in an interview (Ye W. and Hu J., 2006),
the banking industry in China needs a functioning and efficient exit
mechanism: ‘In a market economy, only if there is a pressure to exit a
market, is there a good incentive for operations; [the pressure] improves
the healthiness of operations of financial institutions, optimises the
allocation of financial resources, and protects the system from financial
instability.’

The PBOC acts as described above as a lender of last resort and the
CBRC has the power to take over failed institutions. So the exit mecha-
nisms for banks is part of the legal infrastructure and come mainly in two
forms: through bankruptcy proceedings and through deposit insurance.

3.1 Deposit insurance

As a second line of defence behind the lender of last resort — but before
a government bailout, deposit insurance could have a role to play -
however, in China it is still not a reality. While the financial crisis has
highlighted the need to have a functioning deposit insurance mecha-
nism and not to dismantle the financial safety net completely (that is, to
leave the oversight to depositors), disagreements over the mechanism’s
structure in China have kept any compromise from becoming reality.
In 1993 the State Council outlined for the first time its intention to
build a deposit insurance scheme in order to preserve the financial sta-
bility of the system in times of crisis. In 1997 a working group was estab-
lished with the aim of reviewing the possibility of establishing such a
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scheme. After the large increases in non-performing assets following the
Asian crisis the state stepped in to support bankrupt entities.

Preliminary conditions and regulations that deal with the guarantee
of bank deposits have been promulgated. CBRC, CSRC, PBOC and the
Ministry of Finance jointly issued in November 2004 an Opinion on pur-
chasing personal creditor’s rights and client securities transaction liquidation
funds (References for laws 20). It aims to protect the interests of small
depositors and investors, the stability and continuous operations of
securities markets, the stability of society, to raise the risk awareness and
market discipline and decrease moral hazard. The Opinion stipulates that
full compensation would be required for deposits in commercial banks
and rural credit cooperatives (RCCs) and related interest. Eligible depos-
its eligible are those of individuals (including also trust transactions and
securities). For all deposits before 30 September 2004, the deposits and
securities transactions of customers amounting to less than CNY100,000
are covered in full by the insurance scheme. Above that amount, 90%
will be repaid. The responsibility is now not the sole responsibility of
local governments, but with both central and local government who
share costs (for securities and savings deposits the central government
carries the costs, for all other deposit types the costs are covered 10% by
the local government and 90% by central authorities). However, there
are no provisions for deposits after that date and 90% is a large portion
(Ye W. and Hu J., 2006).

The idea of a deposit insurance scheme resurfaced in 2004: a scheme
was said to be awaiting approval at the highest level (Chen Y., 2004).
A compulsory system, which would be similar to that of the USA, was
envisaged. It was also expected that different premium rates would
apply, depending upon the bank’s CAR (Yue G., 2005). The fund to be
created would be under the control of the State Council.

Experts have warned that such a scheme offers a market exit mechanism
but also increases the risk of moral hazard and of using people’s money
to save bankrupt banks (Wang C., 2005 and EIU, 2006b). The scope of
the deposit insurance scheme determines the amount by which moral
hazard will be influenced. In establishing such a scheme the authorities
will first need to clarify its funding mechanism (probably with a mix of
banks’ and government contributions to price the cost of being rescued)
and the scope of participation (size of the banks but also their riskiness).
In addition, the relation between the deposit insurer and state-owned
banks would need to be clarified (as they would both have similar own-
ers, OECD, 2005). Various commentators suggested that the new scheme
should be independent from authorities (Deloitte and Touche, 2004).
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The current implicit arrangement is that banks are rescued by the
state — either through forced mergers, outright closures, restructurings,
name changes or re-lending facilities. It has already shown its willing-
ness and capacity to do so in various cases with urban and rural credit
cooperatives, with large and smaller commercial banks. The financial
crisis in 2007-09 might have further confirmed their expectation. Prior
to it, the central and local governments had mentioned that they do
not want to bankroll the industry from time to time.

Finally, in November 2008, the influential finance magazine Caijing
wrote that a deposit insurance scheme was in the final stages of prepa-
ration (EIU, 2010a). However, the structure is nothing to rejoice about:
first, the institution would not be independent but rather part of the
PBOC; secondly, that department would have weak rights to investi-
gate and thus poor incentives to act quickly; and third, the full deposit
amount would be guaranteed. The only consolation was that the planned
deposit insurance scheme would give a level playing field to all banks
incorporated in China.

One might rightly ask, however, what would be the difference between
being taken over by the state or by a deposit insurance institution that was
positioned directly below the state. In either case bank managers would
be relieved of their responsibilities. Under both implicit and explicit
arrangements, Chinese depositors do not need to be vigilant of reckless
risk-taking in banks — safety is assured at all times. Although a deposit
insurance institution would add a pair of supervisory eyes to increase
systemic stability but this might not prove cost-effective. Speed of reso-
lution could possibly be hampered if three rather than two regulatory
agencies compete for the taking over of the failed bank. In 2009 the
2008 proposal was quickly shelved again (EIU, 2010a).

Actually in China there is at present no need for a deposit insurance
scheme: the state will always bail out the banks or the system. The state
takes the form of being either a lender of last resort (PBOC) or the main
or sole shareholder (through SAFE or Huijin or MOF). If bad loans are
such that recapitalisation is required, then the shareholder - in other
words the state — steps in with fresh capital (that is, a government bail-
out is also a bailout by shareholders). If banks experience a run, the
state implicitly guarantees the repayment of almost all deposits (any
bank would count as too big to fail) — so that the risk of a social crisis is
eliminated (as long as the state has the resources to fulfil its promises).

Since there are no costs to the banks for being bailed out and neither
is there a cost to depositors because they know that the state is will-
ing and capable of rescuing them in all cases, incentives for bank risk
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management are flawed. Some argue that the issuance of subordinated
debt can act to restore the incentivisation (Mandanis Schooner and
Taylor, 2009), but in China, since subordinated debts are held by other
financial institutions (mainly banks) which are themselves mostly con-
trolled by the state, there is no independent function of the investor.

With such credible and tested implicit deposit insurance, there is no
need to establish an explicit mechanism. Banks would forego earnings
when paying for the deposit insurance scheme which they now distrib-
ute to their shareholders among which are individual investors (but to
a greater extent to the state as shareholder). As a majority shareholder
the state can set the level of required dividends and taxes the banks
should pay - funds that can be used by the same state when in the role
of a saviour.

Instead of adding a regulatory layer with a deposit insurance mecha-
nism, the bankruptcy of banks could also help. The new Bankruptcy
Law was promulgated in 2006 but does not deal with banks and the
CBRC is said to be working on one specifically for banks.

3.2 Bankruptcy

Bankruptcy is a double issue for banks, in terms of both the impact of
the failure of enterprises as well as banking institutions themselves.
According to the Doing Business Report 2010 of the World Bank (WB,
2010), it takes 34 procedures and 406 days in China (compared with
31 procedures and 462 days in OECD countries) to enforce a commer-
cial contract and the average cost amounts to 11% of the debt to be
enforced (since 2005, the costs of decreased but the procedures and time
spent has increased). In China bankruptcy proceedings take on average
1.7 years to complete and cost 22% of the value of the underlying assets
(compared with an average of 1.7 years and a cost of 8.4% in OECD
countries). The recovery rates achieved by investors are around 35.3%
(compared to 68.6% in OECD countries).

Bankruptcy of enterprises

After years of bickering the new Bankruptcy Law was promulgated in
2007 (passed in August 2006, References for laws 41) and this finally
closed a number of shortcomings of the previous trial law. Consequently,
the rights of creditors have found higher protection — even though in
practice the courts have been proceeding carefully with implementation.

The new law enhanced the banks’ prospects in recovering their funds
and thus they might find more incentives to lend to private enterprises.
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Together with the secured interests law (References for laws 40), the
secured creditors now have priority over workers’ wages, social insurance
claims and other unsecured creditors. But in policy-led restructurings,
the banks might be pushed towards the end of the priority spectrum.

Nevertheless, the law now covers all types of enterprises — foreign and
domestic as well as private and public. The conditions for applying for
bankruptcy are based on either a cash flow test (that is, unable to pay its
debts when they fall due) or a balance sheet test (that is, insufficient assets
to cover liabilities). A debtor but also a creditor can file for bankruptcy.
Once the application is accepted, the court names an administrator
instead of the previously used liquidation committees. An administrator
can be an individual or a firm with relevant experience and is supervised
by the creditors.

The role of the administrator encloses the following tasks: taking over
the property, investigating financial states, managing the current affairs,
determining the scope of business to be carried out during the proceed-
ings, disposing of the property where necessary, acting on behalf of the
debtor and meeting with creditors. Resolution has to take place within
a limited time frame.

Alternatively, the parties can apply to the court for a reorganisation —
with the consent of a majority of creditors. Before the debtor is declared
bankrupt, it can apply for a debt compromise which should cover the
majority of all debts due (PwC, 2007a, Tomasic, 2010 and Hong S., 2009).

In reality, the prospects of resolution have been hampered by the lack
of understanding of the new law and experience on the ground has
shown that many prefer informal resolution and restructuring to going
to court (The Economist, 2008). Furthermore, uncertainties remain for
foreign lenders and investors. Their treatment is far from clear and the
ultimate decisions remain with the courts - the issue is especially thorny
when bankruptcy covers assets deemed to be of importance to the state.
Clarification over debtor-in-possession financing (based on the debtor’s
pledged assets with a super-seniority of that lender) needs to be given by
courts because the law remains too vague. Finally, courts and administra-
tors still have to build up experience with that new law (PwC, 2009a).

Proceedings for banks

The new Bankruptcy Law also deals succinctly with financial institu-
tions. Only their respective supervisor is allowed to apply for bank-
ruptcy for them. Further details are to be worked out by the supervisors
themselves and the CBRC is said to be working on bankruptcy proceed-
ings for banks.
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For commercial banks insolvency proceedings can only be opened
once insolvency has been declared and once PBOC has approved of the
proceedings (Commercial Banking Law). In those cases, seniority is as
follows: first come salaries and social insurance, then deposits of private
persons and interest payments to lenders (Art. 71). In addition to the
rules above, China has issued the Rules on dissolution of banks. Dissolution
can be ordered for a number of reasons including unlawful activities,
mismanagement, and not only the inability to repay debts. The rules
describe the process of dissolution and management of the dissolved
entity, but do not actually regulate debts issues.

However, these regulations are not frequently used in the case of
banks. More often the authorities use an administrative decree rather
than legal means to resolve the problems faced by individual banks, in
complete disregard of economic and market principles. The reason for
preferring such methods is the stated goal of social stability.

Often in the past, sound financial institutions were ordered by regulators
to merge or take over failed banks in their geographical area (Table 3.1).
This was the case in 1997 when Hainan Development Bank was asked
to take over urban credit cooperatives which had suffered a run, or in
Chengdu where Chengdu City Commercial Bank was asked to take over
the failed Huitong Urban Credit Cooperative in 2000 after a liquidity crisis.
In the first case, Hainan Development Bank was driven into bankruptcy
by the takeover and was finally closed down in 1998 (Zhao S., 2004). It
was the first official closure, but not a true bankruptcy. Chengdu City
Commercial Bank was still digesting the failed Huitong cooperative five
years later.

By way of removal, dissolution, closure or bankruptcy, between 1997
and 2001, the central bank has dealt with 427 smaller financial institu-
tions which were conducting illegal or irregular operations or which
were unable to repay their debts. It also closed some 28,588 informal
rural (rotating) funds or credit associations. In 2001, through name
changes, forced mergers, acquisitions, and restructurings, it disposed of
766 urban credit cooperatives (Yu N., 2005). Only trust and investment
corporations, such as Guangdong ITIC,> were allowed to go bankrupt in
the past (as it did not hold any public deposits).

In China, as in many other emerging or developing countries, adher-
ence to the ‘too big to fail’ doctrine, however, creates moral hazard
problems and reduces incentives for introducing best practices in bank-
ing. Thus recently, Chinese regulators have made calls for increasing
market discipline and reducing the likelihood of administrative state
bailouts.
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Table 3.1 Selected rescue activities of bad banks in recent years in China

Bank name Year Rescue method

Qingzhen Hongfeng RCC 1996 Payment crisis. Merged to Guiyang CCB

in 1999
Haikou UCCs (33) 1997 Closed. Takeover by Hainan Development
Bank.
Hainan Development Bank 1998 Closed. Relending by PBOC of CNY 4 bin.
Zhengzhou Rural 1998 Run in 1998. Fully taken over by PBOC
Cooperative Bank in 1999

Various FIs in Enping City 1998 CCB branch removed, ABC branch
cleaned, 20 UCCs closed. Total loss to
PBOC CNY 6.8 bln.

Guangxi Beihai City 1998 12 closed, 2 had their licenses withdrawn
Cooperative

Hunan Changge UCC 1998 Operating without license, closed down.
Guangzhou Shantou 1999 Payment difficulties. Restructuring

Commercial Bank

China Investment Bank 1999 Bought by China Everbright Bank (CEB).
Provisions at CEB increased by CNY
7.3 bln and it struggled with it for the fol-
lowing eight years.

Huitong UCC 1999 Payment difficulties. Merged into
Chengdu CCB

Note: The list does not include rescue activities for securities firms, insurance companies,
trust and investment companies.

Source: Based on information from Zhang H. and Cheng M., 2003, as well as author’s own
research.

In a speech in December 2005, the Chinese regulators somewhat
changed their stance towards failed smaller banks. They warned those
high-risk banks?® that they may be closed altogether (CBRC, 2005a). In
these cases, the resolution will involve the repayment of debts (according
to the percentage of debts to assets) to natural persons by local authori-
ties (using central government special loans as well as using re-discount-
ing by the central bank). The closures may however also include the
mergers or restructuring or rescuing in some form or another for some
of the urban credit cooperatives.

In 2005, Tang Shuangning, then CBRC’s vice-chairman in charge
of CCBs supervision, clearly outlined measures to support the worst-
performing CCBs* (Liu Y., 2006): ‘Seek support, Add strength, Grasp
the focal point and Reduce risks (R%#F, MAOE. MER. BXEK) .
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‘Seek support’ means looking for the support of local authorities. ‘Add
strength’ means increasing NPLs disposal and the reduction of other
inherited risks. ‘Grasp the focal point’ means focusing attention on the
reduction of high risks. ‘Reduce risks’ is self-explanatory. Closure is only
the last option when nothing else has worked and all other ideas and
measures have been exhausted.

Such an approach has been relatively credible in the past but also
discourages sound banking practices. First, these impact negatively on
the incentives for banks to learn and to avoid bankruptcy. Second, the
costs of bankruptcy proceedings for enterprises are often higher than
those of keeping credit lines open.

Despite a few improvements that have taken place in the financial
infrastructure of the Chinese banking system, banks appear to have few
incentives to introduce best practice — and yet they still do. While rules
and regulations have become more detailed and target risk management
practices and enhance prudential benchmarks, serious moral hazard
problems still remain within the system.
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Further Roles of the State

While it may be surprising to western eyes that the state and the
Communist Party are to be considered as one in the present book, in
the context of China it makes sense as the structures of the Party and of
the state run in parallel from top to bottom and the Party permeates all
state activities, even though it is not always mentioned as such.

Qin Xiao wrote in a guest article in Caijing:

The solidification and strengthening of the role of the authorities has
not only been influenced on the notional level (that is there is no
real ‘Beijing model’ of economic development), but also has become
the driver of a special interest group with a form uniting power and
capital. (Qin X., 2010)

4.1 The financier

In each of the state-owned commercial banks the state has a direct hold
over two-thirds of their capital (either through Central Huiin or through
the Ministry of Finance; Table 8.3). Their listings did not fundamentally
alter the majority holdings - all they did was to clarify the holding
entity. In all other banks, the state also holds banking assets indirectly
through local governments and state-owned enterprises. While it is now
almost impossible to measure the actual holdings of local state-owned
enterprises in the capital of each bank, researchers assumed in 2004 that
the Chinese state held between 95 and 99% of all banking assets (Bekier,
Huang and Wilson, 2005 and OECD, 2005). Even though listings have
increased the number of shares held widely and state shares reform has
also transformed the listed shares into liquid ones, the total percentage
might have dropped by only a few percentage points and the state-related
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shares are not likely to be sold in any case as it is the state’s stated goal to
keep them under its control. The only bank for which a majority of the
capital is held is in private hands is China Minsheng Bank.

Through controlling equity stakes, central and local authorities exer-
cise a so-called lishu (RE) relationship: the entity’s owner is entitled to
direct control over that entity. Such a relationship is not based solely
on ownership rights. Where necessary control can be exercised admin-
istratively (Tan et al., 2007). Depending on the nature of such a rela-
tionship, environments might be more lenient or more supportive of
a firm’s development — depending on the local government exercising
the power (incentives can take the form of tax holidays, subsidies, loan
applications, licences and so on to facilitate transactions). Closeness
to varying levels of government enhances performance and the firm'’s
prospects (this is especially true at township level or below, and also at
the central level).

Apart from having a controlling equity stake in the banking sector,
the Chinese state has also provided generous financial support to finan-
cial institutions. Overall, up to 2006, the state has spent around CNY2.3
trn to support the main commercial banks — through fresh capital injec-
tions in 1998 and, in the mid-2000s, transfers of NPLs to the four asset
management companies (AMCs). The SOCBs were certainly not the
only ones being supported. PBOC issued special bank bills in June 2008
amounting to CNY165.6 bln in exchange for NPLs totalling CNY135.3
bln to help the restructuring of rural credit cooperatives. Between 2005
and 2008, Central Huijin injected fresh capital to replenish the SOCBs
(see chapters on the respective bank types).

Local governments have also had to rescue their local financial insti-
tutions both because they were required to do so by the central authori-
ties and also because they held most of the capital in these institutions.
No data are available on the total amount of financial support provided,
but experience has showed that the local authorities could not avoid
rescue operations.

The influence of the authorities is in some cases welcomed by the banks
themselves (Luo J., 2002a). Banks have a number of reasons for support-
ing state involvement as this can help with restructuring efforts and the
local authorities as shareholders put little pressure on managers to address
NPL problems. Since local authorities’ ownership rights are not always
defined explicitly (most local banks were only incorporated recently
and before that they were part of local government budgets), these still
have strong administrative power in decision-making but they place less
stringent disclosure and governance requirements on the banks. Finally,
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banks require local government participation to resolve non-performing
loan issues that they have helped to create (Luo J., 2002b).

While central and local governments may be viewed as ‘saviours’ in
terms of their financial support for the system they can also be viewed
as ‘wrongdoers’ in terms of interference, destroying incentives to intro-
duce best practice and establishing an environment where moral hazard
predominates.

4.2 The businessman

Before the start of the reforms in 1978, the banking system was just
one of many parts of a huge state administration. Financial flows were
organised around the planning exercises for the whole economy and
flows were directed to specific industries and regions based on political
decisions. Since this time the authorities have remained influential in
the decision-making process of banks, especially the larger ones. While
credit quotas have been removed, practices remain, especially for large
government projects and SOEs (in disregard of creditworthiness and
repayment ability and willingness). This is the case not only with cen-
tral authorities, but also with local ones.

The Chinese state has business interests. As illustrated by Shih (2004),
the Chinese authorities can obtain private gains and advancement through
bank loans. He showed that more loans were likely to flow to a specific
province when that province was headed by a party official with ties to
the central leadership. Another way of increasing the flow of loans is to
generate more revenues for the central government (Shih, 2004). For many
local governments a tight grip on bank lending decisions can help the
development of the local economy by securing financing for infrastructure
projects and real estate development (local governments have a monopoly
on land, and therefore on land prices and land transfers; The Economist,
2006; Box 8).

In addition, the reforms of the state banking sectors are a means of
realising the state’s assets rather than a true privatisation. The restruc-
turings never changed the balance of power at the banks; rather they
enabled the Party to strengthen its leadership and to broaden its power
based on written rules (corporate governance rules and laws for exam-
ple). The first step to a consolidation of power on the part of the Party
and the central authorities came in the banking sector with the first
reforms after the Asian Financial Crisis in 1998. At this time Zhu Rongji
took the opportunity to put the whole banking system under two lead-
ing groups (McGregor 2010, Heilmann 2005b and 2008).
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In order to achieve the highest gains on its assets, the Party has required
bank executives to run the companies and banks it ultimately owns in a
commercial and market-oriented way. The structures ensure in the end
that the revenues thereby generated flow to the Party itself. It is there-
fore unlikely to relinquish any of its current powers.

In some cases, the state appears to use bank lending to compensate
for lower levels of government spending and government-financed
projects. Thus local authorities needed to exert more influence on the
lending decisions and processes — that is, essentially, to politicise lend-
ing (Heilmann, 2005a). At the same time this weakens the power and
pressure that regulators can place on local financial institutions. While
corporate governance mechanisms have limited the influence channels
of party and local governments, these have not been removed com-
pletely (Heilmann, 2005a).

Part of the stimulus of 2008 was orchestrated through banks. Some
executives have underlined the fact that the lending binge in 2009 was
based on market pressures rather than on authorities’ iron hands (Asia
Pulse, 2009b). There is, however, little credibility to such claims.

4.3 The employer

The Chinese state also has personnel interests in the banks. ‘[...] the most
significant feature of the Chinese banking system was the pervasive influ-
ence of the Chinese communist party, which induced a high sensitivity
among bankers to political signals from the top’ (Shih, 2009: 31). Party
members answer to the Party first. In the case of state-owned banks, as the
majority or sole shareholder, the authorities have the right to choose sen-
ior managers. The Party permeates every level of the state — but it remains
on the sidelines — without being a simple watcher: it has the strings in its
hands. For example, all senior managers and board members of the four
SOCBs are appointed by the Communist Party' and the regulator (CBRC
and PBOC). This ensures the alignment of interests between the Party or
the state and the individual banks.

Foreign observers should not be misled by the fact that personnel
changes are announced by relevant ministries or regulators or by the
fact that no official and publicly available bank documents mention
the Party. Banks are instruments of national economic policy and will
have to act along the Party lines where necessary (the rules and regu-
lations are nonetheless issued by the relevant ministries and depart-
ments). The same applies to senior appointments. To ensure social
stability and successful macroeconomic policies, the Party — through
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the bank’s individual Party Committees — is in charge of personnel and
strategic issues.

This is in line with the government’s policy of choosing senior man-
agers and board members reflecting political credentials rather than
business acumen.? This activity is euphemistically called ‘leadership’
rather than ‘interference’ (McGregor, 2010: 23). The authorities also
have the power to remove or transfer the managers as it sees fit, in all
banks in China: some 80% of CEOs and 56% of senior executives in
SOEs are appointed by the party (Pei M., 2006b).

Such policies are now centralised at highest level, reducing the influ-
ence of local and regional offices and authorities (Heilmann, 2005a) by
establishing the since then defunct Central Finance Work Commission.3
This enabled the management of the banks with higher efficiency and
more consistency (through higher party discipline, less loopholes allow-
ing rent-seeking, and so on).

Under such conditions, managers are given the incentive to reach a
higher position in their (political) career rather than profit maximisation
(Goodhart and Zeng, 2005). In Victor Shih’s interviews, he found that ‘the
single clearest message that emerges [...] is that, above all else, Chinese
leaders care about political survival and actively formulate strategies to
expand or maintain power’ (Shih, 2009: 16). The high level of decentral-
ised management in Chinese banks makes it even easier for these authori-
ties to intervene efficiently at the branch level. Since 1993 the influence
of local authorities over the choice of bank managers has been forbidden,
but unofficially influence channels remain lively (Grimm, 2005).

The supervision of the bank managers after their appointment is two-
fold: political acumen or party discipline is the responsibility of the Central
Discipline Inspection Commission (CDIC) which deals with issues such as
corruption, compliance with party policies, and so on. The second one is
based on professional standards encompassing compliance with lending
ratios and quotas as well as quality indicators (McGregor, 2009). Bank
performance is linked to compliance with regulatory prudential ratios and
market shares (Wen X., Zhang M. and Fang H., 2009). These are only tested
by PBOC and/or CBRC (Shih, 2009).

Finally, the influence of the Communist Party at the local level should
not be underestimated. Formally, it operates at the local level through
‘financial services offices’ which are set up to provide administrative serv-
ices to financial institutions (such as encouraging their establishment in
certain geographic areas). Its work in local-level financial supervision can
be influential (Heilmann, 2005a) and is often orchestrated through local
governments’ finance bureaux and diverse work commissions. However,
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since 1998, local governments have lost their influence in appointing
bank managers at their administrative level (for nationwide banks but not
for local banks). The approval of appointments has been centralised in the
headquarters thus making interference more difficult.

In financial institutions, party committees do influence the appoint-
ment and removal of senior bank managers and branch directors in
local banks by proposing managers and reviewing preliminary applica-
tions (which are then submitted to CBRC for final approval).* Party
committees can also influence strategic lending decisions if necessary.
These committees have the same role at regulators: at PBOC a recent
innovative move entails open and competitive applications® within the
organisation for all posts above a certain hierarchical level (Hu J., 2010).
This does not preclude, however, investigations of the candidates to
reveal their political acumen. Candidates also need to sit exams and go
through interviews. This is in contrast to the previous scheme of being
proposed by their senior manager to the vice-president whose office
then take the decision. Such experimentation will be extended and
broaden where successful.

Throughout the history of the banking system, the loyalty of state
staff is to the Party and not to the specific institution or entity to which
they belong.°
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State Interference

5.1 Pervasiveness of the state

As shown above, the state permeates every area of the financial system:

e As the regulator: all regulators with a say in the financial sector —
CBRC, CSRC, CIRC, PBOC, MOF, SAFE, NDRC - are under the leader-
ship of the State Council.

e As the provider of emergency funds to rescue any beleaguered financial
company. The PBOC, Central Huijin Investment Co., the securities,
the futures and the insurance protection funds are de facto lenders of
last resort. Even in times of crisis, the availability of financial resources
does not appear to present a challenge, with huge foreign exchange
reserves ensuring a buffered supply.

e As the provider of indirect and implicit guarantees to all larger SOEs
and commercial banks. This ensures that funds can flow easily between
the two groups, often without any regard to accountability or risk.

e As the dominant shareholder in banks, securities companies, fund
management companies, insurers and most of the companies listed
on domestic stock markets. Control is direct and indirect (through
local governments and SOEs).

e As an employer: the powerful Organisation Department chooses and
proposes candidates deemed acceptable for all senior posts, these
are then approved and nominated by the relevant regulatory com-
mission. The choice of a candidate is more than likely to reflect his
own political acumen rather than any professional qualifications or
relevant experience. Further to this, the rotation habit within the
industry reduces the effectiveness of monitoring. Experience has
shown that private entities are no exception to this.

56
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The regulator, the shareholder, the financier, the businessman, the guar-
antor and the employer are not independent from one another; they
are all part of the same entity: the party-cum-state. The interference of
the state or the party is pervasive and permeates all decision areas, all
economic sectors and all institutional levels. At least the state lends to
these institutions its good international credit ratings. It also ensures
support to an investment-led GDP growth.

The state or even the party is not one but many: the state includes
the central government, a wide range of local governments, regulatory
agencies, ministries and other administrative units. These often have con-
flicting and contradictory views or compete for power and prestige.

All entities fear a loss of power and control over the activities in the
financial industry, over the allocation of funds and resources, over deci-
sions and over ownership. This high number of actors in the financial
industry can have a strong influence on decisions and on compro-
mising arrangements, but also points to a strong potential for conflicts
of interest.

Victor Shih has found a powerful explanation behind the seemingly
shifts of power between the many entities within the state (Shih, 2009).
He finds that power changes hands between two types of factions: the
generalist faction running vertically from central to local governments
and the technocratic faction which runs horizontally at central level.!
The first sort of faction is mostly interested in the unhindered flow of
financial resources to their own projects — mostly in their provinces. The
second faction type is focused on the contrary on financial centralisation
because their ability to solve financial challenges is the basis for promo-
tion. The two types of factions succeed to one another around an equilib-
rium state that ensures that lending and inflation are sufficient without
being too high to ensure the creation of financial resources of the state.?

To underline the pervasiveness of the state’s two main factions, analo-
gously to Shih, we can look at the movements between inflation and
quarterly loan growth (Figure 5.1).

Not only does such a model explain recurrent episodes of low and
high inflation as well as economic development but it also supports the
idea that the banking reform agenda is fully in the hands of the political
elite. The seemingly pro-market reforms introduced in China in the last
10-15 years are the result of the technocratic faction being successful
at erecting mechanisms to mitigate the effects of the expansionary and
decentralising stance of the generalist faction (for example through risk
management ratios?® (capital, lending, asset quality limits), through the
centralisation of senior bank appointments, the timid introduction of
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Figure 5.1 Loan growth and CPI in China (2002-2009, %)
Note: The data between lending and inflation are lagged to reflect the fact that loans first

have to feed into the lending system to produce inflation about four quarters later.
Source: Based on Economist Intelligence data.

private monitoring mechanisms — see below). The mitigating mechanisms
are not a kow-tow to private markets and players or reflections of an
intrinsic interest in pro-market reforms: they are much more instruments
of power to stabilise around the equilibrium state (between the two fac-
tions) and avoid too large deviations which would be costly to the state.
Recent success with large-scale IPOs have allowed the state to collect the
fruits, that is, capital which does not need to be repaid together with divi-
dends. Partial listings are the rage — just as joint-ventures were the answer
to the early years of reform and opening policy — because on one side they
provide much needed technical knowledge and capital (and additional
layers of independent oversight) without using state resources (even cre-
ating additional revenues from investments) and on the other side few
strings are attached and neither power nor influence are relinquished.
McKinsey Global Institute analysts estimate that foregone GDP growth
at 13% a year by reforms that could have been handled better by the
higher efficiency of the finance industry (MGI, 2006). This might appear
like a hefty price. But the risks with speedier growth would have been
higher and the technocratic faction would not have allowed it to go
that far. Instead the two factions settled for a compromise: a slightly

lower rate of growth but more stability which do not put the financial
resources unnecessarily at risk.
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To ensure keeping the status quo, reforms need to focus on truly reli-
able control mechanisms and structures — private ownership and market
forces would unfortunately mean a loss of power for the ruling elites.
Thus, Zhou Xiaochuan argued in an article in the People’s Daily in 2000
that ‘to preserve sufficient state control and defence capacity against
external shocks during a period of economic system transformation
and of further opening to the outside world, the state can preserve an
absolute right of control over some large commercial banks, for example
75%’ (republished in Zhou 2005).

History in Taiwan and in China has shown that, with clear objectives,
professional bureaucrats who can differentiate between administration and
business and are monitored externally, and are given the right financial
and social incentives can foster independent and specialised institutions
that achieve set performance standards (Peng, 2007). But can the equi-
librium between the two factions be changed to enforce an arm’s-length
relationship with financial institutions at all administrative levels based
on a mix of carefully staged legal rules and administrative mechanisms?

5.2 Rationale for state interference

Chinese regulators follow a very hands-on approach to regulation as
they represent extensions of the state. Their role is to ensure that fruits
of the banking system do indeed flow to the state itself (being in the
form of state-owned enterprises with lower costs of funding or state cof-
fers refilled with dividends and taxes paid by the financial institutions).

Nevertheless, the basis for regulatory intervention follows the same
pattern as Mandanis, Schooner and Taylor (2009) assert: intervention is
the result of three market failures namely existence of monopoly power
(banks as a group form a strong monopoly in finance intermediation
with enterprises and individuals), the existence of negative externalities
(failure is then fully covered by the state) and to reduce information
asymmetries (regulators concentrate a high level of information and of
data from banks, either reported or inspected — the regulators play that
role for the state).

The regulators interact between state and banks and not as usually
between bank customers and banks themselves. The objectives of financial
supervision are still to promote systemic stability, efficiency and competi-
tion, to ensure market confidence and protect depositors. These goals are
points on the overarching goal of keeping the political elite in power — by
allowing it to reign in a stable and predictable environment and by pro-
viding it the necessary financial resources for further development.
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Interestingly, public perceptions and credibility of regulators are not
an issue here. This is mainly due to the fact that most issues of regu-
lation are not put up for discussion in the public at large. Issues are
discussed at best behind closed doors and with those directly involved.
The public has fully delegated the discussion and the decision-taking
to regulators.

5.3 Private monitoring functions

In a seminal book, Barth, Caprio and Levine (2006) study what affects
bank regulation and how banking regulation works. Their findings show
that strong regulators and capital adequacy standards ‘do not boost
bank development, improve bank efficiency, reduce corruption in lend-
ing, or lower banking system fragility’ (p. 12). They conclude that the
sole working mechanism is a private monitoring* of banks — thus sup-
porting the case for the Basel II third pillar on information disclosure
and transparency. In addition to the aforementioned two aspects, the
rights of private investors and creditors also ensure strong banks.

From Table 5.1, it is clear that the regulators in China retain a restric-
tive stance over the banking sector and that they are powerful. Their
handling of licences for new institutions, new branches and new lines of
business is highly restrictive and works on a case-by-case basis. For for-
eign institutions, acquisitions and capital participation in Chinese enti-
ties is limited to 20% control. Supervisory action is fully controlled by
the CBRC. If not, it is done so by the PBOC. Involvement of the judicial
or legislative powers is highly unlikely or even impossible. Meanwhile,
regulators lack independence and there is no explicit deposit insurance
mechanism as mentioned above (thus the values of the indicators in
the above table might give a misleading impression because it does not
account for an implicit and credible mechanism).

The most interesting factors here are the private monitoring vari-
able and the external governance variable. The first describes whether
certified auditing is required, whether the largest ten banks are rated
nationally and internationally, and which accounting standards are in
use. The second indicator relates to the quality of external auditing, the
transparency of financial information as well as accounting practices
and use of credit ratings. While both cover similar issues, it is striking
how strong external governance and private monitoring are — bearing
in mind such a pervasive state.

Reconciling the two above remarks is the fact that officials and regu-
lators act in the interests of the state and not of the public. They are



Table 5.1 Summary of banking regulation indicators according to Barth, Caprio & Levine

Indicators Actual Max. Comment Lower East Asia
(2008) achievable Middle Pacific
points Income Avg.
Avg. (2003) (2003)
1 Bank activity regulatory 11 12 highly 7.6 7.5
variable restrictive
2 Financial conglomerate 9 12 highly 7.1 7
variable restrictive
3 Competition regulatory Limitations on bank 2 3 low stringency 2.7 2.8
variable ownership
Entry into banking 7 7 high stringency 7.6 7.5
requirements
Fraction of entry unknown - - 38.2 37.4
applications denied
4 Capital regulatory 5 10 mildly stringent 6.1 5.8
variable
5 Official supervisory Official supervisory power 9 16 high power 10.4 11.3
action variable Prompt corrective power 2 6 low power 2.9 2.1
Restructuring power 3 3 high power 2.6 2.4
Declaring insolvency 2 2 high power 1.5 1.4
power
Supervisory forbearance 2 4 middle power 1.1 1.6
discretion
Court involvement 0 3 high discretion 1.6 1.6
Provisioning stringency 175 165.5 170
Diversification index 1 2 Low diversification 1.1 1.3

required

(Continued)
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Table 5.1 Continued
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Indicators Actual Max. Comment Lower East Asia
(2008) achievable Middle Pacific
points Income Avg.
Avg. (2003) (2003)
6  Official supervisory Supervisory tenure No limit 2 7.5 6.4
structural variable Independence of 0 3 poor 1.6 1.5
supervisory authority independence
7 Private monitoring (certified auditing, 9 9 high private 7.3 8.7
variable international ratings monitoring
available, no explicit
deposit insurance,
international accounting
standards)
8 Deposit insurance Deposit insurer power 0 4 No explicit 1 1.2
scheme Deposit insured funds 0% 100% mechanism 37.9 87
Factors mitigating moral 0 3 1.2 0.5
hazard
9 External governance Strength of external audit 5 7 High power of 5.6 5.8
variable audit
Financial statement 5 6 high transparency 4.5 5.1
transparency
Accounting practices 1 1 good practices 0.8 0.9
External ratings and 2 5 poor monitoring 1.6 2.1
creditors monitoring
External governance index 13 19 124 14.1

Source: Author’s own research, framework based on Barth, Caprio and Levine (2006). Details can be found in the annex.
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all supposed to work to ensure that the state keeps sufficient capacity
of action and power. As a result there is an independent private sector
oversight (see Box 1) to ensure information transparency — but which
serves the interests the state in the end.

Furthermore, the regulators still exercise control over the provision
of information and the transparency of the institutions they are sup-
posed to control with the goal of reducing risks to the state (risk of its
power being withdrawn). Market discipline or information transparency
is advocated but not to fulfil the interests of private investors or of the
public at large, but the internal stakeholders and the state in the end.
The dissemination of information is promoted within the state and its
structures and ‘accidentally’ to the outside.

At the same time this provides the argument for a strong regulator
(in front of the banks but not the executive). To ensure the right flows
of information and of financial resources and that these do not reach
outside the framework, it is required that banks remain sheltered from
too much competition or outside interests. A small dose of competition
and outside influences is sufficient to provide a counter-balance to the
potentially damaging misallocation or even dilapidation of resources
(either through bad lending decisions or through corruption).

The goal of social stability is a peripheral goal which is ‘accidentally’
fulfilled when the state remains in power and does so in a stable and
expected manner. The same can be said of the prevention of crises.
A crisis would almost certainly lead to social instability and put a ques-
tion mark over the state’s capacity — thus the state also has an interest
in not spending on a crisis resolution but rather take pre-emptive meas-
ures through regulation. Failure of the banking system is defined as the
loss of power over allocation of financial resources. Thus all regulatory
actions and decisions tend to guarantee the continuity of the present
arrangement.

The private market and private players have only an instrumented
role to play and are intended to delegate their oversight duties to the
state. The state remains powerful in that it delegates its own oversight
only one step below: to the regulatory agencies and which remain fully
dependent of it.

5.4 State interest view

Compared to the opposing views or approaches to bank regulation
(Barth, Caprio and Levine, 2006), China follows a ‘state interest view’,
being neither public nor private — but rather using a closed circuit of
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state interests where public and private constituencies are satisfied as
a by-product (for the public - the state interests also mean that eco-
nomic development should be boosted and that consumers should be
protected) and by chance (for the private investors: they may take their
gains and dividends home but remain in distinctively disadvantaged
position in terms of influence and information channels). The state
interest view fully excludes any interested potential entrant (being
a private enterprise and borrower or a private investor) — and might only
be accepted if it brings in further financial gains (interest paid by private
borrowers in lending) or further improves the allocation of resources
(technical assistance of private investors — meant to be strategic ones
only and not financial ones).

In all fairness one must also acknowledge that the state recoups the
gains but also — where they might exist — the losses of bank failures.
The recapitalisation of the banking system was based on the foreign
exchange reserves accumulated previously (capital was provided by
PBOC through SAFE to the main banks, but the PBOC - as well as the
local governments — also provided financial support to the rural coop-
eratives in need — mostly without requiring further budget deficits nor
higher taxes on the public).

Because influence from the outside is largely impossible, the incentives
for managers to do good in the interests of the state are only given by the
penalty of being taken out of the framework - that is often not a power-
ful incentive because such a penalty is rarely used (only in strong corrup-
tion cases). In all other cases, the person to be punished might just been
rotated to another institution or position. At the same time the stability
of the system means that too high risk taking is not necessary either.

Maximising returns to the state is not an end in itself, rather ensuring
stable and continuous flow of financial resources to ensure a perpetual
power base is required. Corruption is acceptable up to a certain point — as
long as the survival of the state is not endangered. From lending to state
borrowers and a small public base, the banks can reap privileges in terms
of continuity of their franchise and of their existence, by being rewarded
for supporting the survival of the state. Not doing so would put bank
gains at risk of not being earned (lending to SOE:s is less risky than to pri-
vate enterprises from which repayment might not be easily guaranteed).
Taking too many risks in banking is thus not advisable — especially in
view of the sizeable potential benefits. At the same time, regulation will
not impede the development of the banks to generate profits (for exam-
ple PBOC keeps a deposit and a lending rate — sufficiently one apart from
the other so as to ensure a sound margin for banking business).
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If we now return to a consideration of Figure 2.0 at the beginning of
this part, in China we observe the same agency problems at each level
of the graph — as in other countries. Each level has less information
than the level below it which it wishes to control. The solution offered
by the structure of China’s banking system is that the permeation of
the state at all levels reduces the incidence of information asymmetries
to itself. Borrowers’ managers and lending officers,® bank managers and
regulators, regulatory officials and government officials, all emerge from
the same apparatus and are chosen using analogous methods — this
ensures that all are entrusted with the overarching goals of the state:
maintaining stability and creating the necessary (financial) resources.
Within that network, the information can flow freely and in case it
does not, replacement of the key players or of the dilapidated resources
is provided for.

The resolution of the information issue, however, does not preclude
competition horizontally and vertically between layers and officials/
managers. Competition exists because they follow their own particular
interest (individually or at the level of the individual institution) in
addition to being loyal to the Party. Such arrangement also allows for
widespread corruption to take roots.

5.5 Does the current regulatory arrangement lead to
more risk-taking?

A central question in the study of bank regulation is to understand what
leads to higher risk taking. Assuming that higher risk taking always may
have the downside of a higher probability of default by the bank (and
thus being rescued by taxpayers’ money), higher risk taking should be
restrained — but by more or less regulations?

Chinese banks are operating in a sheltered market. With their poor
incentives, they should take more risks to increase profits. But that is not
the final goal. In China, banks’ managers are driven not by the takeover
threat but by the need to ensure a smooth career path. Excessive risk
taking is not incentivised because managers of banks are being rotated
from one position to another. They risk their own career rather than
their bank’s financial standing. That is the incentive for taking some
risks and maybe even some bribes — but in a limited manner so as not
destabilise the whole framework and the individual future prospects.
Such risk aversion does not preclude some lobbying, however. Where
rules appear too strict, banks do not refrain from lobbying in order to
achieve more lenient regulations (as for example for the recognition of
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cross-holdings of subordinated debts into the capital adequacy calcula-
tion; Fang H., 2009).

However one question remains: why did a bank manager obviously
take more risks before the 1998 crisis than after and also after the banks’
restructuring exercises? It appears that the indicators used to judge on
the managers’ performance have changed. Before their performance was
solely based on political adherence to the party line, but that requirement
was enhanced by further financial indicators and compliance to issued
regulations.

In conclusion we find that — while in other countries more state has
meant largely poorer efficiency in banking and higher instability of the
banking system - this does not seem to be the case for China. In China,
the state capture of the banks appears to be more of a blessing than a
liability. Control by the state has changed its tools and channels but has
increased its scope.

5.6 Balance between centre and periphery

All is not well in China either: the current arrangement is not risk-free.
Increasingly, power is being transferred to local authorities that have
more leeway in enforcing the rules set by the central government. This
issue is important when the regulators require the cooperation of local
authorities to achieve their goals.

With the growing power of local authorities, the capacity of the central
government has been eroded. At the same time, the growing transfer of
power towards the periphery has also meant that the establishment of
a truly private and independent alternative has been brought to a com-
plete halt. The private and independent arrangements that have been
able to exist to date (for example, foreign shareholders, international
rating agencies, external auditors) owe their very existence to the neces-
sity of the state having reliable information about the banking industry
it wishes to control.

The private monitoring and governance arrangements are also to the
benefit of the local authorities. They can draw more information and
thus more control from such mechanisms.

A transition from socialist banking to a market-oriented system has
failed to become a revolution because the underlying structures con-
tinue to serve the same purposes: that is solely the interests of the state.
This was termed a ‘trapped transition’ by Minxin Pei (2006b). The bank-
ing system is geared towards producing better returns to the state. There
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is no incentive for further banking reforms other than those that ensure
the current status quo can endure.

For the time being, the current mechanisms offer what the state
requires, but it remains to be seen if in the long term such arrangement
is still viable and still fulfils its purpose. As long as the state is not only
a predatory one but also offers on balance growth and development
(or even a safety net in times of crisis), it is likely that the status quo
will not be challenged.

Thus the greatest danger to the status quo and to the system’s stability
is the state itself but only because it is losing effective control over com-
peting levels of authority (centre versus periphery or local). The central
government must manage the diverging interests of local authorities
and ensure that these constituencies play a neutral role at least. Up to
now the private and independent monitoring arrangements have been
established at national level only. There is little control over the activi-
ties of local financial sectors.

Can the central authorities credibly convince the other layers of the
state that only a limited independence and competition between them
is feasible if all are to enjoy in the long term the fruits of the economic
development as well as their achieved political power?
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Box 1 The role of peripheral private and independent
arrangements: foreign investors

Since 1991, when the Asian Development Bank acquired a stake in
the Xiamen International Bank, foreign banks have started to buy
stakes in the capital of Chinese banks. Most of the deals took place
between 2004 and 2006, after CBRC raised the ceiling on individual
stakes to 20% and overall on foreign stakes to 25% in the capital
of any type of Chinese bank (including RCCs) in December 2003.!
Further to this, in January 2006, CBRC announced that foreign
investors can invest in ‘up-to-now off-limits’ A-shares.? Overall,
individual foreign institutions’ stakes range from 2 to 20%. As of
end 2008, foreign investors had taken equity stakes in 31 Chinese
banks (approved) and their equity participations amounted to some
USD32.7 bln (a further USD45.5 bln were raised through market list-
ings, Table B.1).

The interest in Chinese banks - depending upon the foreign
investor — included all types of institutions, from the large com-
mercial banks to the rural financial institutions but also with local
entities — which were purportedly easier to handle (see tables in
chapters on the respective bank types). Getting a share of the grow-
ing Chinese market is an understandable goal for the foreign investor
and the domestic bank get fresh capital as well as better corporate
governance, new technology and more exposure to international
practices and funding.

Table B.1 Foreign investors in China (USD bln)

Year Prior to 2006 2006 2007 2008 2009
Number of investors 18 6 5 6 0
allowed

Amount invested 14.3 5.22 1.76 11.52 0.21
Amount raised in 11.39 29.90 4.22 0 3.93

stock markets

Source: CBRC Annual report 2009.

Chinese observers were not uncritical of such entry, however
(Yuan J., 2005, and Yu Y. and Luo D., 2005a and 2005b). In response
to such critics and concerns over the usefulness of foreign practices,
the adequacy of prices paid for ‘Chinese jewels’ and the stability of
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the financial system, regulators promptly clarified their stance over
foreign entry.

CBRC’s leaders gave five guiding principles for judging foreign
investors:

e they should not get controlling stakes in large banks;

e negotiations should follow market principles;

e foreign investors should bring in strong management experience
and technical skills;

e the investing institution should be a large financial institution; and

e the adequacy of the foreign investor should be tested in a strict
review.

Further to these principles, minimum standards have been announced:
investments should be for more than three years and for more than
5% stakes, the investing institution should bring forward a director
to sit on the board; the institution should not have more than two
strategic investments in Chinese banks and the foreign investors
should bring technical and network support (People’s Net — Jiangnan
Times, 200S5; Yu FE., 2005).

According to the new licensing rules published in early 2006,
foreign investors in Chinese financial institutions should have a
long-term orientation, have a large asset base (at least USD10 bln for
investing in a commercial bank, less in the case of rural institutions),
have a good international credit rating, have been profitable in the
past two consecutive years, show sound internal controls and enjoy
a favourable (economic and supervisory) environment at home
(References for laws 19).

Prior to its listing, ABC’s chairman showed a self-confident stance
that the search for foreign investors could be dropped (later on some
benevolent foreign investors were taken on board nonetheless —
albeit not as strategic but only as cornerstone investors®). Foreign
investors’ appeal was to communicate confidence and promote the
standing of the institution.

Foreign banks are expected to bring capital and expertise, but
not control. Control will remain in the hands of the state, for
both smaller and larger banks. The state regularly reiterates its
unwillingness to relinquish full control. Such assertions have been
heard from central bankers, bank regulators and other high-ranking
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government officials. Most of the foreign influence is likely to be
felt in the area of corporate governance — and to serve the interests
of the state.

A further arrangement with foreign investors came in the case of
Shenzhen Development Bank. In order to clean the bank’s books,
foreign investors were accepted to take a strong share of the business
(the capital share was less than 20%, but the board director and staff-
ing was partially in the hands of the investor). A few years later, the
trick proved to be a success. The bank is clean and was sold at a great
profit for the foreign investor as well. The local authorities did not
need to pay too much for that.

Earlier foreign banks were signing partnerships to market their
mutual funds through Chinese banks, because these possess strong
networks that can help to achieve critical mass. But later Chinese
banks were being allowed to create and promote their own mutual
funds, and are making full use of this opportunity. Thus they have
learned from the foreigners, and learned it so well that they can do
by themselves, without any foreign help (EIU, 2006a).

The introduction of foreign investors and the opening up of the
banking sector to competition will have little impact on the position
of the Chinese state. Pei Minxin (2006a) writes that ‘[p]artial reforms
have thus created a hybrid, albeit state-centred, system that allows
these elites to perpetuate its privileges’. For him, even foreign entry
into banks’ equity is only a way for the state to strengthen itself. As
two China observers mentioned,

China’s communist cadres have discovered that equity capital,
like state banks’ loans in the old days of central planning, does
not have to be repaid. And while investors’ funds do come with
some strings attached, including international-standard accounts
and disclosure requirements, this is a small price to pay consid-
ering how little control the state has had to relinquish in the
process. (Mitchell T. and Lau J., 2006)

With their limited influence (at most a combined 25% of the banks’
capital) over decisions in Chinese banks, foreign investors might as
well settle for taking their dividends home (Table B.2) without much
reforms (or only those reforms necessary to ensure steady investment
gains) — without embarking on a full marketisation of the banking
system, which is not in the interest of the state.
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Table B.2 Gains of foreign shareholders (bln)

ICBC CCB BOC
Date UsSD Date UsD Date UsD
Capital injected Apr-06 3.8 Aug-05 3 Jun-05 3.6
by foreign
shareholders
Capital injected by  Apr-05 15 Jan-04 22.5 Jan-04 22.5
state

Share price at IPO 27/10/2006 3.14** 01/06/2006 2.82** 27/10/2005 2.18**
Share price at time ~ 20/10/2009 6.15** 27/10/2008  2.51** 31/12/2008  1.89**
where restriction are

lifted*

Net gains per share (end-2008), when restrictions where lifted
Number of shares

- foreign investors 24.1 44.7 35.3
- state 236 133.4 179.7
Foreign shareholders’ 4.93 1.99 1.10
gains
State’s gains 5.66 1.20 0.92

Notes: *Based on first trading day’s adjusted closing (adjusted for dividends and splits), ** in HKD.
Assuming that the number of shares held did not change over time and a constant exchange rate
between USD and HKD of 7.75.

Source: Daily quotes from Yahoo Finance on 16 May 2010, Capital injections data from news sources.

Their impact on the banks’ financials remains unclear. Some recent
studies (Garcia-Herrero, 2008; Shen, C., Lu, C., Wu, M. 2009) appear
to suggest that efficiency improves slightly — but the difference is insig-
nificant. Level of NPLs or efficiency and returns are, however, poor
indicators over the short time period of observations — especially in
view of the positive economic environment. Assuming that the impact
could be positive but rather limited appears realistic nonetheless — the
quality of the partnerships rather than the percentage share of capital
allowed might become the focus of regulators.




Conclusion of Part I1

The case of China is interesting in many ways. It contrasts with previ-
ous views of regulatory arrangements. It does not confirm that political
elites are solely interested in plundering riches from the institutions
under their control. Instead the political authorities are also inter-
ested in their long-term survival as a group which is dependent on
the unhindered flow of financial resources. Because the authorities
have been fragmented through the reform process, the state has to
rely on further mechanisms to ensure that it knows what banks are
doing. This is ensured through higher transparency and powerful
regulators. This is this combination which is unusual that ensures
stability.

Furthermore in order to compensate for the generous implicit deposit
insurance mechanism, supervisory power is high to ensure a timely
prevention of deviations, the state also remains fully in control of the
allocation of human resources (which provide an incentive solely for
moderate risk taking) and finally private monitoring by auditors, rating
agencies and foreign shareholders also limits negative spillovers. China
is characterised by the concurrent strength of supervisory and private
mechanisms at the same time. The political function through the regu-
lators has established a restricted private monitoring and governance
mechanism. This has the function to limit adverse consequences from
the greater power enjoyed by regulators (for example higher incidence
of corruption, reduced efficiency of financial intermediation, reduced
banking system fragility).

While such an arrangement does not preclude corruption nor elimi-
nate the rent-seeking behaviour of elites nor does it allocate — as we
will see in the next part — more funds to the private sector (in that
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China confirms the results of correlations analysed by Barth, Levine
and Caprio (2006: page 189)), it does, however, sufficiently limit such
negative effects on the overall development prospects and long-term
survival. Thus the regulators are concerned with market imperfections
and political failures only to the extent that they would put an end to
the state as it is now.
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Over the years, the Chinese miracle has continued to puzzle observers
and researchers alike. How can such a flawed system, which does a poor
job of financial intermediation, still support such rapid economic growth
over the past 30 years?

It appears that it is actually because the state has such a pervasive role in
the finance sector that economic growth could be supported. McGregor
(2010: 169) writes, ‘the decentralised nature of the Party and govern-
ment system has been fundamental to the Chinese economic miracle’.
In his view, the competition for business and economic growth between
localities and regions is what explains China’s economic dynamism. Each
local government acts as its own boss, drawing its own guidelines or rules,’
owning and directing its own banks, and so on. This leads to a distortion
in the provision of financial services because funds are mainly directed at
those deemed worthy of finance by the authorities.



This page intentionally left blank



6

Financial Intermediation

6.1 Definition and measurement

For an economy to grow, it is important that the allocation of funds
is efficient and that financial intermediation runs deep (Cull and Xu,
2000). Poor financial intermediation can be the result of information
asymmetries, loans rationing, the mispricing of transactions, poor mon-
itoring of behaviour, a lack of monitoring and enforcement mechanisms
for contracts, and so on. All other things being equal, banks (Table 6.1)
should be in a better position to allocate funds than, for example,
bureaucrats because of their expertise in the analysis and management
of risks.

In order to secure successful and efficient financial intermediation,
the administrative steering and control of financial flows should be
either reduced to a minimum or scrapped completely.! Furthermore, a
functioning resources allocation requires high levels of transparency and
information disclosure so that market participants can be informed in a
timely and thorough manner (Grimm, 2005). This information disclo-
sure acts as a market discipline if stakeholders have the means to impose
some kind of sanctions for the transmission of incorrect or misleading
information.

The depth of financial intermediation in a country is generally meas-
ured as the percentage of total loans compared to GDP (Table 1.3). Higher
GDP per capita and higher economic growth are both positively corre-
lated with a deeper financial intermediation. The figures do not, how-
ever, indicate anything about the quality of the financial intermediation.
Since the available resources should be allocated to the most efficient and
productive uses, that sector of the economy that is most competitive and
is growing most rapidly should also receive a commensurate part of the

79



80 Banking in China

Table 6.1 Local currency loans and deposits in China (year-end, CNY billion)

2000 2002 2004 2005 2007 2008 2009
Total loans 9,937 13,129 17,736 19,469 26,169 30,339 42,562

Total 12,38 17,092 24,053 28,717 38,937 46,620 61,201
deposits

Loan to 80.3 76.8 73.7 67.8 67.2 65.1 69.5
deposit

ratio (%)

Source: Based on data from www.pbc.gov.cn.

Table 6.2 Loans by economic sector and their share of GDP (%)

2000 2005 2008
to to loan to to loan to to loan
GDP* portfolio** GDP portfolio GDP portfolio
Loans to agriculture 15.1 7.4 12.2 13.2 11.3 14.1
Loans to construction 5.6 2.5 5.5 3.4 5.7 2.9
Loans to industry 40.4 25.9 42.2 25.7 42.9 28.9
Loans to commerce 39 27.2 40.1 18.8 40.1 14.2
Other loans 37.0 38.8 39.9

*is the percentage that this economic sector contributes to GDP. ** is the percentage of short-
term loans lent by financial institutions to this particular economic sector.

Notes: The National Bureau of Statistics publishes the contribution to GDP for the primary,
the secondary and the tertiary sector and for the construction industry. The ‘other loans’
category is as stated in the PBOC statistics.

Sources: Data from www.pbc.gov.cn and www.stats.gov.cn.

funds in the financial system and the quality of the funds lent out should
also be profitable (Table 6.2).

Financial intermediation is not only a function undertaken by banks.
Capital and money markets, as well as venture capital for example, can
also allocate funds to productive uses. Financial intermediation can also
take some informal traits when family, friends or other unregistered
entities, for example, support an enterprise financially (either with debt
or capital).

6.2 Financial intermediation and financial infrastructure

A number of researchers have found that there is a low level of financial
intermediation in China. Genevieve Boyreau-Debray (2003: 18) finds an
‘inverse relationship between the rate of financial intermediation and the
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level of economic development among Chinese provinces, suggesting
that factors other than economic fundamentals play an important role in
lending decisions’. When analysing financial flows within China, they
also find that ‘the state-dominated financial system severely retards
the efficient allocation of capital’. To a large extent the importance of
SOEs in one region also determines the volume of financial flows (from
government or banks).

Park and Sehrt (2001) also analyse whether or not the allocation of
financial flows in China relies on policy motives. The tests they car-
ried out show that policy lending is also strong in economically more
developed areas and was stronger even after the formal ending of credit
quotas? (and after the first bank bailout; see Lu et al., 2005). They fur-
ther find that in coastal provinces the rate of financial intermediation is
actually negatively correlated to the rate of economic growth. The allo-
cation of financial resources reflects SOEs’ financing needs: large finan-
cial flows are directed towards SOEs in the reform process (Cull and Xu,
2000; Zhang L., 2005). A more recent micro-level study also confirms
these findings: the bias towards SOEs is still clearly evident, but can be
reduced when foreign capital is admitted (Poncet, 2009).

Political affiliation also has a role to play: according to Du and Girma
(2007), firms have a higher chance of surviving and growing if they have
the right political connections (even though they might not be the most
productive) at local or central level — whichever is required. This is even
more pronounced in the case of firms in capital-intensive industries.

Financial intermediation is also biased against rural areas (Brandt
et al., 2005b). This is even true for rural financial institutions. The rea-
son for such discrimination is first that rural financial flows are static
(each branch or cooperative has to rely on its own deposits for lending)
and second that interest rates are capped (this remained in force in rural
areas in 2004). This impedes the adequate remuneration of risk-taking
activities and curbs the level of lending. Additionally, the older rural
financial institutions tend to deposit their customers’ funds with the
central bank. In turn these funds help sustain high economic growth in
urban areas where most banking activities take place (Chen X., 2009).

On the other side of the financial intermediation spectrum, deposits
are widely available (Figure 6.1). Banks are highly liquid and gathering
deposits is an easy task: due to cultural factors (such as the preference for
low-risk investment products with stable, predictable and in some way
guaranteed returns), the lack of social safety nets (for unemployment,
illness, pension, accidents, and so on), the lack of alternative investment
channels (lacklustre state of the stock markets, under-developed wealth
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Source: Based on data from www.pbc.gov.cn.

management, highly volatile real estate markets, lack of corporate bond
market, and so on), an implicit guarantee of banks’ deposits and large
banking networks spanning the country. In addition, until recently fixed
interest rates were standard (meaning that shopping around for the best
rates was a futile exercise) and Chinese have a high propensity to save
(Chen X., 2005).

6.3 Enterprises financing

Chinese financial markets exhibit some peculiar features: enterprises can-
not turn to debt or capital markets because of their limited capacity and
development (EIU, 2010a; Box 2). For many enterprises and individuals,
self-reliance or support from other financing channels (for example,
inter-company lending, informal lending and authorities’ support) have
been the only means to participate and benefit from economic growth.
Still the banking sector plays a central role and the economy grows at a
high rate (Table 1.5).

The main borrowers of Chinese banks are SOEs, the private sector
(mainly represented by smaller enterprises as well as collective enter-
prises) and private persons (Table 6.3).

State-owned enterprises

The SOEs are often large enterprises with structures inherited from before
the adoption of the reform and opening policy. At the end of 2008, there



Financial Intermediation 83

Table 6.3 Enterprises by ownership type, 2008

Number of Loan volume by enterprise
enterprises in types at selected banks

industry, trac'le CCB Merchants  CITIC
and construction

State-owned enterprises 25,813 4.1% 47.7% 38.7% 35.0%
Joint-stock enterprises 106,075 16.7% 14.2% 12.5% 43.0%
Private enterprises 323,442 51.0% 19.1% 19.6% 7.0%
Foreign enterprises 84,897 13.4% 10.4% 17.5% 12.7%
Collective enterprises 31,088 4.9% 1.5% 0.0% 1.0%
Other enterprises 63,365 10.0% 7.2% 11.7% 1.2%
Total 634,680 100% 100% 100% 100%

Source: Based on data from www.stats.gov.cn and banks’ annual report.

were more than 25,000 SOEs in China active in industry, trade and
construction. After a policy of ‘grab the big fish and let go small fish’
(#MA k)N, most SOEs of lesser importance have been privatised and
reformed (Zhang L., 2005). The most important 161 companies are man-
aged through the State-owned Assets Supervision and Administration
Commission (SASAC).

In 2008, the more than 21,000 SOEs in the industry sector generated
CNY14 trn in output and controlled assets amounting to CNY18.8 trn.
According to the National Statistics Bureau, they produced combined
profits of CNY906bln.

SOEs, both large and small, share a number of common challenges.
They suffer from political interference (at both the local and the national
level), have unclear lines of control (often controlled and managed by
one or more ministries or administrative units), have poor creditworthi-
ness and repayment incentives (no hard budget constraint and cannot go
bankrupt), are burdened with policy and social goals (generate employ-
ment opportunities locally and shoulder social and tax payments) and
lack professional management and functioning structures of corporate
governance.? Thus the incentives to lead these enterprises in a com-
mercial way are rather thin (Goodhart and Zeng, 2005) and the incen-
tives for taking risks depend on the managers’ interest in raising their
personal career prospects.

Last but not least, large enterprises such as state-owned ones are
attracted to bank loans because they are relatively cheap (MGI, 2006)
and less cumbersome compared to debt markets. Banks are the preferred
partners for financing not only because of pricing, but also because
of the historical relationship that bonds them, because of the similar
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administrative structures that still exist and because of the shared inter-
ests on both sides.

Such conditions naturally influence negatively their lenders -
traditionally, the SOCBs. While the riskiness of SOEs may be understood
as low because of the high likelihood of being rescued, SOEs are partly
responsible for the large volumes of NPLs in the SOCBs.* The SOEs
remain a major liability of the financial sector (and not an asset).

Private and collective enterprises

According to a Caijing survey (Du J., Lu Y. and Tao Z., 2008), the non-
state sector generates around 65% of China’s GDP and accounts for
70-80% of its growth, but only 20% of formal bank loans find their way
to this type of borrowers.’

Often, lending to private firms is seen as more risky because of their
information opacity,® lack of collateral, and the absence of formal struc-
tures and good governance. Other factors also influence their access to
loans: the operational and lending policies of banks (procedures often do
not differentiate among borrowers, industries, and so on); the incentive
mechanisms for bank managers (often based on stable interest income
generation and the avoidance of bad loans); and the lack of widespread
confidence in private enterprises (Zhang X., 2004a).

Private and collective enterprises lack collateral which would be
required to enhance their creditworthiness in the eyes of Chinese banks.
Collateral is often required in the form of land or buildings, the only
type of collateral acceptable to many banks (OECD, 2005; Table 6.4).
Some banks in the coastal areas use other forms of collateral on a trial
basis, such as inventory and movable assets. These could develop in the
future, as shown by PBOC projects.” With Chinese banks progressively
relying more on cash flows for analysis and lending, the accessibility of
credit for enterprises other than SOEs should become easier and enable
the further penetration of local banks (OECD, 2005).

All other things being equal, collective enterprises such as TVEs fare
slightly better. TVEs are established in villages or townships but their
ownership form may be either private or collective.? These represent a
strong inflow of financial resources for townships and villages which
saw their revenues decrease as a result of fiscal reforms. The TVEs gener-
ate profits that can be transferred to the township. They make up 53%
of the loan portfolio of RCCs (He G., Du X., Bai C. and Li Z., 2009).

The TVEs have a greater chance of getting a bank loan - at least with
local financial institutions — because of the protection from local authori-
ties. In the past enterprises in rural areas have often relied on their local
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Table 6.4 Loan portfolios’ collateralisation, 2008

SOCBs average (%) JSCBs average (%)

Unsecured loans 27.2 20.1
Loans with guarantees 21.2 31.9
Collateralised loans 38.0 35.6
Loans with pledges 13.6 12.4

Notes: Unweighted averages. JSCBs do not include Bohai Bank.
Source: Own calculations based on data from banks’ annual reports.

governments to ensure sufficient funds. At the same time, these gener-
ated tax revenues and employment in their areas. However, they still
suffer from the poor financial intermediation because most lending is
directed towards urban areas. Banks implicitly analyse rural enterprises
as being more risky and less worthy of loans. Apart from this bias, col-
lateral is also an issue for TVEs. They lack the ability to provide collat-
eral and require stronger support and guarantees from local authorities
(Kwong and Lee, 2005).

Rural enterprises are characterised by Huang (2008) as entrepreneurial,
market-oriented, and politically independent — for him these are the
mainstay of healthy growth rather than their urban counterparts. Where
rural enterprises found financial liberalisation, property rights security
and some checks and balances on government bureaucrats, they have
thrived — as in the 1980s.

Lending bias

The lending bias towards large SOEs is a continuing feature of the
Chinese banking landscape, even though the banks have had time to
promote reforms internally. There are a number of reasons for this.

First, the central authorities continue to dictate on an ad hoc basis
which industries should be prioritised or discriminated against in lend-
ing (in the most recent example, the CBRC asked banks again not to
lend to energy-consuming industries). Additionally, the five-year plans
in recent years have highlighted in very concrete steps which industries
should be prioritised: environmentally friendly industries, knowledge-
based activities, enterprises controlling core technologies and resources,
and so on (Naughton, 2007).

Second, despite often poor financials, the SOEs continue to enjoy
strong support and backing can be expected in dire times — at both
central and local levels. The banks fully know this and recovery can be
expected to be easier — albeit not always faster. Local governments have
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a strong interest in keeping their pet enterprises afloat as they are pil-
lars in the local economic development (in terms of tax revenues, job
creation, and so on).

Third, once the financing needs of SOEs are met, the remaining funds
can be used for other enterprises as well — thus a crowding-out effect
exists (Poncet et al., 2009). SOEs further act as informal lenders by lend-
ing on some of the funds they received from banks.

Fourth, the financial health of most SOEs is bolstered by the fact that
they continue to pay subsidised interest rates on their loans (Ferri and
Liu, 2009). With lower costs, their profitability appears in a better light
and they even are now required to pay dividends to their state share-
holders (Mattlin, 2007).

Fifth, both the banks and the enterprises they finance are controlled
by the state as their majority shareholder. Decision-making can be tilted
towards required issues. State ownership also works when the owner-
ship is only indirect.

Finally, the fiscal stimulus enacted in late 2008 is being implemented in
large part by the banks. This led to an even more pronounced lending bias
towards the SOEs. Many observers then wrote about ‘E# IR’ — meaning
that the government spreads its wings while the private sector retreats.

To ensure access to bank loans, private enterprises have to spend a
considerable amount of their profits on a range of fees and entertain-
ment. A survey of the investment climate in China published in 2006
shows that all enterprises have had to apportion part of their revenues
to pay for entertainment fees (often a euphemism for payments to
induce favours), as well as having to interact frequently with administra-
tion. However, the share of sales that is put forward for entertainment
averages 1.0-1.5% for state-owned firms and 1.1-1.8% for small domes-
tic firms depending on the firm’s location (World Bank, 2006). The time
spent with bureaucrats averages 58-89 days for SOEs and 30-45 days for
small domestic firms - again depending on their location.

The financial intermediation function of Chinese banks is hampered
by hidden information and hidden action (Longueville and Ngo, 2004).
In fact, bank officers tend to build informal information networks to
mitigate this risk, but the reliability of these is limited by the private
interests of stakeholders in these networks (which may collude with
those of bank officers). Other factors such as inappropriate incentives
on both sides and limited risk pricing mechanisms in banks® also place
a drag on the system.

The issue of hidden action is also a strong challenge in China. Credit
monitoring and controls are under-developed at best and loan officers
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rarely check the use of loan proceeds or the progress of an investment
project. In fact, they do not have any incentives to do so: there is little
punishment for bad behaviour (such as loss of employment) and the
bank will not be declared bankrupt when it accumulates losses. Where
bank managers are responsible for their unit’s profitability, discrimina-
tion against SMEs is much less likely to occur (Brandt and Li, 2003).

More stringent capital requirements have a potentially negative impact
on the depth of financial intermediation: to comply with higher capital
adequacy, one inexpensive way is to increase the portfolio of govern-
ment bonds which carries a lower risk.

In the past few years, the Chinese authorities and regulatory bodies
have stepped up their efforts to induce banks into lending to SMEs and
private enterprises.!® Since the SMEs and private enterprises are a large
but loose constituency (without a strong cohesion or influence over the
state apparatus), local and central government use supportive policies to
ensure that those outside the state sector are also able to increase their
revenues. Such actions function as a valve through which air can escape —
or in that case enterprises can be reassured that their concerns are taken
seriously. Government intervention does not target the resolution of
market failures but rather uses a varied range of mechanisms to ensure
control over an orderly financial system.

The more pervasive the interference and influence of the central author-
ities, the less liberalisation and free space will be available for private entre-
preneurship to thrive and to find adequate funds for growth.

6.4 Informal financial intermediation

Because Chinese banks do a poor job of financial intermediation, enter-
prises and individuals turn to the informal financial sector.!! This has
grown in response to their financing needs.!? Both, the formal and the
informal financing tracks seem, however, to be necessary ingredients of
China’s economic success (Allen et al., 2005).

Informal lending has also developed because private funds have only
a few good investment opportunities: lending informally can bring as
much as 20% p.a. compared to the 1-2% in a bank’s savings account.!3

Informal lending in China takes various forms: loans from family and
friends, pawnbrokers,!# rotating savings and credit associations (ROSCAs)
or hehui (%) in their many different forms, money houses (£%JE),
private equity or placement funds,'® loans funds from SOEs, note dis-
counting, land pawning and sharecropping, and so on (Tsai, 2001; Li
and Hsu, 2009). Informal lending is especially lively in coastal areas and
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in Southern China. However, inner provinces as well as the North-East
also see informal finance activities (Li and Hsu, 2007). It is not only the
poorer strata of the population and smaller enterprises that benefit from
informal arrangements — SOEs and wealthy individuals also make fre-
quent use of informal finance. Not only do contract enforcement costs
(for collateral and administrative requirements) raise the bar higher for
those seeking appropriate financial products, but also interest rates ceil-
ings continue to hamper the risk pricing and management capacity of
commercial lenders.

Researchers have tried to estimate the scale of informal finance in
China. The latest calculations are based on a large-scale survey in 2006
across almost all provinces and summarising the views of bank manag-
ers and entrepreneurs as well as government officials. The figures suggest
that informal finance could account for around CNY1,505 bln (Li and
Hsu, 2007: 57, 7) — that is around 8% of GDP. These figures appear large;
however, prior surveys have also shown that informal finance is indeed
very common - particularly in rural areas and for smaller enterprises. For
instance, in rural areas, it could account for as much as 70% of all lending
(Yao K., 2006) and 60-70% of SME financing comes from informal lend-
ers in underdeveloped areas, compared with 30% in other areas (OECD,
2005). Informal lending can account for as much as 45-65% of all financ-
ing for large SOEs but 90% for small enterprises (Allen et al., 2004, 2005).

This hugely popular mechanism for financing needs remains a means
of securing funds rapidly (four to six times more quickly as discovered
by researchers in Nanjing and Shanghai; Li and Hsu, 2007) but a rather
expensive one. Informal credit markets experience interest rates that can
be much higher than those found in formal ones. A survey in Nanjing
and Shanghai in 2006 found rates ranging from 8.4% by relatives to
15.3% by private lenders.

There can also be considerable variation in loan amounts: single loan
amounts in Henan are at least CNY4 mIn (Guo L., 2005) while another
survey found that on average enterprises draw CNY10-30 mln (Niu M.
et al., 2004). The purposes of such finance are becoming more diversi-
fied: from the original consumer orientation (including education, hous-
ing, individual farming) and the easing of short-term financial shortages
(mainly for enterprises, both SMEs and TVEs) towards longer-termed
productive operations (Niu M. et al., 2004). There is no reliable data for
delinquency rates in informal lending, but these are assumed by most
researchers to be quite low.

Informal lending has some important virtues in the Chinese banking
market. Informal finance relies solely on creditworthiness, is flexible,
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convenient and produces easily understandable information (no need
to understand procedures, requirements, and so on). Furthermore, infor-
mal lending makes a strong contribution to local economic develop-
ment (Guo L., 2005) and gives information on realistic lending interest
rates. Finally, it provides useful investment channels for idle funds and
creates more impetus for reform in the formal lending system (Niu M.
et al., 2004). But informal lending puts pressure on the sources of funding
for formal banks, it represents foregone tax revenues for the authorities,
the interest rates can be usurious, it breaches with official development
policies (runs contrary to any controls that governments tend to set upon
financial flows), and finally limits the regulatory role of the authorities
(Girardin, 1997).

Local governments have long tried to curb or to forbid informal lending
(Tsai, 2001); however, they have recently changed their attitude (Yu L.,
2006) and have begun to monitor developments in informal lending
(Balfour and Roberts, 2004; Li and Hsu, 2007). Having said that, atti-
tudes still differ in regions and provinces and are also largely dictated
by the liveliness of informal lending in that particular area and the atti-
tude and support to private sector development of that particular local
government (Tsai, 2001). Some authorities turn a blind eye as long as
social disorder is avoided; others try to curb such activities when they
compete head-on with local financial institutions which the authori-
ties often own. Finally, other authorities tend to protect SOEs where
these play a strong role in the local economy. Overall, there is no com-
mon or consistent pattern of treatment across China and the attitudes
are determined not by central decisions and requirements, but rather
by current local interests, historical developments under Mao (Li and
Hsu, 2007) and authorities’ understanding of how to apply central
regulations.!®

Still enterprises’ growth cannot be explained solely in terms of the
lively informal financing arrangements described above. Researchers using
a World Bank sample from 2003 have found that private firms tend
to grow more rapidly (with higher profits reinvestments and higher
sales growth) when using bank finance (Ayyagari, Demirgiic-Kunt and
Maksimovic, 2010) — which does not mean that banks are the secret
behind China’s growth. It seems banks can exert pressure (either on
purpose or incidentally) on owners to spend their profits more on the
enterprise the bank is financing than on other ventures that are worth
investing in but which do not correspond to the loan purpose. Informal
finance remains attractive — probably because of its flexibility and less
narrow-minded supervision.
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Box 2 Credit registry

In 1997 the PBOC established a centralised database for bank loans.!
Within five years, the system covered almost the whole of urban
China - but only in the case of corporate loans. Individual loans as
well as trade credit were added at a later date. The nationwide credit
registry finally became a reality in 2004 under the name of State
Credit Bureau — under the aegis of the PBOC. The enterprise database
and the registry for consumer lending were merged two years later.

As of December 2008, the database covered over 14 mln enter-
prises and 640 mln individuals. On any day, on average, the banks
would make around 560,000 checks for individuals and 130,000 for
enterprises.

The database includes information on the borrower (name, address,
loan registration number, industry, some general financial data and
pending law disputes), loan profile (amount, type of debt, currency,
status of repayment based on the five loans classification, maturity)
and on the collateral provided (guarantor details, mortgages, amount
valued, as well as since recently account receivables used as collateral).
A potential borrower will be required to present its loan registration
card (provided by the PBOC) to the lending bank, which will then
conduct an online check of the records of the borrower. When grant-
ing a loan, the bank will submit the necessary information about the
transaction and the borrower to the PBOC. The information provided
also covers payments to utilities companies (PBOC statistics show
that as of June 2008 over nine million people were included).

In 2007, account-receivables information was added to the data-
base for the first time, and by October 2008 there were around 30,000
accounts. The PBOC also increased its services to include informa-
tion on SMEs and rural clients which had never before had a loan -
in order to support information supply to banks. At a later stage it
could include insurers and brokers — but should also be expanded to
all non-bank financial institutions. Further the data included will
also soon cover tax-related payments as well as those related to legal
proceedings and offences.

Once more the main issue to be tackled in that respect is regula-
tion. At the time of writing there is no final regulation on the credit
registry and data protection? issues also remain open. Concerning
the regulation of the credit registry (the draft regulation is ready)
the main issue at stake is the responsibility of the management of
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the credit registry. While it might appear natural for the PBOC to
take the lead, the merging of many data sources (legal, tax, and so
on) means that much of the data also comes from other ministries
and state departments which also want to retain a say in how the
credit registry is run. Other authorities fear any monopoly over such
wealth of data — that is, power. Then, to make things more complex,
some of the data is held and gathered at the local level where some
local governments have even established competing systems and
databases (Wang P., 2010).




/

New Forms of Financial
Intermediation

To expand the outreach and scope of financial services in China,
commercial banks have been allowed to enter new business realms.

7.1 Microfinance and rural

Soon after Muhammad Yunus received the Nobel Prize for the creation
of the microfinance institution, the Grameen Bank, the CBRC published
a set of new regulations to ensure improved financial intermediation in
poor and under-banked areas of China.

Microfinance institutions cater to the financing needs of the under-
banked population around the world. Up to 2006, however, microfinance
remained in China a small undertaking with non-government organisa-
tions or highly subsidised government on-lending providing the main
services (there are around 300 such projects in China, He G., Du X.,
Bai C. and Li Z., 2009). Few were able to bank on that population in
a profitable and thus sustainable manner.! None of them gained real
scale in its operations. Microfinance was regarded more as a poverty
alleviation tool for rural areas and unemployed urban dwellers than as
an alternative financial intermediation mechanism (Situ, 2003).

One explanation was always that the under-banked are un-bankable in
the eyes of commercial banks. However, lifting the restrictions on com-
mercial banks to enter the microfinance arena has shown that they also
have a genuine interest in advancing in that field. Not only did China
lack the proper regulations, but its loan officers had to learn how to
lend to such clients. The government funds forwarded by the RCCs also
crowded out any commercially viable schemes.

In the market, potential seems high if one realises that by the end of
2006, there were 37,000 townships and 624,000 villages with a combined

92
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Table 7.1 Yearly income of Chinese households (CNY, %)

Rural Urban Rural income as
households households % of urban income
1990 990 1,516 65
2000 3,146 6,296 50
2008 6,701 17,068 39

Source: National Bureau of Statistics.

population of 740 million and around 230 million households (He G.,
Du X., Bai C. and Li Z., 2009; Table 7.1). Loans came from formal insti-
tutions only for 38% of their needs; the remaining 62% were covered
by informal mechanisms.

Microfinance in China is mainly a rural affair. While China has man-
aged in the past to alleviate poverty on a large scale (albeit more in the
1980s than during the 1990s; Huang, 2008), the most recent past was
characterised by rising income inequality and opportunities between
urban and rural population, between coastal and inner provinces, and so
on. At the same time, the question of food security has also become of
paramount importance to the leadership. More than half the population
account for just 15% in banking activities. In Chinese eyes the forgotten
farmers have a huge potential for revolt and so access to development —
and therefore to finance — are key to them sharing in the fruits of eco-
nomic reforms and progress. Finally, realising that the rural credit coop-
eratives have done a poor job of catering to their customers’ needs — with
only 60% getting the required financing — and that a change could not
be expected any time soon, the regulators decided to open up the mar-
kets: perhaps some contenders would bring in a better understanding of
how to conduct business. In searching for measures to reduce inequali-
ties and increase food security, the central authorities have produced
between 2004 and 2009 a series of Number 1 Documents? concerning
the sannong =R (agriculture, peasants, rural areas®) — this to highlight
the importance of the issue. One leg of the measures to be implemented
tackles rural financial intermediation.

In December 2006, the CBRC published a first set of regulations open-
ing market access to rural areas to basically all commercial financial
institutions — both domestic and foreign (References for laws 45, 46,
48 and 67). Other financial services issues were tackled either by the
relevant regulatory authorities (for example, CIRC: SinoCast Banking
Beat, 2010d) or by other banking regulations targeting specific financial
products (for example consumer finance, and so on).
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To deepen the level of competition, enhance financial coverage and
respond to the unmet needs of 65% of farmers in rural areas,* CBRC
proposed the creation of a special regulatory framework for establishing
rural financial institutions: with lower entry requirements and thresh-
olds but at the same time stricter supervision (£ 7#, ™). These
entities can be in the form of ‘rural funds mutual aid groups’, ‘loan
companies’ or ‘township and village banks (VTBs)’ (since June 2009,
under certain conditions loan companies can upgrade themselves into
VTBs: References for laws 66). They may be established at county, town-
ship or village level, with the approval of the CBRC. Their capital is pro-
vided by the rural population and rural enterprises for groups, by banks
and cooperative banks for loan companies and by banks (also foreign
ones), non-banks or individuals for banks. The range of products will
depend on the entity: all can provide loans, but are barred from taking
deposits — with the exception of VIBs. For regulators the new entities
should, with their flexibility and sound mechanisms, enhance coverage
of the banking-wise blank parts of China.

While not pertaining to microfinance in the strict sense of the word,
these institutions are still a venue for serving the under-banked popula-
tion and lending out small amounts.

Some Chinese and foreign banks indicated their interest at an early
stage, and this could be the beginning of true competition in rural areas
giving much-needed life blood to an almost dead patient (see chapter on
rural financial institutions). The first village bank opened in March 2007
and within a few months a foreign one followed. Other lenders, including
newly merged rural commercial banks, are opening VTBs, which can then
rely on their shareholders’ experience, network and systems. Farmers
have also put their savings together to create mutual aid groups. They
are in charge and the outlets offer simple products with quick processes
and rates lower than informal ones.

The development of rural financial markets has shown that profitabil-
ity can be achieved (CNY41 mln together cumulated until the first half
of 2009) but the Ministry of Finance nonetheless still offers government
subsidies (up to 2% of outstanding loans) when certain growth and
prudential conditions are met (SinoCast Banking Beat, 2009a; Reuters
News, 2009¢). True commercialisation would enhance economic devel-
opment by ensuring that resources are allocated according to demand.
Authorities are pushing for further new institutions so that these are pro-
jected to reach 1,294 by end-2011 (CBRC, 2009a). The crucial question
of creating sound incentives will be tested in the future: if one institu-
tion fails, then who will bear the risks and the losses?



New Forms of Financial Intermediation 95

Microfinance in the strict sense became a full reality with the enact-
ment of the Guidance on Rural Microloan Business Promoted by Banking
Financial Institutions in August 2007 and of the Guidance on Pilot
Microloan companies in May 2008 (References for laws 46 and 48).5

Prior to this and starting as early as 1981, large UN organisations such
as UNWDE, IFAD and UNFPA began microfinance projects in China.
Later on the Rural Development Institute of the Chinese Academy of
Social Sciences also implemented three projects — in Henan, Shaanxi and
Hebei. Other donor organisations also joined the party, but it was only
in the early 2000s that the RCCs made tentative inroads in the area.
The Grameen model was often the choice of loan arrangement with its
typical group lending at interest rates of around 8% p.a. (Rahman and
Luo, 2010). Levels of repayment were poor (Brandt et al., 2005b). During
these initial stages, microfinance lacked scale, proper regulations, out-
reach, and management experience.

It is only in recent years that commercial banks such as city com-
mercial banks under the aegis and support of the China Development
Bank (Bi and Shen, 2009), the RCCs for some and the Postal Savings
Bank chose to enter microfinance lending by offering individual loans.
Only those established as formal financial institutions under the super-
vision of the CBRC can offer savings products and money transfers as well
(Table 7.2).

In common with many other regulations in China, those concerned
with microfinance are highly detailed. For example, the loan size should
be between CNY10-50,000 and CNY100-300,000 in less and more
developed areas respectively. The guidelines also require financial insti-
tutions to streamline their operations and to reduce the administrative
burden. The funds can be used for productive as well as consumer pur-
poses (References for laws 46). Also interest rates are set at market rates
by the institutions, but within the limits permitted legally.

Unfortunately, in terms of microfinance regulations, China has not
gone much further. In fact, microloan companies can be established as
long as the local governments in the regions in which they are active
are willing to take responsibility for any possible losses and to supervise
them independently. Thus few have come forward to date and the high
level of uncertainty surrounding their future has also been a constraint
on interested parties. They will have preferred other better regulated
alternatives such as VIBs. The barriers for entry are then lower when reg-
istering with CBRC than under local rules (for example, in Beijing® the
capital requirement is ten times higher; He G., Du X., Bai C. and Li Z,,
2009). Despite restrictive local regulations, a newspaper article reported
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Table 7.2 Selected MFIs in China (2008, CNY)
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China Fund 15.7 26,878 584 0.76% 42.60% 0.14 -0.55%
for Poverty
Alleviation

Chifeng Zhaowuda 1.2 3,331 363 0.00% 32.65% 0.03 4.57%
Women’s

Sustainable

Development

Association

Ningxia Yanchi 1.2 4,244 287 — 2.98% 0.13 —6.49%
Women's

Development

Association

Opportunity 1.7 407 4,116 490% 27.33% 1.6 —-097%
International

China

Rishenglong 4.5 457 9,846 2.13% 94.05% O 12.47%
Sichuan Yilong 0.97 3,086 315 1.59% 68.77% 0.22 0.96%
Huimin County

Bank

Microcred 17.9 1,034 17,336 0.98% 99% 0 4.3%

Notes: As MFIs are free to report to MIX Market and the table only entails a selection of the
largest ones, thus this cannot be considered a full market overview.
Source: MIX Market www.mixmarket.org and annual reports of the entities.

that — based on PBOC data — there were 1,334 small loan companies
in China by end-2009 with loans outstanding amounting to CNY76.6
bln (SinoCast Banking Beat, 2010b). Furthermore, all non-bank microfi-
nance projects remain in a grey area of regulation.

At least, under-banked Chinese have received more attention and a
wider range of services: CBRC reported that by end-2009, the number
of villages and townships that had no banking facilities declined from
2,945 to 2,792 within six months, and those without any financial
services declined from 708 to 342 within the same period of time
(CBRC, 2010).
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7.2 Retail lending

Since the beginning of the liberalisation process in 1978, Chinese banks
have had the opportunity to widen the scope of their financial prod-
ucts. One of the main growth areas in the Chinese banking system is
retail banking.

Retail banking is relatively new to China and in recent years has been
growing rapidly. In 2000, retail loans accounted for 5% of GDP, in 2004
they had increased to 13% and, finally, in 2009 they amounted to CNYS5.5
bln (of which 88% are medium- to long-term loans), based on PBOC data.
Most of these loans are residential mortgages, followed by other consumer
loans (including credit cards lending) and automobile loans. The market
for retail lending is dominated (as in the case of other types of lending) by
the four SOCBs and to a lesser extent by the JSCBs (Table 7.3).

Such strong development can be explained mainly through the more
consumption-driven economic growth in China and the growth of dis-
posable incomes (especially in urban areas but now even in rural areas)
as well as the growing usefulness of the credit registry which now also
includes a large number of individual borrowers (Box 3).

According to von Emloh and Wang (2004), however, not all consumer
segments are profitable: the more affluent customers account for 18% of
customers and generate 40-50% of profits, but the less affluent 80% are
unprofitable. The affluent customers are concentrated in coastal areas
and have higher requirements in terms of level of financial services. This
is an area where foreign banks can distinguish themselves.

Over the years and with more experience and a benign economic
environment, there has been an improvement in the quality of the

Table 7.3 Retail lending in China (CNY bln)

2007 2008 2009
SOCBs JSCBs SOCBs JSCBs SOCBs JSCBs
Total loans 12,604 4,981 14,324 6,197 19,085 8,413
Total consumer loans 2,715 1,004 2919 1,131 4,232 1,704
Mortgage loans 1,941 646 2,155 852 3,133 1,256
Credit card loans 289 42 116 108 161 144
Other consumer loans 470 95 647 275 936 299

Notes: The figures do not include the breakdown for Everbright in 2007, for Bohai in 2007-09,
for GDB in 2007, for Zheshang in 2007 — this means that the breakdown does not always add
up to the total. In the JSCBs only Evergrowing is not included.

Source: Banks’ annual reports, 2007-2009.
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Table 7.4 Non-performing loan ratios in retail
lending (%)

2006 2007 2008 2009

Retail loans 0.53 2.77 1.29 0.92
Credit cards n.a. 2.63 2.39 2.83

Mortgages n.a. 1.06 0.91 0.59
Automobiles 9.93 5.45 2.92
Others n.a. 7.57 1.78 1.41

Source: CBRC (2007, 2008, 2009¢ and 2010).

commercial banks’ retail portfolios. Credit cards remain somewhat a
matter for concern, but the previously disastrous quality of automotive
loans has improved to more sustainable levels — albeit not yet healthy
ones (Table 7.4).

The first notices regulating retail lending were issued in 1998. More
recently, strong growth prompted CBRC to issue a new Provisional rule for
managing personal loans (References for laws 47). Principally, it increases
the internal management requirements for personal loans in banks,
for example requiring automatic drawing of the monthly repayments,
further controls into uses of loans (does not apply to credit cards and to
auto loans) and for larger loans (over CNY300,000 the funds should be
disbursed directly to the receiver rather than the borrower).

Credit card lending

Bank cards have now become staple goods in China and the market is
growing rapidly. According to a KPMG survey, there were some 142 million
credit cards and 1,658 million debit cards in China by end-2008 (KPMG,
2009). For foreign banks, credit cards represent a great opportunity to
reach out to high net worth individuals and urban consumers without
having a widespread branch network similar to that of other domestic
commercial banks. They also offer substantial data-gathering opportu-
nities for the study of consumption patterns and behaviour. But that
would be to reckon without the challenges of the Chinese market.
Cards in China come in three main versions: ATM cards, debit cards
and credit cards. The majority of the issued cards are debit cards which
enable the holder to withdraw money at ATMs and make payments that
are immediately debited from current accounts. By the end of 2007,
the purchase volume was 2.9 million and the cash volume 30 million
(KPMG, 2009). There are quite a large number of cards in circulation,
but the level of card purchases is relatively low (around one-third of all
cashless purchases; Ren, 2010) as cash remains king and almost a third
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of all cards remain unused (card penetration ranges from 45% in the
largest cities to 17% in smaller locations). In 2001, a new type of debit
card was introduced, called 8Bk (yinlian), which enables the holder to
withdraw and pay at all points of sales terminals and ATMs in the coun-
try (at a cost per transaction, but at least proving that it was possible to
link all institutions). At the turn of the century, the largest issuers were
the SOCBs, with a market share of 90% (Worthington, 2003; Yan M.,
2005). These have steadily lost ground to the more aggressive and effi-
cient joint-stock commercial banks such as Merchants Bank.

Credit cards account for only a small share of all plastic cards. The
first credit cards were introduced in 1979 by BoC as an agent for large
foreign international banks. In 1985, BoC proceeded to introduce its own
domestic credit card. In 1987-1988 it signed agreements with Master-
Card and Visa. At the end of the 1980s, the other SOCBs had followed
suit with the introduction of their own cards. In 1996, PBOC promul-
gated regulations with regard to credit card management. Credit limits
are granted to individuals in full-time employment. With the integra-
tion of China into the world economy, the monopolist China UnionPay
(CUP)” - controlling the country’s payment and settlement system — has
signed agreements with over 90 countries, so that its credit cards can be
used abroad as well.

Now the urban infrastructure is increasingly supportive of card
transactions: more than 1.35 million merchants accept the cards, with
2.1 million points of sales (POS) and 1.9 million ATMs (by mid-2009;
PBOC, 2009c¢). But the system is not yet fraud-proof. PBOC statistics reveal
that in the first eight months of 2009, fraudulent cases had increased over
twofold — to 6,362 cases involving CNY440 mln. One security against
this is that credit balances are limited to CNY50,000 per card, independ-
ently of the borrower’s creditworthiness. With the financial crisis, the bad
debts in credit card lending also rose: by over 100% in each quarter of
20009 to reach 3.4% of total retail debt in September 2009 (Ren, 2009; the
ratio dropped slightly in the last quarter). Another security is now that
criminal charges can be brought against those defaulting on credit card
debts for more than three months. Finally, the banks can now rely on a
credit registry with large amount of data from which they can monitor
the repayment behaviour of (potential) clients.

China’s credit card market lags behind the country’s level of economic
development. On one hand, this can be explained by the high propensity
to save in China. On the other, it can also be explained by the difficulty
in recovering debts. Despite these impediments foreign banks appeared
inclined to believe that great market opportunities still existed. While
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margins appear high, low levels of card usage and card spending mean
that profitability can only be reached with high issuance volumes. Thus
far, the growth has been supply-driven and cards are often a promotional
exercise. Profitable margins can be a reality only once customers do use
their credit cards for revolving credit. Furthermore interchange rates are
not the result of market forces but rather are limited by PBOC (1.4% or
0.2% for the issuer and CUP respectively in most cases, KPMG, 2009).
Since 2003 a number of foreign banks (such as the partnership between
HSBC and Bank of Shanghai) have chosen to enter the credit card market
through strategic partnerships with Chinese banks . Then with the WTO
membership, most foreign issuers and banks hoped to enter the market
directly, but they were delayed in this when the regulators stipulated
that they should first establish data processing centres (EIU, 2010a).

Consumption lending

The regulators have also created an opening solely for consumption
lending. The State Council had previously required regulators to sup-
port growth and in particular to spur domestic consumption to help
change the structure of the Chinese economy away from solely export-
led growth. These consumption loans companies can be registered since
July 2009 (References for laws 59). This new type of financial institu-
tions will surely increase the level of market competition — but probably
first in the larger urban centres where it is easier to reach borrowers.

These institutions are registered and supervised by the CBRC and can-
not take deposits; they loan only small amounts for consumption pur-
poses. They can also serve as agents for other financial products such as
insurance or investment funds deemed suitable by regulators. The loan
amount to an individual client is limited to five times his or her monthly
income. Entry barriers are lower, but the level of supervision remains
tight: the companies need to comply with a CAR of 10%, 100% loan
loss reserves and a balance on investment not over 20% of total assets.
Investors must show a clean and profitable record for two years (foreign
ones additionally need to have had a representative office or branch for at
least two years). The registered capital must not be below CNY300 mln.

Already three such companies with local capital have been approved
(by the Bank of China, the Bank of Beijing and the Bank of Chengdu),
with a fourth foreign one awaiting approval (CBRC, 2010).

Automobile finance

Automobile lending is also a growing area of consumer lending. Auto-
mobile loans amounted to CNY158 bln in 2008 with SOCBs lending
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CNY 74.3 bln, JSCBs CNY31.1 bln and auto financing companies
CNY31.8 bln (PBOC, 2009a). To date in China only large commer-
cial banks and nine foreign carmakers (Volkswagen, Toyota, Daimler
Chrysler, Ford, Peugeot, Volvo, Nissan, GM and Fiat) offer such loans.
As at end-2008, the nine AFCs had total assets of CNY38 bln. The qual-
ity of these assets is quite low (see Table 7.4). Additionally, only 10% of
carbuyers are said to use automobile financing (Asia Pulse, 2010) and
insurers have withdrawn from this type of business.

The 2004 regulations on car loans require that the maturity of these
should not exceed five years (or three years for used cars); the loan
amount is also capped according to the use to which the car will be put
(private or commercial). Individuals have to make a down payment of
at least 50% of the car price (References for laws 57 and 58).

To increase liquidity and growth in that market, regulatory authori-
ties have allowed the issuance of the first car-loan-backed securities (by
GMAC-SAIC joint venture for CNY1.9 bln) and of the first bonds.

Real estate lending

Real estate lending is highly correlated with the authorities’ assess-
ment of the market. This is a strong example of bureaucratic meddling
and regulatory interference since its inception - this, however, did not
impede strong growth.

Residential mortgages accounted for CNY4.76 trillion at the end of
2009 (Xinhua Chinese News, 2010) a 43% increase over the year. These
have seen strong growth rates, with an average of 30% p.a.

The growth in real estate lending has paralleled the growth in the
prices of real estate. High rates of growth are of concern to the authori-
ties and have prompted them to intervene through a variety of adminis-
trative measures. In April 2005, in an attempt to curb real estate lending,
16 Shanghai lenders were ordered to cease any short-term consumer real
estate lending business, preferential interest rates were removed (that is,
for first-time buyers, the 10% reduction on the base rate was removed
and the base rate for second-time and other buyers was 6.12% and only
higher rates were allowed), and lenders were allowed to finance only
up to 70% of their mortgages (PBOC, 2005a). Further cooling measures
such as taxation (increasing the tax burden when a property was resold
within five years) and prudential requirements (including increasing
the risk weight for some real estate loans in the capital adequacy calcu-
lation) were also introduced in May 2006 (Yu N. et al., 2006).

A similar pattern can be observed in the propping up of the market.
To prevent a freefall in real estate prices, which happened to coincide
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with the broader economic downturn, regulators relaxed their stringent
rules on mortgage lending. In late October 2008, the PBOC and CBRC
issued joint notices reducing the down payment for residential pur-
chases to 20% from the previous 30% (this was retained for larger apart-
ments) and the downward limit on interest rates to 0.7 times the PBOC
benchmark rate (for first-time buyers). Meanwhile, the MOF declared
that from November 2008 the deed tax for first-time purchases of flats
of less than 90 square metres in size would be lowered to 1%. Stamp
duty would also be scrapped. On average, first-time buyers can reduce
their costs by 9%.

Then with the fears of a renewed overheating® growing in 2009, the
authorities went the other way again. For second homes, discounts
which were possible at the beginning of 2009 were scrapped com-
pletely: the interest rate variation from the benchmark can be as high
as 1.1 times and the down payment is at least 40% (basically a return to
November 2007 requirements) (EIU, 2010a). Finally, the monthly repay-
ments should not exceed 50% of a borrower’s monthly income (in real-
ity, this is difficult to assess because banks have relatively few means for
checking borrowers’ true incomes). In addition, the preferential interest
rates for property lending were removed as a means of cooling down
developments in the property markets.

Part of the growth in real estate lending is also related to the active
role local governments play in economic development in their region
(The Economist, 2010c) which rely on land sales and taxes for up to
17% of their revenues. For many local governments, it is thus important
to keep prices high and lending on this side also high. Cooling down
this market would have to involve broadening investment opportuni-
ties for idle funds of enterprises and individuals, because real estate is
often the sole financial investment available to them.



New Forms of Financial Intermediation 103

Box 3 Interbank bond market

An interbank bond market is of paramount importance to banks. It
can help them to manage their portfolios and their balance sheets
(reducing gaps and mismatches in maturities, for example), ensure
that risks and rewards are better balanced, price financial transac-
tions and indicate the state of the economy. The prices in bond
markets are also important signals to banks and normally influence
the pricing of debts to other borrowers such as enterprises. Despite
all these positive features, the Chinese bond markets remain fully
under-developed and thus play only a side role: interbank rates are
more influenced by administrative measures than by markets. This is
also true for the interbank bond market — although it appears more
developed than the other two bond markets.

Hindering the development of a fully functioning bond market is
the competition between bond and loan markets because SOEs can
borrow from banks at subsidised rates, there is no need for them
to turn to bond markets where issuance can be lengthy and costly.
Secondly, market players in the interbank bond market do not often
trade their holdings and prefer to keep them to maturity (because of
low issuance prices), and most large banks are capital exporters while
smaller ones and other financial institutions are importers. Finally,
the Chinese bond markets are highly segmented with the interbank
bond market being the largest of the three (additionally, there are
governed by multiple regulators; Liu, Hui and Zhang, 2010).

A first bond market exists on the stock exchanges. The securities
traded include T-bonds, corporate and convertible bonds - for spot
and repo — and the trading takes place between small institutional
investors and individuals. For historical reasons the market is off-
limits to financial institutions (they have only recently been able to
participate in underwriting). A second bond market is the smallest of
all three and is an OTC T-bond market for retail investors.

The third one is the interbank bond market. This was created in 1997
for financial institutions with the intention of reining in the excesses
of the previous years and trades are OTC (over the counter). The mar-
ket is quite lively and most of the trades are by financial institutions,
although other institutional investors are also allowed there. The trades
are for spot and repos. Liveliness is also relative — in fact, credit risk is
low so that real risk management has little meaning here. Finally, most
issuance is short term in nature so that closing maturity gaps can be
a futile exercise. In future all bond types could be traded here — as the
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PBOC regulations say but that remain open as regulators disagree on
how to proceed to halt segmentation.!

To underline its commitment to the enhancement of market condi-
tions, the PBOC has issued various regulations relating to the relaxation
of entry barriers and controls and it also introduced a new benchmark
interest rate for the interbank market in early 2007: SHIBOR (Shanghai
Interbank Offered Rate) based on the CNY lending rates of 16 leading
banks for different maturities — from overnight to one year. However,
the benchmark has yet to be used in lending to bank customers.
Further, the benchmark is not influenced by market operations of the
central bank nor by bank reserve requirements, but rather by changes
in the deposit and loan rates set by the PBOC. Thus these short-term
rates cannot yet be used for asset pricing.




Conclusion to Part III

Chapters 6 and 7 have shown again that the Party is pervasive in all
realms of the economy - and the private sector is no exception. This is
actually a two-way infiltration: private entrepreneurs need to interact
with bureaucrats in their daily business so that they spend much time
courting them, at the same time the Party has promoted private entre-
preneurship within its ranks (inviting entrepreneurs to become mem-
bers,! sending (retired) members to chair boards in private enterprises,
for example).

The expansion of the means of financial intermediation has provided
a useful valve to introduce more ways of getting a loan to more borrow-
ers. The widening of product and customer scopes has not only had a
positive effect on a large share of the population, but has also improved
the performance of the banks and thus of the return on investment to
the state.
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Having provided an extensive discussion of the lending activities that
are common to all or most banks in China, we can now turn to the
analysis of individual types of banks.

While no two banks are exactly alike, Chinese banks can be grouped
into different types and their specifics can be analysed. Such analysis is
unable to catch all the differences between banks, but has the advantage
of giving a deeper and more detailed picture of the broader banking
industry in China. Interestingly, the last few years have broadened and
changed the types of active banks, and as a result, we can distinguish
four broad types:

1 Large commercial banks, including the state-owned commercial banks
(SOCBs) and the joint-stock commercial banks (JSCBs).

2 Smaller local banks, such as city commercial banks (CCBs).

Foreign banks.

4 Rural financial institutions, among which are rural credit cooperatives
(RCCs) and the Postal Savings Bank.

w

Chinese banks had a successful year in 2009 with profits rising to
CNY603 bln (compared to CNY532 bln in 2008). NPL ratios fell overall
from 17.9% in 2003 to 1.6% in 2009' and finally in 2008 the NPLs were
fully covered by loss provisions. Equity capital surged to CNY3.7 trn
(a mere 5.3% of assets) and 239 financial institutions were able to show
a capital adequacy ratio of 8% at least. The total assets of commercial
banks amounted to CNY70.3 trn (a 26% increase since 2008). The finan-
cial institutions under CBRC supervision (including commercial banks,
policy banks and NBFIs) held CNY61 trn in deposits and CNY42.6trn
in loans. The commercial banks employed 2.7 mln people spread across
3,675 institutions (CBRC, 2010).
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8

Large Commercial Banks

The banking industry in China is dominated by large commercial banks.
They also play the role of market leaders in innovation and financial
intermediation capacity.

8.1 Market shares and coverage

Between them the four SOCBs! — sometimes also called the Big Four -
hold a 47% market share, compared with 53% in 2005. While they are
losing ground to the joint-stock commercial banks, they remain strong
market players. There are also visible throughout the country with branch
networks spanning all areas (Table 8.1). The joint-stock commercial banks
(JSCBs?) have gained market share, reaching 19% in 2009 (up from 15.5%
in 2005). Their branches are spread all over the country, but concen-
trated in main urban centres.

8.2 Historical developments and business scope

Historically, the four SOCBs went along a different path from that of
the JSCBs. The SOCBs are essentially offspring of the PBOC when China
was still a mono-bank country. When they were separated from PBOC
they represented departments of that institution with sector specialisa-
tions. This explains their names: BOC specialised in foreign trade and
exchange, CCB in construction and engineering and ICBC in commerce
and industry, while agriculture was the mainstay of ABC. The banks’
commercialisation was slow and it is still much an ongoing process —
although the progress achieved in the last few years is staggering for
the financial performance at least. The banks remained for a long time —
and still are to some extent — arms of the authorities and thus policy
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Table 8.1 Branches and employees, 2009

Number of branches Number of employees

ICBC 16,394 389,827
ABC 23,624 441,144
BoC 10,961 262,566
CCB 13,384 301,537
BoComm 2,657 79,122
SPDB 565 21,877
CITIC 618 24,000
Everbright 35 19,217
Minsheng 434 26,039
Huaxia 349 12,301
Merchants 739 40,340
GDB 549 14,522
Industrial 503 22,004
SDB 302 9,887

Source: Banks’ annual reports.

lending was pervasive.3 This also saddled the banks with underperform-
ing and unsustainable business and deprived them of their financial
and commercial independence.

In each of the cases the reforms ran along similar lines. First, the better
ones, BOC and CCB, were tackled. Then came ICBC and, finally and, more
recently, ABC. For each, the authorities first transferred non-performing
loans to the respective asset management companies, and then recapi-
talised the banks with foreign exchange reserves managed by Huijin.*
After such financial restructuring, the authorities opened the banks to
foreign investors which served as anchors prior to the stock market
listings. Meanwhile, the banks had to restructure their management,
processes, activities and controls internally in order to face more serious
questioning by the markets.

The reform process at ABC took longer for a number of reasons. First,
the bank was in worse shape (NPLs® and graft were quite widespread)
and much more had to be done to get the bank to run like a commercial
bank. Second, the issues at stake in this instance were of paramount
importance to the Chinese leadership. The servicing of rural areas is
a challenging issue, involving both market principles and politicised
development goals (the State Council put a precondition for the restruc-
turing: achieving ‘facing sannong, integral restructuring, commercial
operations, possible listing’; Hu C. and Zhang M., 2010). The bank
transferred its bad assets into a subsidiary bad bank and restructured
its activities around the principle of ‘one bank, two systems’. An urban
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segment operates along commercial lines while the rural one serves a
development purpose and would be subsidised where necessary by the
first segment. In any case the bank has to have a certain amounts of
loans going to rural activities.

Compared to these, the JSCBs fared better as they were never directly
under credit quotas or policy lending instruments. Most of them were
established in the late 1980s and early 1990s (the last one, Bohai, opened
its doors in 2006; BoComm was re-established in 1986) to boost the
competition in the banking industry. Such a start under more auspi-
cious conditions enabled them to grow more healthy portfolios and
business (Table 8.2).6 They are often seen as innovators and have carved
strong niches. They are also often touted as more customer-oriented
and more efficient.

All large commercial banks are universal banks that offer similar prod-
ucts and services. At the beginning their main products included bullet
loans and deposits. With time, they have also learned to enter into retail
markets, have become agents for fund and insurance products, trans-
fer money, offer trust investments and a wider range of fee-generating
products. Deposits and loans still remain the mainstay of the banks
(see table). With time, the banks will also need to review their earnings
strategies: adding to the safe ‘=KX—&’ (‘do high margin, large custom-
ers and large projects business with high concentrations’) some smaller
niches or business innovations.

Some of the JSCBs have already carved strong banking niches: Minsheng
is a leader in SME lending while Merchants is strong in the area of credit
cards. Overall, most of them still cater to large corporates and, albeit to a
small extent, to local enterprises and individuals. To expand their offerings
they have also taken the route of acquiring other financial institutions in
China: BoComm and Merchants have acquired smaller city commercial
banks and established rural institutions, BoComm also acquired in 2009 a
small insurance company, others again ventured in the trust industry.

The large commercial banks have all made tentative overseas ventures.
Some were as audacious as to either purchase foreign banks or at least
acquire significant stakes in them. Others have preferred opening new
branches to follow their customers. Foreign ventures help them to gain
further skills. In 2007 ICBC acquired Bank Halim Indonesia, a 20% stake
in South Africa’s Standard Bank and 80% of Macau’s Seng Heng bank.
This was followed in 2009 by the acquisition of ACL Bank of Thailand
and a 70% stake in the Bank of East Asia Canada in 2010. ICBC also used
organic growth to expand its operations in the Middle East. CCB has
preferred a policy of branching out and has restricted its acquisitions
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Table 8.2 Trends in large commercial banks (CNY bln, %)

SOCBs JSCBs

2007 2008 2009 2007 2008 2009
Total assets 26,584 31,279 39,043 9,432 11,724 15,326
Net loan 12,604 14,324 19,085 5,026 6,262 8,506
portfolio
Loan loss 1,066 438 512 119 143 167
reserves
Non-performing 1,105 410 356 109 92 90
loans
Customer 21,935 25,799 31,955 6,992 8,493 11,382
deposits
Capital 694 1,855 2,126 474 572 726
Subordinated 135 135 279 94 161 175
debt
Net loan 12,604 14,324 19,085 5,026 6,262 8,506
portfolio
NPL ratio (%) 8.01 2.87 1.87 2.02 1.22 0.89
Basel I 13.00 12.88 11.73 10.99 10.89 10.48
ratio (%)
Net profit 257 321 387 78 111 123
Return on 9.76 17.33 18.19 16.62 18.63 15.34
equity (%)
Return on 0.96 1.01 0.98 0.68 0.77 0.69

assets (%)

Note: Figures in italic are averages (unweighted), otherwise the sums.
Source: Banks’ annual reports.

to closer destinations such as Hong Kong, Taiwan or Vietnam. The
more courageous of the JSCBs took a hit during the financial crisis:
Merchants’ acquisition of Hong Kong’s Wing Lung Bank was impaired
and Minsheng's acquisition of the American UCBH was a total loss.

8.3 Shareholding structures

All large commercial banks are now structured as shareholding banks
(the latest one being the ABC in mid-2009). The SOCBs, however, still
show a majority shareholding by the state — through either Central Huijin
Investment Co.” or the Ministry of Finance, or both (Table 8.3). The
state does not hold such large direct shares in the JSCBs - although it
still remains overall and indirectly the majority shareholder. The sole
private bank is Minsheng.
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Table 8.3 Shareholding structures of the SOCBs as of
end-2009

Bank name Huijin share (%) State (others) (%)

BOC 68 NSSF 3.3

CCB 57 other SOEs 3
ICBC 35 MOF 35, NSSF 4
ABC 50 MOF 50*

Note: The state shares are since the reform of the state shares
listed as well — at least they can potentially be sold. The remaining
shares are held by other shareholders (foreign or on stock markets)
*before ABC’s listing.

Source: Banks’ annual reports.

With the exception of GDB, Hengfeng, Zheshang and Bohai, all of the
large commercial banks are listed on the stock exchanges of Shanghai
and/or Hong Kong.® Some of the JSCBs were listed long before the SOCBs
could even dream of being listed anywhere.® The largest among them
also belong to the largest worldwide in terms of market capitalisation
(PwC, 2010a): ICBC leads the group with USD246 bln. Together, ICBC,
CCB, BOC, BoComm, Merchants, CITIC and Minsheng have a market
capitalisation of USD765 bln (end-2009). The listings have had positive
effects on bank efficiency in the short term (Luo D. and Yao S., 2009).

Most of the banks can now also boost foreign shareholders (Table 8.4).
Foreign shareholders - albeit being limited to a single share of 20% or a
combined 25% - have been invited to help steer the SOCBs before their
listings. The JSCBs have also profited from that.

8.4 Governance and transparency

From a regulatory point of view, the large commercial banks all face the
same rules and laws (previously some exceptions in relation to regula-
tory requirements were made for SOCBs). All banks now publish their
financial statements using the same standards and requirements (from
the CBRC and from the stock market oversight).1°

Although increasing numbers of managers are being recruited com-
petitively and their professional background is becoming more impor-
tant in making a choice, the senior management in these banks is still
appointed by the state and the Communist Party (Table 8.5). To rem-
edy shortages of professional managers, banks have — in some limited
cases — recruited foreign executives to their senior management teams
(see chapter on corporate governance).
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Table 8.4 Equity stakes by foreigners, 2008

Chinese bank

Foreign investor

Foreign
stake (%)

SOCBs
Bank of China Li Ka-shing Foundation 0.48
Fullerton Financial Holdings Pte Ltd 4.10
Asian Development Bank 0.20
Bank of Tokyo-Mitsubishi UFJ Ltd 0.19
China Construction Bank Bank of America 11.0
Fullerton Financial Holdings Pte Ltd 5.88
Industrial & Commercial Goldman Sachs, American Express 5.15
Bank of China and Allianz
Agricultural Bank of China  Standard Chartered 0.4
Qatar Investment Authority
Kuwait Investment Authority
Rabobank, ADM
JSCBs
Bank of Communications HSBC 18.60
China Bohai Bank Standard Chartered Bank 19.99
China CITIC Bank Banco Bilbao Vizcay Argentaria 15.0
(BBVA)
Mizuho Corporate Bank 0.17
China Everbright Bank Asian Development Bank 1.9
Guangdong Development Citigroup 20.00
Bank IBM 4.74
Huaxia Bank Deutsche Bank and Sal Oppenheim 17.12
Industrial Bank Hang Seng Bank 12.78
International Finance Corp 2.73
Tetrad Ventures 4.00
Shanghai Pudong Citibank Overseas Investment Corp 3.78
Development Bank
Evergrowing Bank United Overseas Bank 12.06

Note: With the financial crisis, some cash-strapped foreign investors have sold their stakes
in the SOCBs (for example, UBS, Royal Bank of Scotland, or Bank of America) — the figures
have not been adjusted for that. The figures include only those investments at inception
(not those bought on the stock markets).

Source: Media reports; bank annual reports.

While personnel decisions remain with the Communist Party, the
banks are under the supervision of the CBRC, the rights on the banks’
assets remain with the Ministry of Finance (for the Big Four; for the oth-
ers, mostly with large SOEs — some under SASAC) and the capital is held
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by the country’s sovereign wealth fund.!! The high number of parties
involved makes conflicts of interests inevitable and increases confusion
with all remaining stakeholders (including the banks themselves).

Most senior positions are filled with party members and the chairman
or the bank president is always the secretary of the party committee. A
high value is placed on party loyalty and this is the indicator of choice for
managers’ performance. To recruit managers that are loyal to the party
but still show a minimum of financial industry experience, the manag-
ers are rotated around the banks and regulatory agencies (Table 8.5).
This practice could also be observed in the past: in 2006, Zhang Jianguo
moved from BoComm to CCB, Chang Zhenming moved in parallel from
CCB to CITIC Group, Chen Xin changed from Bank of Shanghai to SPDB.
In addition, Xiang Junbo moved from PBOC to ABC and Yang Mingsheng
changed from ABC to CIRC. Minsheng Bank - supposedly a private bank —is
also prone to party interference (EIU, 2008). Then Minsheng also recruited
a Hong Kong banker, Eddy Wang, to its team. The rotations do not only
take place within the industry, executives also move up and down from
other ministries and regulators.

The musical chairs have continued since then - culminating in the
recruitment drive sponsored by the powerful Organisation Department
since 2008 (Tucker and Anderlini, 2010). The authorities are offering a
USD147,000 bonus for all Chinese-born but foreign-educated manag-
ers to staff its banks. One prominent example was the appointment of
Zhang Hongli from a chairman position at Deutsche Bank (China) to
a vice-president position at ICBC (Wen J., 2010). Such bonus payment
to attract managers is necessary to compensate for the lower levels of
executive pay in China (Box 9). In fact, the chairmen and presidents of
BOC, CCB and ICBC received between CNY755,000 and CNY911,000
for 2009, as published in the respective annual reports.'?

Longer-serving managers also appear to enjoy a high level of trust
with the authorities and as a result their banks are able to venture
abroad more quickly (for example, Jiang Jianging from ICBC and Ma
Weihua at Merchants).

Finally, it is important to note that the internal structures of these
banks are not lean. These banks have many hierarchical layers and each
layer has decision-making power in relation to lending and many other
areas of business. For example, branches at ABC have multiple layers of
loan approvals — three layers (operational, managerial and committee
levels) — and all need to sign off a larger loan and at each level at least
a department and a senior manager are involved. In addition, the com-
mittees for loan approval have power but no responsibilities: they cast
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Table 8.5 Chairmen’s and presidents’ previous positions (selection)

Bank name

Chairman’s name and
other previous positions

President name and
other previous positions

ICBC

BOC

CCB

ABC

Industrial
Huaxia
Minsheng

SPDB

BoComm
Merchants

Everbright

Jiang Jianqing*

Member of Central
Committee of CPC, PBOC
Xiao Gang

Member of Central
Committee of CPC,
Orient AMC, PBOC

Guo Shuqing*

Member of Central
Committee of CPC, SAFE,
PBOC, NDRC

Xiang Junbo*

Member of Central
Committee of CPC, PBOC
Gao Jianping*

Wu Jian*

ICBC, BoComm
Dong Wenbiao
PBOC

Ji Xiaohui*

ICBC, Shanghai municipal
government

Hu Huaibang
CBRC, PBOC

Qin Xiao

CITIC

Tang Shuangning*
CBRC, PBOC, CCB

Yang Kaisheng
Huarong AMC

Li Lihui
Vice Governor Hainan,
ICBC

Zhang Jianguo
ICBC

Zhang Yun

Li Renxing
PBOC

Fan Dazhi
Smaller NBFIs
Hong Qi
BoComm

Fu Jianhua
CCB

Niu Ximing
ICBC

Ma Weihua
Guo You
SAFE, PBOC

Note: The selection should not suggest that all other banks’ senior managers have
similar career paths. The positions show only the name of the institution — other
than their current institution, the positions held might have been numerous and
at different levels of hierarchy. The list entails only presidents and chairmen of the
boards as of end-2009. The information does not include other positions held in
universities and other non-bank or non-government institutions.

*Those with an asterisk are also mentioned as Party Committee secretaries in the
annual reports. This information is given in a few annual reports only.

—Means that the person did not held any positions in other banks or authorities.
Sources: http://www.chinavitae.com/index.php and banks’ annual reports.

only secret votes and their decisions are not linked to pay (Zeng J. and
Liang H., 2008). Reforms have brought vertical hierarchies and more
business responsibilities to each management position, but outside influ-
ences and graft remain.
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8.5 Financial performance

The performance of the SOCBs has improved considerably over recent
years and is now comparable to that of JSCBs. SOCBs have basically
managed to close the gap in terms of efficiency, financial performance
and productivity (Luo D. and Yao S., 2009; Table 8.6).

This is certainly not only the result of reforms and restructurings
within the banks, or the result of stock market listings, but also the
result of improvements in the banks’ environment (with more private
enterprises and better protection of property rights: Hasan, Wachtel and
Zhou, 2006).

For 2009, the results, however, reflect the financial turmoil - but not
in the same way as for other banks in the US and Europe. Most banks
posted better results — but that is also an artificial result of provisioning
and impairment recognitions (Dong Y., 2010b) — which were lower than
in 2008 (which then reflected the toxic assets held by some banks for
example). It is also the result of margins that improved in the last six
months of 2009 - especially compared to 2008.

Bank margins are heavily determined by PBOC’s decisions over lend-
ing and deposit base rates and market concentrations, so that the banks
have few worries over their long-term profitability (Table 8.7).

The banks during the financial crisis in 2007-09

The banks’ exposure to toxic assets came to light during the financial
crisis (Table 8.8). But once the provisioning was done, attention turned
elsewhere.

The main impact from the financial crisis was the government’s fis-
cal stimulus enacted in late 2008. With the banks the main conduit for
stimulating the economy and saving China from a worldwide slump,
the banks have seen their loan portfolios increase strongly.

The first negative effect was a drain on earnings — mainly because
the first instrument used were short-term discounted bills with low
margins. This short-term effect ended in the third quarter and was soon

Table 8.6 Efficiency of banks compared (CNY mln)

2004 2009
SOCBs JSCBs SOCBs JSCBs
Assets/employees 14 41 28 56
Assets/branch 261 1,162 607 2,252

Sources: www.stats.gov.cn and banks’ annual reports.



Table 8.7 Performance of SOCBs and JSCBs in 2009 (CNY bln, %)

ICBC ABC BOC CCB BoComm Merchants CITIC SPDB Minsheng Industrial Everbright Huaxia SDB Zheshang Bohai GDB Hengfeng
Total assets 11,785 8,883 8,752 9,623 3,309 2,068 1,775 1,623 1,426 1,332 1,198 845 588 163 118 666 214
Net loan 5,583 4,011 4,797 4,693 1,802 1,162 1,050 911 868 692 632 419 356 86 69 367 93
portfolio
Loan loss 145 127 113 127 38 24 15 18 15 10 16 11 4 1.0 0.8 14 1
reserves
Non- 88 120 75 72 25 9 10 7 7 4 8 6 2 0.0 0.1 9 0
performing
loans
Customer 9,771 7,498 6,685 8,001 2,372 1,608 1,342 1,295 1,128 901 800 582 455 121 102 544 133
deposits
Capital 679 343 545 559 164 93 107 68 89 60 48 30 20 9 5 22 10
Subordinated 75 50 74 80 50 30 15 19 1 10 22 10 8 2 1 5 2
debt
Net loan 5,583 4,011 4,797 4,693 1,802 1,162 1,050 911 868 692 632 419 356 86 69 367 93
portfolio
NPL ratio (%) 1.54 291 152 150 1.36 0.79 0.95 0.80 0.84 0.54 1.25 1.50  0.68%  0.01%  0.10%  2.40% 0.38%
Basel I ratio 12.36 10.07 11.14 11.70 12.00 10.45 10.14 10.34 10.83 10.75 10.39 10.20 8.88 11.06 10.21 8.98 12.00
(total capital
in %)
Net interest 246 182 159 212 67 40 36 34 32 27 20 16 13 3.10 1.81 13 3
income
Fee & 55 36 46 48 11 8 4 2 5 3.12 3.16 1.02 1.18 0.22 0.13 2 0
commission
income
Operating 190 114 126 164 49 25 22 20 21 18 24 8 8 1.45 0.81 6 1
profit before
provisions
Net profit 129 65 85 107 30 18 15 13 12 13 8 4 5 0.87 0.26 3 1
Return on 19.05 18.96 15.65 19.11 18.37 19.65 13.61 19.41 13.62 22.29 15.88 12.43  24.59%  9.98%  4.90% 12.92% 11.77%
equity (%)
Return on 1.10 0.73 098 1.11 0.91 0.88 0.82 0.81 0.85 1.00 0.64 0.44 0.86%  0.53%  0.22%  0.43% 0.56%

assets (%)

Source: Banks’ annual reports, author’s own calculations.
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Table 8.8 Exposure to the financial crisis at ICBC, BOC and CCB

(bln USD)

ICBC BOC CCB Total
Subprime mortgage bonds 1.20 3.27 0.24 4.71
Alt-A bonds 0.60 1.38 0.29 2.27
other related bonds 0.06 0.00 0.00 0.06
Lehman Brothers exposure 0.15 0.07  0.19 0.42
Fannie Mae and Freddie Mac 1.70 9.95 1.50 13.15

exposure (incl. bonds guaranteed

by both institutions)

Dubai loans* 0 0 1.03 n.a.
Total 3.71 14.67 2.23 20.61

*According to Dong Y. (2009), Chinese banks (not only the SOCBs) participated
between 2002 and 2009 in over USD9 bln in loans to Dubai and related compa-
nies (that is the total loan amount granted by the syndicate, not the combined
amount lent by Chinese banks alone). The data for Dubai loans is as of December
2009.

Note: Some JSCBs also reported some losses in toxic assets.

Source: Banks’ quarterly reports, September 2008 and Xinhua China Money, 2009.

replaced by a more important issue: capital adequacy. While CBRC raised
the capital and provisioning requirements, and restrained the issuance
of subordinated debts, the bank’s capital base eroded in face of strong
loan growth (32% in 2009). As the issue became more acute for all banks,
they faced additional uncertainty in respect of the feasibility of raising
additional capital (banks hoped to raise a combined CNY300 bln in
2010): Chinese capital markets were already under strain, highly volatile
and the banks make a large share of the market capitalisation.

The final issue to be tackled here is the quality of the loan portfolio.
The quality of the new loans is not yet clear and nor is it apparent
to what extent the reforms of the risk and control management have
trickled down to the lower-level branches. The strong growth in loans
will have an impact, especially on infrastructure-related lending which
is more long term in nature. This increases concentrations but also
allowed some banks, such as BOC, to restructure their loan portfolios.
For now the bankers believe that their NPL ratios will remain below 5%
until 2014 (PwC, 2009c).

8.6 Challenges ahead

The financial performance of SOCBs has improved dramatically since
1999, much of this thanks to the largesse of the central authorities.
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The sustainability of the reforms will be tested, among others, in terms
of asset quality. Repeated efforts have shown that accounting can help
to clean up books in the short term; however, strong economic growth
coupled with excessive lending could rapidly transform the banks’
books into non-performing ones. It remains to be seen if the alleged
internal reforms and restructurings can be maintained.

All banks also face common challenges. While the corporate gov-
ernance structures are theoretically in place, since most of the banks’
shares are state-owned ones (either directly or indirectly through SOEs),
conflicts of interest do arise. The large and controlling presence of the
state in these banks damages the efficient functioning of the corporate
governance structures. Despite being partly listed on Chinese stock mar-
kets, most of their shares remain in the hands of the state and outside
investors are not yet in a position to have a positive influence on the
banks’ corporate governance.
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Smaller Local Banks

The smaller urban local banks include mainly city commercial banks
as well as a dwindling number of urban credit cooperatives. City com-
mercial banks (CCBs) are local financial institutions that were set up in
the reform era under the aegis of local governments. Most of them are
headquartered in urban centres and their development is clearly linked
to their narrow scope and environments.

9.1 Market shares and coverage

Over the years the city commercial banks have been able to achieve
a slight increase in their national market share: from 5.5% in 2004 to
7.2% in 2009. This is not only the result of an increase in their number,
but also the result of strong growth in their asset bases (from CNY15 bln
per institution in 2004 to CNY40 bln in 2009).

Considering just their national market share would be unfair since
expansion beyond their locality is off-limits for most institutions; and
for the best-in-class it has only been possible since 2005. Each of them
ranks within the first four or five banks in its local area. May Yan (2006)
has illustrated that on average they have a banking asset market share of
8.5% in their localities and, in general, rank just behind the SOCBs.

Historically, CCBs have been limited to expansion within their own
particular locality. It is now the case that healthier banks can apply for
branches outside their localities provided they have at least CNY50 bln
in total assets, equity capital of at least CNY1 bln, NPL ratios lower than
6% over the past three years, ROA of at least 0.45% and ROE of at least
10%. The largest 33 CCBs have successfully applied for such extensions
for over 100 new (sub-)branches (CBRC, 2009c¢).

123
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While the CCBs normally market themselves as the ‘local economy’s
bank’ or the ‘locals’ bank’, the structure of their loan portfolios reveals a
different picture. On average, in 2005, only 38.6% of surveyed CCBs’ port-
folio went to SMEs or to individuals. Later statistics show that regulators’
pressure to increase lending to SMEs had some impact in 2008 with the
SME loan portfolio growing to 71% of all loans — in 2009, however, with
the implementation of the fiscal stimulus only under half of the loans
actually went to SMEs. Local governments often find in CCBs’ strong
financial support for their large infrastructure projects. The lending deci-
sion for the large credit limits is often not based on commercial grounds.
During 2009, many CCBs increased their exposure to local governments.

To venture beyond their borders in terms of geography and of prod-
ucts or markets, the CCBs have also started to establish some of the
new financial institutions permitted in rural areas (Xinhua Economic
Focus, 2010). But the challenges remain strong: from human resources to
adequate systems, proper management of risks and internal controls —
all issues that become even more pronounced when going abroad.

9.2 Historical developments and business scope

Most of China’s CCBs were established in a process beginning in 1995
and involving the mergers of some 2,200 UCCs and urban cooperative
banks.! The first was the Shenzhen City Cooperative Bank, established
in June 1995. CCBs were created in the first place to provide financial
services to SMEs, individuals and (perhaps most importantly) govern-
ments in their locality (Zhong J., 2004). Most of them no longer carry
the name ‘city commercial bank’; they are more likely to be called ‘Bank
of’ a certain locality (over 60 of them have made this change to their
names; Xinhua Economic Focus, 2010).

Over the 15-year periods since their formal establishment, one can
distinguish three phases of development. The first phase is character-
ised by the reduction of historical risks (in some cases CCBs faced pay-
ment crises) which included for most the restructuring of their capital
base, and the stripping out and disposal of NPLs; the second reform
and development phase related to when they became the main finance
provider of local residents and SMEs; the third entails the upgrading
of systems and procedures (China INFOBANK Limited, 2005b). Not all
CCBs are in the same development phase and some are taking longer
than others.

The urban credit cooperatives belong to a soon to be extinct type of
financial institution which was a side effect of early reforms.? The better
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performers were allowed to be merged together to form city commercial
banks (CBRC, 2008). With the help of their local authorities, 13 of them
were further able to resolve their non-performing loans issues (taking
off their balance sheet some CNY13.9 bln in NPLs). Still 289 of them
were closed or had to stop business between 2003 and 2007. During that
time a further 76 failed institutions were merged with other better-run
banks. Later on, the remaining ones used their retained earnings, fresh
capital and other fund-raising instruments to replenish their capital
bases. By 2009, there were only 11 UCCs left to be resolved — probably
through restructurings — and an additional 12 had been closed in the
course of 2008.

A new breed of CCBs has emerged as the result of mergers among
former city commercial banks, urban credit cooperatives and even rural
financial institutions (for example, Jiangsu Bank and Huishang Bank).
As mergers of bad banks do not necessarily lead to the creation of better
banks, internal restructurings and reforms have also been used in order
to prune the most poorly performing businesses. Merging the banks
was nevertheless hailed as a long-term solution for China, but the main
issue to be tackled is government interference. This cannot be reduced
because the banks are still fully in the hands of local authorities and the
relationships remain. Politicised lending practices will endure.

9.3 Shareholding structures

On average local governments own 75% of the capital of CCBs (KPMG,
2005), directly and indirectly.> While May Yan (2006) shows that direct
ownership for major CCBs is only at 23% of capital on average, one
should take full account of the other government-owned enterprises
which are also their shareholders. Part of this ownership was set up in
1995 when the local Finance Bureaus were allowed to use part of their
budget to invest in around 30% of CCBs’ equity. Further to this, a rule
had been set by the PBOC that a single enterprise cannot own more
than 10% of the capital and that a single individual cannot own more
than 2% (China Industry and Economy Information Net, 2005). The local
government, as a result, often has the final say in running the bank and
taking strategic decisions.

As in the case of the four SOCBs, the state in form of local and provin-
cial governments has played a strong role, both as a shareholder and as
a financial supporter in case of technical insolvency (Table 9.1).

To diversify the shareholding structures and expand their capital bases,
the banks have also auctioned their shares (SinoCast Banking Beat, 2009f).
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Table 9.1 Financial support from local governments
to CCBs, 1994-2004

In CNY bln 1994-2004
Compensation for losses 7.13
Stripping of NPLs 12.18
Disposal of non-performing assets 39.88
Total 59.19

Source: Based on Xie D. (2005).

Local authorities have also invited other shareholders, such as foreign ones
(Table 9.2), other Chinese commercial banks (EIU, 2010a), large Chinese
corporates or the China Development Bank, a policy institution which
has, for example, helped Beibu Bank.

Each of the CCBs is a limited liability entity with a unified structure
and management. Some of them had managed to list their shares in
Shanghai (Ningbo, Nanjing and Beijing CCBs) before the securities
regulator put an end to that venue.

9.4 Governance and transparency

The CCBs need to comply with the same regulations as other commer-
cial banks when it comes to the issues of asset quality, capital adequacy,
information disclosure and risk management. The minimum capital
required is lower at CNY100 mln, compared with CNY1 bln for JSCBs
and CNYS50 mln for rural commercial banks.

Regulatory agencies have increased their pressure on local governments
to progressively release local banks from their grip and influence. CBRC
and the Chinese government have encouraged CCBs to improve their
capital adequacy and their loss reserves, to establish prudential opera-
tional mechanisms, control-related parties’ transactions, reduce lending
concentrations, and strengthen information disclosure to improve trans-
parency, implement restructuring plans and the overall level and competi-
tiveness of each institution (CBRC, 2004a, b).

Financial statements should be published according to the new Chinese
Accounting Standards which are quite close to the internationally rec-
ognised IFRS. The banks should also publish their annual reports on
their websites, but at present only 64% do so (SinoCast Banking Beat,
20094d).

The CCBs are ordered into six groups according to their performance
and financial standing by the CBRC. The sixth group is composed of
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Table 9.2 Foreign investors in CCBs (up to 2009)
Chinese bank Foreign investor Foreign
stake (%)
Bank of Beijing ING Bank 16.07
International Finance Corp 4.04
Bank of Chengdu Hong Leong Group 19.99
Bank of Chongqing Dah Sing Bank 17.00
Bank of Dalian Bank of Nova Scotia 19.99
International Finance Corp 5.00
Bank of Hangzhou Commonwealth Bank of Australia 19.99
Asian Development Bank 4.99
Bank of Jilin Hana Bank 19.70
Bank of Nanjing International Finance Corp 3.28
BLNP Paribas 12.61
Bank of Ningbo OCBC (Singapore) 15.34
Bank of Qingdao Intesa Sanpaolo 19.90
Rothschild Group 5.00
Bank of Shanghai HSBC 8.00
International Finance Corp 7.00
Shanghai Commercial Bank 3.00
(Hong Kong)
Bank of Tianjin ANZ Banking 20.0
Changsha Commercial Bank BRED Banque Populaire 20.00
Jinan City Commercial Bank Commonwealth Bank of Australia 11.0
Nanchong City Commercial DEG (Germany) and Sparkassen 13.30
Bank International Development
Trust
Urumgqi City Commercial Habib Bank 19.90
Bank
Xi’an City Commercial Bank International Finance Corp and 16.4
Scotiabank
Xiamen City Commercial Fubon Financial Holding 19.99
Bank
Yantai City Commercial Bank  Hang Seng Bank 20.0

Source: Media reports.

‘failed institutions’ which have been closed or stopped business (CBRC,
2009¢).

Local governments influence the CCBs not only financially, but also
by choosing senior managers and directors. Most of these are chosen
because of their political allegiance, rather than their managerial and
banking skills (Li Z., 2005). The human resources issue is aggravated
by the fact that most CCBs’ staff come from the old UCCs and have
relatively low levels of education (staff with specific finance educational
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backgrounds make up only 30% of all staff) and performance records
(Lu M., 2005). Finding good staff locally can be a challenge in second-
tier cities.

The CCBs cooperate with their peers in some limited areas, such as
through a clearing centre, for loan syndication, funds and bonds invest-
ment management, credit card issuance and training in international
banking business (The Asian Banker, 2005b; Financial News, 2005c).

9.5 Financial performance

Before 2004, city commercial banks as a whole showed a quite alarm-
ing picture. Some had NPL ratios of around 60% and a small number of
them had negative equity capital on their books (Zhang J., 2005). Apart
from CCBs with negative equity, the majority of them showed on aver-
age that the loan volume to their ten largest clients amounted to 200%
of their equity (Zhong J., 2004; China Industry and Economy Information
Net, 2005; Zhang J., 2005; Yan M., 2006). Of accumulated net profits
amounting to CNY1.5 bln in 2003, only CNY0.3 bln remained after
dividend payments (represented a 80% payout ratio). While most in the
2005 survey had formally established a risk management function, only
two institutions really used the developed risk management guidelines
in their daily business (Financial News, 2005c; SCDRC, 2005).

The average figures (Table 9.3) hide some large and persistent dispari-
ties because of differences in the degrees of local government interven-
tion, in enforcement of the same regulations, in commercial cultures
and in limits fixed internally by some banks for certain regions (Zhou X.,
2004a).

Another important factor in accounting for the discrepancy in per-
formance is the quality of ownership of CCBs. A survey (Financial News,
2005a as well as SCDRC, 2005) found that banks’ profitability is influ-
enced not so much the percentage of shares held by local governments
as rather the level of revenues of the relevant local government. Where

Table 9.3 Efficiency of CCBs (CNY)

2004 2006 2009

Assets per bank (in bln) 15.23 2295 39.72
Assets per employee (in mln)  n.a. 22.75 3195

Source: Own calculations based on CBRC 2007 and 2010.
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local governments can rely on abundant revenues because of strong eco-
nomic development or a large economic centre, the banks tend to show
lower levels of NPLs. This is also confirmed by another research exercise
based on PBOC data (Shih et al., 2005b). Overall, where economic activ-
ities are supported, where private enterprises strive, where SMEs can
find guaranteeing institutions for their loans, where individual incomes
are higher, where local governments make efforts to protect the rights of
enterprises and individuals, CCBs tend to show a healthier development
and sounder financial situation.

More recent figures for the CCBs’ performance show a brighter picture
(Table 9.4). However, some CCBs are still run badly (Li P., 2009): one
of them - and probably no exception — shows that its lending to the
local government’s investment company amounted to 44% of its capital
and that the exposure to its ten largest borrowers was 177% of equity.
Additionally, 42% of its loans had no collateral at all (only 26% were col-
lateralised while 16% were based on guarantees or pledges respectively).
Finally, the deposits over one year constitute only one-seventh of the
loans of over a year. Concerning risk management, credit analysis was
not thorough, monitoring was poor and some rules and regulations

Table 9.4 Performance of city commercial banks (CNY bln, %)

2004 2006 2008 2009

Number of CCBs 112 113 136 143
Total assets 1,706 2,594 4,132 5,680
Total liabilities 1,647 2,472 3,865 5,321
Market share of banking assets 5.5 5.9 6.6 7.2
Total loans 905 1,400 1,422 2,890
Total deposits 1,434 4,650
NPLs 106 65 48 38
NPL ratio 11.7 4.8 2.3 1.3
Coverage ratio 114.0 182.2
SME loans 403 1,012 1,380
SME NPL ratio 3.5

Capital adequacy 2.7 8.6 13.0 13.0
Total equity 58 122 267 359
Net profits 9 18 41 50
RoE 14.2 14.9 15.3 13.8
RoA 0.5 0.7 1.0 0.9
Number of employees 113,999 150,920 177,765

Source: CBRC (2007, 2008, 2009¢ and 2010).
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were not complied with. The bank did not have an appropriate exposure
management system and approvals came sometimes after disbursement.
To make matters worse the bank even has an agreement with the local
authorities - its main shareholder — to take over the non-performing
assets for which it had itself approved the loan.

9.6 Challenges and opportunities

Capital adequacy is a substantial headache for CCBs. Since their main
shareholders are local governments and they need to decrease their
dependency on them, increasing capital from existing shareholders is
not a solution. Another possible solution would be to turn to capital mar-
kets; however, their current operating state makes access to such financ-
ing problematic. Thus the only remaining option is either to attract new
shareholders (foreign or domestic private investors) or to issue subordi-
nated debt (Zhang J., 2005; Zhou W., 2005).

Foreign entities are happy to enter the market at relatively lower
costs (albeit with often too little shares). For local private enterprises,
the incentives are lower since most CCBs have relatively low ROAs
and they can find other more rewarding investment opportunities
(Zhou W., 2005) and finally because they are also often borrowers in
these banks. The introduction of new shareholders will drive the forma-
tion of new interests and reform current interest structures (Zhou W.,
2005). This in turn can lead to significant changes internally and in risk
management.

The second issue concerns the internal corporate governance struc-
ture of CCBs, which has a decisive influence on their healthy long-term
development. This is supported by the evidence from the reform years.
Since CCBs have been transformed into their current form, their profit-
ability has improved, thus showing that legal ownership has had a posi-
tive influence on their results.

The last issue concerns the diversification of shareholdings. While
large stakes ensure a more stable development, large shareholders can
also advance their own interests at the detriment of smaller or minor-
ity shareholders. Concentrated large shareholdings also favour related-
parties transactions.
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Box 4 Public—private oversight mechanism: Central Huijin
Investments Co.

At first Central Huijin Investments Co. (Huijin) was only estab-
lished as a conduit to recapitalise the Bank of China and China
Construction Bank with the country’s foreign exchanges reserves.
It has now graduated into a wholly state-owned investment arm!
of China’s sovereign wealth fund, China Investment Corporation.
Its capital amounts to USD110 bln (CIC Annual report, 2008 and
2009).

Following its investments in BOC and CCB, it has dipped further
into the financial sector by acquiring large strategic stakes in other
banks (for example, ICBC, BoComm, Everbright, CDB and ABC)
and insurers (for example, China Reinsurance, New China Life and
Sinosure). Investments in the securities industry are managed by its
subsidiary, China Jianyin Investment. Other state investments in the
financial sector are managed only by the Ministry of Finance.

To manage the company, the central authorities first appointed Xie
Ping as chief executive. An outspoken and reform-minded banker, Xie
Ping has been more recently replaced by Peng Chun from BoComm
(Hu C., 2010). It also employs other managers — all active and profes-
sional. Such banking background is necessary because Huijin does
not intend to act solely as a finance investor — it is also active in
management oversight and allegedly requires the implementation of
certain corporate governance instruments.? In fact it has to produce
a return on its investments and must rely for that on appreciation
of its investments on stock markets or on the payment of dividends.
Because of this approach, it is sometimes labelled a ‘commercial gov-
ernment agency’.

But what threat can Huijin be if the banks believe — probably
correctly — that bad behaviour will not be sanctioned strongly because
rescue would come forward at any time. A first test came with the
recapitalisation exercises for 2010: Huijin agreed to reinvest the
dividend payments from its investors to allow for a stronger capital
base and thus to forego covering its own costs. Can market-minded
technocrats really change party loyalists’ minds and behaviours?

In addition, journalists reported that Huijin’s say in banks and
banking reform is actually less strong than assumed: it has to com-
pete with CBRC, PBOC, and the Ministry of Finance (which also com-
pete between themselves) and to advance some of its views which
run contrary to those of MOF and PBOC. And because it also uses
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funds from the state to invest (which come from SAFE which is itself
under the PBOC umbrella), it has few rights to decide where invest-
ments would be appropriate and no final say over which managers
to appoint. It is a prolongation of the state’s arms in implementing
policy goals® — as a ‘policy financial platform’ (Hu C., 2010).
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Foreign Banks

10.1 Market shares and coverage

Foreign banks, in the past five years, had a market share hovering around
2% of all loans.! For foreign currency loans in China, they had a larger
market share of 20%. The same holds for the Shanghai market. A sur-
vey by McKinsey has shown how difficult it can be for foreign banks to
secure market share in China: large branch networks still play an impor-
tant role and Chinese customers are loyal to their banks, with banking
relationships lasting on average between nine and 12 years (Bekier and
Lam, 2005).

Those foreign banks with the strongest presence in China are HSBC,
the Bank of East Asia, Standard Chartered and Citigroup. Many foreign
banks have started to expand into inland regions but remain concen-
trated in coastal areas. Above all they are well capitalised — a sound base
for expansion — and enjoy the backing of their parents institutions (in
terms of knowledge, strategy and systems, and so on). Luo Ping (2003)
thinks that their influence on the Chinese banking system is relatively
small as they remain niche players.

10.2 Historical developments and business scope

From 1978 foreign banks have been allowed back into China. However,
in the period up to 2006 their business scope and geographic range was
limited due to restrictive Chinese regulations, most of which have been
eased gradually over the years.

Foreign banks were attracted into China mainly because of the potential
business opportunities, as shown by Leung et al. (2003). With improve-
ments in the regulatory and legal environment, increasing numbers have
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established operations. However, the prospects and the environment are
not the sole aspects factored into the foreign management decision: other
factors to take into account include bank size, support and commitment
to a China strategy from the headquarters and the international network
of the organisation.

With the implementation of WTO commitments beginning in 2006,
foreign banks could expand their business scope in terms of products,
customers and geography.

In the late 1990s, foreign banks were granted licences to make CNY-
denominated loans, and from 1998 they were allowed access to the
interbanking market for refinancing. By the end of 2005, foreign banks
could provide both CNY- and foreign currency-denominated financial
products. Foreign banks had established their expertise in certain areas:
trade finance, money market products, foreign exchange and deriva-
tives dealing (Metcalfe, 2005). Until the late 1990s, foreign banks could
only offer financial services to foreign customers, joint-ventures and
foreign enterprises. Their main customers are still international com-
panies, joint-ventures and large state-owned companies with a foreign
background (Metcalfe, 2005). Until 2006, foreign banks were also lim-
ited to 25 cities.

With the entry into the WTO, China dropped a large number of limi-
tations towards foreign entrants. To be able to enjoy the same rules and
regulations as other Chinese commercial banks, foreign banks need to
register a subsidiary.? Registration requires CNY1 bln in capital® (with
an additional CNY100 mln for each branch), a healthy banking group
backing the entity (and at least USD10 bln in assets), previous profitabil-
ity and experience in China, and compliance with the requirements for
risk management and internal controls. Many banks have registered a
subsidiary under the new rules, but have also kept their previous opera-
tions running, to benefit from both sides.

Since this time the banks have been able to expand or to open up new
niches, in areas such as wealth management, trade finance, debt capital
markets, and acquisition financing.

10.3 Shareholding structures

Since China’s entry into the WTO foreign banks can choose between
full incorporation in China, establishing a branch or a representative
office* as before, or indirect entry with an equity stake® in a local bank.
While the branch option was the choice before 2006, thereafter banks
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have preferred the first or the third option. Meanwhile the third option
which was seen as a feasible alternative (Tables 8.4 and 9.2) has been
shown to be no less difficult because of restrictions on the stakes that
can be acquired (Box 1) and thus the difficulty in infusing one’s own
practices and knowledge (during the financial turmoil many large inves-
tors sell their stakes in the Big Four after realising that the money would
be better spent elsewhere).

10.4 Governance and transparency

Apart from the rules with which all banks in China have to comply,
foreign banks are also subject to other specific regulations (References
for laws 60). Further to these, foreign banks need also to comply with
provisions that apply to foreign enterprises in general (Wei W., 2005) as
well as with those for foreign investors (References for laws 63).

In early 2006, licensing requirements were brought more or less into
line with those for Chinese institutions, and the requirements for business
lines and for the qualifications of directors and managers are broadly
similar (Tables 2.2 and 2.3). Licensing is already a level playing field.
Prudential ratios are the same for all banks.

Nevertheless some restrictions remain — the only consolation being
that these also apply to Chinese banks:

e Liquid assets must make up more than 25% of liquid liabilities.

e Assets of a branch by currency should amount to more than the
liabilities in the corresponding currency.

e 60% of the bank’s operating capital shall be invested as follows: half
in forex deposits and the other held in local currency government
bonds or times deposits maturing in less than six months.

e SAFE requires a foreign off-shore debt quota of 40%.

¢ Interbank market loans can make up a maximum of 150% of the
branch’s capital.

¢ A loan to deposit ratio of 75% must be complied with (up to 2011;
potentially the most difficult issue in compliance).

10.5 Financial performance

Although the foreign banks have only a small market share, their opera-
tions are efficient, they have high growth rates, they play an important
role in certain areas (such as settlement services and foreign exchange
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Table 10.1 Foreign banks’ performance (CNY bln, %)

2004 2005 2006 2007 2008 2009
Number of 14 29 32 37
banks
Total assets 582.29 715.45 927.87 1,252.47 1,344.78 1,349.23
Total liabilities 53291 653.01 853.16 1,135.30 1,202.81 1,181.85
Market share of 1.84 1.91 2.11 2.38 2.16 1.71
banking assets
Total loans 473.75 644.00 762.13 686.67
Total deposits 443.10 597.40
NPLs 3.79 3.22 6.097 6.18
NPL ratio 0.8 0.5 0.8 0.9
Coverage ratio 139.66
Capital 18.45 21.22
adequacy
Total equity 49.38 62.45 74.71 117.17 141.97 167.38
Net profits 2.35 3.66 5.77 6.08 11.92 6.45
RoE 4.8 5.9 7.7 5.2 8.4 3.9
RoA 0.4 0.5 0.6 0.5 0.9 0.5
Number of 16,724 31,343 27,812 32,502
employees
Assets per 66,276 43,189 42,024 36,466
bank (mln)
Assets per 55 40 48 42
employee
(mln)
Number of 188 207 224 274 311 338
outlets

Note: The figures for 2006-2009 cover only the banks that are locally incorporated under the
rules issued from 2006 onwards.
Source: CBRC 2007, 2008, 2009¢ and 2010; own calculations.

lending), and they have a strong influence on the markets (CBRC, 2005a).
The banks have been found to have a limited impact in China — mostly on
the JSCBs but much less so on the Big Four (Xu D. and Feng Q., 2008).

Their profits are limited in China (Table 10.1), but the value of their
investments is growing (Financial Times, 2010).

The banks during the financial crisis in 2007-09

With the squeeze on liquidity squeeze as a result of the financial crisis,
foreign banks in China also faced a much harsher environment: their
own parent companies were themselves in dire straits and Chinese banks
were reported to be reluctant to lend funds to them. The CBRC had to
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reassure market players that foreign banks were healthy. Then, in order
to ensure a more independent flow of liquidity, the banks were allowed
to issue renminbi-denominated bonds on the interbank market.

10.6 Challenges ahead

With all the progress that has been made, the expectation was that soon
the banks will take over in China. But that has yet to take place.

Foreign executives still complain about the lack of transparency in
regulations (they contend that they are not being treated on an equal
footing), that branches are approved slowly on a case-by-case basis, that
the credit culture is weak and that the interbank market fails to fulfil
its proper role. Nevertheless, they all remain upbeat about the Chinese
potential (PwC, 2010Db).° The largest banks (HSBC, Standard Chartered
and Citibank) have also established rural entities (see the following
chapter on rural financial institutions).
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Rural Financial Institutions

For a long time rural areas have been served by a small number of formal
financial institutions: the ABC, the RCCs, the postal savings system (Box 5)
as well as the Agricultural Development Bank of China' (ADBC), a policy
bank. Their main role is to provide financial services to local farmers and
agricultural enterprises and to support the economic development of rural
areas. Since the level of financial intermediation has remained poor in
rural areas, CBRC opened competition to other institutions such as village
and township banks, loan companies and mutual aid finance groups (see
chapter on new forms of financial intermediation). At the same time the
reform of the RCCs has produced rural commercial banks and rural coop-
erative banks.

11.1 Market shares and coverage

Rural financial institutions make up around 11% of the total banking
assets, a proportion that has remained relatively stable in recent years.
However, to better reflect their standing and their rural positioning, one
should consider their presence in those areas. By 2007, ABC, ADBC, rural
cooperatives, the PSBC and the new rural FIs had loans outstanding
of CNY7.7 trn, according to CBRC - but not all loans service the rural
economy. By 2009, the amount of loans to agriculture stood at CNY9 trn.
For example, RCCs in Fujian province are the lender of choice for agri-
culture, accounting for 96% of all such loans in the province (even
though their loan portfolio makes up only 9% of all loans in Fujian;
Wu W., 2009).

The RCCs benefit from a close relationship to their target markets and are
still often the sole financial institution in these under-banked rural areas.
Their loan portfolios are heavily geared towards agricultural lending.

138
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Box 5 Postal savings

In March 2007, the Postal Savings Bank of China (PSBC) was
established as a commercial bank. It had previously been - as was
frequently the case in other countries — a part of the post office’s
network under the name of China Postal Savings and Remittance
Bureau. The owner remains the China Post Group (which is under
the supervision of the Ministry of Finance, not SASAC), but the
bank’s supervisor is CBRC.

With a commercial bank licence, the bank is now able to lend
funds - the goal is mainly to reach out to rural areas. Before 2007,
the bank was separated from PBOC to take only deposits. These were
then guarded at the PBOC for a subsidised rate of 4.6% p.a. (the rate
was later adjusted to be closer to that of other financial institutions).
Now PSBC’s deposits are deposited with other rural institutions,
policy banks and invested in government bonds. By end-May 2009
the postal system sat on deposits amounting to CNY2.2 trn so that
from that point of view it is China’s fifth-largest bank.

Its operations are carried out through a network of over 36,500
outlets (two-thirds of which are located in rural areas). Through the
network, the bank acts as an agent for wealth management, mutual
funds, insurance and foreign exchange services. Another strength
of the bank is its remittance service for which it cooperates with
Western Union. Now the bank is also using its strong network to
loan small amounts to farmers and other rural enterprises. The bank'’s
loan portfolio amounted to CNY30 bln in 2008 (CNY60 bln were
disbursed). The absence of legacy lending gives the bank the chance
to have a fresh start but does not yet guarantee a healthy develop-
ment in the future.

The bank faces a number of challenges. It is difficult to diversify
investment channels because of the lack of safe alternatives, the lack
of investment experience of the savings system staff, and the absence
of proper risk management mechanisms. Then, transparency is a weak
point (Table B.3): no financial statements are available — even though
since 2008 the bank is supposed to publish them in accordance
with the new Chinese Accounting standards. Thirdly, the bank is
also expected to fulfil development goals in the rural areas, and this
could have an impact on its loans. At least for now, the deposits it
received from the rural areas will be used for rural areas — in contrast
to the past when bank deposits were mainly used in urban areas.
Finally, the corporate governance mechanisms are not supported
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by a professional owner or strong credit culture and processes. The
bank is run under an administration which can interfere at any time
(even though it now boosts a board of directors (BoD), a supervisory
board (SB) and senior management). With such a wafer-thin equity
base and a rather poor profitability, the bank has no margin of error
in lending.

Table B.3 Performance of the PSBC (CNY bln, %)

2009 2008 2007
Number of branches 19,912 20,441
Number of employees 132,536 116,759 109,403
Total assets 2,704.51 2,216.29 1,768.75
Total liabilities 2,671.34 2,194.19 1,756.79
Market share of banking assets 3.43 3.55 3.36
Total equity 33.17 22.10 11.96
Net profits 3.22 0.65 0.65
RoE 9.7 2.9 5.4
RoA 0.1 0.0 0.0
Equity/assets 1.23 1.00 0.68
Assets per employee (mln) 20.41 18.98 16.17

Source: CBRC (2007, 2008, 2009¢ and 2010); author’s own calculations.

All rural financial institutions bear to diverging extents the marks of
a double pressure: being sustainable, and at the same time being a con-
duit for government rural policy (this resulted in high non-performing
loans: according to CBRC the NPL ratio for agriculture — the mainstay
of RCCs and ABC - was 47% in 2007).

For example, the creation of the new rural financial institutions is
one of the pillars of the Chinese government to enhance financial inter-
mediation and services in rural areas, to ensure a proper economic deve-
lopment to close the gap existing between livelihoods in urban and rural
areas (a list of initial institutions as established can be found in Li L.,
2008).

11.2 Historical developments and business scope

The RCCs were re-established in the early 1980s? to ensure financial
intermediation and to direct financial funds to rural areas. They first
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functioned out of the ABC framework and in competition with the
semi-formal but now defunct rural credit funds (RCFs3). Under the ABC
leadership, RCCs suffered from a number of inefficiencies:

¢ Deposits were not priced profitably, so that the expense of managing
large numbers of small accounts became prohibitive.

e The RCCs were required to fund a great part of the ABC with their
own funds (20-30% of their deposits).

¢ Loans-to-deposit ratios were lower than that for the rest of the finan-
cial institutions because of large deposit requirements at the ABC.

e High operating costs were the result of inefficiency and large branch
networks.

e The operating model of RCCs did reflect that of ABC (geared towards
large agricultural clients) rather than the needs of their own custom-
ers (smaller enterprises and farmers) (Watson, 2003).*

ABC played diverse and conflicting roles with the RCCs: depositor and
drawer of funds, supervisor and leader. ABC and not their own custom-
ers was given preferential treatment by RCCs.

In the mid-1990s, the rural financial system was overhauled: ABC and
RCCs were made independent from each other and RCFs were closed
(Zheng Y., 2003). The newly won independence of RCCs (they were
directly supervised by PBOC) brought higher efficiency and even profits
in some cases (but also NPLs from ABC).

Today, RCCs customers include rural farmers, rural enterprises, as well
as local authorities. Products and services are reduced to the simplest
ones and innovation is not supported by the authorities. RCCs do not
orient their lending specifically towards their members. Statistics show
that while there have been increases in the deposits held by farmers,
the loans to them have decreased continuously over the same period of
time. This is because RCCs are unwilling to lend without collateral and
because collateral often cannot be provided by members (He Z., 2004).

In most cases the RCCs lend short-term facilities (most of them under
one year and none of them over three years): supply is not adapted to
the requirements of farmers who would prefer longer maturities loans
with different repayment schemes (Xie P. et al., 2005a).

The network of RCCs reaches out to the lowest administrative level
in China: branches and outlets can be found in urban centres, town-
ships and villages. Nevertheless, RCCs are limited to operations within
their own local regions. The geographical restrictions have had negative
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effects: first, it made local authorities’ interference in the daily operations
of RCCs easier (especially since the 1990s when local governments
depended on tax revenues from local enterprises for their economic
development); second, it hindered the establishment of a market disci-
pline mechanism and created a strong monopoly (which created ‘too
important to fail’-institutions); third, it destroyed the opportunity to
achieve economies of scale; and fourth, it weakened the RCCs’ risk
withstanding ability (because of a small capital base and undiversified
activities) (Liu M. et al., 2005).

The continued poor performance of RCCs meant that the regulators
have tried to reform them on a number of occasions. Finally, in 2003
the latest plans were put on the table: in August of that year a process
began in eight Chinese provinces that is still ongoing. The focus of
the reforms is three-pronged: ownership, capital structure and operat-
ing model. First, proper shareholding structures were established (previ-
ously the RCCs were cooperatives only in name® and control was in the
hands of managers). Local governments are not allowed to interfere in
their operations. Then, the RCCs had to choose between three distinct
operating forms: rural commercial bank, rural cooperative bank or rural
cooperative credit union.® The first form carries the highest capital and
prudential requirements — thus it is no wonder that most choose the
latter option. With that option only the lower administrative levels of
operations needed to be consolidated. Finally, the CBRC also required
local authorities to help resolve the wealth of bad loans, required the
constituting RCCs to give the reform impetus and that investors with
the PBOC smooth the way for capital injections (Zhang Y., 2009d).

Most managed to stay afloat — as a bank or as a union. The remaining
institutions were closed or merged. Reforms, however, have not gone as
far as to remove employees and managers nor local governments. Thus
internal controls remain weak and government funds are still needed to
ensure a stable basis.” Rumours in the press show that it might not yet
be the last supper (Zhang Y., 2009a). To enhance their standing, merg-
ers have been used. Many have also been able to open up branches and
outlets outside their original locality or province.

Finally to facilitate and broaden the scope of business operations
new ways of doing business have been permitted (PBOC Rural finance
research group, 2008). These include: lending to farmers’ cooperatives,
loans with pledges on agricultural production purchase orders, loans
collateralised with rights on farmlands (for example, growing fruits and
flowers) and small loan amounts (where administrative procedures are
reduced to allow for faster repeat lending of limited amounts).
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11.3 Shareholding structures

The RCCs’ ‘cooperative’ structure created highly scattered and diversified
holdings which on the one hand guaranteed no controlling ownership
but at the same time meant that individuals had little chance to exert
any influence, so that they rapidly lost interest in taking their oversight
function seriously. While the ownership structure of RCCs was formally
organised around the cooperative members, it became clear over time
that the RCCs were controlled from inside, by insiders (He Z., 2004).

Even though the RCCs are collectively owned, members did not con-
tribute voluntarily to the RCCs’ capital and cannot withdraw from their
investments (Dong and Featherstone, 2004). Their right to choose manag-
ers is hindered by the influence of local governments (Schlotthauer, 2003).
Around half of the generated profits were further transferred to the local
authorities’ public funds (10% for social security, 10% for educational pur-
poses and the remaining 30% were distributed to the collective).

To cope with the above issues, early reforms introduced new owners,
such as enterprises. These had larger stakes but in a number of cases these
created controlling stakes that by no means lead to a power balance
between shareholders. Still, in most cases the incentives for taking up
an oversight function for holders of RCCs’ capital are almost inexistent
due to the strong interference of central and local authorities (Yang X.
and Shen S., 2004).

Finding new shareholders to instil a fresh wind is difficult. Foreign
souls — although invited (Zhang Y., 2009b) — were interested but the
challenges are often very daunting so that few have come forward.
To date only the Australia and New Zealand Banking Group (ANZ) and
Rabobank have taken equity stakes. In an attempt to promote further
investments the International Finance Corp. of the World Bank has also
chosen to invest.

Clear and strong ownership would help to restructure the sharehold-
ing structures of RCCs since they have to comply with a maximum of
10% for a single shareholder. It would also help them in lending to
their purported stakeholders rather than as in 2009 to local government
finance platforms, real estate projects and other potentially highly pol-
luting activities (Zhang Y. and Fang H., 2009).

The other new rural financial institutions have found it much easier
to find new shareholders. Investors prefer clean books with no legacy
lending - even though the interference of the authorities is still very
much a reality. ICBC and CCB have shown interest and also some city
commercial banks have established village and township banks around
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their localities. Even foreign investors, such as HSBC, Citibank and
Standard Chartered, have opened their own subsidiaries, branches and
outlets (EIU, 2009a).

11.4 Governance and transparency

The RCCs were previously regulated by the ABC (between 1983 and
1996), then by PBOC (before 1983 and between 1996 and 2003) and
are now under the supervision of CBRC. RCCs do not have an effective
independent and specialised control institution (as, for example, the
one that overviews and checks the accounts of Genossenschaftsbanken
in Germany, Liu M., 2004).

In 2003 and 2006, the regulatory authorities issued rules with regard
to the management and licensing of RCCs and other rural financial
institutions (References for laws 14, 23, 24 and 25). According to these
rules, rural financial institutions (just as any other banks in China) are
responsible for their risks, gains and losses and should conduct their
business free from any interference, especially that of local authorities.
Rural financial institutions are also required to establish proper corpo-
rate governance structures (see Annex).

The RCCs’ hierarchies and structures are modelled on the same admin-
istrative hierarchies that can be found in local authorities — the last
reform did not change this.® This ensures a quick and easy channel for
influencing decisions and helping to resolve the financing difficulties of
farmers — a central point of concern in the eyes of the authorities. This
is reinforced by the fact that managers are nominated by the authorities
(Yang X. and Shen S., 2004).

The reforms provided a real financial effort to reduce historical bur-
dens and in most cases real reforms of the capital structure were imple-
mented (Xie P. et al., 2005c). The heightened competition in the rural
areas as well as reforms imposed upon old institutions have all led to
enhancements of the rural markets but have also pushed regulatory
capacities to the very limit (Li L., 2008).

11.5 Financial performance

Even as a monopolist in most rural areas, the RCCs were not in a posi-
tion to produce high net profits. Most were weighed down by NPLs,
interest rate controls and low levels of efficiency. In many cases, the
value of assets was lower than that of the liabilities and insufficient to
repay debts (& TIKMR).
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Table 11.1 Interest rates differentials compared to PBOC benchmark for
rural financial institutions, 2007

Times to benchmark (% of institutions)

Institution types 0.9-1.1 1.1-1.3 1.3-2 over2 Weighted rate

RCCs 6.6 9.8 73.5 10.2 1.6
RCoBs 11.3 13.3 72.2 3.2 1.47
RCBs 27.5 29.7 42.8 0 1.29

Source: PBOC Rural finance research group, 2008.

Asset quality is a challenge for RCCs (some still show NPL ratios of
more than 30%; Zhang Y., 2009d). By the end of 2005 the NPL ratio at
RCC:s for the four loan categories was on average 14.8% (CBRC 2006b).
While recent falls in NPLs are a welcome signal, the decreases follow
mainly the strong growth in lending experienced by RCCs (Xiao Z.,
2006), thus not hinting at a sustainable and long-term change in lend-
ing practices and controls.

Interest rates are an important factor and incentive mechanism for
the generation of profits (Table 11.1). Shen and Cheng (2004) estimate
that RCCs would need, depending on their location, to charge between
8 and 16% p.a. in order to be fully sustainable — instead of having their
interest rates capped at 2.3 times the central bank’s benchmark. In prac-
tice the interest rates charged range from 4.5 to 8% p.a. (Xie P. etal.,
2005a,b,c). Territorial restrictions in moving funds from one RCC to
another aggravate the lending distortions in rural areas.

In an effort to improve their loan portfolios, the PBOC gave them a
choice between re-lending facilities to be repaid without any further
conditions or special bills with conditions but which did not need to be
repaid. Special bills were the preferred option, amounting to CNY153
bln in 2008. The conditions require them to keep half of the NPLs, to
follow the redemption and assessment procedures of the central bank,
and to make progress on the internal controls, information disclosure
and corporate governance fronts. The bills have not been the cure for
all, but at least for some of them.

The RCCs and all other rural financial institutions need to comply with
the new Chinese accounting standards, to classify their loans according to
the five categories and to comply with capital adequacy requirements.

To help with the development of the financial infrastructure, PBOC
has supported the development of a central clearing system for RCCs
(Ma D., 2010). In addition, there has been promotion of bank cards and
links to the credit registry.
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To prove their worth, the new rural financial institutions have been
able to show profits (Table 11.2). For example, in 2010 HSBC was able
to announce that its rural subsidiary had become profitable.

By end-2010 the RCCs are required — by CBRC - to reach a capital
adequacy ratio of 8%, a loan portfolio quality ratio of 10% and coverage
of loan reserves to NPLs of at least 70% (Zhang Y. and Fang H., 2009).
Further, the CBRC also expects a RoE of 15% and a RoA of 1% (Zhang Y.,
2009d). The cooperatives have a long way to go (by mid-2009 more
than 700 unions still had negative equity on their book - but neverthe-
less continued to expand their lending rapidly, writing CNY138bln in
loans with as little as CNY1bln in equity).

The newly established financial institutions fare much better
(Table 11.3).

To help with profitability, the authorities offer subsidies (SinoCast
Banking Beat China, 2009a) and tax breaks (The Wall Street Journal
Asia, 2010a).

11.6 Challenges ahead

It is not easy to lend into agricultural markets. Seasonality in output
and widespread geographical dispersion requires highly efficient busi-
ness models. Transaction costs are not the only issue; externalities also
abound and the lenders have only limited influence over the issues
of loan use, diversification and the economic environment (Jia X.,
2008).

The most important and strongest challenge for RCCs and for all new
rural financial institutions is to be able to maintain their profitability
while simultaneously enhancing their services to rural areas. As such,
profit orientation does not necessarily clash with their focus on devel-
opment. The banks need to be fully responsible for both their decisions
and their losses. Although RCCs have a definite lending advantage in
rural areas because of their knowledge of local markets and borrowers,
they typically do not capitalise on this.

The most important source of risk to rural institutions is the interference
of governments — at both the local and the central level. Decisions at the
micro and the macro level cannot be said to be taken independently —
especially when it comes to the financing of local projects.

At present there has at least been an increase in the level of competi-
tion in rural areas following the creation of new rural financial institu-
tions. This might force RCCs to re-think their operations and to clean
up their books. However, it will not solve all of the outstanding issues.



Table 11.2 Performance of RCCs and their reformed offspring (CNY bln, %)

2003 2006 2009

RCCs RCCs RCBs RCoBs RCCs RCBs RCoBs
Total assets 2,650.92  3,450.28 503.81 465.36  5,492.50 1,866.12 1,279.12
Total liabilities 2,664.62  3,300.54 478.91 435.87  5,258.06 1,754.57  1,194.03
Market share of banking assets 9.2 7.9 1.1 1.1 7.0 2.4 1.6
Deposits 2,405 3,884
Loans 1,713 2,624
NPL ratio 29.37 29.93 12.1
Capital adequacy -6.75 4.3
Total equity -13.7 149.74 24.9 29.49 234.44 111.55 85.09
Net profits -0.55 18.62 4.09 5.37 22.79 14.9 13.49
RoE 0.0 12.4 16.4 18.2 9.7 13.4 15.9
RoA 0.0 0.5 0.8 1.2 0.4 0.8 1.1
Number of employees 628,000 634,659 20,003 37,188 570,366 66,317 74,776
Number of institutions 34,909 19,348 13 80 3,056 43 196
Assets per employee (mln) 4.22 5.44 25.19 12.51 9.63 28.14 17.11
Assets per bank (mln) 76.33 170.59  36,839.23  5,448.38 1,720.57 40,803.95 6,091.99

Note: the capital adequacy and NPL ratio are not for June 2009 but for December 2009.
Source: CBRC (2007, 2008, 2009c and 2010); PBOC Rural finance research group (2008); author’s own calculations.

LYl
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Table 11.3 Performance of new rural financial institutions (CNY bln)

2008 2009
VIBs LCs MAFGs VTBs LCs MAFGs

Number of institutions 91 6 10 148 8 16
Number of employees 1,629 45 52 3,586 75 96
Capital 4.20 7.00
Deposits 6.46 26.90
Loans to sannong 1.40 6.60
SME loans 1.88 9.10
Profits 0,04

Note: Sannong: agriculture, farmers and rural areas.
Source: CBRC (2007, 2008, 2009¢ and 2010).

In fact, they are likely to remain the main conduit for policy lending as
they are still the mainstay of China’s rural banking industry. The threat
of being closed down or squeezed out as an institution because of poor
performance is still unlikely, meaning that pressure does not build to
prevent another failure.



Conclusion to Part IV

The performance of all banks in China has improved in recent years,
with years of efforts to reform them finally bearing fruit. The return on
investment to the state is not yet positive, however.

The state cannot stand on the sidelines and simply enjoy the fruits:
the low-hanging and easily reachable reforms have already been intro-
duced. What now remains is the much harder task of addressing other
risks, such as portfolio quality, corporate governance, capital adequacy
and overall withstanding ability. These represent continuing as well as
future challenges for China and their long-term resolution is paramount
if the state is to enjoy a guaranteed flow of resources from the financial
sector.

149



This page intentionally left blank



Part V
Risks



This page intentionally left blank



Risks 153

Interviewed at the time of ABC’s IPO, Liu Mingkang stated that the
SOCBs had just completed the easier part of their homework and now
needed to concentrate on four specific issues: corporate governance,
risk management with Basel II, information systems and innovation
capacity (Zhang M., 2010d). All of these areas are inexorably linked to
a change in mindsets, systems and culture. These resulted in the banks’
poor past standing as shown by large amounts of bad loans, poor capi-
tal adequacy and flawed to non-existent corporate governance. As the
banks’ standing has improved, so have their prospects in the wider
world and their ability to withstand crises. These latter two aspects
embody the latest changes to the industry but nonetheless carry risks.
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Non-performing Loans

One major and long-standing issue in the Chinese banking industry is
that of non-performing loans (NPLs). This problem is common to most
banks, but was particularly acute in those banks which are older and
where state shares carry greater weight. The highest NPL ratios were
found in SOCBs, some CCBs and rural financial institutions (Table 12.1).
While the situation has largely improved across the industry (albeit prob-
ably not system-wide'), the outlook remains bleak where the roots of the
problem have yet to be tackled.

As for many banks in previous years their NPLs have exceeded their
equity, the banks were technically insolvent and were kept afloat only
to avoid bank runs. Apart from weighing down a bank’s profitability,
high levels of NPLs also have the effect of reducing a bank’s creditworthi-
ness (which may lead to a rating downgrade or greater hurdles or costs
in raising funds), increasing potential bank and system failure (through
contagion) and negatively impacting economic reforms.

12.1 Estimating the level of NPLs

The level of NPLs at the turn of the century is still unclear. Stakeholders
and observers of the banking systems have mentioned figures that diverge
quite strongly (Table 12.2): in 1999, the then Governor of PBOC, Dai
Xianglong, said that 20% of all loans were non-performing; in 2001, he
revised this figure to 26.6% and in 2002 to 30% if calculated by western
standards (Lardy, 1999). A government researcher (mentioned by Shih,
2009: 27) put the ratio at 30% in 1996 and 28% in 2001. In the late 1990s
and early 2000s, the estimates of NPLs ranged from 20 to 35% of GDP
or 20 to 40% of all outstanding loans (Schmitz, 2004). Well-informed
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Table 12.1 NPLs holdings in China

Bln CNY (%)

2005 2009

Bank type NPL NPL Share NPL NPL  Share

amount ratio of NPLs amount ratio of NPLs

(%)

SOCBs 1,072.48 10.49 81.66 362.73 1.80 72.94
JSCBs 147.18 4.22 11.21 63.72  0.95 12.81
CCBs 84.17 7.73 6.41 37.69 1.30 7.58
Rural commercial 5.71 6.03 0.43 27.01 2.76 5.43
banks
Foreign banks 3.82 1.05 0.29 6.18  0.85 1.24
Total 1,313.36 8.61 100 497.33 1.58 100.00

Source: Based on data from www.cbrc.gov.cn.

Table 12.2 NPLs and GDP (CNY bln, %)

Year NPL ratio (%) GDP Total loans NPLs to GDP (%)

1999 20, 20-40 10,699 9,373 18, 18-35
2000 26, 20-40 11,598 9,937 22, 17-34
2001 30, 20-40 12,560 11,232 27, 18-36

Note: The table shows for different NPL ratio estimates to what volume of NPLs
they correspond.
Source: GDP: IIF statistics, loan amounts: PBOC.

observers even put forward that 50% of all loans was non-performing by
the turn of the century (Studwell, 2002).

RCCs in China fared even worse: in 2001 an investigation showed
that in the reviewed provinces, the NPL ratio reached an average of 45%
and a maximum of 67% (Xie P. et al., 2005d). In December 2005, the
President of ICBC disclosed the bank’s NPL ratio for 1998 (based on the
five-tier classification) at 47.5% (Jiang J., 2005). Later data show that
NPL ratios reached 25%, 23% and 15% for ICBC, BOC and CCB respec-
tively in 2002 (Kudrna, 2007).

Exact figures for NPLs were difficult to come by for a number of
reasons:

e Poor standards for the reporting of bad debt levels (each branch
knows how much bad debt is acceptable and the numbers are not
double checked).
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e C(lassification of loans according to the four-tier (where the classifica-
tion requirements are less stringent and usually NPL levels are under-
stated? — according to Tang Shuangning, the introduction of the five
loan categories basically ‘created’ CNY600 bln in bad loans: Hu C.
and Zhang M., 2010).

e Alarge number of loans are rolled over even though the borrower can-
not repay the principal (these are then still counted as performing).

e Existence of loans with large outstanding amounts where new loans
are granted to avoid large write-offs in case of borrower bankruptcy.

e High number of inefficient SOEs and commercially unviable projects.

e Loan classification standards are not always followed in a stringent
manner? (WB, 2003).

Overall, the NPL ratios have improved but in individual cases this has
yet to become a reality (Table 12.3). For example, a PBOC staff member
reports for Jincheng city in Shanxi province that by the end of the first
quarter of 2008, the NPL ratio in the city (across all commercial and pol-
icy banks as well as cooperatives) amounted to 17.8% — with the policy
banks showing an NPL ratio of 25% and the RCCs 46% in March 2008.
Reductions in this ratio stem almost only from the ‘SOCBs’ restructur-
ings (Li P., 2009). The banks’ loan portfolios were also highly skewed
towards three local industries (power, chemical and coal industries).

12.2 Classification standards for NPLs

Until 2004, China used a nationally devised classification for NPLs,
referred to as the four-tier classification. This old classification empha-
sised loans over borrowers (a defaulted loan did not require that another
loan from the same borrower would be treated as non-performing), prin-
cipal over interest repayments, and the occurrence of a default event
over the true riskiness of the borrower/transaction (Huang et al., 2005).
Since 2004, it uses the five-tier classification, in line with international
classification standards (Table 12.4).

It should be noted that international current practices with the five-
tier categories classification standard still leave some leeway in judging
into which category a particular loan should fall. As a consequence,
bank managers can still, albeit to a lesser extent, report the NPL vol-
umes that are deemed acceptable. In addition, some banks consider
collateral in categorising loans — so that overdue collateralised loans
are still recognised as performing in the first year of being overdue
(Holland, 2009).



Table 12.3 Non-performing loans in China

ICBC ABC BOC CCB BoComm Merchants CITIC SPDB Minsheng Industrial Everbright Huaxia SDB Zheshang Bohai GDB Hengfeng
2009
— NPL ratio (%) 1.54 291 1.52 1.50 1.36 0.79 0.95 0.80 0.84 0.54 1.25 1.50 0.68 0.01 0.10  2.40 0.38
— Reserves 164 105 151 176 151 253 149 246 206 255 194 167 162 - - 156 212
coverage ratio (%)
- Equity -1,191 -5,316 -1,427 -1,023  —1288 —647 —2135 -625 -1,133 -1,018 -630 -701 -1,355 —869 —681 —434 -2,519
coverage ratio (%)
- Reserves to 2.61 3.16 2.35 2.70 2.10 2.04 1.44 2.02 1.76 1.39 2.49 2.57 1.11 1.17 1.22  3.88 0.82
portfolio (%)
- Top 10 2090 22.47 28.00 18.94 22.15 28.82 39.52 25.04 34.01 38.71 0.48 33.99 40.85 39.89 7.46 56.43 30.53
borrowers’
concentration (%)
2005
— NPL ratio (%) 4.69  25.08 4.62 3.84 2.34 2.58 414 197 1.30 2.33 - 3.04 10.56
— Reserves 54 5 81 67 70 111 80 142 101 91 - 69 38
coverage ratio (%)
- Equity 27 845.99 8 11 7 -5 13 -20 -0.5 4 - 21 203
coverage ratio (%)
— Reserves to 2.61 1.29 3.86 2.63 1.66 2.95 342 288 1.34 2.15 - 2.16 4.16
portfolio (%)
- Top 10 35.4 n.a. 256 28.38 26.26 42.56 46.49 32.48 43.6 39.43 38.2 122.2
borrower’s

concentration (%)

Definitions: NPL ratio = amount of NPLs at the end of the year/gross loan portfolio amount at the end of the year; Reserves coverage = reserves for loan losses/ amount of NPLs; Equity coverage = (amount of NPL-reserves for loan

losses)/total equity at the end of the year; Reserves to portfolio = reserves for loan losses/net loan portfolio.
Source: Own calculations based on data from banks’ annual reports.
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Table 12.4 Four-tier and five-tier loan classification

Before 2004 Since 2004
Performing Standard
Overdue Missing repayment Special Borrowers currently
on the principal mention still able to service
not on the (SM) the debt but some
%0 interest factors could impede
é repayment
8 Doubtful Within two years Substandard Borrowers unable to
5 after payment cover principal and
= period, still no interest in full from
payments normal operating
income and losses
possible (overdue
>3 months)
Unrecoverable/ Only in the Doubtful Collection of
loss unlikely event principal and
that the borrower interest in full is
& is declared improbable,
§ bankrupt or significant losses
éo liquidated certain, collateral to
é be collected (overdue
5 >6 months)
g - - Loss Considered
on uncollectible, after
=) .
g exhausting all

collection efforts
or instituting legal
proceedings

Note: The amount of time written in parenthesis is for guidance only (the number of days

overdue is an important indicator for the bank but no limits is stated in the regulation).
Loans which are overdue with other departments or other financial institutions should

also be categorised under ‘special mention’. Restructured loans shall be classified at least as

sub-standard.

Source: Marshall et al. (2004a); WB (2003); own research. Rules for laws 10.

Regulations have also been issued to monitor and manage NPLs
(References for laws 26 and 50). NPLs and assets should be monitored
and assessed on a regular and systematic basis. Special attention should
be given to the largest NPL levels and volumes, to large exposures and
related parties’ transactions. Reporting on NPLs should be made on a
monthly basis to CBRC and should cover basic information and situa-
tion on the loans (amount, maturity, trends, area, industry, and so on),
write-offs, concentrations, quality of newly disbursed loans, analysis of
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the reasons and trends in quality of new NPLs, and measures taken to
improve or to resolve uncovered issues.

According to the directive on loan loss provisions for bank loans
(References for laws 51), general provisions shall be raised for 1%, 2%,
25%, 50% and 100% for each of the five loan categories under the new
classification (altogether coverage of NPLs with provisions is required
to reach a minimum of 150%). But the banks now need to comply with
IAS 39 in China so that they also use historical data and experience to
judge the amounts to be raised on a portfolio basis. Additionally, the
banks raise specific provisions depending upon the concrete situation of
a single loan or subportfolio (for the non-performing categories the pro-
visions may be 20% higher than the norm). These are entirely depend-
ent on the bank’s own assessment* of the borrower’s repayment ability
in the future (‘objective proof’ such as late payments, heavy financial
difficulties, bankruptcy, are required to raise the loan loss provisions).
The general provisions are tax deductible while specific ones are not.

12.3 Reasons for the emergence of NPLs

In a speech, the PBOC governor, Zhou Xiaochuan (2004a) stated,

[...], 30% of the NPLs resulted from state planning and administrative
intervention, 30% were due to defaults of state enterprises after state
banks provided financing based on state policy, 10% came from struc-
tural adjustments as a result of state orchestrated closures, mergers and
restructurings of enterprises, 10% stemmed from intervention of local
governments including poor creditor protection in the judicial and
enforcement process, while 20% was due to the inappropriate internal
management. In addition, factors, such as poor credit culture, inten-
tional defaults and inadequate application of accounting standards,
can be found in all above categories. One striking truth is that many of
these causes are related to legal, judicial and enforcement practices.

The emergence of NPLs is highly correlated with the practice of policy
lending. For many banks, government interference and credit quotas
meant lending to politically motivated schemes, independent of credit-
worthiness or the level of risk. For example, Guangdong Development
Bank’s loan portfolio quality was much worse in Guangdong than at its
other branches (Lu Y. and Long X., 2005).

Xie Ping (2006), the former general manager of Central Huijin Invest-
ment Co., thinks that NPLs emerged as a result of widespread and common
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collusion between banks, local authorities, their employees, regulators
and asset management companies (AMCs, see Box 6). Collusion entails
all activities that ensure that responsible persons are not made respon-
sible when it comes to the creation of NPLs. Collusion is useful to those
who use it because the cost-benefit-risk equation is in equilibrium: the
risk of being discovered is low and the cost attached to it is lower than
the expected benefit from collusion, the benefits depend on the breadth
and the depth of collusion, because the deeper and broader the collu-
sion, the lower the risk of being caught. Another incentive is when NPLs
are disposed of: because NPLs are difficult to value and the information
is opaque, the chance of achieving a high price on an NPL sale is high,
especially when collusion is at play. Internal collusion within banks, for
example, also serves as a method to stand against always higher per-
formance requirements set by authorities for banks.

In their internal structures, banks did not have strong internal controls
and credit cultures. Loan monitoring was also ignored and there were
no sanctions for bad lending decisions (no bankruptcy was allowed for
banks and borrowers). Sanctioning mechanisms would have increased
the learning effect and strengthened responsibility and decision-making
within the banks. NPLs never represent a danger to bank managers
(even during an economic downturn). Because of the lack of incentives
for banks to manage their risks, enterprises were also not required to
reduce their leverage (and few intended to repay loans: Chen X., 2005).
Furthermore some regulations hindered the development of adequate
loan loss provisions (LLP) (anything above 1% of the outstanding loans
in provisions is not tax-deductible) and set interest rates below the real
cost of loans (Lou J., 2000).

12.4 Resolving the NPL issues

The central government’s response to the NPLs issue emerged progres-
sively. First, it created the four AMCs, each corresponding to one of the
SOCBs. Then, it injected cash on more than one occasion, mainly in the
SOCBs (Table 12.5). Local governments have also injected some funds
into the banking system and helped create asset recovery companies.
For the other banks, mainly CCBs, the only options were to resolve
NPL issues either in collaboration with local authorities through the cre-
ation of special entities which take over part of the NPLs (in 2004, local
governments spent a total of CNY23.3 bln to buy NPLs from CCBs; Xinhua's
China Economic Information Service, 2005b), or by themselves through
the creation of specialised loan work-out and recovery departments.



Table 12.5 Non-performing loans disposals at state-owned commercial banks

Asset Management Companies

Year In bln CNY Huarong Great Wall Oriental Cinda Total
1999 Volume of NPLs bought 407.7 345.8 267.2 350 1,370.7
Loans from Central Bank 94.7 345.8 116.2 3 559.7
Received from ICBC ABC BoC CCB, CDB
Debt securities from bank 313 347 660
Financing for NPLs purchase 407.7 345.8 116.2 350
Average interest rate (%) 2.25
2000-2001  Volume of NPLs bought 44.5
Loans from Central Bank 44.5
Received from the Central Bank,
CCB and CDB
2004 Volume of NPLs bought 320.1
Loans from Central Bank 160.5

Received from BoC and CCB 278.7
and from BoComm 41.4

2005 Volume of NPLs bought 459
Loans from Central Bank 459
Received from ICBC and spread
among all four AMCs

Average interest rate (%) 2.25
Total Loans from Central Bank 1,223.7
Volume of NPLs bought 2,194.3

Note: Additionally, the costs to the central authorities were higher if one factors in the successive capital injections amounting to a
total of CNY732 bln between 1998 and 2008 for the Big Four. Taken together, the disposals and the injections have cost the authorities
around 10% of today’s GDP - and that does not entail the reform costs of other financial institutions.

Source: Based on Yu, N. (2005d).
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These departments are more likely to deal with recent NPLs. Banks have
tried to avoid the outright sale of NPLs as it would mean that they need
to recognise a loss. However, as the recovery value and probability of
loans declines with time, it would be best to sell soon so as to recoup as
much value as possible.

Higher competition, market-driven commercialisation but, most
importantly, official pressures made loan reductions necessary. These
reductions were achieved mainly through disposals, sales or selective
write-offs of NPLs (Table 12.6). Fresh inflows of capital have enabled the
largest NPL holders (that is, SOCBs) to write off or sell their NPLs. A large
volume of NPA has technically changed hands, but is still in the system
(see Box 7).

To decrease the level of NPLs in a sustainable manner, Xie Ping (2006)
notes that banks should introduce monetary incentive mechanisms
(and not government-related), truly independent check and balance
mechanisms within banks (internal audit, credit controls, and so on),
strengthen the role of independent external auditors, increase the level
of sanctions and strengthen internal controls. However, in many cases
banks have found short-term fixes to resolve their NPL issues.

Table 12.6 Write-offs and NPL disposals in China for selected banks (CNY mln)

Bank name 2003 2004 2005 2006 2007 2008 2009

ICBC n.a. 50,500 27,547 11,144 8,171 12,373 11,866
BOC n.a. 186,900 4,783 3,684 6,798 5,575 9,038
CCB 158,817 6,342 3,784 3,329 6,445 6,579 6,845
ABC n.a. na. 6,081 16,123 3,242 717,560 1,070
BoComm 8,831 33,382 312 1,147 1,122 1,927 2,804
Merchants 468 303 745 328 528 667 738
CITIC n.a. 3,035 3,519 3,685 3,072 931 1,326
SPDB n.a. 509 977 1,163 780 599 814
Minsheng 121 404 511 437 792 1,328 1,345
Industrial 86 335 576 990 451 860 298
Everbright n.a. n.a. n.a. 2,336 3,981 14,850 561
Huaxia 378 481 800 1,014 1,500 2,054 1,987
SDB 0 835 599 564 2,302 10,607 175
Bohai 0 0 0 0
GDB n.a. n.a. n.a. 58,000 460 1,093 557
Zheshang 0 0 0
Hengfeng n.a. n.a. n.a. n.a. 174 466 84

Notes: The figures for the three SOCBs in 2003-2004 and BoComm in 2004 include transfers
of NPLs to the AMCs (the same holds for Everbright in 2008). Bohai and Zheshang as new
banks did not have to make any disposals or write-offs up to now.

Source: Based on banks’ annual reports.



164 Banking in China

One special feature of the Chinese banking system is the rolling over
of loans without any clean-up practices, called ‘lending new to repay the
old’ or fE#iE|H. The loans are normally for a one-year period (often also
as a way to bypass administrative rules not to extend medium- or long-
term loans) and are rolled over at the end of each year, with no concern
for the creditworthiness of the borrower, or capacity or willingness to
repay the loans. First, the structuring of these loan facilities is carried
out poorly. Second, the likelihood of monitoring and recognising NPLs
is reduced to a minimum. This creates poor discipline on the part of the
banks and on the borrowers, but at least it does not increase the amount
of NPLs.> The banks use such devices flexibly: if a loan amount is needed
to reach targets, it can be extended by a few days after the end of the
reporting period (Wen X., Zhang M. and Fang H., 2009).

Banks have also employed other methods to significantly decrease NPL
levels: in certain cases they have extended the maturity of NPLs or have
transferred loans from the original borrower to the guaranteeing entity
and so on (China Business, 2003b). For some observers (interviewed in
the above news article) the banks’ impetus for decreasing NPL levels
came simply from an administrative requirement from the regulators.

For Chinese regulators, the challenge of dealing with NPLs is still very
much an ongoing concern. The pressure is now coming from newly
disbursed loans and especially those disbursed at the onset or during
the financial crisis.

12.5 New loan quality

In December 2005, the President of ICBC disclosed the bank’s NPL ratio for
newly disbursed loans after 2000 at 1.6% (Jiang J., 2005). New loans seem
to have a better quality if ABC’s portfolio can be of any guide (Table 12.7).

With the improvement of SOEs’ performance as well as the increas-
ing number of private enterprises which exhibit better efficiency and
performance, the number and volume of NPLs have been decreasing
(Figure 12.1).

The increased close supervision of NPLs in banks by CBRC has also
helped raise awareness and induced efforts to reduce NPL levels.

Another reform that will surely reduce further the number and volume
of future NPLs is linked to changed incentive mechanisms. On one side,
managers are increasingly being recruited in a competitive way in the job
market. On the other side, banks — mainly BOC and CCB - have required
officers and managers to take responsibility (Zhang X., 2004b): large NPL
ratios or volumes can become a reason for reducing remuneration or for
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Table 12.7 New and old loan quality at ABC

Year 2007 2008 2009
Old loans (% of total) 33.2 11.8 7.2
Old loans NPL ratio 65.08 12.68 10.49
New loans (% of total)  66.8 88.2 92.8
New loans NPL ratio 3.13 3.23 2.33

Source: ABC IPO prospectus, 2010.
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Figure 12.1 Decrease in NPLs in China (in % and 100 mln).

Note: The figure above highlights well the impact of loan disposals on asset quality and that
the decrease in the NPL ratio was mainly achieved by loan growth.

Source: Based on data from www.cbrc.gov.cn.

asking a manager to step down. Further to this, banks are now required
to implement due diligence guidelines from CBRC when assessing bor-
rowers and transactions risks (References for laws 8).

But two other developments have made increases in NPLs a renewed
concern. These were first the introduction of long-term® (Table 12.8)
and thus riskier lending (which also became available to SOEs, even less
concerned with risks and repayment) and second the financing of large
government projects (Box 8) from state budgets to banks’ loan books.

However, the recent period of rapid loan growth that banks have just
experienced could distort the quality of real assets (for example, in real
estate lending, wholesale and trade as well as in manufacturing, the NPL
ratios published by banks are consistently higher than the overall NPL
ratio’). Under good economic growth conditions, banks normally tend
to be less prudent in lending and thus the amount of new NPL from
these is difficult to come by (only ABC in its listing prospectus pub-
lished NPL ratios for new and old loans). In addition, the rapid growth



Table 12.8 Short-term loans at main commercial banks (%)

ICBC ABC BOC CCB BoComm Merchants CITIC SPDB Minsheng Industrial Everbright Huaxia SDB Zheshang Bohai GDB Hengfeng

2007 44.6 n.a. 433 421 n.a. n.a. 66.7 70.7 51.7 n.a. 61.1 63.4 63.0 73.6 n.a. 76.1 82.8
2008 43.7 47.1 43.7 43.0 62.0 63.7 68.7 60.7 57.6 53.2 60.1 73.1 66.1 77.0 n.a. 73.1 85.5
2009 37.6 418 374 37.6 40.1 53.8 59.7 54.9 54.6 40.1 48.6 553 563 65.0 n.a. 54.8 70.0

Note: Short term means a maturity of less than one year.
Source: Own calculations based on data from banks’ annual reports.
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in retail loans also accounts for an important part of the reduction in
the ratios of NPLs.

A report by the AMC Cinda (CINDA Asset Management Company
Research Center, 2010) expects the 2009 loan surge to lead to an increase
in NPLs in 2012-13. Their analysis is based on survey questionnaires
principally with SOCBs and JSCBs. These show 64% of the respondents
believe that the ratio will increase. Bad loans are likely to be concen-
trated in infrastructure, real estate, retail mortgages and export sectors.
A PwC survey of Chinese bankers showed that most expected their NPL
ratios to rise, but they also believed that it would be possible to keep
them under 5% (PwC, 2009c¢).

The numbers of special mention loans could hint at future NPLs
(Table 12.9).

Moreover the rate at which loans move from the special mention cat-
egory to the next (doubtful — counted as non-performing) is quite high.
In 2009, special mention loans amounts which became non-performing
was on average® 14% (12% and 18% for 2008 and 2007 respectively) —
but the situation can be very different in each bank (for example the
ratio ranges between 6% and 49% in 2009).

Another worrying development is the recurrent overcapacity in some
industries such as, for example, steel production, power generation and
cement (Table 12.10). While central authorities have tried to curb invest-
ments in these industries (mostly energy and infrastructure related),
the efficiency of such administrative mechanisms is low because local
governments often act against them.

Table 12.9 Special mention (SM) loans in main Chinese banks (CNY bln, %)

SOCBs JSCBs
2007 2008 2009 2007 2008 2009

Special mention loans 605.3 1,0129 893.6 148.5 164.4 128.1
— as % of gross loans 5.9 6.9 4.6 6.8 2.4 1.5
— NPL ratio with special 9.6 10.7 6.8 5.1 4.0 2.6

mention loans (%)
— NPL ratio without 2.9 2.9 1.8 10.1 1.2 0.9

special mention

loans (%)
- as % of capital 87.2 54.6 42.0 40.8 34.2 19.5

Notes: The figures for JSCBs never include Everbright and for 2007 do not include Hengfeng
either. The figures are based on total and not on averages.

* Accounts for the special mention loans fully as if they were non-performing ones.

Source: Own calculations based on banks’ annual reports.
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Table 12.10 NPL ratios by industry sector (%)

Industry sector 2009 2006-2009 averages
Agriculture 4.52 26.30
Mining 0.38 2.77
Manufacturing 2.54 6.28
Power generation 1.41 2.02
Construction 1.32 2.66
Transport & communication 1.29 1.75
Computing 2.62 4.21
Wholesale & trade 2.71 9.50
Hotels & catering 4.82 12.05
Finance 0.08 0.59
Real estate 1.93 4.20
Commercial services 0.9 5.34
Research & technology 2.98 7.98
Environment & public facilities ~ 0.37 1.02
Other services 1.68 3.78
Education 2.29 2.93
Health & social 1.61 3.55
Culture & entertainment 3.24 9.21
Public management 0.44 3.38

Source: Author’s own calculations based on CBRC (2007, 2008, 2009¢ and
2010).

The enactment of the fiscal stimulus relying on the banks to forward
funds has also heightened risks (Table 12.11). It is not a question of if
NPL ratios will increase — but rather one of when and to what extent
(Reuters News, 2009a).

Other established lending practices have the potential to create fur-
ther NPLs: the decentralised system for the granting of loans (which
lowers the oversight and control over quality, decreases the consistent
application of practices, increases the likelihood of outside influence,
and de-links lending and macroeconomic conditions), the high reliance
on guarantees from related companies as collateral (meaning a greater
chance of systemic risk because of interlinked and reciprocal guaran-
tees) and the high reliance on bullet repayment loans (which reduces
financial discipline with borrowers and de-incentivises loan monitor-
ing) and, finally, the still widespread rolling over of loans® (Ramos R.
et al., 2005).

In order to stem the flow of new NPLs, the regulators have issued
frequent and repeated warnings to banks not to lend to local govern-
ment financing platforms, to energy-consuming businesses or to any



Table 12.11 Risky credit exposures (in % of respective loan volume)

ICBC ABC BOC CCB BoComm Merchants CITIC SPDB Minsheng Industrial Everbright Huaxia SDB Zheshang Bohai GDB Hengfeng
Top 10 2.67 248 3.28 239 2.73 2.95 426  2.61 4.15 4.25 0.05 035  3.66 5.24 0.77  5.08 0.40
borrowers
Real estate 82 114 75 81 7.4 6.6 4.8 8.7 11.7 9.8 10.6 8.2 7.4 16.0 10.8 7.8 2.4
Manufacturing 154 236 21.6 18.1 21.8 18.0 21.7 218 13.8 15.9 14.6 29.1 20.2 23.3 32.7 228 35.9
Trade 5.1 6.1 148 33 8.4 7.5 8.8 9.5 4.1 6.3 7.5 12.6 11.5 10.4 54 151 11.1
Residential 169 133 185 19.2 12.9 26.3 11.8  15.0 11.3 22.1 15.6 68 273 1.4 00 133 0.8
mortgages
Trust loans 5.0 00 0.0 13.0 6.5 6.1 53 121 3.8 5.2 5.0 4.1 2.5 0.7 0.0 4.2 0.9
Restructured 0.6 0.5 06 04 0.3 0.2 0.3 0.1 0.3 0.2 0.7 0.2 0.5 0.1 0.0 0.9 0.0
loans
Loans overdue 0.3 00 03 0.1 0.2 0.1 0.4 0.0 0.4 0.2 0.1 0.1 0.4 0.0 0.0 0.0 0.0
less than
90 days
Unsecured or 48.4 n.a. 533 475 55.0 51.7 n.a 50.5 53.9 49.2 0.0 49.6 417 48.6 na. 553 42.6
guaranteed

Source: Own calculations based on data from banks’ annual reports.
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Table 12.12 Loan loss provisions in banks

Year 2003 2004 2005 2006 2007 2008 2009

Loan loss provisions 19.7 14.2 24.8 34.3 39.2 1179 155.4
(% of NPLs)

Source: CBRC (2010).

sectors which are believed to be in a bubble state (such as real estatel?).
Compliance with maximum exposure limits and concentration will be
enforced and banks are required to review again their internal controls
and conduct assessment of their loans’ performance after disbursement
(Asia Pulse, 2009d and CBRC, 2009b).

At the same time they have also required higher loan loss provisions
by banks on their loan portfolios (Table 12.12). Even local commercial
banks can boost a ratio of 182% as a whole. The CBRC has changed its
rules to require 150% as a minimum instead of previously 130% and
100% (CBRC, 2010).

12.6 NPLs and systemic risk

Older NPLs have now been transferred away from the banks’ balance
sheets, but remain in the financial system. AMC:s still have large amounts
of NPLs on their books. These represent a further challenge and a poten-
tial liability for the central authorities. Based on CBRC data from 2006
the AMCs could still hold around CNY400 bln in NPLs. CBRC estimated
in 2009 that the banking system still had CNY518 bln NPLs (PwC,
2009Db).

In addition, more NPLs can be found on PBOC'’s books (Li T., 2008).
Li Tong estimates, for example, that by the end of 2007 the total NPLs
held by all banks, the AMCs and PBOC could amount to CNY3.9 trn
(of which one-third is held by PBOC and another third by the coun-
try’s commercial banks). The PBOC non-performing loans stem from the
PBOC practice to lend funds to institutions that enable them to write
their NPLs down, from taking over failed institutions and borrowings to
AMCs - none of these loans was ever expected to be repaid. The system-
wide NPL estimate of CNY3.9 trn corresponds to 15% of real GDP or
35% of foreign exchange reserves in 2007.

In May 2006 Ernst & Young (E&Y) (E&Y, 2006) published its estimate
of the amount of NPLs remaining in the banking system: USD900 bln
(including pre-1999 NPLs and potential new ones), more than the official
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foreign exchange reserves. Following strong criticism from PBOC, the
report has been withdrawn rapidly.

As long as the country continues to show strong economic funda-
mentals such as a dynamic private sector, a high percentage of self-
financing in enterprises, capital account controls, a high propensity to
save (with most savings left in financial institutions), a high level of
foreign exchange reserves and low levels of public debt (Melka and Xu,
2004), China is unlikely to feel the pinch from its NPLs.

Once economic growth cannot support such a situation, then NPL
levels will be experienced to the full. In future, the only sure way to
establish a sustainable level of new NPLs is to have appropriate control
mechanisms, corporate governance structures and best practices in risk
management. All of these need to be supported by professional and
committed employees (Melka and Xu, 2004). A number of researchers
agree that as long as the Chinese authorities have the financial resources
to support the banking system and to pay for resolving its insolvability,
then the systemic risk of the banking system remains rather low (Melka
and Xu, 2004 as well as Longueville and Ngo, 2004).

Looking at the current state of NPL in China, one cannot say that
the NPL issue has been thoroughly resolved. Transfers have taken place,
which led to large reductions in the levels of book NPLs. The preven-
tion of new NPLs requires adequate credit policies and building up a
strong credit culture. All such soft facts and structures are still missing
in practice. No one can be sure that the next economic boom would not
bring more new NPLs.

If as in the financial crisis in 2009 the authorities wish the banks to
increase their lending and that it should directed to earmarked projects
in order to ensure smooth economic development, then the authorities
need explicitly to foot the bill — and the banks can make that sacrifice
in their loan portfolios (Yang Q., 2009).



172 Banking in China

Box 6 AMCs and NPL sales

In 1999, following the Asian financial crisis, the Chinese regime
established four! Asset Management Companies (AMCs) to deal with
NPLs in state-owned banks (one AMC for each of the SOCBs). Initially
such schemes were not made available to other banks. The purpose
of these AMCs was to help restore the originating bank’s loan port-
folio quality, to clean up the banks’ balance sheets, to centralise the
disposal of NPLs, to opt for faster methods in resolving the NPL issue
and to sell some NPLs in open auctions.

The state-owned banks have transferred in 1999 an initial CNY1.4
trn of NPLs to the AMCs. For loans originating before 1996, the AMCs
purchased NPLs at face value from SOCBs supported by central bank
cash. In return, banks received notes issued by the AMCs to the PBOC
(carrying interest) and, consequently, the PBOC funds the losses
incurred on the NPLs (Griffiths, 2005). Further NPLs sales to the four
AMC:s paid 50% of the face value in cash and the bidding AMC trans-
ferred the recovered amount to PBOC later (Yan M., 2005).

The AMCs have a range of other possible means to deal with non-
performing assets: legal disposal, sales of collateral, debt restructur-
ing, debt for equity swaps, sales of asset bundles, and disposal by a
trust or liquidation. Initially, most loans were sold through auctions
and securitisations. Most NPL sales were bundled for a small number
of investors (including foreigners) in private bidding processes. The
disposals of NPLs have now been largely restricted (PwC, 2005 to
2009), despite the large amounts of NPLs in the banking sector and
also the willingness of foreign investors to participate in the dis-
tressed debt market (PwC, 2004c; Shih V. et al., 2005a; PwC, 2006).
Restrictions, such as the lack of open sales and the high minimum
prices set by the authorities, have made further deals more difficult.
Then the banks also began their own sales, competing with the AMCs.
A strong impediment to NPL sales is the requirement that they should
not be sold below their net book value. A final blow was dealt by
the protectionism of local courts and the restrictions on real estate
purchases for foreigners which culminated in a Supreme Court guid-
ance in March 2009 suspending the resolution of new and current
NPL sales (PwC, 2009b).

Additionally, debt-equity swaps? have had a perverse effect: they
restored the SOEs’ balance sheets, reduced their indebtedness to
normal levels and stripped the pressure from interest repayments
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(Steinfeld, 2005). Thus the SOEs were actually able to seek loans from
SOCBs, which had previously sold their old debts with these compa-
nies to the AMCs (the SOEs are then meeting the required financial
ratio standards, they have shown that they receive the state’s support
and finally the banks help AMCs out, by providing cash to the SOEs
taken over by AMCs).

The recovery rates were initially 27% (2003) but subsequently this
fell to 21% (2006). Up to March 2005, AMCs had resolved on aver-
age 49% of all NPLs they had taken over (Table B.4). The better loans
were then been sold out, thus began a difficult period where recovery
rates decreased and no further information was published.3

Table B.4 The fate of NPLs transferred to AMCs (CNY bln, %)

2003 2004 2005 2006

Book value of non-performing 1,600 1,588 1,579 1,563
assets & debt-equity swaps

Recovery in cash and non-cash 142 172 206 236
Losses in disposal 371 507 639 899
Cumulative resolved assets 512 679 845 1,135
Resolution ratio (%) 3.20 4.28 5.35 7.26
Recovery ratio (%) 8.86 10.83 13.07 15.09

Note: Recovery includes asset sales and other (non-)cash means. Cumulative
resolved assets include as well losses incurred in disposing them. The resolution
ratio is the relation between the NPAs and the cumulative resolved assets and
the recovery ratio reflects the relation between recovered assets (by any means)
and the NPAs.

Source: CBRC, 2007.

The AMCs enjoyed favourable taxation, fees structures and sup-
port in the courts and could thus dispose more efficiently of bad
assets. However, they were still facing a number of basic challenges,
ranging from their unclear status (ownership, supervision, guidance
come from different ministries and administrations), cumbersome
approvals for sales, questionable valuation standards, limited rights
in the companies taken over,* and the fact that their future is far
from certain.

To live beyond their original ten years, the AMCs have lobbied
authorities hard to expand the scope of their business, moving into
insurance, securities brokerage, trust investments and private equity.
With regard to the bonds issued to the banks, they lack the funds to
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repay these, so that the bonds have been rolled over for another ten
years, the SOCBs have invested just below 50% in their capital (effec-
tively taking them over but not placing them on their own balance
sheet) and recapitalisation exercises are now beginning (Cinda AMC
received USD2.2 bln in July 2010).
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Box 7 Trust loans and loan transfers

Asset-backed securities (ABS) did a useful job for the banks in managing
their risks before they fell out of favour with the onset of the financial
crisis in 2007. Since then, any type of loan transfer has remained cau-
tiously watched at best. China has followed another route. Because
ABS were slow to take off in China (EIU, 2010a), the banks turned to
other innovations. In April 2010 the authorities preferred to establish
a loan transfer platform under the aegis of the PBOC.

But in order to adjust their loan portfolios and manage their risks
and liquidity, banks did not wait that long. In collaboration with trust
investment companies, they structure wealth management products,
in which an individual invests into a company and the bank acts
solely as an agent. The funds of the investor are simply forwarded
to a chosen company and the banks pocket the intermediation fees.
Trust companies help to structure the products - this is less expen-
sive than setting up SPV structures as in ABS transactions and helps
them to circumvent the fact that they cannot take deposits (but can
invest in equity). Local government projects also used such products
to fund specific needs. Because the risk of default is not carried by
the bank, the so-called trust loans are booked off-balance. In 2009
almost CNY800 bln in such trust loans were issued publicly (Bai, B.,
2010). According to the SOCBs’ and JSCBs’ annual reports, in 2009
they had a combined CNY1.4 trn in trust loans outstanding (exclud-
ing BOC, ABC and Bohai which do not publish relevant information;
Table B.5).

Through the use of such products, the banks can grow without
having to raise further expensive capital and can adjust their balance
sheet structure at year end as necessary. They also earn additional
fees and can retain their borrowers. Finally, they can bypass any
regulatory limits and restrictions on lending and capital adequacy
or liquidity. This did not please the CBRC which published a Notice
on standardising the cooperation between banks and trust companies
(References for laws 64) in December 2009. The Notice first requires
banks not to structure trust products on their own borrowing clients.
In addition, banks are required to book these products on their bal-
ance sheets and thus to apply the lending and concentration limits
as well (provisioning will also be required and thus drag down earn-
ings and margins on these products). These requirements put an
end to most of the volume of that market (The Wall Street Journal,
2010b).




Table B.5 Trust loans in main Chinese commercial banks (% of net loan portfolio)

ICBC ABC BOC CCB BoComm Merchants CITIC SPDB Minsheng Industrial Everbright Huaxia SDB Zheshang Bohai GDB Hengfeng

2007 3.9 208 n.a. 120 10.4 10.4 3.9 10.5 4.3 16.0 5.0 3.4 2.6 1.3 n.a. 4.8 0.9
2008 54 n.a. na 127 9.6 8.8 5.3 8.9 3.9 6.2 6.3 3.0 3.9 0.9 n.a. 4.7 9.2
2009 5.0 n.a. na 130 6.5 6.1 5.3 12.1 3.8 5.2 5.0 4.1 2.5 0.7 n.a. 4.2 0.9

Source: Banks’ annual reports, own calculations.
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In fact, it has never been clear who would bear the losses of default.
Trust companies and investors fully expect the banks to implicitly
guarantee at least the principal. In order to avoid social disorder the
authorities would certainly pressure the banks into forwarding more
loans to such defaulting clients.

Banks will have to think over true sales again or use repo-like (also
called buy-back) transactions to transfer loans (Li T., Wen X. and
Zhang M., 2009b). The promised establishment of a loan transfer
market in three years’ time seems a long way off — especially if banks
have to wait for it to become lively in trading and efficient in manag-
ing balance sheets before they can turn to it.
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Box 8 Local government financing

In 2009 - for the first time in 15 years - local governments won the
right to issue their own bonds. By law local authorities are not author-
ised to run a deficit as they are pleased. Central authorities are far too
aware that they would otherwise spend recklessly and leave the bill to
be settled by the central government. In 2009 Chinese local authori-
ties issued some CNY200 bln in bonds.!

However, it should not be thought that in previous years local
authorities have sat on the sidelines without any funds to finance
their pet projects. Over the years they have used a number of different
schemes to access bank loans. First, they took up financing through
fully-owned international trust and investment corporations (ITIC).
These went bust spectacularly in late 1990s.2 The end of that story
soon opened out into a new venture type — no less unsuccessful.

In May 2006, CBRC, in collaboration with other ministries, issued
a further notice to constrain the growth of the so-called ‘bundle
loans’, that is fixed investment loans provided to local governments
with their (illegal) guarantees (Guo Q. et al., 2006b as well as Sun M.,
2006). While it is prohibited by law for local governments to guar-
antee investment projects, they have in many cases given de facto
guarantees (or letters of comfort) which in case of failure could trig-
ger a series of domino-like defaults (Zhang Y. and Li Z., 2006).

The current arrangement is to create a financing platform managed
by a wholly owned company under the local authority. The risks
linked to these platforms are the same as before with ITICs or bundle
loans. The structure is only slightly different to circumvent new curb-
ing regulations. For now, the volume of loans to these platforms is
estimated at CNY7.7 trn® by CBRC (Anderlini, 2010b and McMahon,
2010b), with only 70-80% relying on some kind of sustainable source
of loan repayment. As before support to these platforms cannot be
guaranteed, although the authorities might have an interest in keep-
ing such structures afloat. To make things worse, it is only recently
that banks started approving such loans at provincial branch levels
(before that approval was more decentralised).

The recurrent reappearance of such similar structures (sometimes
only involving a change of names) and the eagerness of local authori-
ties in investment projects can be explained for financial reasons:
local governments can only run a deficit or take on debt once this has
been approved by local people’s congresses. Thus they can only steer
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economic development and investments through companies that are
fully under their control, which they often guarantee in front of lend-
ers (the guarantee is backed by the fact that these authorities hold
a monopoly over local resources and are the legitimate anchor for
economic and social development — which banks happily support).
Additionally, the resources allocation system between central and
local authorities does not enable them to finance easily the projects
on which they are required to spend money (health care, housing,
and so on). Finally, the fiscal stimulus enacted in late 2008 has also
given provided the correct impetus for the banks side and the gov-
ernment to lend and invest on a greater scale. There is certainly a true
need for better infrastructure and communication means, but there
are also undoubtedly a number of flawed and uneconomic projects.

The platforms often finance infrastructure or public utilities projects.
Others are linked to housing and communication or transportation.
By mid-2009 the number of such platforms had soared to over 8,000
(Zhang M., 2010b), with a negative RoA (Duan Q., 2010). The loans
proceeds should normally be repaid through land sales revenues, tax
revenues, government subsidies and other revenues from the projects
themselves — but sometimes (Caixin, 2010) the funds amount to
three times the revenues. The lack of a steady stream of revenues is
not only the sole issue: another challenge is the very poor capitalisa-
tion of such venues - especially those created to fund capital expen-
ditures. To enhance the platforms’ standing, some local authorities
put up land as collateral - the value of which is highly dependent
on the real estate market — or ask other local authorities or subsidiary
firms to issue cross guarantees — thus increasing only the systemic
risk. Bankers fear that if financing stops, then the platforms will not
be able to repay and fall into the non-performing category (as a side
effect of the ‘lend new to repay old loans’-practice) (Caijing Magazine,
2009a).

On 13 June 2010, the State Council issued a Notice (References
for laws 56) to put an end to the financing structures (Zhang M.,
2010c). The notice is solely the result of a number of previous warn-
ings issued by authorities and regulators. While the details still need
to be worked out in full, the banks are first required to ZE 3T FF,
ZEERN., EFiTME. BURE (‘open one by one, audit one by
one, reassess, improve to save from further damage’). Public welfare
projects — that is, any project that does not have sustainable revenue
flows — should no longer be financed at all. The remaining platforms
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should enhance their standing through better corporate governance
structures, capital replenishments, and commercial operations. The
notice also repeated that guarantees of local authorities are worthless —
but that did not stop lending previously either.

Banks have taken a more passive stance — waiting for the regulators
to tell them concretely which platforms are fine, which are not and
what to do with them. Since the notice deals only with the current
state of affairs, history is likely to repeat itself once again — until gov-
ernment debts are recognised and tried. Where there is demand, there
will be supply - so it would be better to formalise that demand.




13

Capital Adequacy and Risk
Management

13.1 Capital adequacy

Chinese banks have generally been undercapitalised (Table 13.1) -
especially considering the fact that adequate provision has not been
made for their loan losses.

The Basel capital ratio has only been published by banks in recent
years and this trend is increasing as banks are pressured into compliance
by regulators (and, to some extent, by stock markets and shareholders).
After their second recapitalisation exercise, all SOCBs can now boast
capital ratios that are above the required minimum.

Now most of the Chinese banks are compliant with the minimum
8% Basel I capital adequacy ratio! (Table 13.2). The table, however,
cannot be understood as all banks being compliant, since it includes
only commercial banks (that is, SOCBs, JSCBs, CCBs, RCBs and foreign
banks).

In 2008 and 2009 all large commercial banks were sufficiently capital-
ised, even after taking into account losses and provisions (Table 13.3).

In the past, the central goal in the banking sector was the gather-
ing of deposits. Therefore the loan-to-deposit ratio was the single most
important performance indicator: it was the criterion for the payment
of bonuses, for the development of business targets and for judging the
effectiveness of branch business. All relied heavily on this single figure
because, in the absence of an efficient money market, asset growth could
be achieved only through deposit growth (Harner, 2004a). Furthermore,
each branch had to be self-sufficient in terms of funding because deposit
transfers between branches, across provinces were forbidden. Regulation
and compliance were all based on the loan-to-deposit ratio (set at 75%)
(Figure 13.1).

181



182

Table 13.1 Capital ratios at Chinese banks (%)

2003 2004 2005 2006 2007 2008 2009
SOCBs 4.06 4.25 4.57 5.59 5.62 6.15 5.45
JSCBs 3.30 3.13 2.99 3.50 4.67 5.00 4.78
CCBs 3.41 3.42 4.06 4.69 5.64 6.46 6.32
RCBs 1.22 4.78 5.14 4.94 5.41 5.75 5.98
RCoBs 6.42 6.34 6.35 6.51 6.65
UCCs 0.27 1.14 1.55 2.74 4.89 5.84 6.36
RCCs -0.52 2.38 4.20 4.34 4.30 4.26 4.27
PSBC 0.68 1.00 1.23
Foreign banks 9.82 8.48 8.73 8.05 9.36 10.56 12.41
Chinese banks 3.25 3.66 4.10 4.87 5.16 5.59 5.19
combined
Definition: Equity/assets = total equity at year end/total assets at year end.
Source: Own calculations based on data from CBRC (2010).
Table 13.2 Compliance with Basel I ratio in China
Year 2003 2004 2005 2006 2007 2008 2009
Number of banks 8 30 53 100 161 204 239
compliant
% of banking 0.6 47.5 75.1 77.4 79 99.9 100

assets compliant

Note: The total number of commercial banks included here is 240, so that one bank remains

incompliant.
Source: CBRC (2010).

Table 13.3 Recapitalisation cost of banks (2009, CNY bln)

SOCBs JSCBs
Equity 2,126 726
Loan loss reserve 512 167
NPL amount 356 90
Recovery rate of NPLs (%) 20 20
Actual loan losses 284 72
Capital surplus (deficit) 2,354 821
Total loans (gross) 19,597 8,673
Required Basel ratio 8% 1,568 694
less: existing surplus capital 2,354 821
Required new capital 0 0
plus: existing deficit 0 0
Recapitalisation cost (surplus for growth) 0 0

Note: SOCBs include ICBC, BoC, CCB and ABC.

Source: Own calculations based on Hu 2002, data from banks’ annual reports.
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M 2006 = 2007 2008 2009

ICBC
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BOC
ccB

SOCBs
BoCom
CMB
CITIC
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JSCBs

Figure 13.1 Loan-to-deposits ratio at selected Chinese banks
Definitions: Loan deposit ratio = net total loan amount/total deposit amount.
Source: Own calculations based on data from banks’ annual reports.

As a consequence, the concepts of capital and capital adequacy were not
on the mind of neither bank managers nor bank regulators and capital
constraints were unheard of.? Such strong deposit growth disregarding
asset quality and capital adequacy also favoured the building up of NPLs.

13.2 Basel I in China

Thus, in February 2004 when the CBRC issued a regulation on capital
adequacy for commercial banks, this was seen by many observers as
a revolutionary measure (References for laws 28 and Marshall etal.,
2004a). The PBOC had previously published a minimum CAR of 8%
(prescribed in the earlier Commercial Banking Law) but did not give any
detailed calculation methods or definitions of its components, and
in addition adherence was not enforced. Thus the Regulation govern-
ing capital adequacy of commercial banks was, in a number of respects,
a fundamental and ‘dramatic step’ (Desombre and Chen, 2004). The
level of enforcement is strong: at least the public has never heard of any
non-compliant bank being sanctioned, although the pressure to comply
was always high.3



Table 13.4 Basel I ratios of main Chinese banks (%, 2009)

ICBC ABC BOC CCB BoComm Merchants CITIC SPDB Minsheng Industrial Everbright Huaxia SDB Zheshang Bohai GDB Hengfeng Total

BaselI 12.36 10.07 11.14 11.70 12.00 10.45 10.14 10.34 10.83 10.75 10.39 10.20  8.88 11.06 10.21 8.98 12.00 10.48

ratio

Source: Banks’ annual reports, as published by the banks, based on total capital.
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The new regulations took into account Basel I and Basel II rules as
well as the prospects of Chinese banks soon facing foreign competition
(through the entry to the WTO in 2007).

The transition from a quantitative growth (based on attracting depos-
its or on a funds constraint system) to a qualitative growth path (reflect-
ing the quality of the assets held or a capital constraint system) took
place formally until the end of 2006. At the same time the banks were
required to increase levels of provisioning.

The main elements of the new regulation are outlined here. Capital
adequacy calculations must take into account provisioning for (loan)
losses. Capital is defined in two tiers and long-term subordinated debt
shall not exceed 50% of core capital and tier 2 shall not exceed the
amount of tier 1 capital.

Risk weightings promulgated by the CBRC are somewhat different
from those advocated in the Basel I accord. The Chinese regulators have
scrapped the Organisation for Economic Co-operation and Development
(OECD) club rule and replaced it with a more Basel II-like approach:
claims on sovereigns and overseas banks shall be weighted according
to externally available ratings from international credit rating agencies.
Claims on the Chinese government are treated as if China was rated
better than AA— (China as a sovereign is currently rated by Standard &
Poor’s with A+/A-1+). Otherwise risk weights are similar to those pro-
moted under Basel I for on-balance and off-balance sheet exposures. Risk
mitigants are recognised in the sense of Basel II. A further important step
taken by the regulators is the removal of the preferential treatment of
SOEs (Table 13.5). They now receive the same risk weights as other enter-
prises. Furthermore, debt issued by AMCs in exchange for NPLs carries a
0% risk weight to incentivise the disposal of NPLs.

Market risk is also taken into account in the capital adequacy calcula-
tions. This recognises the increased level of financial market activities
in China. This applies only to banks with trading positions exceed-
ing the lesser of 10% of the bank’s on- and off-balance sheet assets or
CNY8.5 bln. Operational risk is not taken into account in the new capi-
tal calculations, but is addressed in another document.

Information disclosure and supervisory review are based on Basel II
requirements. The BoD or president of the bank is responsible for capi-
tal adequacy and senior management is responsible for its implemen-
tation. Supervisory review is undertaken through on-site review and
off-site surveillance. Banks are categorised into three groups depending
upon the adequacy of their capital (CAR > 8%, CAR < 8% and CAR
< 4%). For each group CBRC has a range of measures at its disposal,
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Table 13.5 Changes in loan risk weightings (%)

Until 2003  Since 2004

Loans to central-level SOEs 20 50
Loans to provincial-level SOEs 50 100
Loans to sub-provincial SOEs 70 100
Loans guaranteed by very large SOEs 50 100
Loans guaranteed by large SOEs 70 100
Loans collateralised by land rights or 50 100
residential buildings

Issuance of bankers acceptance drafts 70 100
Bonds of policy banks 0 20*

Note: *Change for CDB only/starting from 2011 onwards.
Source: References for laws 28.

ranging from requiring management improvements to the complete
suspension of activities. Principles are basically similar to those of
pillar 2 in Basel II, but they lack the rigour and level of detail of the
Basel standards. Disclosure is the responsibility of the BoD and should
include details on risk management policies, their scope of application,
capital, capital adequacy, and credit and market risks. Disclosure to all
relevant stakeholders is required within four months following the end
of the accounting year.

Capital adequacy is now the responsibility of the BoD, and stringent
sanctions apply to those banks that are undercapitalised.* Any inad-
equate levels of capital should be dealt with by the BoD through a spe-
cial action plan. This made banks more efficient, more disciplined and
more market-oriented. To comply with the above regulations, banks had
to improve asset quality, dispose of NPLs and raise fresh capital, either
by looking for new shareholders (through IPOs, for example), pressing
the present ones for new capital or issuing long-term subordinated debt
and hybrid bonds (Table 13.6). These three alternatives are increasingly
also available to smaller banks. Capital management is becoming a real-
ity and a necessity for Chinese banks.

With the unfolding of the financial crisis in 2008, the CBRC pushed
up the capital and provisioning requirements (for the latter see the pre-
vious chapter). Large banks must comply with an 11% CAR and smaller
ones with 10%. Most banks already comply with this. At the same time
the banks also tried to restructure their own balance sheets with various
means such as trust loans, loan transfers (Box 7), and expanding loans
to industries and areas they previously did not reach out to (Zhang M.
and Dong Y., 2010). Additionally, information disclosure will become
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Table 13.6 Sources of capital for Chinese banks (%)

2006 2007 2008 2009

Stock market issuances 23 47 9 4
Retained earnings 10 28 23 52
Subordinated debt 12 10 17 32
Others 22 9 20 12
Government recapitalisation 33 6 31

Source: CBRC (2007, 2008, 2009¢ and 2010).

broader in quarterly reports by the banks to CBRC each quarter (Reuters
News, 20094d).

In line with the efforts of regulators around the world to redefine the
meaning of bank capital, the CBRC also issued additional regulations
on the issuing of subordinated debts (Fang H., 2009 and references for
laws 55). Following the increased use of subordinated debts (in the first
eight months of 2009 the banks had issued a combined CNY232 bln -
more than three times the figure for the whole year of 2008) and intense
lobbying® by the commercial banks, CBRC settled for a compromise
which requires banks, starting from 1 July 2009, not to recognise cross-
holdings of subordinated debts as capital for the purposes of CAR cal-
culation. Furthermore, the notice requires the bank to cap long-term
subordinated bonds issuance to 25% of the lender’s core capital and
that those lenders with a CAR below a 7% threshold (5% for those non-
nationwide banks) should not be allowed to make use of subordinated
debt to replenish capital. This will increase the investors’ base as well as
the quality of the banks’ capital.

As a result, at end-2009 and in the first half of 2010 the banks pro-
duced a large number of refinancing plans and raised fresh capital on
domestic stock markets. Because the banks intended to raise funds for
the next years’ growth, the pressure on stock markets was very high
(Bai X., 2010).

13.3 Basel II in China

The new capital accord (Basel II) could have a potentially strong impact
on Chinese banks and their environment. This is mainly due to the
fact that Basel II and the whole risk management framework are in
stark contrast to the current reality of the Chinese banking sector. Ba
Shusong (Ba S., 2005b) sees challenges for China with Basel II, ranging
from capital and risk management to data and disclosure, as well as
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organisational structures, incentive compatibility (between banks and
regulators), market-oriented supervision and the fostering of financial
innovation.

Previously, the CBRC had stated clearly that it will initially concen-
trate on implementing Basel I requirements and will thus not require
Chinese banks to comply with the new Basel II rules for now. ‘& E1F,
kS8 was the motto (that is, ‘according to the national situation,
participate actively’; CBRC, 2006a). But because other banks will imple-
ment Basel II standards from 2007 onwards, the CBRC demanded that
Chinese banks slowly edge towards the new rules and start to prepare
(BaS., 2005a). Pillar 2 on supervisory review and pillar 3 on market disci-
pline of the new Accord were to be implemented more quickly in China.
The CBRC has received the BIS approval for proceeding in this way.

For regulators, the implementation of Basel II can potentially increase
information and bank-level data availability for a better and more accu-
rate view and understanding of banks’ risks and potential losses. This
in turn will enable them to react in a more timely manner. The new
Accord is unlikely to protect the finance industry from system-wide
collapse or to reduce the amount of money authorities would need to
spend if a bailout is again deemed necessary.

For banks, implementation will certainly initially bring higher costs,
but pressure to comply comes from the regulators, the competitors and
the investors. A risk-sensitive approach to business can help draw a com-
petitive advantage, and smooth entry in other foreign markets (although
ironically Chinese financial institutions were hailed as safe havens dur-
ing the financial turmoil in 2008-09, even though their practices are
still behind best practices). A better risk management can help increase
investors’ confidence.

Some authors (for example, Mrak, 2003; Ward, 2002) argue that emerg-
ing market economies need to meet various preconditions before going
ahead with implementation. Unmet requirements (Table 13.7) could put
a whole industry or country at risk (given the large influence and role
that banks play in financing emerging markets enterprises).

Although Basel II is complex, costly, requires a substantial amount of
historical data, gives a large degree of autonomy to banks and is cali-
brated to G10 countries (Balzarotti et al., 2004), implementing only the
standardised approach (SA) across the Chinese banking industry makes
little difference to the (relatively) risk-insensitive Basel I. Most condi-
tions required for the full implementation of the SA in China are not
yet fully realised: credit rating agencies are under-developed, externally
rated borrowers are few and are unlikely to turn to banks for financing,
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Table 13.7 Current situation in China in terms of Basel II implementation

Area: macro level Current situation in China
Baseline supervisory Broadly in line with the requirements of Basel II,
system but lack of regulators independence.
Legal-regulatory Issues include: embryonic development of the
infrastructure external rating industry, lack of recognition
of creditors’ rights and absence of bankruptcy
proceedings.
Human resources Modelling experience is building up.
Disclosure regime Broadly in line with the standards of Basel II.
Corporate governance In place, are not (sufficiently) used.
Accounting/provisioning Most obstacles have been removed.
practices
Availability of loss data Banks are still collecting the data and will need

at least up until 2013 - or experience a full
economic cycle.

Source: Based on BCBS (2004c) and own research.

the data on corporate bonds data are poor, and, finally, credit bureaus
are under-developed.

While the SA does not seem feasible, there are definite challenges with
IRB approaches. Apart from the availability of data which is a challenge
for all banks, the fact that banks have yet to experience a full economic
cycle adds a layer of difficulty. This, in turn, makes stress testing and
calibration difficult.

As a result, the CBRC has chosen a phased approach to implement the
new Basel accord. ‘New Accord Banks’ (that is, those with international
operations, probably including ICBC, BOC, CCB, ABC, BoComm, China
Development Bank (CDB), Merchants and SPDB) are to implement the
accord from 2010, with the other commercial banks to adopt it from
2011 onwards. In the mean time, CBRC produced a number of relevant
documents and conducted surveys and reviews on the potential impact.
The IRB advanced approach is to be preferred. In May 2008 it established
a specialised task force. The phasing of the implementation applies not
only to the industry, but also to each individual bank. Those applying
for IRB status need to be approved by CBRC and comply with minimum
requirements. The coverage of assets weighted according to Basel II must
be increased slowly from a starting point of 50% to 80% and higher.
Internal models are required to calculate market risk. There should also
be a review of the risks not covered by the Accord. The banks need to
collect the data, establish rating systems and risk measurement models
with the appropriate processes and procedures (References for laws 52).
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For the aforementioned New Accord Banks, the CBRC wrote in its
annual report in 2009 that six of them had already established obligor
rating systems and four were developing transaction ratings, and three
were working on ratings for retail business.

13.4 Basel II-compliant regulations in China

In October 2008, the CBRC issued the first notice concerning Basel II
implementation in China (References for laws 53). The notice considers
five parts in respect of the measurement of regulatory capital and the
regulatory and technical requirements for classification of risk expo-
sures, internal ratings systems, specialised lending ratings, credit risk
mitigation and operational risk management. The notice was followed,
two months later, by a further pack of eight notices (first for comment,
coming into law as of 2011) concerning market risk measurement with
the advanced approach, interest rate risk management on the bank-
ing book, liquidity risk management, information disclosure on the
CAR, validation of the approach for operational risk, calculation of
the CAR, securitisation exposures, and supervisory review of the CAR
(References for laws 54).

The risk exposures in the banking book are to be divided into sover-
eign, financial institutions, corporates, retail, equity and other on- and
off-balance exposures. Internal rating systems should cover the first three
classes as well as retail but in the form of pools. The constituents of
internal rating systems are their governance structure to ensure objectiv-
ity and reliability, technical standards to ensure the same treatment to
similar exposures, workflows which ensure independence and fairness,
risk parameters measurement reflecting characteristics into PD and LGD
factors, and, finally, MIS and IT systems. Banks are required to conduct at
least yearly reviews of their internal rating systems which are the respon-
sibility of the BoD. Ratings shall cover both the borrower and the facil-
ity, should have at least seven non-default and one default grades, and
can be through-the-cycle or point-in-time. Where information is scarce,
ratings should be lower. Internal ratings are the judgement of the bank
solely and external ratings shall be considered for information only.
Models underlying the rating systems should also be reviewed and reas-
sessed regularly so as to reduce model risk. Such systems must have been
in use for at least three years before being approved by the regulators.
The ratings produced should constitute the basis for setting risk manage-
ment policies, loan approval, capital allocation and governance.

Capital disclosure should reflect the bank’s disclosure policies. The
content should include the components of the capital base, disclosure
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on the banks’ individual asset portfolios (divided in the above risk
classes at least), comments on the policies and objectives of risk man-
agement in each risk type (interest rate, market, liquidity, and so on),
credit risk measurement and provisioning as well as concentration in
industries, areas, products, borrowers and so on, risk-mitigating factors
such as securitisation, collateral, and their respective calculations. For
disclosure about capital, instruments and adequacy, the information
should be disclosed every quarter, for exposures by risk types and vari-
ous other relevant details half-yearly disclosure is sufficient.

Capital adequacy ratio calculations should cover all subsidiaries owned
in which the institution has more than a 50% stake. The rules also detail
how to treat other subsidiaries. The capital adequacy calculations will
reflect internal ratings that cover at least 50% of all assets (80% after
three years — but 90% within one single entity in the bank). A capital
definition is provided again and some deductions to it are required for
CAR calculations. The capital adequacy calculations are the same as put
forward in the Basel II document.

As can be seen from the above, the majority of the requirements and
content from the original Basel II Accord are found in Chinese regula-
tions. In some aspects the regulators have adapted the regulations to
fit more closely the Chinese situation and environment (for example,
reducing the number of risk exposures classes in the banking book). Its
regulations are more detailed in so far as they require more build up of
structures and processes to achieve Basel II standards (this should come
as no surprise since Chinese banks have more to catch up and CBRC has
a more hands-on approach).

13.5 ‘Basel III’® in China

With the onset of the financial crisis, there was criticism of the reliance
on banks’ own systems and models to derive appropriate capital levels
and the BIS proposed additional indicators and measures for regulators
to manage other risks which featured prominently during the crisis
(that is, apart from credit risk — especially liquidity risks). The BIS has
proposed a new liquidity coverage ratio as well as a stable funding ratio
(BCBS, 2009a, b and c). These measures should assess the likely standing
of the banks under stress.

For Chinese banks, the lack of detailed data’ from the annual reports
means that calculating these ratios for the main Chinese commercial
banks is not possible. However, if one calculates a simplified liquid-
ity ratio (Table 13.8), it appears that liquidity could be - in case of
emergency — freed from PBOC reserve accounts.



Table 13.8 Liquidity in Chinese banks, 2009

ICBC ABC BOC CCB BoComm Merchants CITIC SPDB Minsheng Industrial Everbright Huaxia SDB Zheshang Bohai GDB Hengfeng Total
Average

Liquidity 17.33 20.24 16.25 18.23 18.34 13.44 16.69 15.84 20.04 19.08 17.18 15.66 11.93 17.09 25.13 15.19 19.48 17.31
(%)

Note: Liquidity ratio = cash and equivalents (which for all banks entail a large portion of central bank reserves)/customer deposits (without differencing between maturities and types of deposits). Customer deposits make
up 65% to 85% of the banks’ total assets and are thus the main liabilities and source of funding for the banks.
Source: Banks’ annual reports, own calculations.
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A further document (BCBS, 2009c¢) highlights the quality of capital,
calls for a strengthening of capital requirements, adds leverage ratios to
the supervisory tools and advocates a counter-cyclical approach.

CBRC has acknowledged the BIS publications and published a Chinese
version, but did not make any detailed public comments about the propos-
als (PBOC net, 2009). For Chinese banks, the quality of capital should be
in line with the new BIS proposals (there was no tier 3 previously, tier
1 and 2 definitions are similar — albeit not as detailed as in the BIS pro-
posals). Moreover the CBRC has insisted many times on banks reviewed
their risk concentrations — something that is in line as well with the con-
tent of the document. However no new calculations of capital adequacy
or of forward looking provisioning have been published (CBRC required
higher CAR and LLP levels for now).

13.6 Current state of risk management systems
in Chinese banks

Chinese banks started to establish risk management structures and rating
systems only at the beginning of the new century. This late start was the
consequence of years of policy lending, of capped interest rates, of his-
torical burdens and of poor incentives to create sound banks. The newly
established risk management units are separated from sales departments.
Banks have changed the incentive structures of relationship managers,
started off-loading NPLs and finally have been able to share data through
the PBOC credit information platform. Despite the high hurdles that
Chinese banks face, more and more are moving into risk management
especially that of credit risk.

The first incursions into risk management were made at the turn of the
century in SOCBs (Qian X., 2004). First, a link was created between expo-
sure to a client and its rating and a mechanism was created for the analysis
of borrowers. Different authorities needed to be consulted in respect of
specific loan amounts and types of loans (for example, working capital
loans and mortgage loans can be approved at branch level, while loans for
investment in fixed assets required the head office approval at ICBC). The
various lending authorities were adjusted subsequently to reflect the local
economic conditions as well as the performance of individual branches, or
the availability of collateral. Zhang Ran and Hou Guangming (2005) report
that as early as 2000, Chinese banks were experimenting with rating grades.
However, these were rudimentary, unstable, and lacking a mature method-
ology (most had only five or six grades, which were recently increased to
10-13 grades - for example, ICBC’s system has 12 grades (as has ABC's),
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Industrial’s has nine and Bocomm’s has ten). Rating scales are being unified
internally, and now different rating modules are being designed to cater to
different products (project finance, corporates, retail, and so on).

In many institutions, however, the reform process has been slowed
down as aresult of the resistance of managers. The challenge is that banks’
branches are often independent and managed as mini-banks. Under the
old lending processes, branches were responsible for all lending, and
authorisation was given by the branch manager (Marshall et al., 2005a).
ABC has reduced the number of loans approved at that level and all
larger loans are approved at headquarters (Hu C. and Zhang M., 2010).
In addition, technology and staff training have all helped to further
strengthen the internal processes. But even the regulator, Liu Mingkang,
asserts that it is no easy task for dozens of people to oversee over 400,000
staff (Zhang M., 2010d).

In 2005, ICBC and BoC announced they were using new internal
rating systems and until 2011 at least all Basel II banks in China will
at least have such more complex systems. By and large the other larger
banks have already followed suit to get new Basel II-compliant credit
rating systems together with the appropriate documentation as well as
reforming their internal organisational structure to conform to interna-
tional best practices.

Large banks have established centralised and vertical hierarchies for the
management of risks (mainly credit, liquidity, market and operational).
Yet the structures are not fully centralised: while the systems are common
to all entities and levels of decisions within one group, the branches still
retain a say in decisions through their local risk management units. These
units sit awkwardly between two lines of responsibility, the first to their
risk management counterparts at headquarters and the other to their local
branch manager - as described in some of the largest banks’ annual reports
for 2009. Influence by local managers is thus still a reality and there is still
no reporting lines separation between those managing risks and those
doing business — thus the incentivisation of credit officers is challenged.

Other banks have chosen to centralise credit decisions with just a few
separate centres: for example, Industrial has centres in Beijing, Shanghai,
Guangzhou and Fujian. In those cases, the branches have to submit credit
applications to these centres. To ensure that its officers are made respon-
sible for their decisions (often as or within a committee), Industrial has
also established a special committee investigating responsibilities. Its
credit policies describe, among other things, which industries should be
focused on (along the lines of government policies). Other large banks,
such as Minsheng, still have to implement risk management systems to
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cover all of their activities, products, borrowers and risk types. Minsheng
has also drawn three lines of defence: business department, risk manage-
ment and audit department.

Moreover the bank’s boards of directors (BoD) are now to be responsi-
ble for the design and implementation of a risk management strategy. To
this end they can use a number of committees, including a risk manage-
ment committee. It is interesting to note, however, that in a number of
banks, there is not one single risk management committee: there is one
for the BoD and chairman, another under the president, and possibly a
third based at the headquarters. Observers might rightly question if such
arrangements are efficient and can really increase the level of barriers to
ensure good and independent risk management. Additionally, no bank
has until now implemented a separation between business and credit
reporting lines (all report finally to the president of the bank).

As an outside observer it is difficult to assess to what extent these credit
rating systems are being used, how adequate they are and if they are being
circumvented more than integrated into daily decisions. Furthermore
while the professionalism of risk management departments will increase
over time, it remains to be seen if the same also happens in respect of
their independence and their responsibilities. Further to these, they also
see more challenges. Credit and loss data are insufficient because a full
economic cycle has yet to be experienced. A methodology measuring
credit risk to support decision-making is lacking (still often based on col-
lateral availability, and so on) and needs to be fully validated.

In line with the regulatory requirements, the banks are — while per-
fecting and strengthening their internal controls, credit monitoring
and credit assessment systems — now establishing stress-testing capabili-
ties and taking steps to manage their capital actively (using economic
capital, RORAC and EVA, for example, to allocate capital to different
industries, borrowers, sub-portfolios, geographic areas and so on). ICBC,
for example, is using an internal capital adequacy assessment process?
to allocate economic capital.

But that does not take into account the fact that most Chinese banks
are much smaller with much lower capacities and capabilities. They are
unlikely to implement the Basel II requirements and will stand on the
sidelines for now.

13.7 Impact of the Basel II Accord

Researchers and surveys (BCBS, 2003; EU, 2003; PwC, 2004b) have
shown that for most types of banks and for more complex approaches,
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the capital requirements should be lower than they are at present. The
more complex approaches, all other things being equal, are said to have
a positive impact on reduction of capital charges. The amount by which
capital could be reduced following the implementation of any of the
Basel II approaches is closely correlated to the structure and composi-
tion of a bank’s loan portfolio, with its operating environment (bank-
ruptcy codes impact recovery rates: Davydenko and Franks, 2005), its
internal structure and strategy and so on.

Results from the QIS3 for Chinese banks (five banks representing 48% of
the banking assets) have shown that the impact of Basel II in China would
broadly be in line with the impact on banks worldwide (CBRC, 2003;
Fan S., 2003). The five participating Chinese banks showed RWA increas-
ing by 9.02% (credit risk by 5.19% and operational risk by 3.83%).

CBRC has conducted preliminary assessments similar to QIS exercises
abroad to gauge the potential impact of Basel Il implementation on capi-
tal adequacy levels (Dong Y., 2010a). The assessment concentrated on
credit and operational risks and was finalised in the first half of 2010.
Prior to the assessments, CBRC thought that capital adequacy levels
would rise, but the contrary appears to have occurred. Results for ICBC,
for example, appear to show that the bank could actually lend more than
under Basel I because it was more than adequately capitalised. These
results are based, however, on the bank’s own calculations which have
yet to be approved by CBRC (not only the models but also the data basis
has to reflect the requirements).

Not only is there going to be an increase in the amount of available
capital, but costs are also rising: the costs of implementation® are cer-
tainly high, but the costs of refinancing for banks will also increase,
especially for those with poor standing and ratings. But, more impor-
tantly, the question is less quantitative and should be more qualitative:
banks should refrain from exchanging credit risk against model risk.

In addition to the quantitative impact as analysed above, the imple-
mentation of the Basel II accord will also have a qualitative impact
on Chinese banks. Implementation will certainly refocus the rewards
and incentives of officers and managers and delimit their responsi-
bilities more clearly. Internal organisational structures are likely to be
remodelled to comply more closely with a separation of reporting lines
between risk management and operational departments. Information
disclosure and transparency will encourage more stakeholders to review
the banks’ activities and publications. The banks and the regulators will
hold a wealth of data from which they can not only gauge risks but also
increase the level of financial intermediation. All of these are likely to
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lead to a stronger credit culture and more proactive and dynamic risk
management.

The impact of Basel II is likely to be felt at the level of the banking sys-
tem in terms of systemic safety and soundness. Stephanou and Mendoza
(2005) find that the last two pillars of the Basel II accord will contribute
to establishing a well-functioning and stable financial system, some-
thing that is often missing from emerging markets. However, they also
note that the impact on the domestic banking system is not fully under-
stood (redistribution of capital requirements within and across banks,
competitive disadvantages, refocus exposures to some products), and
that in emerging markets, pillar 3 could be seen as inefficient (creditors
have few incentives to monitor banks — because of the central and sup-
portive role of the state, the inadequacy of the bankruptcy laws, and
other factors).

For Chinese banks as for other emerging markets, the Basel II capital
requirements are likely to require capital charges that are linked closely
to economic cycles. Such swings will depend on the economy’s ability to
withstand crises (Segoviano and Lowe, 2002; Griffith-Jones et al., 2002),
and also on the ability of markets and of regulators to discipline banks.
At the same time it will also depend on asset correlations in emerging
markets: usually assets that are more dependent on idiosyncratic factors
than to systemic ones, thus an economic downturn would not spread
equally among a portfolio.

The financial intermediation function of banks is likely to improve.
The improved capacity to understand the risks incurred will also have an
impact on the use of interbank lending by the Chinese banks themselves.
This will increase the level of exchange with foreign and international
banks and also the level of integration of the Chinese banking system.
Credit infrastructure and the lending environment will be pushed to
reform. Already signs appear that banks are pressuring authorities into
adopting more lending-friendly measures (creditors’ rights reforms, use
of other collateral in coastal areas).

But capital adequacy might give a false sense of security — reforms must
run deeper and in the minds of bankers and regulators: higher leverage
or the optimisation of balance sheets should not be the answer to higher
risks.
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Corporate Governance

14.1 General remarks

Corporate governance is hailed as the ‘first line of defence in managing
bank risk’ by McKinsey analysts (Bekier et al., 2005) and one of the most
crucial reform areas in China (OECD, 2004 and 2005). Corporate gov-
ernance is the most important issue as well for Liu Mingkang (Zhang M.,
2010d). Corporate governance structures have the potential to reduce
the number of corruption cases and to improve internal controls and
risk management, as well as ultimately to improve the financial inter-
mediation capacity of banks.

Improving corporate governance structures is crucial to the operation
of all banks in China. It is an inescapable part of banking reforms and
will help reduce banks’ riskiness (Du Y. and Xu C., 2005). Reforms have
already taken place; however, how much change has there been in the
governance structures of Chinese banks?

Corporate governance mechanisms or ‘checks and balances’ can
improve a firm’s performance. Research has shown that (Denis and
McConnell, 2003) Boards of Directors (BoDs) are more effective when
they employ more independent directors, when the board'’s size is small
and when turnover on the board is low. However, it could not be con-
clusively shown whether the board should be chaired by somebody
who is not the CEO at the same time. Pay and incentives for managers
should be aligned with those of shareholders, this leads to higher firm
performance.

Ownership structure plays a key role in the development of sound cor-
porate governance: the identity of the shareholders and the percentage
of capital they hold will ultimately influence any conflicts of interests
that may arise between managers and shareholders. Overall, ownership
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Table 14.1 Profitability and major shareholding of Chinese
banks, 2009

Bank name Equity share (%) ROE (%) ROA (%)

SDB 17 24.6 0.9
Industrial 21 22.3 1.0
Merchants 18 19.7 0.9
SPDB 21 19.4 0.8
ICBC 35 19.1 1.1
CCB 57 19.1 1.1
ABC 48 19.0 0.7
BoComm 26 18.4 0.9
Everbright 60 15.9 0.6
BOC 68 15.6 1.0
CITIC 62 13.6 0.8
Minsheng 15 13.6 0.8
GDB 20 12.9 0.4
Huaxia 14 12.4 0.4
Hengfeng 26 11.8 0.6
Zheshang 14 10.0 0.5
Bohai 25 4.9 0.2

Definitions: ROE = net profit for the year/total equity; ROA = net profit
for the year/total assets at year end; Equity share is the percentage share
of the bank’s capital held by the largest individual shareholder (regard-
less of its background).

Source: Own calculations based on data from banks’ annual reports.

concentration (provided it is not in the hands of the state) appears to act
positively on firm performance. Privatisation also has a positive impact
on the performance and efficiency of firms. When the largest share-
holder is the state and privatisation is incomplete, then performance is
negatively affected (Clarke, 2003; Xu L. C. et al., 2002). This is also true
in the case of banks. Zheng Lujun and Cao Yanqiu (2005) show that in
China, the efficiency of commercial banks is determined largely by the
concentration of capital ownership and by the liveliness of shareholders
(and by the size of the bank but not by the type of bank itself, such as
JSCBs or CCBs). The higher concentration of ownership stakes in one or
a few hands can improve efficiency up to a point: a too high or too low
concentration negatively influences efficiency (Table 14.1).

Finally, the external environment in which enterprises evolve is also cru-
cial to the establishment of corporate governance structures (Figure 14.1).
Ewing (2005) also describes further institutions required for corporate
governance to take root: a functioning legal-regulatory environment,!
sound accounting standards, shareholders with an oversight capacity,
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Figure 14.1 Governance in China

Source: Governance matters (World Bank), accessed on 23 July 2010 (http://info.worldbank.
org/governance/wgi/sc_chart.asp#). The governance indicators range from —2.5 and 2.5 with
the higher values showing better governance. These indicators are based on interviews with
third parties. For a definition of each indicator: http://info.worldbank.org/governance/wgi/
index.asp.

efficient financial markets as well as institutional investors.? All these
preliminary conditions are in the process of being built up or are being
established in China, but remain weak for now.

14.2 Corruption

Another recurring challenge to the Chinese banking system is the system-
wide corruption (Table 14.2). This should not be too surprising consid-
ering the low remuneration of bank officers and managers as well as the
lack of effective internal controls, and checks and balances.

Dong and Torgler (2010) analyse series of regional data from 1998 to
2007 to find out in which environment corruption is more prevalent.
Regulatory and discretionary power combined with economic rents
(through strong weight of bureaucracies, decentralisation, lack of com-
petition) meant that corruption is a worthy exercise since the costs of
penalties are relatively low (likelihood of being caught decreases with
fewer checks and balances such as investigative journalism, civil society
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Table 14.2 Corruption in China

2005 2009
Country rank 78 76
Corruption perception index (CPI) score 3.2 3.6
Bribe payers index (BPI) 6.5*
Note: CPI Score and BPI on a 10 to O scale, 10 being the highest. *BPI for
2008.
Source: Based on Transparency International 2005 and 2009 www.
transparency.org.

Table 14.3 Corruption investigations

2003-06 (avg.) 2007 2008 2009

Number of FI branches 68,538 79,168 46,100 58,831
investigated

Amount of graft (bln CNY) 636 856 1,288 1,151

Number of FI branches with 1,506 1,360 873 4,212
graft

Number of subsequently 267 177 78 86
removed senior managers

Investigation coverage of FI 33 42 24 31

branches (%)

Source: CBRC (2009c¢).

organisations and so on). The more regulatory power one holds, the
more likely he is to be corrupt. Local governments tend to be less cor-
rupt with higher degrees of fiscal decentralisation (the contrary holds
with administrative decentralisation). An abundance of resources and
of SOEs breeds further corruption. Anti-corruption drives by authorities
depress the incidence of corruption. Controls by the press and higher
bureaucrats’ wages can also be effective.

The on-site investigation of unlawful activities has become a central
focus of CBRC’s work (Table 14.3). Irregularities are not solely an issue
for Chinese commercial banks; even foreign banks are on the lists.
Irregularities include not only graft, fraud and embezzlement of funds,
but also lending for wrongful purposes or in contradiction of bank rules
(illegal disbursements, weak lending practices and controls). The CBRC
holds branch managers personally responsible for offences (involving
more than CNYS5 mln) under their watch. In addition to the work done
by CBRC, the China National Audit Office (CNAO) also conducts investi-
gations into the banks. Regulators often take a close look at loan uses and
purposes to ensure that loan funds do not prop up the stock markets.
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Last but not least, the banks’ managers — as in any other enterprises
staffed by Communist Party members — can be investigated by the Central
Discipline Inspection Commission (CDIC). The organ? is responsible for
any investigation on whether that individual has lived by the Party’s
rules and this is done prior to the initiation of legal proceedings. This is,
however, far from being a useful check and balance in all cases: the inves-
tigation must first be cleared by the senior member under which that
individual to be investigated is ranked and the CDIC bureaucrats report to
the party secretary of that institution or enterprise (McGregor, 2010).

Corruption is not limited to the highly visible cases of branch managers
and senior managers embezzling millions of Yuan. A survey ordered by
the central government on real interest rates for loans in China shows the
importance of informal payments in order to obtain a loan in certain geo-
graphical areas (Xie P. and Lei L., 2005). Some 45.5% of the respondents
stated that to get a loan it is necessary to bring forward some advantages
to the bank officer. Of all respondents, 46% believe that people are not
held responsible for loans that turn bad. Enterprises have stated that,
depending on their location, they have to pay an application fee for a
CNY1 mln loan ranging from CNY14,000 in Eastern China to CNY63,000
in Northern China. On average, Chinese companies have to pay an appli-
cation fee amounting to 3.8% of the loan amount. To keep a good bank-
ing relationship, surveyed Chinese enterprises estimate that they have to
pay an interest rate of 4.9% on their loans.

The number of publicised corruption cases has started a process of change
at these banks. Many are now starting to review their internal controls
and channels to control business processes (Ling H. and Zhang X., 2005).
Research suggests that corruption is anchored in the habit of cultivating
separate and independent decision centres within one organisation.

14.3 The corporate governance regulatory framework
in China

While corporate governance is viewed as a high priority by Chinese
regulators and authorities, with much power remaining in the hands
of the authorities, acting as shareholders, such mechanisms serve their
own purposes rather than those of other stakeholders.

The corporate governance model chosen in China is one using a BoD
staffed among others with independent directors supervising senior
management combined with a supervisory board (SB) which supervises
the Board. However, the scope of its functions is much more restrained
and in practice it has a ‘rubber stamp’ function (IIF, 2006). The main
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responsibilities are with the BoD as in Anglo-Saxon countries although
the two-tier structure is more akin to a German model.

In China, corporate governance requirements are described in the
Company Law. The internal structure is composed of the general share-
holders’ meeting, the BoD, the SB and the senior managers. The general
shareholders’ meeting is composed of all shareholders and represents
the highest authority in a company. It should make decisions in rela-
tion to the business policies and investments, elect and choose direc-
tors, approve reports submitted by the two boards, approve budgets and
financial accounts, decide on the registered capital, on the issuance of
bonds, on the distribution of profits and losses, on the organisation of
the company and its articles of association as well as on any merger,
dissolution and so on (Wei W., 2005). In practice, however, the business
steering rights are on the side of the BoD and not with the sharehold-
ers’ meeting which has less insight into the daily business operations
and thus has to rely heavily on the proposals submitted by the BoD.
This role is given further importance because other means of external
supervision are often weak (Yang J., 2005).

The BoD is appointed by and reports to the general shareholders’
meeting (as does the SB). It is often composed of some ten members. It
controls the senior management of the company on behalf of the share-
holders.* Its chairman is also the legal representative of the company and
the party secretary® (Table 8.5). The SB supervises the BoD and senior
management and brings any issues to the attention of the shareholders
(it is composed of fewer members than the BoD, but should give appro-
priate representation to other stakeholders).

In the case of China, Liu Qian (2006) defines the corporate govern-
ance system as ‘control-based’, rather than market-oriented. This is due
to the fact that Chinese regulators and authorities still make much use
of administrative measures to control developments in the economy.

Nevertheless, the relationships with minority shareholders have imp-
roved as protection has been anchored legally (CFA Institute, 2007). Instru-
ments such as proxy voting, cumulative voting, easier suit on directors,
rights to check books and transactions, and the right to petition have
all improved the framework. The reforms seem to have led to some posi-
tive results (Lin H., 2008). Large shareholders tend to appropriate less
resources through related parties transactions since the strengthening of
minority holdings. These can now earn larger gains and there has been
an improvement in the efficiency of firms.

Zhou Xiaochuan (2004c), PBOC’s governor, outlined a number of
issues that remain to be resolved in China. The most important of these



204 Banking in China

are: the clarification of ownership structures and role of senior manag-
ers; the role of the authorities and of the Communist Party; and the
protection of investors’ and creditors’ rights.

As an improvement, it might be useful to increase ‘bonding’, that
is requiring managers to spend time to reassure their shareholders —
including minority ones — that resources will be spent wisely so as not
to harm the value of their investments (Cai H., 2007).

14.4 Corporate governance in Chinese banks

Because principal-agent relations in banks are more complex and involve
more stakeholders, corporate governance in banks is a special case com-
pared with governance in other companies. Moreover, the impact of
bank failure on the economy can be potentially devastating, so that
control mechanisms including public scrutiny, supervisory commit-
tees, and staff incentives need to be adapted to the challenges (Cao X.
and Zhao X., 2004; Wang X. and Huang Y., 2004). Finally, information
asymmetry issues run deeper (Wei W., 2005).

Chinese authorities have chosen the following reform model for
Chinese banks in terms of corporate governance (Thompson, 2005):

e ownership structure reform (through recapitalisation, the introduc-
tion of new operational and business practices, the diversification of
shareholders, of foreign strategic investors albeit with capped stakes);

e the higher capacity and specialisation of regulators (the creation of
CBRC, the definition of responsibilities of CBRC and PBOC, an empha-
sis on improving banks’ governance, but regulators are still lacking
independence);

e strengthened the legal regulatory environment (rules-based supervi-
sion, tackling enforcement issues);

¢ increased information disclosure and market discipline mechanisms
(capital markets development, the raising of different types of capital
and of debt, higher disclosure and transparency requirements which
all tend to improve firms’ performance and earnings; Lu T., Zhong J.
and Kong J., 2009); and

e increased foreign entry and shareholdings (end of transition period
to WTO entry, equal treatment and foreign strategic investors).

For commercial banks, CBRC has issued specific corporate governance
guidelines (References for laws 7, 34 and 49). These require them to
establish well-defined rules and procedures, responsibilities and report-
ing lines, disclosure and remuneration schemes. They also make it
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compulsory for banks to appoint independent directors (banks with a
net worth of more than CNY1 bln should have at least three independ-
ent directors). Further to the requirements of the Company Law, the
guidelines also introduces higher requirements for protecting minority
shareholders and restricting related-parties transactions. The nomina-
tion and appointment of senior managers cannot be the activity of a
sole shareholder, so that majority shareholders cannot control the board
(nominations for SB and BoD are separated). Furthermore independent
directors are required to sit on the Board, and committees® should be
established. Related-parties transactions are regulated with more detail
and ensure the independence of the listed entity. In the case of commer-
cial banks the SB has wider and deeper powers: supervision of managers’
performance and activities, responsible for mandating an external audi-
tor and should report activities to the regulatory authorities.

CBRC also acts as an observer at initial BoD and SB meetings. Further-
more it requires two or three executive directors to sit on the BoD in order
to achieve more efficiency and a stronger link to operations (Zhang M.,
2010d).

Nicholas Howson (2009: 129, 131) writes: ‘In theory then, corpo-
ratisation [...] was promoted as an instant panacea for the lack of
operational or allocative efficiency at China’s banks, not to mention the
sturdy defence against manipulation of these firms by “insiders”.” Yet,
after analysing the new shareholding structures of the banks (Table 8.3),
he concludes: ‘[...] after the bank’s resoundingly successful [...] dual
listing IPO, the capital structure remained heavily weighted in favour
of China’s state actors or proxies ... ’. This sentence describes ICBC, but
the same is true for most other banks in China.

The ownership structures of SOCBs have changed, but the state nev-
ertheless continues to play its multiple roles: investor, manager and
supervisor. Rights and responsibilities are all in one body. At the same
time, listings for the SOCBs require them to comply with higher cor-
porate governance and risk management standards (as required by the
stock markets on which they are listed and by the new international
investors). Improvements in information disclosure are useful to all
stakeholders but above all to the authorities themselves.

Not only did owners stay the same, but essentially the staff and
managers did not change either. On the surface banks and authorities
were separated but below the surface the same arrangement prevails as
before - just in a formalised and legally more stable way.

Most executives at Chinese banks are also members of the party
committee — the exceptions largely being those recruited from abroad
or from foreign firms (Huang and Orr, 2007). The Party Committee
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is the most important and crucial decision-making organ within any
commercial bank (its secretary is the chairman of the bank): the BoD
rubber-stamps the decisions of the Party (McGregor, 2010). Howson
cites an interview with then Bocomm’s chairman who states that the
Party Committee’s decisions can be vetoed by the BoD. It should actu-
ally work the other way round (Howson, 2009). The Party Committee
is subordinated and staffed by the Party and can investigate party mem-
bers through the CDIC (Howson, 2009). The Party Committee is in
charge of strategy, personnel appointments and corporate social respon-
sibility. Nonetheless, the Party — through its board appointments — tries
to play an increasingly active and positive role within these institutions.
It now takes more frequently into account other outside constituencies
(Huang and Orr, 2007).

The obligatory independent directors which must make up one-
third of the BoD are also mainly vetted and named by the Party or the
Organisation Department. Furthermore their task is to act in the bank’s
interests (probably very close to those of the majority shareholder)
and they do not have a right to veto (Howson, 2009). Thus all direc-
tors are answerable to the Party rather than the shareholders (although
with the state as main shareholder, this would not make any difference
anyway).

Board committees (Table 14.4) are very important as many BoDs just
conduct simple votes based on succinct information prepared through
lengthy discussions and analyses (Huang and Orr, 2007). Decisions can
be more easily influenced at that level, while the BoD does change little
to previously formed opinions.

Most banks base their employees’ reward on market share in the
local banking industry achieved for each period (Wen X., Zhang M.
and Fang H., 2009). This often drives lending towards the end of the
reporting period.”

Chinese researchers (Du Y. and Xu C., 2005; Wang X. and Huang Y.,
2004) identify a number of areas in which the corporate governance of
Chinese banks is still deficient which include:

* strong control from insiders A&B A2l (the strategic development of
banks is often decided by senior managers, decisions regarding the
operations and distribution of benefits are influenced by personal
interests and short-term incentives);

e rigid incentives (oriented towards bureaucratic requirements rather
than operations, no separation between operational and risk man-
agement departments) and lack of trust between different parties;



Table 14.4 Corporate governance in banks, 2009

207

Bank Committees under BoD BoD SB
name composition composition
and attendance

ICBC Strategy, risk management, 15 (3, 6, 6), 5(2,2,2)
nomination, compensation, 100%
related parties transaction
control, auditing

BOC Strategic development, risk 153, 7, 4), 5@3,0,2)
policy, HR & compensation, 100%
related parties transaction
control, auditing

CCB Strategic development, risk 17 (4, 7, 6), 8(@3, 2 3
policy, nomination & 100%
compensation, related parties
transaction control, audit

ABC Strategic planning, ‘sannong’ 13 (4, 6, 3), 5(2,0,3)
finance development, n.a.
nomination and compensation,
audit, risk management, related
parties transaction control

BoComm  Strategy, audit, risk management, 18 (4, 8, 6), 11 (5,1, 3)
HR compensation, social 100%
responsibility

Merchants Strategy, risk management, 18 (3, 9, 6), 94,2, 3)
nomination, compensation and  95%
examination, related parties
transaction control, audit

CITIC Strategic development, audit 15 (2, 8, 5), 8@, 2,3
and related parties transactions ~ 100%
control, risk management,
nomination and compensation

SPDB Strategy, nomination, risk 19 (5, 7,7), 9@, 23
controls and related parties 100%
transactions, nomination and
examination, audit, capital and
operations

Minsheng Strategic development and 18 (3, 9, 6), 8@, 2,3
investment management, 100%

risk management, related
parties transaction control,
nomination, compensation,
audit

(Continued)
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Table 14.4 Continued

Bank Committees under BoD BoD SB
name composition composition
and attendance

Industrial ~ Executive, risk management, 14 (3, 6, 5), 94,2, 3)
audit & related parties 100%
transactions, nomination,
compensation and examination

Everbright Strategy, nomination and 15 (4, 6, 5), 11 (5, 2, 4)
compensation, risk over 2/3
management, audit, related
parties transactions control

Huaxia Strategy, audit, risk management, 15 (X, X, 6), 11 (X, 2, 4)
nomination, compensation and  100%
examination, related
parties transactions

SDB Audit, risk management, 15 (8, 2, 5), 72,2,3)
nomination, compensation and  100%
examination, related parties
transactions

Zheshang  Strategy, risk management and 15 (X, X, 3), 10 (4, 2, 4)
related parties transactions n.a.
control, nomination and
compensation, audit

Bohai n.a. 14 (X, X, 3), 5(1,2,2

n.a.

GDB Strategy, nomination, risk 17 (4, 10, 3), 83, 1,4
management and related parties n.a.
transactions control, nomination
and examination, audit

Hengfeng  Related parties transactions 12 (X, X, 1), 5 (n.a.)
control, nomination, audit n.a.

Note: Attendance is given in % (at least four meetings are required per year), the composi-
tion of the BoD and SB members is given in parentheses as executive, non-executive and
independent members (BoD) and as representing the general shareholders’ meeting, outside
stakeholders and employees (SB). X means that no number is stated in the annual report.

Source: Based on information from annual reports 2009 for the stated banks.

e endogenous supervision (both banks and supervisors are under the
aegis of the central government); and
e inefficient organisational structure (strong power at the branch man-
agers’ level,® too many hierarchical levels, duplication of function at
different hierarchical levels).
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Chinese bankers themselves judge that there could still be improve-
ments in the corporate governance mechanisms of banks. Nearly 40%
of respondents to the PwC survey thought that the responsibilities of
the different boards and internal institutions were not sufficiently well
defined (PwC, 2009¢).

For the authorities the already implemented corporate governance
mechanisms enable a higher return in form of dividends and tax rev-
enues to the state coffers. As long as they guarantee a steady stream of
resources without endangering the carefully drawn balance between
social and economic goals, the above mentioned deficiencies can still
be regarded as side-effects to be reckoned with.

14.5 State ownership and corporate governance

Ewing (2005) finds that one of the strongest impediments to the sustainable
establishment of corporate governance structures in Chinese enterprises is
the overwhelming state ownership. With high levels of state ownership or
block ownership, performance is hampered (Gunasekarage, Hess and Hu,
2007; Wei G., 2007). One fundamental requirement of corporate govern-
ance structures is the arm’s-length relationship between enterprises and
the state, even when it is the main controlling shareholder. However, the
state still allocates to enterprises it owns a social and welfare role (generat-
ing employment, engendering economic growth, and so on).

For state-owned companies, the state acts simultaneously as both a
principal and an agent. In China, the state draws no line between being
an owner and a manager. With such large ownership stakes, the state can
appoint and withdraw managers. Through the loyalty of managers to the
Party, it takes influence on daily operations and on strategic decisions.
Furthermore with the strong involvement of shareholders required by
Chinese regulations, the state is assured to be able to control manage-
ment and operations at all times. The state is outsider and insider at the
same time (Lu M., 2004). Thus the principal does not become the control
entity it should become and interest conflicts arise between bank and
state. With control in the hands of insiders, moral hazard can flourish.

Chinese authorities stand to win from sounder corporate governance
practices (as well as privatisation) because these can lead to stronger
enterprise performance, which should in turn generate higher returns
to the state in form of taxes as well as employment. Improved bank per-
formance can benefit economic development in the long term. Conflicts
of interests between state and enterprises are short term in nature but
can be aligned in the long term.
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Box 9 Compensation of bank executives in China

During the financial turmoil executive pay became a sensitive topic
not only in western countries but also in the Middle Kingdom - even
though salaries remain a fraction of those paid in the West. Bank
executives’ compensation fell by between one-half and one-third
between 2008 and 2009 (SinoCast Banking Beat, 2010c). The Ministry
of Finance failed to define an upper limit but managed to halt plans
on stock appreciation rights and to require financial institutions to
link pay to performance.

Linking pay to performance has long been an outstanding issue
for Chinese banks but regulators and authorities have been more
interested in reducing frictions in public opinion over that matter.
For now banks’ managers receive an annual package including a
basic salary in the range of CNY50-700,000, an achievement bonus
of up to three times the basic salary, welfare payments and a long-
term incentivisation mechanism (which is actually seldom used). In
addition, the Ministry of Finance released in early 2009 Provisional
rules for performance assessment at finance and state-owned companies —
which also apply to most banks. For example, the rules call for a point
system where points can be deducted for large losses or performance
worse than for peers.

The rules were then supported in September 2009 by the Guiding
opinion on further standardising the salary management of central enter-
prise executives issued by six government departments (Wen X. and
Lan F, 2009 and Yu N., Wen X., Fang H. and Zhang Y., 2009).
Newspapers reported that no upper ceiling was introduced and it rec-
ognises the need to link pay and incentive structures. Additionally,
from July 2010, senior officials — among which can be counted bank
executives — are required to report — but unfortunately not to publicly
disclose — their revenues and assets as well as those of their close rela-
tives. CBRC also published its own guidelines (References for laws 43)
which require remuneration to be linked to long-term capitalisation
and financial viability.

The rules apply to all banks incorporated in China. The remunera-
tion packages shall be the responsibility of the compensation com-
mittee under the BoD and each bank should show a remuneration
policy. Base salary should not exceed more than one-third of total
compensation. The achievement bonus is to be paid in part through
the base salary and in part as a lump sum at the end of the year. That
does not preclude the use of long-term incentivisation to be paid after
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a three-year lock-up period. Depending upon the level of responsibil-
ity, managers and executives shall receive part of their achievement
bonus in a deferred manner (40-60%). If paid at all bonus guarantees
should be limited to the first year of employment. The policy shall
also introduce the details of achievement indicators. When a man-
ager is unable to reach these, no increase in bonus and basic pay
is mandatory (repayment is also required for departed executives).
CBRC will conduct examinations and requires public disclosure in
annual reports.
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Chinese Banks and the
Wider World

Attt is the Chinese abbreviation for China’s accession to the World
Trade Organization or WTO (the expression in full being tIA it % 5
¢847). Taken to the individual meaning of each character, this abbre-
viation could also mean ‘enter the world’. What will be the impact of
Chinese banks entering the world? Or is the world finding access to
Chinese markets through its accession to the WTO?

In the Chinese economy the finance sector was one of the last to
open up and the pace at which it has done so has been relatively
slow. This certainly reflects the fact that it represents the most cru-
cial component for generating the necessary state resources. The full
entry to the WTO in 2007 increases the pressure on Chinese banks
to become more competitive in the face of foreign competition. Will
this push Chinese banks to improve their performance and integrate
further into the international banking system? Will the competitive-
ness and intermediation capacity of the Chinese banking system
increase? Will it become safer and be induced to use sounder banking
practices?

China is currently witnessing the internationalisation of its banking
industry (Liu L., 2006a). First, the system is moving from a national
monopolistic market to a more competitive one. Second, in terms of the
internationalisation of supervisors their professional scope has changed
from a focus on protection to anti-monopolistic supervisory activities.
Third, in terms of spreading the risks incurred by Chinese banks in diverse
international markets.

This final point is also illustrated by the entry of Chinese banks to the
wider world. They have taken steps to increase their foreign exposures,
through branches, acquisitions, business operations - chasing profits
outside China and following their customers abroad.
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15.1 Entry to the World Trade Organization

Chinese commitments

After some 15 years of negotiation, in December 2001, China finally became
a member of the WTO. Part of the obligations to WTO entry includes com-
mitments in the area of financial services and specifically banking. Since
2007, at the end of the transition period to accession, China’s banking sec-
tor is almost fully open to foreign competition. The removal of restrictions
gives the same business conditions to foreign and domestic banks.

Foreign banks are not new to the Chinese banking industry. As shown
earlier, they started entering the Chinese banking markets directly in
the 1990s, albeit in a limited manner (through representative offices,
branches). At the beginning of this century they also started to partici-
pate indirectly in Chinese banking as shareholders.

The technical insolvency of the Chinese banks in the late 1990s
required the Chinese authorities to make their banks more resilient to
the international financial and economic system before a full opening
up (Agence France Presse, 2005).

For China, the decision to enter the WTO challenged by itself the way
it treats foreign entities. With the accession, national treatment should
be granted to all entities (Table 15.1), regardless of their origin. The legal
framework, the business restrictions as well as the strong administrative
and unpredictable handling of these issues by the Chinese authorities
placed foreign entities in China at a strong disadvantage (Jing X., 2005).

In an effort to close the gap between foreign and Chinese banks, the
Chinese authorities allowed themselves to have a transition period of five
years (between 2002 and 2007), before fully opening up the country’s
banking sector. The restrictions in force against foreign banks in terms of
target customers, scope of business and geographical presence were phased
out progressively. New licensing requirements were also introduced to
ensure equality among foreign and Chinese financial institutions.

During the transition period, China scrapped the regulation that
stated that the State Council could decide where foreign banks would
be allowed to locate. It also scrapped the entry requirements for those
foreign banks that wanted to access the CNY currency market (although
limits in terms of currency amounts remained in place). The require-
ments for foreign banks willing to form a joint-venture were eased by
a removal of the constraint of choosing a Chinese bank as a partner
(Jing X., 2005). The restrictions on geographical presence were removed
as progressively as originally committed. Restrictions on local currency
business and on customer segments were also removed in full.
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Table 15.1 China’s WTO commitments for the banking sector

Scope of banking
services:

Deposit taking;

All lending activities;
Financial leasing;
Payment and money
transfer services;
Guarantees and
commitments;
Trading in foreign
exchange.

Licensing

Automobile finance by
NBFIs

1.

Excluded are the provision and transfer of
financial information; and advisory,
intermediation and other auxiliary financial
services in cross-border supply and international
consumption. But can be provided by Chinese
branches of foreign banks.

No consumption abroad for these services.
Geographical and client coverage of commercial
presence: restrictions will be removed for
foreign currency businesses upon accession, and
will be progressively phased out during the five-
year transition period for all other terms.

In 2007, there will be no geographical
restrictions at all (foreign banks will also be able
to provide services to clients located out of the
geographical presence of that bank) on the
provision of local currency business.*

No limitations on national treatment.

After the end of the transition period licensing
criteria should be only prudential. Non-prudential
ones such as ownership, operational and juridical
ones will be removed.

Exceptions:

1.

Foreign financial institutions with total assets of
at least USD10 bln can establish a subsidiary or
finance company.

Foreign financial institutions with total assets of
at least USD20 bln can establish a bank branch.
Foreign financial institutions with total assets of
at least USD10 bln can establish a Sino-foreign
bank or finance company.

No limitations on national treatment.

Scope of services is limited in the same way as
above (see first line).

Notes: *To this there is only one limitation: for the provision of local currency services,
foreign banks must have been profitable in the last two consecutive years and have operated
at least three years in China prior to their application for a local currency business licence.
Source: Based on WTO (2001¢) and Jing X. (2005).

Since December 2001, foreign banks were allowed to conduct foreign

currency business with all kinds of customers (Chinese and foreign
enterprises and individuals) in all of China. For local currency business,
the opening was more gradual' and started in 1996.

In terms of licensing requirements, the minimum capital require-

ments for both foreign and Chinese banks are now identical. Apart from
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Table 15.2 Comparison between licensing requirements

Institution type Minimum registered Minimum operating

capital capital for branches
JSCBs CNY1 bln CNY100 min

(and SOCBs)

CCBs CNY100 mln
Foreign invested bank CNY300 min CNY100 min
Sino-foreign bank CNY300 miIn CNY100 min
Foreign finance company CNY200 mln
Sino-foreign finance company  CNY200 min
Foreign banks’ branches CNY100 min
Further outlets in same city CNY10 min

Source: Based on References for laws 14.

the exceptions that were granted at the time of entry (requirement for
foreign entities to have total assets amounting to either USD10-20 bln,
depending on whether they establish a subsidiary or a branch), the other
requirements are solely prudential F1EM &M (such as sound banking
practices, risk management, corporate governance). These are, when con-
sidering the same licensing areas (that is licensing for same new products
or establishment of same legal entities), the same for both Chinese and
foreign banks (Table 15.2). It must also be acknowledged that in addi-
tion Chinese banks have to apply for a license for each new location and
outlet.

Compliance has been positive, but does this amount to a full open-
ing? Constraints and barriers still remain, making the establishment and
development of foreign competition difficult (Metcalfe, 2005). Such bar-
riers were not part of the banking sector commitments or were argued
by the CBRC as being prudential in nature (Crosby, 2007).

In terms of equity participation in Chinese banks, the entry of foreign
banks is still strongly constrained. These were actually no part of any
specific agreement under the WTO (WTO commitments concentrated
on shares in joint-ventures of at least 25%). At the moment the equity
share foreign banks can buy of the Chinese banks’ capital are limited
to 20% (individually, or 25% together). Regulators have even added
further conditions that need to be fulfilled by foreign investors to make
their strategic investment in China (Box 1; Crosby, 2007).

Barriers still exist in terms of the provision of financial services by
foreign banks. Foreign banks’ scope of financial services was defined in
the WTO agreement and these are allowed, but for any other types of
services or activities foreign banks still face restrictions. In the case of
investments in securities, the QFII regulations still apply. For the issuance
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of forex credit cards, foreign banks are, for example, required to have five
years of operations in CNY-denominated cards before they can make an
application. The issuance of bonds is becoming a reality with the first
such exercise in 2009 by a foreign bank.

Cultural barriers, an underdeveloped interbank market, a weak credit
culture, the shortage of experienced human resources, as well as the
preferential treatment of the Chinese state towards large Chinese banks
(in terms of financial support and implicit guarantee) also influence the
standpoint of foreign banks trying to take hold of market share in China.

Regulations are seen as being one of the most crucial and most diffi-
cult issues in respect of banking in China (PwC, 2010b). While progress
has been made in some aspects, the Chinese banking system is still
over-regulated. Legal risk is often perceived by foreign banks as being a
major risk for foreign banks (Metcalfe, 2005).

Finally, while conditions for operating a foreign bank have become
more equal over time, historical legacies still create disparities in the sys-
tem and make foreign bank activity in China still rather cumbersome,
restricted and costly.

WTO entry commitments are not only working in one way: they have
also removed the preferential treatment that foreign banks enjoyed in
some limited areas. The first such advantage was regarding the corporate
tax rate which increased for foreign entities from 15% to 33% and the
business tax of 5% which foreign banks now have to pay in common
with other banks.

Some constraints are established on commercial banks’ activities and
now apply to all banks regardless of origin (EIU, 2010a):

e Liquid assets must make up more than 25% of liquid liabilities.

e Assets of a branch by currency should amount to more than the
liabilities in the corresponding currency.

e 60% of the bank’s operating capital shall be invested as follows: half
in forex deposits and the other held in local currency government
bonds or times deposits maturing in less than six months.

e SAFE requires a foreign off-shore debt quota of 40%.

e Interbank market loans can make up max. 150% of the branch’s capital.

e A loan to deposit ratio of 75% must be complied with (up to 2011;
potentially the most difficult issue in compliance).

Finally, foreign banks (when established as under prior-WTO rules) can
provide investment-banking services (including the sale and purchase
of securities, and government and corporate bonds), whereas these types
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of services are off-limits for Chinese banks and must be conducted through
securities firms (Tang H., 2004). Here regulators have liberalised the rules
for Chinese banks and foreign banks have also chosen to keep the pre-2006
business entities working as before to enjoy both sides of the advantages.

Regulatory risk remains the main risk in the eyes of foreign banks
(PwC, 2010b). But competition from Chinese banks is also becoming a
prominent issue for foreign executives.

The impact of foreign entry on China

Foreign banks have a strong degree of expertise, and in some limited
areas and services have clear leadership. The competitive advantages of
foreign banks lie in the provision of good services (by putting the cus-
tomer at the centre of their reflections), their expertise (by encouraging
innovation and new products) and experienced management (by ensur-
ing sound systems and procedures in managing liabilities and assets,
risks, internal controls) as well as diverse products and an international
presence (most foreign banks are linked in one way or another to an
internationally active bank; Li Z., 2004). To add to these strengths, for-
eign banks now enjoy a larger scope of business: they are able to expand
from foreign to local currency, from wholesale to retail services, from
foreign to Chinese customers, as well as into other products and geo-
graphical areas. Nonetheless their space for expansion remains narrow
and the level playing field has yet to be achieved (PwC, 2010b).

Chinese banks have a strong customer and branch base, with high
visibility. They also remain implicitly guaranteed by the state. Thus the
mass of Chinese customers is unlikely to move away from such secure
institutions. In addition, foreign banks are starting from such a small
base that their share of banking assets is unlikely to grow to substantial
levels in the next few years.

Some researchers (Leung M. K. and Chan R., 2006) think that foreign
banks in China can choose between two strategies depending upon
their asset base and expertise: a niche strategy or a market-challenging
strategy. The former is basically available to all banks that have branches
in China and they can choose the niche depending on their expertise.
For those few with a strong force de frappe, in terms of both financial
resources and local knowledge, the latter can also be an option by com-
peting with domestic banks in all mainstream banking areas.

Traditional Chinese banking markets (such as lending) are already
only marginally profitable for foreign banks, and it is therefore unlikely
that they will expand in these areas (Metcalfe, 2005). Foreign banks are
unlikely to provide all types of services, as Chinese banks do. Rather they
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are likely to target only those customers or business areas that promise
sufficient returns to cover the expenses. Only profitable channels are
going to be pursued. Thus these will only include a small number out of
a wide range of possible activities.

More rapid growth for foreign banks could be achieved through the
establishment of a strategic partnership with a commercial bank in China
(although more likely are those with smaller banks). Joint-ventures are
no longer preferred options because of the challenges resulting from the
lack of clear ownership and control structures (Metcalfe, 2005) — organic
growth remains the best choice. A range of products interesting to foreign
banks can also be dealt with through strategic partnerships (for example,
credit cards), to enhance market participation of the foreign bank.

Faster lending growth did not lead to higher market traction for for-
eign banks however. The lending surge in 2009 was a feature of Chinese
banks.

The expectation is that overall WTO membership will lead to greater
efficiency in the provision of financial services in Chinese banks. This
is because the technology level will be raised and the quality of services
at domestic banks will also improve. This should spur financial inno-
vation, increase the role of technology and information systems, and
promote the use of sound risk management systems and the disposal
of bad assets. It will also require the nurturing of human resources and
expertise. This in turn will ensure a more effective use of funds and of
capital, thus raising the overall level of efficiency.

The WTO entry increased the internationalisation and integration of
the Chinese banks into the world financial system. In order to be able
to withstand the challenges, they have to greatly increase the depth and
breadth of their intermediation capacity, in terms of both product strength
and customer focus. In this sense the impact of the WTO entry is more in
the nature of a wakeup call than an earthquake or a tsunami.

15.2 Entry of Chinese banks into the world

In the run up to the end of the WTO transition period and in the follow-
ing few years there were a large number of foreign investments (Table B.1).
But that was not the only impressive development in Chinese banking:
from 2007 onwards, Chinese banks ventured abroad at a growing pace
(BCG, 2008). From then on, the days when Chinese banks faced a wall of
poor results and even poorer governance and standards were over.

First, CCB took over Bank of America’s Hong Kong branch, and then
ICBC purchased 20% of the South African Standard Bank for USDS5.5 bin.
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Emerging markets appealed to Chinese investors because of lower entry
requirements and the already existing links with Chinese firms doing
business there (Hansakul, Duck and Kern, 2009).

The investment scope grew enormously in 2007, with the clout and
confidence of Chinese investors reaching previously unknown levels.
In just the first ten months of 2007, the deals signed by Chinese banks
abroad amounted to half the amount that foreign banks had invested
in China for the same period of time.

The banks were accompanied by other securities companies, insurers
and the sovereign wealth fund. Their expansion encountered growing
criticism which floundered in the financial crisis that followed.

The search for profitable investments and experienced management
are not the only reasons for going overseas. The banks follow their cus-
tomers (funding infrastructure projects in Africa, for example) but also
broaden their revenues and diversify their assets (geographically and
currency-wise). Establishing a bank’s name in foreign lands can also be
a time-consuming practice — as a result the banks have each their own
individual strategy: ICBC is venturing into new strategic investments,
while CCB and BOC are working on organic growth. CCB is wary of
developed markets because of the relatively low levels of potential seen
there (Anderlini and Tucker, 2009).

Where deposits seem a perpetual resource and where loan growth is
limited only by the caution of regulators, but combined with high savings
and feverish equity investment, all deals highlight the need for Chinese
banks to invest their large pools of funds wisely, to diversify their income
streams and risks, and to find a more natural hedge to a growing exposure
to foreign exchange (especially for those Huijin-invested banks). But such
concerns are not the sole reason for entering the wider world. Chinese
financial institutions often lack an understanding of finance management
standards; they often crave more experience and deeper knowledge.

With the unfolding financial turmoil, the banks have had to ask
themselves if they went down the right path and if diversification did
bring higher returns to their shareholders. Indeed, losses were also com-
mon (Minsheng in the US and Merchants in Hong Kong took home
losses: SinoCast Banking Beat 2009c) but in other circumstances there
were also opportunities to assume control (Anderlini and Cookson, 2009
and Bo W., 2009). Increased integration and linkages with the world will
make Chinese institutions more resilient, visible and — at some point —
more transparent. But the string of acquisitions and new loans (Goff,
2009) must be managed while institutions are growing in size — Chinese
finance investors will have to prove their integration capabilities in
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the near future to digest all these diverse activities under one umbrella (the
areas of management and control are recognised by Chinese banks as the
main learning focus for making overseas investments: PWC, 2009c). They
will need to prove themselves to new regulators and new customers.

Regulators have appreciated acquisitions where the target company
was of higher standing, where partnering was felt to add real value
and where the international standing of China could be enhanced.
Authorities are even writing investment manuals for Chinese venturing
abroad and SAFE has scrapped its approval process for investing abroad
but authorities did not formulate any explicit strategy to that effect —
that remains the responsibility of the banks themselves. As such, these
goals can be fulfilled without taking controlling stakes — something that
Chinese investors were often reluctant to do for fear of increasingly criti-
cal foreign public opinion (most controlling stakes purchased were with
institutions in emerging markets). Last but not least, entering the world
is also about finding recognition on the world stage and an opportunity
to form national champions. Chinese officials can be proud. But it will
take much more to make Chinese finance brands global ones.

This also raises the question of reciprocity — as long as Chinese banks
are happy to take minority stakes in banks in developed markets, foreign
banks in China can expect little change in terms of the limits in resepect
of the foreign ownerships of Chinese banks. For now the restrictive
stance of US regulators over Chinese banks establishing their branches
in the US does not pressure CBRC into relaxing its own restrictions.

China no longer requires to be lectured about banking and invest-
ment best practices. Chinese banks are showing their ability to integrate
the practices deemed most suitable to their environment and condi-
tions and to do without the remaining ones. Advice is welcome as long
as it does not disturb the potential future champions.

15.3 Lessons from the crisis

China was able to gain both influence and clout from the worldwide
financial crisis that unfolded between 2007 and 2009. Chinese banks
appeared largely unscathed - although a conclusion can only by drawn
in 2013 at the earliest. Where a few years ago foreign bankers would
have laughed, they came now asking for funds and favours. Most impor-
tantly, the industry maintained a strong stability throughout the crisis —
but additional capital was required in order to sustain further lending
growth (Table 15.3).

The crisis and its resolution highlighted the need for strong govern-
ments and authorities — giving the Chinese regulators and other authorities
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a reliable basis for their interference in markets. The authorities — in the
form of the NDRC - crafted a plan for a CNY4 trn fiscal stimulus (Pearson,
2010). With its raison d’étre as an authority dealing with industry policy
and economic development, the NDRC pushed for a strong and decisive
plan. Other regulatory agencies — despite holding ministerial rank — needed
time to counter such initiatives which could potentially annihilate their
reform efforts in the banking system.

After enacting the fiscal stimulus, the NDRC continued to review single
large projects that the banks would finance under CBRC supervision. This
was also especially true for projects launched by local authorities. The finan-
cial crisis and the response of the Chinese authorities did not strengthen
the independence of the regulators. At the beginning they seem even to
have been bypassed in order to enact the stimulus plan. They appeared to
have regained a stronger foothold when the growth in lending was too fast
and could be the harbinger of more risks than thought (see the chapter on
regulators and their administrative measures). It was difficult for banks to
maintain the balance between economic development and risk manage-
ment. More than anything the crisis gave the authorities further reasons to
intervene and interfere. The crisis seemed to point to the need for a regula-
tory state in China rather than the free hand of the markets.

The central and technocratic faction needed to be omnipresent. It
could even show and remind markets and players alike that the pres-
ence of the state is meaningful and should, if anything, be bolstered.
The crisis has not eroded any of the powers that the central government
had already acquired. It has given it another raison d’étre and not sim-
ply as a frame- and standard-setter. This increased capacity is derived
not from a more credible power over resolving failed institutions but
rather derived from the financial resources available and the previous
experience — both issues that resurfaced during the financial crisis.

If moral hazard and lack of proper regulation were at the centre of the
financial turmoil, the Chinese regulators reacted with more hands-on
supervision, moving further than ever before from any principles-based
supervision.

The financial crisis posed the further question: are many regulators
better than one? The issue is being discussed internationally, and to
date Chinese regulators have been unable to agree on more than a coor-
dinating mechanism where they exchange data. Competition between
the different regulators has reduced the chance of a unified supervision
(see chapter on regulators under ‘multiplicity of regulators’).

Before the crisis the administrative measures to steer the economy
and the country’s resources were widely criticised by observers for being
inefficient and backward. In 2009 the same administrative instruments



Table 15.3 Capital buffers and resulting potential asset growth (CNY bln, 2009)

ICBC ABC BOC CCB BoComm Merchants CITIC SPDB Minsheng Industrial Everbright Huaxia SDB Zheshang Bohai GDB Hengfeng

Difference actual to target 1.36  —-0.93 0.14 0.70 1.00 0.45 0.14 034 0.83 0.75 0.39 0.20 -1.12 1.06 021 -1.02 1.00
CAR (%)

Free capital (missing 75.57 —2429 7.00 36.50 18.86 5.22 12.26  2.49 8.28 5.68 2.88 0.09 -3.72 1.25 0.15  -3.91 0.10
capital to target CAR)

Support new asset volume 630.04 —243.41 62.66 306.29  152.60 49.85 120.86 24.07 75.92 52.55 27.71 0.87 —41.42 11.21 1.47 —43.05 0.82
up to
equivalent to a % 10.6 -5.6 1.2 5.9 8.1 4.3 11.8 2.6 7.6 7.4 4.1 2.0 -11.5 11.0 2.1 -11.3 8.1

increase

Note: Based on assuming an 11% CAR for SOCBs and BoComm and 10% for all others (as currently required by CBRC: ‘target CAR’).
Source: Banks’ annual reports 2009, author’s own calculations.
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proved their worth with the authorities taking the banks on a lending
spree and then with the regulators requiring them to be prudent and
thoughtful about where and to whom to lend to. The tools proved to be
fully appropriate to the Chinese context.

Blanket guarantees are implicit in the Chinese banking industry and
the fiscal strength of the government also reassures any outsiders of suf-
ficient resources - if need be. If the Chinese authorities had a prepared
blueprint for crisis resolution as advocated as best practices by Demirgiic-
Kunt and Serven (2009), then the plans certainly do not entail a list of
institutions that are solvent and thus should be saved (in fact, all deemed
of systemic importance would probably be supported, regardless of their
actual financial standing). The high costs to the government are cer-
tainly also a reality in China - but the authorities prefer to bear the costs
rather than tackling social instability instead. The latter would amount
to a complete loss of confidence because the rescue is expected by all
stakeholders. The cost of future rescues is borne by the banks and the
taxpayers in the form of policy lending which they have to comply with
and which weight down their revenues and long-term development.

Nevertheless the Chinese banking industry is now feeling the pinch of
the financial crisis as the problems it is now addressing resemble those
over which western banks are chewing: capital adequacy, information
disclosure and the globalisation of banking supervision. In contrast to
their western counterparts, Chinese banks do not need to go back to the
basics since they never left them, but they will need to be careful with
financial innovation.

Even the notoriously bubble-prone real estate markets cannot worry
the authorities as much as could those markets in the US and the UK:
most lending takes place with urban dwellers with prior savings. Most
urban dwellers have benefited from the housing reforms to acquire an
apartment of their own and thus the financing of new homes remains
limited to a small percentage of the population. Furthermore the rapid
urbanisation and the high savings rates underline the reasons behind
such growth. Local governments will be able to rely on land sales a little
longer to fund their spending on infrastructure and public welfare.

Being asked for funds and investments abroad also gave both the
authorities and the banks a new sense of pride and confidence and of
integration with the rest of the world. Given its financial clout, China
might well become the next superpower (Tan, 2010). China no longer felt
itself to be behind developed markets because the West’s banking indus-
try was now technically insolvent. However, this should not be mistaken
as signalling the establishment of a new Chinese Model for banks.
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The Crisis-withstanding Ability
of the Chinese Banks

Since the financial crisis, which started in 2007, research into the failure of
banks and even that very possibility has found a wide audience of regula-
tors, journalists and readers. With considerable interest, researchers have
delved into the available data to measure the fragility of banking systems
around the world. The same exercise would also be useful for China.!
Furthermore, researchers have argued that the vulnerability of the bank-
ing system is high following financial liberalisation — something that is
now happening in China (Demirgiic-Kunt and Detragiache, 1998).

16.1 Macroeconomic environment

As highlighted above, the Chinese banks are a central instrument for
finance within the country and their healthy figures have yet to reflect
improved banking practices rather than simple restructuring exercises.
The focus of the following chapter is much more on understanding
the ability of the Chinese banking system to withstand a crisis rather
than predicting an upcoming banking crisis. The central question to
be answered is how fragile Chinese banks and the banking system as
a whole are. The answer to this question entails a simplified stress test
based on a macroeconomic scenario applied on the major banks as a
whole and on an individual basis.

As can be seen from Table 16.1, the environment remained benign
and did not suffer any dramatic change over the ten-year period.
Moreover if anything the position of the state, with its extremely large
exchange reserves, has improved, thus giving it an even greater capacity
to handle a crisis.

Nevertheless, the growth of credit has been very high in 2009 -
perhapshintingatapossibleworseningof creditqualityandaloosening
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Table 16.1 Macroeconomic statistics, 2000-2009

Real Loan Consumer Real M2/ Exchange

GDP volume prices***  loan foreign rate****

growth* growth** interest exchange

rate reserves

Mean 9.8% 17.0% 1.97 4.0% 587.9% 7.88
Median 10.0% 15.2% 1.50 4.6%  480.7% 8.28
Standard 0.02 0.07 2.53 0.02 2.22 0.57
deviation
Minimum 6.1% 6.0% —1.40 —0.6%  348.5% 6.82
Maximum 13.4% 33.0% 8.10 6.4%  968.8% 8.28
Notes:

*Year to date % change, including adjustments by National Bureau of Statistics in
2006-07.

** 0p change compared to same quarter of the previous year. ***% change, year on year.
****CNY to USD at quarter end.

Source: Dragonomics, PBOC, EIU, NBS.

of standards at banks. At the same time, the Chinese economy
appeared to bounce back. But combining commercial goals with
Party loyalty remains a challenge. These are counter-balanced by a
relative shelter from international funds (as a result of capital con-
trols), the improved financial disclosure of banks to the public, the
introduction of consistent reporting and accounting standards for
all players as well as further private but limited oversight mecha-
nisms such as international rating agencies and foreign minority
shareholders.

The short time series for macroeconomic data above mask any rela-
tion to the late 1990s — a time when the banking system was technically
insolvent. After years of policy lending where proof of creditworthiness
was not a necessary requirement for borrowing and funds were allocated
and flowed freely to state projects and enterprises, the banks (re-)estab-
lished two decades earlier had amassed an alleged 30-50% NPL ratios in
their balance sheet. By any standard, Chinese banks were insolvent and
that was not the result of a recession.? China was able to sustain high
levels of NPLs for years without triggering widespread bank runs because
it has the financial resources to answer any qusetions about the solvency
of the system as a whole (at the same time it maintains tight controls
over capital movements, thus ensuring that liquidity is not exported
towards better returns). As a result, one cannot take the 1990s as basis
for a ‘normal’ banking crisis.
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16.2 Current bank-level data

Further to these findings (Cole and Wu, 2009; Arena, 2005), one should
also bear in mind that researchers to date have concluded that explana-
tory factors for bank failures are best found in idiosyncratic factors —
that is, factors that pertain to the bank individually. Macroeconomic
indicators or exogenous factors can amplify or worsen an already pre-
carious situation but show poor explanatory power to predict a bank fail-
ure. Looking at the bank factors, researchers have found that — although
these become quickly obsolete (within six months) - the following
indicators are good predictors of upcoming fragility:

e capital adequacy,

e liquidity,

e asset quality, and

e volatility of returns.

As shown above, the main Chinese banks exhibit healthy profiles (Table
16.2). None of them is in a precarious situation. While such a healthy
stance was not always the case, the banks’ indicators have largely
improved over the years. Therefore it remains worthwhile to consider
how much stress these banks can bear.

The following stress test will focus on credit risk. In most of the
world’s financial systems, the major risk is related to lending for banks
(Kuritzkes and Schuermann, 2008). This is also true in the case of China.
Other risks are also present in Chinese banks but these are considered to
be of lesser importance in terms of the survival. Due to the restrictions
on the trading of securities other than bonds, banks tend to hold small
trading books. Other types of risks are only emerging as banks are slowly
able to enter insurance, leasing and so on. Interest rate risk is very lim-
ited as lending and deposit rates are set by the central bank and banks
tend to remain in a narrow band around these. Finally, operational risks
are potentially large, but due to lack of information and data as well as
the low understanding of those, these cannot be quantified.

Other risks cannot be included either. Because there are no data
publicly available on bank-to-bank exposures, contagion risk cannot
be included into the present stress test exercise — although it would
certainly be meaningful because the interbank market and the payment
system? show deep vulnerabilities. This also holds for liquidity risk. It
is also important to note that the major exposures of Chinese banks
are not to other banks but rather to large corporates. Risk transfers, for
example securitisations remain in their infancy for now, so that these



Table 16.2 Bank-level core indicators (%, 2009)

ICBC ABC BOC CCB BoComm Merchants CITIC SPDB Minsheng Industrial Everbright Huaxia SDB Zheshang Bohai GDB Hengfeng Total
Tier 1 capital/ assets 5.0 3.8 5.7 5.1 4.7 4.3 5.6 4.0 6.2 4.3 3.9 0.3 3.4 5.3 4.5 3.2 0.5 4.3
Cash and central bank 17.33 20.24 16.25 18.23 18.34 13.44 16.69 15.84 20.04 19.08 17.18 15.66 11.93 17.09 25.13 15.19 19.48 17.31
reserves/ customer
deposits
NPL ratio (overdue more 1.54 291 1.52 1.50 1.36 0.79 0.95 0.80 0.84 0.54 1.25 1.50 0.68 0.01 0.10 2.40 0.38 0.89
than 90 days)
Net income/assets 2.09 2.04 182 220 2.01 1.95 2.03 207 2.26 2.04 1.64 1.87 2.21 1.90 1.54 197 1.34 1.99

Source: Banks’ annual reports 2009, own calculations.
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Table 16.3 Combined balance sheet and P&L for main
Chinese commercial banks, 2009

SOCBs JSCBs

Total assets 39,043 15,326
Net loan portfolio 19,085 8,506
Loan loss reserves 512 167
Non-performing loans 356 90
Customer deposits 31,955 11,382
Capital 2,126 726
Subordinated debt 279 175
Net loan portfolio 19,085 8,506
NPL ratio (%) 1.87 0.89
Basel I ratio (total capital in %) 11.73 10.48
Net interest income 798 305
Fee & commission income 185 41
Operating profit before provisions 595 205
Net profit 387 123
Return on equity (%) 18.19 15.34
Return on assets (%) 0.98 0.69

Note: Figures in italic show unweighted averages, the others are
sums (bln CNY).
Source: Banks’ annual reports 2009, own calculations.

do not appear to represent strong vulnerabilities for now but rather loan
transfers need to be considered (Boxes 6 to 8). As a consequence, the
assumption is that capital will be set aside for credit risks only.

The portfolio(s) to be looked at will consist of the four state-owned
commercial banks as well as the 13 joint-stock commercial banks.
Together these form the mainstay of the banking system. Furthermore,
they have a nationwide presence and are those most capable of intro-
ducing new practices. As a group they are of systemic importance to the
banking system (Table 16.3).

All of their actions have repercussions on the macro-economy and on
the business cycle — and vice versa. Finally, the data on their assets and
management are more widely available — thus making a stress test more
meaningful.* Because the banking system dominates the financial sys-
tem (other sources of finance such as equity markets and bond financing
play only a subordinate role in China), the analysis will concentrate on
the banking system and will not include the financial system as a whole.
The present chapter will not only confine itself to a top-down approach
but will also add a bottom-up approach — but relying on publicly avail-
able data in both cases. The following table (Table 16.4) summarises the
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Table 16.4 Financial sector indicators (%)

2007 2008 2009

Regulatory capital to risk-weighted assets 10.57 11.9 11.3
Regulatory Tier 1 capital to risk-weighted assets 8.57 9.6 8.9
Non-performing loans net of provisions to capital -2.32 -2.8 -8.2
Non-performing loans to total gross loans 5.69 2.4 1.6
Return on assets 0.93 1.0 0.9
Return on equity 12.53 18.1 18.0
Interest margin to gross income 1.51 1.4 1.4
Non-interest expenses to gross income 43.10 42.1 44.5
Cash and reserves to total assets 17.00 20.4 17.7
Capital to assets 3.25 5.7 5.2
Large exposures to capital 13.50 18.4 24.3
Distribution of loans to total loans 0.00 0.0 0.0

construction 2.19 2.2 2.3

real estate 7.36 7.0 8.6

mortgages 13.59 13.2 16.6

unsecured or guaranteed 39.65 39.6 48.2

trust loans 8.31 0.1 5.1

restructured loans 0.68 0.0 0.2

coastal areas 69.83 64.2 64.3
Interest income to total income 87.48 83.8 79.1
Customer deposits to total (non-interbank) loans 1.65 1.7 1.6
Net forex open position/capital n.a. 0.21 0.21
Nominal derivatives amount/total assets n.a. 0.10 0.09
Government exposure/total assets n.a. 0.17 0.31
3m liquidity gap (in Bln CNY) n.a. =50 -526

Notes: The 2007 averages do not include ABC and Everbright for capital adequacy. In 2007
and 2008 CITIC and ABC did not publish breakdowns of their portfolios by industry. All FIs
are considered by themselves on a group and consolidated basis. All financial statements are
based on local GAAP. Definitions are in many cases as given by the regulators (NPLs, CAR,
LLR). Interbank transactions are not netted and no valuation adjustments were made.
Sources: Banks’ annual reports, author’s own calculations based on financial sector indicators
as proposed by the IMF (weighted averages).

financial sector indicators in the format of the IMF - but adapted to the
Chinese environment.’

16.3 Scenarios for stress testing

The scenarios for a stress test should be relevant to the Chinese environ-
ment, realistic but extreme and informative and therefore based on the
risks described above:

1. Policy lending which would directly increase the volume of non-
performing loans because loans would be distributed without taking



230 Banking in China

into account borrower capacity or their willingness to repay. Under
this scenario, the NPL ratio of banks would increase to previously
experienced levels of 10%, 20% and 30% (this is a good reflection of
the situation at the end of the 1990s). This is the most realistic sce-
nario as lending is mostly influenced by political indicators and its
resolution will depend upon the resources available.

2. A slowdown in economic development as highlighted through a
lower growth of GDP (that is, lower than the current average or even
negative: 30% and 80% lower than previous year GDP growth) which
would lead to higher default rates among banks’ borrowers (both
retail and corporate clients).® A third case stresses particularly weak
segments of the portfolio: the trust loans become non-performing
and banks are affected by the risk transfer which did not take place.
The same can be said of loans that are overdue for less than 90 days,
for loans that have already been restructured and for loans that are
categorised as special mention. These are recognised as being the first
to default in the case of a worsening environment. Finally, interest
rates would remain at sustainable levels, because these are fully in
the hands of the central bank — which has always kept the banks with
sufficient margins.

3. Crash in the real estate market’ as it makes up a large proportion of
the portfolio of large banks and has been advocated in stress tests by
the CBRC.? Under this scenario, the real estate prices would fall by
10%, 20% and 30%?° — as required by the CBRC.

4. Failure to repay by the ten largest borrowers of each bank. Under this
scenario, the exposure to the ten largest borrowers becomes non-
performing and the recovery volume depends largely on loss given
default estimates. Impact is also felt on the earnings side.

5. Lending to local government financing platforms increasing to
high levels. Under this scenario, loan portfolio exposure to local
governments is assumed to reach 10% of each loan portfolio (which
is approximately that level nationwide) and 30% of that exposure
becomes non-performing. Impact is also felt on the earnings side.

Under all scenarios, the loan loss need to be provisioned for in full and
capital set aside for expected losses need uniformly to reach the required
8%. The NPL ratio is taken for simplicity as the average probability of
default in that portfolio. Expected losses equal to the probability of
default multiplied by the loss given default estimate and the loan portfo-
lio volume at the end of the previous year. The loss given default is based
on the recovery rate — which is set at 22% (across all types of loans and
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independently of the collateralisation). This figure reflects the latest
available cash recovery rate achieved on average by all four asset man-
agement companies (Box 6). This figure is realistic because it reflects

the Chinese environment and the difficulties of financial institutions to

realise their securities if any.!°
The stress test did not take into account the following issues:

Herding behaviour or flawed incentives of bank managers.

The scenarios are only simple point scenarios.

Risk-mitigating techniques that individual institutions may make use
of to reduce credit risk inherent to their activities. Loan portfolios are
assumed to remain unchanged.

Diversification benefits, dependencies between counterparties and
any other adverse correlations between risk factors.

Rating goal of an individual financial institution that will also be
related to its risk appetite and its risk management strategies derived
thereof.

Multi-year developments and as such any feedback or second-round
effects. Outside the scope of the scenario definition are any actions
that regulators or authorities may take in response to a changed envi-
ronment.

Rural economy and rural financial services are not considered
explicitly.

Some over- or underestimation in the scenarios might occur as lend-
ing has never really experienced a full economic cycle (that is lending
in its present form since the reforms of banking practices). This is
even truer for retail lending which came into being with a relatively
benign macroeconomic environment.

The different scenarios are not assigned a probability of occurrence, as
this remains a question of judgement by a single analyst.

The scenarios consider only the effect on capital buffers, but nonethe-
less the effect on earnings should not be taken lightly: banks’ earnings
will drop possibly sharply in the event of a downturn (of a segment
or of the economy as a whole) and could create losses that reduce
capital available even further (this is especially true for Chinese banks
which rely heavily — around 80% of their total net income before non-
financial expenses, provisioning and taxation — on interest income
for their business).

The scenarios did not consider the possibility of large loan growth as
already experienced in 2009 prior to the scenarios above taking place.
The effect on the capital buffer would be even worse.
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¢ Correlations between different risk factors are not considered. Each is
considered independently.

¢ Does not account for financial intermediaries other than banks in
China (for example trust companies which may hoard significant
risks — albeit small compared to banks).

16.4 Stress test results

The results of the above stress test scenarios are as follows (Table 16.5).

This simple exercise shows that the banks can sustain modest loan
losses with their capital buffers. NPL ratios above 5-7% of the loan port-
folio are those that become unsustainable. This is not a large buffer if
banks face widespread worsening asset quality (following a strong loan
growth). This is especially the case when credit standards are looser and
local authorities’ influence is widespread. As predicted, some individual
banks would suffer more than others because their financial indicators
are poorer than others (and JSCBs more than SOCBs).

What is the individual risk-bearing capacity of the banking system
and of the largest banks? If such scenarios occur, then the banks would

Table 16.5 Effect on the core capital ratio of the main Chinese commercial
banks (2009, %)

SOCBs JSCBs

Original core capital ratio 6.68 2.21
Scenario 1
— NPL ratio = 10% 1.34 -1.30
— NPL ratio = 20% -3.99 —4.81
— NPL ratio = 30% -9.33 -8.33
Scenario 2
— GDP drops by 30% 5.86 1.64
— GDP drops by 80% 5.00 1.08
— GDP drop is such that trust loans, restructured 0.34 -0.74

loans, special mention loans and yugi'! loans
become non-performing

Scenario 3
— Real estate prices drop by 10% 5.67 1.76
— Real estate prices drop by 20% 5.26 1.55
— Real estate prices drop by 30% 4.58 1.21
Scenario 4 4.26 1.12
Scenario 5 5.08 1.16

Note: The table shows the new core capital ratio for that bank under the particular
scenario.
Source: Banks’ annual reports 2009, own calculations.
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Table 16.6 Cost of recapitalisation under the respective scenarios (in CNY bln)

SOCBs JSCBs Total

Scenario 1
— NPL ratio = 10% 1,529 677 2,205
— NPL ratio = 20% 3,057 1,353 4,410
— NPL ratio = 30% 4,586 2,030 6,615
Scenario 2
— GDP drops by 30% 234 105 339
— GDP drops by 80% 479 212 691
— GDP drop is such that trust loans, restructured 1,797 600 2,397

loans, special mention loans and yuqi loans
become non-performing

Scenario 3
— Real estate prices drop by 10% 285 86 371
— Real estate prices drop by 20% 403 134 537
— Real estate prices drop by 30% 600 214 814
Scenario 4 692 274 966
Scenario 5 459 203 662

Note: This is the cost to recapitalise the banks so that their core capital ratio again reaches
the 2009 core capital ratio. It does not take into account any growth in the portfolio (risk-
weighted assets are assumed to remain unchanged).

Source: Author’s own calculations based on banks’ annual reports 2009.

need to be recapitalised again - by their main shareholders the Chinese
state (Table 16.6).

The costs of a renewed recapitalisation of the main Chinese com-
mercial banks would be high.? Compared to a real GDP amounting
to CNY30,686 bln, the costs remain bearable — as long as policy lend-
ing is not assumed. Otherwise the costs could still be lower than what
has already been paid during the last restructuring exercise in the late
1990s.



Conclusion of Part V

Since the majority of the banking system’s assets, financial intermedia-
tion and the regulatory authorities are in the hands of the state, market
forces have had little chance to penetrate the banking system — but that
is not the goal. The state has allocated to itself the main role in finance.
Such a situation is supported by the argument that markets would not
allocate resources fairly and that, culturally, the government has a respon-
sibility in controlling the financial system if it is to advance rapid and
orderly economic development.! Put simply, the state still finds it neces-
sary to intervene in the allocation of financial resources to ensure that its
economic and social goals are reached.

One issue is that the role taken over by the state is not under the control
of any other independent institution. This inefficiency results in distorted
financial intermediation, poor service quality and a widespread short-term
orientation.

The state attempts to take advantage of its dominant situation by promot-
ing its own policies and projects through the provision of financial services
by influencing the lending process at many points (choice of managers, sup-
port of banks, influence of lending decisions, and so on) with a number of
methods (such as loyalty, corruption, co-opting, rent seeking). This is actually
a rational choice of the state: who would cut the tree on which it is sitting?

The state is not committed to relinquishing any of its power and control.
Reforms that may reduce its power or control are compensated by an increase
of influence in one way or another, mostly with an indirect or more subtle
influence elsewhere. This results in influence and control becoming less visi-
ble, through channels that are less easy to monitor and measure. Thus, target-
ing changes in these areas is even more challenging. The basic assumptions
underlying the role of the state in the banking system has not changed much
over recent years, and the state does not seem to be too willing to change.
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Annexes

List of the main players in the Chinese banking industry

Regulatory authorities

People’s Bank of China (PBOC)

China Banking Regulatory Commission (CBRC)
China Securities Regulatory Commission (CSRC)
China Insurance Regulatory Commission (CIRC)
Ministry of Finance (MOF)

Communist Party of China (CPC)

State-owned commercial banks (SOCBs), ranked by assets as of
end-2009

Industrial and Commercial Bank of China (ICBC)
China Construction Bank (CCB)

Agricultural Bank of China (ABC)

Bank of China (BoC)

Joint-stock commercial banks (JSCBs), ranked by assets as of
end-2009:

Bank of Communications (BoComm)

China Merchants Bank (Merchants)

China CITIC Bank (CITIC)

Shanghai Pudong Development Bank (SPDB)
China Minsheng Banking Corp. (Minsheng)
Industrial Bank, formerly Fujian Industrial Bank (Industrial)
China Everbright Bank (Everbright)

Huaxia Bank (Huaxia)

Guangdong Development Bank (GDB)
Shenzhen Development Bank (SDB)
Evergrowing Bank (Hengfeng)

China Zheshang Bank (Zheshang)

China Bohai Bank (Bohai)

Asset Management Companies (AMCs)

Huarong Asset Management Company (Huarong AMC) /ICBC
Orient Asset Management Company (Orient AMC) /BOC
Great Wall Asset Management Company (Great Wall AMC) /ABC
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Cinda Asset Management Company (Cinda AMC) /CCB
Huida Asset Management Company (Huida AMC)

Policy-lending banks

Export-Import Bank of China (EximBank)
China Development Bank, formerly State Development Bank (CDB)
Agricultural Development Bank of China (ADBC)

Table A.1 CAMELS bank assessment system

Factor Pts Indicator & comments Pts
Quant. 60 CAR 30
Tier 1 CAR 30
5. Qual 40 Components and quality of bank capital: stability, 6
g fully paid in or not
=R Opverall financial status of the bank and its impact 8
3 on capital: profitability, competitive position,
_f adverse factors
£ Asset quality and its influence on capital (comparing 8
= trends in NPLs / provisions)
© Ability of banks to raise capital in markets or other 8
channels
Management of capital: plans, strategy, forecasting, 10
profits distribution
Quant. 60 NPL ratio 15
Estimated loan loss ratio 10
Lending ratio of the biggest single customer or group 10
customer
Reserve coverage ratio 20
Non-credit asset loss ratio
> Qual* 40 Tendency of NPLs changes and other non-performing 5
2 assets and their influences on the bank’s asset
3 safety situation
@: Loan industry concentration and its impact on 5
2 bank’s asset safety
Procedure and effectiveness of credit risk 10
management
Completeness and effectiveness of loan risk 10
classification system
Management of guaranteed loans and mortgages 5
(pledges)
Risk management status of non-credit assets 5

(Continued)
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237

Factor Pts Indicator & comments Pts
g = 50 Fundamental structure of the bank’s management: 10
b= ‘é’ structure, institutions in place and responsibilities
§ & Decision making system of banking corporate 10
a ! governance: shareholders, directors qualifications
é g Execution system of the bank’s corporate 10
S x governance
; r:% Supervision system of the bank’s corporate 10
3 governance
g Encouragement, restriction and responsibility 10
¥ specification system of the bank’s corporate
g governance
p=

2 50 Internal control environment and culture 10
=] (mechanisms, structures, culture)
g Risk identification and assessment: risk management 10
2 procedures and systems
g Controlling behaviour and responsibilities (business 10
§ policies, responsibilities, control mechanisms,
= emergency systems)
Information communications: information sharing, 10
integrity of information
Supervision and Correction 10
2 Quant. 60 ROA 15
= ROE 15
s Interest Income Recovery Rate 15
g Asset Expense Ratio 15
& Qual. 40  Cost and income status as well as profitability level 15
and development tendency
Quality of the bank’s profitability and its influences 15
on the bank’s business development and asset loss
provisions
Financial budget and settlement system, 10
completeness and effectiveness of its financial
management
P Quant. 60 Liquidity Ratio 20
§ RMB Excessive Reserve Ratio: RMB Excessive reserves 10
= means RMB reserves after deduction of required
s reserves
Foreign Currency Excessive Reserve Ratio S
Loans Deposits Ratio: Combination of RMB and 10
Foreign Currency
Loans Deposits Ratio: Foreign Currency S
Net Interbank Borrowing Ratio 10

(Continued)
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Table A.1 Continued

Factor Pts Indicator & comments Pts
Qual. 40 Composites, development tendency and stability of 5
the bank’s capital sources
Assets and liabilities management policy and the 5
capital distribution situation
Management over liquidity 20
Ability of the bank to meet its liquidity demands 5

through methods of voluntary liabilities

Ability of the bank’s Board of Directors and senior management to
identify, measure, supervise and control its market risk exposure

Market Risk

Character and complexity of interest rate risk exposure originated from
(non-)trade position No market risk assessment for now due to the lack
of capacity and expertise in Chinese banks in using relevant products

Definitions: NPLs defined as last three categories. Estimated loan loss ratio = (normal loans X
1% + precautionary loans X 2% + substandard loans X 20% + doubtful loans X 40% + loss
loans X 100%)/ total loans. Reserve coverage ratio = (general reserves + specific reserves +
special reserves)/ (substandard loans + doubtful loans + loss loans). Non-credit asset loss
ratio = Non-credit asset losses / Total non-credit assets. Asset Expense Ratio = Operation
Expense/Total Assets. Net interbank borrowing ratio = interbank borrowing ratio — interbank

lending ratio.
* Each type of procedure will be marked with a set number of points.
Source: based on References for laws 29.



Table A.2 Banking regulations in China, 2008

Topic Comment Source Quantification
1. Entry into Banking
1.1 What body/agency grants commercial banking licenses? China Banking Art. 16 Law
Regulatory of Banking
Commission Regulation
1.1.1 Is there more than one body/agency that grants licenses to  No Art. 19 Law
banks? of Banking
Regulation
1.1.2 Is more than one license required (e.g., one for each Yes Art. 18 Law
banking activity, such as commercial banking, securities of Banking
operations, insurance, etc.)? Regulation
1.2 How many commercial banks were there at year-end 2008? 462 CBRC Annual
report
1.2.1 What are the total assets of all commercial banks at CNY 50 trn CBRC Annual
year-end 2008? report
1.2.2 What are the total deposits of all commercial banks at CNY 48 trn CBRC Annual
year-end 2008? report
1.3 What is the minimum capital entry requirement? (in US$ CNY 1 min for Art. 13
and/or domestic currency, state which) rural entities Commercial

1.3.1 Is this minimum capital entry requirement the same for a
foreign branch and subsidiary?
1.4 Is it legally required that applicants submit information on

the source of funds to be used as capital?

and up to CNY
1 bln for large
banks

Yes, compared
to large
commercial
banks

not actually
mentioned in
the regulations

Banking Law

Art. 13
Commercial
Banking Law

(Continued)
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Table A.2 Continued

Topic Comment Source Quantification
1.5 Are the sources of funds to be used as capital verified by not actually - 1
the regulatory/supervisory authorities? mentioned in
the regulations
1.6 Can the initial disbursement or subsequent injections not actually - 1
of capital be done with assets other than cash or mentioned in
government securities? the regulations
1.7 Can initial disbursement of capital be done with borrowed not actually - 1
funds? mentioned in
the regulations
1.8.1 1.8 Which of the following Draft by-laws? not actually - 0
are legally required to be mentioned in
submitted before issuance of the regulations
the banking license?
1.8.2 Intended organization Yes Art. 15 1
chart? Commercial
Banking Law
1.8.3 Financial projections for  Yes Art. 15 1
first three years? Commercial
Banking Law
1.8.4 Financial information Yes Art. 15 1
on main potential Commercial
shareholders? Banking Law
1.8.5 Background/experience Yes Art. 20 Law 1
of future directors? of Banking
Regulation
1.8.6 Background/experience Yes Art. 20 Law 1
of future managers? of Banking

Regulation

(044



1.8.7 Sources of funds to
be disbursed in the
capitalization of new

bank?

1.8.8 Market differentiation
intended for the new
bank?

1.9 In the past five years, how many applications for
commercial banking licenses have been received from
domestic entities?

1.9.1 How many of those applications have been denied?

1.10 In the past five years, how In the past five years,
many applications for how many applications
commercial banking licenses for commercial
have been received from banking licenses have
foreign entities? been received from

foreign entities?

How many of those
applications have been
denied?

1.10.1 Number of applications from Received

foreign entities to enter
through the acquisition of
domestic bank?

Yes

Yes

4-5 successful
ones
unknown

32 successful
ones

unknown

not allowed

Art. 15

Commercial
Banking Law

Art. 20 Law

of Banking
Regulation

Art. 9-10

Administrative
Rules
Governing
the Equity
Investment
in Chinese
Financial
Institutions
by Overseas
Financial
Institutions

not available

not available
not available

not available

not available

(Continued)
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Topic Comment Source Quantification
Denied not allowed Art. 9-10 not available
Administrative
Rules
Governing
the Equity
Investment
in Chinese
Financial
Institutions
by Overseas
Financial
Institutions
1.10.2 Number of applications from Received 32 CBRC Annual not available
foreign entities to enter report
through new, capitalized Denied not disclosed - not available
subsidiary?
1.10.3 Number of applications from Received N/A CBRC Annual not available
foreign entities to enter report
through opening a branch?  Denied not disclosed - not available
1.10.4 Number of applications from Received not allowed - not available
foreign entities to enter Denied not allowed - not available
through some other means?
1.11.1 What were the primary Capital amount or not disclosed -
reasons for denial of the quality?
applications in 1.9.1 and
1.10.1?
1.11.2 Banking skills? not disclosed -

(444



1.11.3
1.11.4
1.11.5

1.12.1

1.12.2

1.12.3

1.12 Are foreign entities
prohibited from entering
through

Reputation?

Incomplete application?

Other reason(s). Please
list.

Acquisition

Subsidiary

Branch

not disclosed
not disclosed
not disclosed

Yes

Art. 9-10 0
Administrative
Rules
Governing
the Equity
Investment
in Chinese
Financial
Institutions
by Overseas
Financial
Institutions
Regulations of 1
the People’s
Republic of
China on
Administration
of Foreign-
funded Banks
Regulations of 1
the People’s
Republic of
China on
Administration
of Foreign-
funded Banks

(Continued)
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Topic Comment Source Quantification
2. Ownership
2.1 Is there a maximum percentage of bank capital that can be depends on the regulations
owned by a single owner? bank type concerning
(no limits on rural financial
JSCBs, but on institutions
rural entities
for example)
2.1.1 If yes, what is the percentage? 0.5% on regulations
individuals concerning
rural financial
institutions
2.2 Can related parties own capital in a bank? not explicitly -
prohibited
2.2.1 If yes, what are the maximum percentages associated with  no maximum -
the total ownership by a related party group (e.g., family, on enterprises
business associates, etc.)? but on local
governments
(CCBs e.g.
20%)
2.2.2 Are there penalties for violating this rule? N/A -
2.3 Can nonfinancial firms own shares in commercial banks? Yes Banks annual 3
reports
2.4 What fraction of capital in the largest 10 banks is Controlling Banks annual
owned by commercial/industrial and/or financial shareholders in reports
conglomerates? If there are fewer than 10 banks, use that three JSCBs

number in your answer.

444



2.5

2.6.1

2.6.2

2.7

3. Capital
31

3.1.1

3.2

Can non-bank financial firms (e.g. insurance companies,
finance companies, etc.) own commercial banks?

Of commercial banks in your
country, what fraction of:

Deposits are held by the
five (5) largest banks at
year-end 2008?

Assets are held by the
five (5) largest banks at
year-end 2008?

Of all deposit-taking institutions in your country, what
fraction of their assets is held by just commercial banks?

What is the minimum capital-asset ratio requirement?

Is this ratio risk weighted in line with the Basle guidelines?

Does the minimum ratio vary as a function of an
individual bank’s credit risk?

Yes, but limited
on a case by
case basis

58

68

N/A

10-11%

Yes

Banks annual 3
reports

Banks annual
reports

Banks annual
reports

Banks annual
reports

Art. 7
Management
Rule on
Commercial
Banks’ Capital
Adequacy
Art. 11 1
Management
Rule on
Commercial
Banks’ Capital
Adequacy
Management 0
Rule on
Commercial
Banks’ Capital
Adequacy

(Continued)
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Topic

Comment

Source Quantification

3.3

3.4

3.4.1

3.5

3.6

3.7

Does the minimum ratio vary as a function of market risk?

What is the actual risk-adjusted capital ratio in banks as of
year-end 2008, using the 1988 Basle Accord definitions?

What is the actual capital ratio (i.e., not risk-adjusted) of

banks as of year-end 2008?
Is subordinated debt allowable as part of capital?

Is subordinated debt required as part of capital?

What fraction of revaluation gains is allowed as part of
capital?

No

99.9% of all
assets reach
min. 8%

6

Yes

Max. 70%

Management 0
Rule on
Commercial
Banks’ Capital
Adequacy
CBRC Annual
report

CBRC Annual
report
Art. 14 Rules on 1
the Issuance of
Subordinated
Bonds by
Commercial
Banks
Rules on the 0
Issuance of
Subordinated
Bonds by
Commercial
Banks
Management 1
Rule on
Commercial
Banks’ Capital
Adequacy -
Appendix 1
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3.8.1 What fraction of the banking 50% or more government 47% (directly Banks annual
system’s assets is in banks owned as of year-end owned) reports
that are: 2008?
3.8.2 50% or more foreign 0 Banks annual
owned as of year-end reports
2008?
3.9.1 Before minimum capital Market value of loan No Management 0
adequacy is determined, losses not realized in Rule on
which of the following are accounting books? Commercial
deducted from the book Banks’ Capital
value of capital? Adequacy -
Appendix 1
3.9.2 Unrealized losses in No Management 0
securities portfolios? Rule on
Commercial
Banks’ Capital
Adequacy -
Appendix 1
393 Unrealized foreign No Management 0
exchange losses? Rule on
Commercial
Banks’ Capital
Adequacy -
Appendix 1
3.10 Are accounting practices for banks in accordance with Yes Banks annual 1
International Accounting Standards (IAS)? reports
3.11 Are accounting practices for banks in accordance with U.S. No - 0
Generally Accepted Accounting Standards (GAAS)?
(Continued)
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Table A.2 Continued

Topic Comment Source Quantification

4. Activities

4.1 Securities Prohibited Art. 3 4
Commercial
Banking Law

4.2 Insurance Limited Art. 3 3
Commercial
Banking Law

4.3 Real Estate Prohibited Art. 3 4
Commercial
Banking Law

4.4 Bank Owning Nonfinancial Firms Limited Art. 3 3
Commercial
Banking Law

5. External Auditing Requirements

5.1 Is an external audit a compulsory obligation for banks? Yes, unless assets  Art. 6 Rules on 1

of RCCs below Information
CNY 1 bln Disclosure of

Commercial
Banks

5.2 Are specific requirements for the extent or nature of the Yes Auditing Law of 1

audit spelled out? the PRC

5.3 Are auditors licensed or certified? Yes Auditing Law of 1
the PRC

5.4 Do supervisors get a copy of the auditor’s report? Yes Art. 17 Rules on 1

Information
Disclosure of
Commercial
Banks
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5.5

5.6

5.7

5.8

Does the supervisory agency have the right to meet with
external auditors to discuss their report without the
approval of the bank?

Are auditors required by law to communicate directly to
the supervisory agency any presumed involvement of
bank directors or senior managers in illicit activities,
fraud, or insider abuse?

Can supervisors take legal action against external auditors
for negligence?

Has legal action been taken against an auditor in the last
S years?

6. Internal Management/Organizational Requirements

6.1

6.2

Can the supervisory authority force a bank to change its
internal organizational structure?
Has this power been utilized in the last 5 years?

7. Liquidity & Diversification Requirements

7.1

7.2
7.3

Are there explicit, verifiable, and quantifiable guidelines
regarding asset diversification? (For example, are banks
required to have some minimum diversification of
loans among sectors, or are their sectoral concentration
limits)?

Are banks prohibited from making loans abroad?

Are banks required to hold either liquidity reserves or any
deposits at the Central Bank?

No, mentioned
are only
three-parties
meetings

Yes

unknown

Not known

No

N/A

Yes

Art. 17 Rules on
Information
Disclosure of
Commercial
Banks

Art. 29 Rules on
Information
Disclosure of
Commercial
Banks

not actually
mentioned

not actually
mentioned

PBOC website

(Continued)
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Table A.2 Continued

Comment

Source Quantification

Topic
7.3.1 If so, what are these requirements?
7.4 Do these reserves earn any interest?
7.4.1 What interest is paid on these reserves?
7.5 Are banks allowed to hold reserves in foreign denominated
currencies or other foreign denominated instruments?
If yes, please state the ratio
7.6 Are banks required to hold reserves in foreign
denominated currencies or other foreign denominated
instruments?
If yes, please state the ratio
7.7 What percent of the financial institutions’ loans is foreign-
currency denominated?
7.8 What percent of the financial institutions’ deposits is

foreign-currency denominated?

varies with
monetary
policy and size
of the bank
(e.g. 15.5% for
large banks by
end-2008)

Yes

1.62%, and
0.72% when
above the
minimum
deposit
requirement

Yes

Max. 20% of
capital as forex

exposure
No

0.76%

0.37%

PBOC website

PBOC website
PBOC website

Commercial
Banking Law

Commercial
Banking Law

Commercial
Banking Law

PBOC website
PBOC website

PBOC website
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7.9 What percent of the commercial banking system'’s assets is n.a
in central government bonds?
7.10 What percent of the commercial banking system’s assets is 96 PBOC website
funded with deposits?
7.10.1 What percent of the commercial banking system’s assets is 0% since 2004 - 0%
funded with insured deposits?
8. Depositor (Savings) Protection Schemes
8.1 Is there an explicit deposit insurance protection system? If =~ No, protection only implicited 0
no, you may skip to question 8.2. If yes: only up to in Opinion
Sept. 2004 on purchasing
personal
creditor’s
rights and
client securities
transaction
liquidation
funds
8.1.1 Is it funded by (check one): the government, the banks, or  funded by Opinion on 0
both? the (central purchasing
and local) personal
government - creditor’s
ex-ante rights and
client securities
transaction
liquidation
funds
(Continued)
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Table A.2 Continued
Topic Comment Source Quantification
8.1.2 Are premia collected no -
8.1.3 Do deposit insurance fees charged to banks vary based on  no - 0
some assessment of risk?
8.1.4 If pre-funded, what is the ratio of accumulated funds to no - 0%
total bank assets?
8.1.5.1 What is the deposit insurance US$: equivalent Opinion on
limit per account (in US$ purchasing
and local currency)? personal
creditor’s
rights and
client securities
transaction
liquidation
funds
8.1.5.2 Domestic currency: CNY 100,000 Opinion on 0
(above that to purchasing
90%) personal
creditor’s
rights and
client securities
transaction
liquidation
funds
8.1.6 Is there a limit per person? CNY 100,000 Opinion on 0
(above that to purchasing

90%)

personal

(44



creditor’s

rights and
client securities
transaction
liquidation
funds
8.1.6.1 If yes, what is that limit (in domestic currency)? CNY 100,000 Opinion on 0
(above that to purchasing
90%) personal
creditor’s
rights and
client securities
transaction
liquidation
funds
8.1.7 Is there formal co-insurance, that is, are depositors only N/A 0
insured for some percentage of their deposits, either
absolutely or above some floor and/or up to some limit?
8.1.8 Does the deposit insurance scheme also cover foreign No, the Opinion
currency deposits? does not
establish an
entity
8.1.9 Are interbank deposits covered? No
8.1.10 Does the deposit insurance authority make the decision to  N/A 0
intervene a bank?
8.1.10.1 If no, who does? N/A
(Continued)
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Table A.2 Continued

Topic Comment Source Quantification
8.1.11 Does the deposit insurance authority have the legal N/A - 0
power to cancel or revoke deposit insurance for any
participating bank?
8.2 As a share of total assets, what is the value of large 100% Opinion on
denominated debt liabilities of banks-subordinated purchasing
debt, bonds, etc.-that are definitely not covered by any personal
explicit or implicit savings protection scheme? creditor’s
rights and
client securities
transaction
liquidation
funds
8.3 As part of failure resolution, how many banks closed or N/A -
merged in the last 5 years?
8.4 Were depositors wholly compensated (to the extent of Yes diverse research/ 1
legal protection) the last time a bank failed? literature
8.4.1 On average, how long does it take to pay depositors in N/A -
full?
8.4.2 What was the longest that depositors had to wait in the N/A -
last 5 years?
8.5 Were any deposits not explicitly covered by deposit Yes -
insurance at the time of the failure compensated when
the bank failed (excluding funds later paid out in
liquidation procedures)?
8.6 Can the deposit insurance agency/fund take legal action N/A - 0

against bank directors or other bank officials?
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8.7 Has the deposit insurance agency/fund ever taken legal
action against bank directors or other bank officials?

8.8 Are non-residents treated differently than residents with
respect to deposit insurance scheme coverage?

8.9 Who manages the insurance (a) solely by the private
fund? Is it managed: sector

(b) jointly by private-
public officials
(c) solely by public sector
8.10 Is participation in the deposit insurance system
compulsory for all banks?

9. Provisioning Requirements

9.1 Is there a formal definition of a “non-performing loan”?
9.1.1 The primary system for loan the number of days a
classification is based on loan is in arrears

(please pick one):

a forward looking
estimate of the
probability of default

Other

9.2.1 After how many days is a loan  Sub-standard?
in arrears classified as:

N/A
No

N/A
N/A

N/A
N/A

Yes

Yes

Opinion on
categories of
loan risks

Opinion on
categories of
loan risks

Opinion on
categories of
loan risks

Opinion on
categories of
loan risks

Opinion on
categories of
loan risks

(Continued)



Table A.2 Continued
Topic Comment Source Quantification
9.2.2 Doubtful? - Opinion on 0
categories of
loan risks
9.2.3 Loss? situational Opinion on 0
(recovery is categories of
unlikely after loan risks
all means have
been tried out)
9.3.1 What is the minimum Sub-standard? 25% Opinion on 25
provisioning required as raising loan
loans become: loss provisions
9.3.2 Doubtful? 50% Opinion on 50
raising loan
loss provisions
9.3.3 Loss? 100% Opinion on 100
raising loan
loss provisions
9.4 What is the ratio of non-performing loans to total assets as  2.42 CBRC Annual
of year-end 2008? report
9.5 If a customer has multiple loans and one loan is classified  Yes Opinion on
as non-performing, are the other loans automatically categories of
classified as non-performing? loan risks
9.6 What is the aggregate net interest margin-to-asset ratio as 2.7 Banks annual
of year-end 2001? reports
9.7 What is the aggregate overhead costs-to-asset ratio as of n.a -

year-end 20017
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9.8

What is the tax deductibility of provisions:
9.8.1 Specific provisions can be deducted
9.8.2 General provisions can be deducted
9.8.3 Provisions cannot be deducted

10. Accounting/Information Disclosure Requirements

10.1

10.1.1

10.2

10.3

10.4

10.4.1

10.5

Does accrued, though unpaid, interest/principal enter the
income statement while the loan is still performing?

Does accrued, though unpaid, interest/principal enter the
income statement while the loan is still non-performing?

After how many days in arrears must interest income
accrual cease?

Are financial institutions required to produce consolidated
accounts covering all bank and any non-bank financial
subsidiaries?

Are off-balance sheet items disclosed to supervisors?

Are off-balance sheet items disclosed to the public?

Must banks disclose their risk management procedures to
the public?

all can be
deducted

Yes

Yes

180 days

Yes

Yes

Yes

Yes

Notice on Issues

concerning

the deduction

of loan loss
provisions
before

corporate taxes

China
accounting
standards

China
accounting
standards

China
accounting
standards

Art. 25 Law
on Banking
Regulation

Art. 36 Law
on Banking
Regulation

Art. 36 Law
on Banking
Regulation

Art. 36 Law
on Banking
Regulation

(Continued)
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Table A.2 Continued
Topic Comment Source Quantification
10.6 Are bank directors legally liable if information disclosed is  Yes Art. 43-47 Law 1
erroneous or misleading? on Banking
Regulation
10.6.1 What are the penalties, if applicable? Fines depending  Art. 43-47 Law
on the related on Banking
illegal gains Regulation
10.6.2 Have they been enforced? unknown -
10.7 Do regulations require credit ratings for commercial banks? No - 0
10.7.1 How many of the top ten banks are rated by international 10 International 100%
credit rating agencies (e.g. Moody’s, Standard and Poor)? rating agencies
10.7.2 How many of the top ten banks are rated by domestic unknown - -
credit rating agencies?
10.7.3.1 Which bank activities are Bonds issuance? Yes Rules on the
rated? Issuance of
Subordinated
Bonds by
Commercial
Banks
10.7.3.2 Commercial paper No -
issuance?
10.7.3.3 Other activity (e.g., No -

issuance of bank
certificates of deposit,
pension and mutual
funds, insurance
companies, financial
guarantees, etc.)?
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11. Discipline/Problem Institutions/Exit

11.1

11.1.1

11.3.1

11.3.2

11.3.3

11.4
11.5

Are there any mechanisms of cease and desist-type orders,
whose infraction leads to the automatic imposition of
civil and penal sanctions on the banks directors and
managers?

Are bank regulators/supervisors required to make public
formal enforcement actions, which include cease-and
desist orders and written agreements between a bank
regulatory/supervisory body and a banking organization?

Can the supervisory agency order the bank’s directors or
management to constitute provisions to cover actual or
potential losses?

Can the supervisory agency Dividends?
suspend the directors’
decision to distribute:
Bonuses?

Management fees?

Have any such actions been taken in the last 5 years?
Which laws address bank insolvency?

Yes

unknown

Yes

No
No

unknown

Rule on
Dissolution
of Banks, Law
on Banking
Regulation

Art. 37-42 Law
on Banking
Regulation

Art. 37 Law
on Banking
Regulation

Art. 37 Law
on Banking
Regulation

not actually
mentioned

not actually
mentioned

(Continued)



Table A.2 Continued
Topic Comment Source Quantification

11.6.1 Who can legally declare — Bank supervisor Yes Art. 38 Law 1
such that this declaration on Banking
supersedes some of the Regulation

11.6.2 rights of shareholders — that  Court No -

11.6.3 a bank is insolvent: Deposit insurance agency -

11.6.4 Bank restructuring or No -

Asset Management
Agency

11.6.5 Other (please specify) Central Bank -

11.7.1 According to the Banking Bank supervisor Yes Art. 38 Law 1
Law, who has authority to on Banking
intervene - that is, suspend Regulation

11.7.2 some or all ownership Court No -

11.7.3 rights — a problem bank? Deposit insurance agency -

11.7.4 Bank restructuring or No -

Asset Management
Agency

11.7.5 Other (please specify) No -

11.8 Does the Law establish pre-determined levels of solvency Yes based on 1
deterioration which forces automatic actions (like prudential ratio
intervention)? requirements

and Art. 37
of Law on
Banking

Regulation

09¢



11.9.1.1 Regarding bank restructuring Bank supervisor Yes Art. 37 Law 1
and reorganization, can the on Banking
supervisory agency or any Regulation
11.9.1.2 other government agency do Court No -
11.9.1.3 the following: Deposit insurance agency -
11.9.1.4 11.9.1 Supersede shareholder Bank restructuring or No -
rights? Asset Management
Agency
11.9.1.5 Other (please specify) No -
11.9.2.1 11.9.2 Remove and replace Bank supervisor Yes Art. 37 Law 1
management? on Banking
Regulation
11.9.2.2 Court No -
11.9.2.3 Deposit insurance agency -
11.9.2.4 Bank restructuring or No -
Asset Management
Agency
11.9.2.5 Other (please specify) No -
11.9.3.1 11.9.3 Remove and replace Bank supervisor Yes Art. 37 Law 1
directors? on Banking
Regulation
11.9.3.2 Court No -
11.9.3.3 Deposit insurance agency -
11.9.3.4 Bank restructuring or No -
Asset Management
Agency
11.9.3.5 Other (please specify) No -
(Continued)
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Table A.2 Continued

[\
o))
Topic Comment Source Quantification ®
11.9.4.1 11.9.4 Forbear certain Bank supervisor Yes Art. 37 Law 1
prudential regulations? on Banking
Regulation
11.9.4.2 Court No -
11.9.4.3 Deposit insurance agency -
11.9.4.4 Bank restructuring or No -
Asset Management
Agency
11.9.4.5 Other (please specify) No -
11.9.5.1 11.9.5. Insure liabilities Bank supervisor No - 0
11.9.5.2 beyond any explicit deposit ~ Court No -
11.9.5.3 insurance scheme? Deposit insurance agency -
11.9.54 Bank restructuring or No -
Asset Management
Agency
11.9.5.5 Other (please specify) State Council? -
11.10.1 During the last five years, Closure and liquidation: =~ unknown -
how many banks have been Number
resolved in the following Closure and liquidation: ~ unknown -
way, and what was the Percentage of banking
percentage of assets of the system assets
banking system accounted Intervention and open unknown -
for by each bank assistance:
Number
Intervention and open unknown -

bank assistance:
Percentage of banking
system assets



11.10.2.1
11.10.2.2

11.10.2.3

11.10.2.4
11.10.3

What percentage of total bank

assets did each of these

resolution methods account

for?

Transfer of assets
and liabilities
(incl. purchase and
assumption) or merger
and acquisition:
Number
Transfer of assets
and liabilities
(incl. purchase and
assumption) or merger
and acquisition:
Percentage of banking
system assets
Other (please specify)
Closure and liquidation
Intervention and open
bank assistance
Transfer of assets
and liabilities
(incl. purchase and
assumption) or merger
and acquisition
Other

How many months did each of these resolution techniques
take on average, from the moment of intervention by
the responsible authority to the moment of resolution?

unknown

unknown

unknown
unknown
unknown

unknown

unknown
unknown

(Continued)
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Table A.2 Continued

Topic Comment Source Quantification
11.11.1 Who is responsible for Bank supervisor The CBRC is self-  Art. 37 Law
appointing and supervising appointed on Banking
a bank liquidator/receiver: Regulation
11.11.2 Court No -
11.11.3 Deposit insurance agency -
11.11.4 Bank restructuring or No -
Asset Management
Agency
11.11.5 Other (Please Specify) No -
11.12 Is court approval required for supervisory actions, such as No not actually 0
superceding shareholder rights, removing and replacing mentioned
management, removing and replacing director, or license
revocation?
11.13 Is court order required to appoint a receiver/liquidator in No not actually 0
the event of liquidation? mentioned
11.14 Can the bank shareholders appeal to the court against a N/A not actually 0
decision of the bank supervisor? mentioned
12. Supervision PBOC law
and Law
on Banking
Regulation
12.1 What body/agency supervises banks? CSRC Art. 2 & 16 Law
of Banking
Regulation
12.1.1 Is there more than one supervisory body? Yes, also PBOC PBOC Law 1

(in some cases
MOF, CSRC)
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12.1.2 Is there a single financial supervisory agency for the No, at least Laws governing 0
financial sector? routinely four CSRC and
CIRC as well
12.2 To whom are the supervisory (a) the Prime Minister No - 0
bodies responsible or (b) the Finance Minister ~ No -
accountable? or other cabinet level
official
(c) a legislative body, No -
such as Parliament or
Congress
(d) other State Council Art. 2 & 14 Law
of Banking
Regulation
12.2.1 How is the head of the (a) the decision of the not actually -
supervisory agency (and head of government mentioned in
other directors) appointed? (e.g. President, Prime the regulations
Minister)
(b) the decision of the not actually -
Finance Minister or mentioned in
other cabinet level the regulations
authority
(c) a simple majority not actually -
of a legislative body mentioned in
(Parliament or the regulations
Congress)
d) a supermajority (for not actually -
example, 60%, 75%) of mentioned in
a legislative body the regulations
(Continued)
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Table A.2 Continued
Topic Comment Source Quantification
(e) other (Please specify)  presumably the -
State Council
12.2.2 Does the head of the supervisory agency (and other No not actually 0
directors) have a fixed term? mentioned
If yes, how long is the term? - -
12.2.3 The head of the supervisory (a) the decision of the not actually -
agency can be removed by: head of government mentioned in
(e.g. President, Prime the regulations
Minister)
(b) the decision of the not actually -
Finance Minister or mentioned in
other cabinet level the regulations
authority
(c) a simple majority not actually -
of a legislative body mentioned in
(Parliament or the regulations
Congress)
(d) a supermajority (for not actually -
example, 60%, 75%) of mentioned in
a legislative body the regulations
(e) other presumably the not actually
State Council mentioned
12.3 Are there important differences between what the No -
supervisory agency is expected to do and what is
mandated by law?
12.4 How many professional bank supervisors are there in total? 23000 CBRC Annual

report
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12.5

12.6

12.7

12.8

12.8.1

12.9

12.9.1

12.9.2

12.9.3

12.10

How many onsite examinations per bank were performed
in the last five years? (average)

What is the total budget for supervision in local currency
or dollars (please specify) in 2002?

How frequently are onsite inspections conducted in large
and medium size banks?

How many of the total bank supervisors have more than
10 years of experience in bank supervision?

What is the average tenure of current supervisors i.e. (what
is the average number of years current supervisors have
been supervisors)

If an infraction of any prudential regulation is found by a
supervisor, must it be reported?

Are there mandatory actions in these cases?

Who authorizes exceptions to such actions?

How many exceptions were granted last year?

Are supervisors legally liable for their actions (e.g., if a
supervisor takes action against a bank can he/she be
sued)?

5
undisclosed
Annually
undisclosed

undisclosed

not actually
mentioned in
the regulations
not actually
mentioned in
the regulations
not actually
mentioned in
the regulations
not actually
mentioned in
the regulations
not actually
mentioned in
the regulations

CBRC Annual
report

CBRC Annual
report

Art. 43 Law
on Banking
Regulation

Art. 43 Law
on Banking
Regulation

not actually
mentioned

not actually
mentioned

Art. 43 Law
on Banking
Regulation

Source: based on Caprio, Barth and Levine, 2006, author’s own assessment and calculations.
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268 Annexes

Main licensing requirements for establishing rural financial

institutions

General requirements

Have professional and qualified board and senior management, at least a direc-
tor and a vice-director, at least 80% of employees have 1 year of relevant finance
experience, sound organisational structure and management system, business
premises and security system, sound risk management and internal controls,
effective HR management system, mechanism for replenishing capital, local
government does not hold any capital.

Table A.3 Licensing requirements for rural financial institutions

Rural financial Minimum Capital Further requirements
institutions number of  required

issuers (CNY mln)
RCCs* RAEAEMEH 500 people 1 Natural persons cannot

Union of RCCs
RWEAGHEL BiEH

Rural credit unions
(RCUs)
RNEAEERL

hold more than 2%
alone. Local governments
cannot invest.

8 RCCs 1 Employees cannot hold
more than 25% together
or 2% alone of the
capital, other unions
cannot invest, issuers
should be local RCCs
with equity investments
should not be more
than 50% of net assets.
An individual RCC shall
not hold more than
50,000 shares or 20% of
the capital.

1000 people 10 Natural persons cannot
hold more than 0.5%
alone; other credit
unions or RCCs cannot
invest. Core capital
no less than 2%. Min.
capital may be adjusted
by CBRC but no less
than CNY 5 mln. Local
governments cannot
invest.

(Continued)
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Table A.3 (Continued)

Rural financial Minimum Capital Further requirements
institutions number of  required

issuers (CNY mln)
Union of RCUs - 5 Issuer can be local rural
RNGEALKE’ Fls. Issuer must have

no more than 50% of
its capital invested in
equity, hold no more
than 10% of shares or
30% of capital.

Rural Commercial 1000 people 20 Established on the basis of
Bank*, ** RCUs or RCCs. Natural
RN EERIT persons cannot hold

more than 0.5% alone
of the capital. Unions
cannot invest. Local
governments cannot

invest.
Rural Commercial - 50 Natural persons cannot
Bank*, ** hold more than 0.5%
RN RIT alone of the capital.

Unions cannot invest.
Local governments
cannot invest.

* Requirements for issuers: Issuers can be natural persons, non-FIs and FIs (also foreign).
Natural persons must have good records and be living in area at least for 3 years. All employ-
ees together cannot hold more than 25%. Non-FIs must have also good records and reputa-
tion, at least profitable in last 2 years, have strong profitability ability, net assets of no less
than 30% of total assets, equity investments should not be more than 50% of enterprise
capital, registered in local area of RCC, should not hold alone more than 10% of the RCC
capital. FIs (excluding unions) should have CAR of 8% at least (NBFI 10%), equity invest-
ments should not be more than 50% of net assets, at least profitable in last 2 years, sound
corporate governance and structures, should not hold alone more than 20% of the RCC
capital (for foreign financial institutions additionally: total assets no less than USD 1 bln,
2 years of good international rating, together do not hold more than 25% of the capital).
** Higher merger requirements: Merger should be made on own will of participating entities,
have a strong management ability, consolidated accounts, NPLs no more than 15% (five-
tier), core capital no less than 4%, CAR 8%, investment shares no less than 60% of all shares,
set percentage of agricultural lending set by shareholders meeting.

Source: Based on References for laws 23, 24 and 25.

Requirements for branches and other outlets: Respond to a service need in
area, strong internal controls (no unlawful activities in last 2 years), good asset
quality, at least 80% of employees have 1 year of relevant finance experience,
business premises and security system, professional and qualified directors board
and senior management, at least a director and a vice-director.



270

Table A.4 Licensing requirements for branches of rural financial institutions

Operating capital*  Further requirements for

(CNY mln) the applicant
RCCs 0.3 CAR no less than 2%
RCUs 1 CAR no less than 4%,
min. capital can be
adjusted by CBRC to
CNY 0.5 mIn
Rural cooperative or 1 CAR no less than 4%,
commercial bank branch NPLs less than 15%
Rural cooperative or 0.5 CAR no less than 4%,
commercial bank outlet NPLs less than 15
Cooperative FIs’ savings none none
branch

* making up no more than 60% of HQ capital.
Source: Based on References for laws 14.

Table A.5 Licensing requirements for new rural financial institutions

Operating capital*

Further requirements for the
applicant

(CNY mln)
Village and township 3 (county level)
banks or 1 (township
level)
Loan companies 0.5
Rural mutual aid 0.3 (township
group level) or 0.1 (vil-
lage level)

Small loan companies 5 (limited co.) or
10 (shareholding
co.)

Financial institutions=>20%
and other single shareholder
=<10%, established by
financial institutions

Established by commercial
banks or rural SMEs only

Only voluntarily established by
farmers or rural SMEs. single
shareholder =<10%

single shareholder =<10%

Source: Based on References for laws 14.



Notes

1 Introduction

1.

The State Council is the highest executive organ in the state administration.
Under the State Council are ministries, commissions and bureaus. It is fur-
ther represented through government authorities at the provincial and local
levels. The National People’s Congress (NPC) represents the legislative. It is
represented at national, regional and local levels. Current affairs are dealt
with by their respective standing committees. The judicial power is repre-
sented by People’s Courts. Preliminary administrative rules may be issued
by the State Council, but the NPC must enact a proper law after a period of
time (Wei W., 2005). Running in parallel is the party hierarchy: above all
sits the Politburo standing committee with nine members. Below that is the
Politburo itself with the Central Discipline Inspection Commission (CDIC)
and the Central Military Commission. The third level consists of the Central
Committee of the Communist Party of China (CPC). This is reported to by
a number of leading groups (economics, finance, agriculture, and so on)
and departments (Organisation Department (OD), propaganda and so on)
as well as local committees (provincial, city, county and so on) (McGregor,
2010).

At the end of the references part, the reader will find a list of legal texts.

The China Banking Regulatory Commission (CBRC) counts 12 joint-stock
commercial banks because it now considers Bank of Communication a large
commercial bank - similar to the other four state-owned commercial banks.
It has done so since 2006-2007.

Other leasing companies exist in China - these are registered with the
Ministry of Commerce and do not fall under the regulatory realm of the
CBRC.

The stock and bond markets are respectively erratically volatile and highly
fragmented. They do not yet play the role that these markets usually play in
other developed markets. The choice of investments is very small as regula-
tors proceed cautiously in opening the markets. Market players are often
restricted to certain investments or markets. Fundamental improvements
have yet to take place and thus transaction risks and costs are much higher
for all firms seeking funds.

Testing for competition levels with the H-statistic is difficult in China: the
banks have few means to price correctly their loans and deposits rates are
restricted. (Gutierrez de Rozas L., 2007).

No changes in terms of domestic power sharing and in terms of regulatory
arrangements should be witnessed as a result from further international con-
vergence and integration at the thematic level.

The issues presented here that have not yet been discussed will be analysed in
depth at a later stage in the book.
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Part II Overview

1.

In the present book, the author uses ‘state’ as a collection of central and local
authorities, encompassing all levels of administration and all kinds of min-
istries and agencies of the state (and therefore of the Communist Party). The
terms ‘local authorities’ and ‘local governments’ are used interchangeably and
this encompasses authorities in the townships, provinces, municipalities —
in fact, the antithesis to the central authority or central government.

The State as Regulator

The PBOC was still authorising loans until 1998 and was therefore vulner-
able to interference by local governments. To curb the interference channels
and the derived additional risks to the financial sector, in 1998 the PBOC
embarked on a restructuring programme which led to the creation of regional
branches and operational offices in larger cities which are totally independent
of the local government hierarchy.

For example, the controversial discussion about the setting of the exchange
rate for the Chinese currency will be finally decided by the State Council -
based on research and proposals made by the PBOC among others (to that
effect in 2008-09 it has established an exchange rate policy department and
a currency research department).

Financial institutions under its supervision include commercial banks, credit
cooperatives and policy banks, as well as asset management companies, trust
institutions, finance companies and leasing institutions (Law on Banking
Supervision and Administration, art. 2 §§2-3). In 2009 the CBRC oversaw 3,857
institutions and some 2.8 million staff at these financial institutions.

Laws are those rules enacted by the National People’s Congress and its Standing
Committee; regulations are also called administrative regulations and are
formulated by the State Council. They are used for the implementation of
the laws. Local regulations are formulated and enacted at the local level.
Administrative regulations may also be formulated by departments and min-
istries below the State Council.

The notice does not deal, however, with regulatory agencies’ powers. It only
requires banks to disclose certain information on intra-group transactions
and liabilities, on the calculation of capital and also gives a definition of
control.

A recent paper (Caprio, 2010) looked at the experience of counter-cyclical
regulations in the wake of the financial crisis, since it was argued, for exam-
ple, that it had played a major positive role in regulating Spanish banks.
Nonetheless Caprio found that overall higher provisioning does not reduce
risk taking because regulatory arbitrage continues to take place in such envi-
ronments. Counter-cyclical measures make sense only when combined with
higher transparency and with the correct incentives. It would thus appear
more useful to focus on stronger regulatory requirements on those institutions
that pose a larger threat to the stability of the system. He finally pointed to
the fact that risk taking decreases with less concentrated ownership structures
in banks (which would mean that the highly concentrated state ownership in
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the state-owned commercial banks could potentially have an adverse effect
on their risk appetite and risk management).

. The size of each bank’s contribution reflects the depth and breadth of super-

visory work, depending upon some ten ratios (including size, operations,
results, net assets, market share and level of riskiness). The fees are divided
into institution-based fees and business fees. The first are based on the pre-
vious year’s capital multiplied by 0.05% and a risk-adjusted index (ranging
from 0.9 and 1.1, in five steps). The second are based on total assets (minus
the capital) multiplied by the risk-adjusted index and a further fee multipli-
cator ranging between 0.014% to nil (depending on business size) — as pre-
scribed by the Notice of the National Development and Reform Commission
(NDRC) and the Ministry of Finance on issues regarding the fee structure for
supervisory fees of banking institutions (CBRC, 2009¢) from December 2007.
The rules apply from 2004 until end-2010.

. According to Miller (2008), the Leading Group for Finance and Economy

(3 RZF/NA) is one of the most important decision groups within the
state apparatus. It was reinstated in March 1980 and was chaired then by
Zhao Ziyang. Currently Wen Jiabao is the chairman. It is staffed with high-
level chairmen from the relevant ministries and regulatory bodies.

. The Organisation Department is a highly secretive and massive organisation

which is in charge of human resources on behalf of the Communist Party.
It penetrates every state entity within the country — regardless of it being
private or not. It acts behind closed doors: it conducts candidates’ interviews
and investigations, and removes and changes the positions of senior manag-
ers and bureaucrats. As a result it is also the place of strong political battles
meaning that posts can be bought and sold. Appointments depend upon
experience, education, and so on. Indicators inform about the executive’s
performance. Its professional head-hunter practices operate only up to a
certain official rank, however. Promising officials are rotated between enter-
prises, industries, departments and regions.

For example, in June 2007, Tang Shuangning, previously vice-chairman
of the CBRC, was appointed chairman of the board of China Everbright
Bank. Similarly, Xu Feng, former director of CBRC, became president of the
Shanghai Pudong Development Bank and Xiang Junbo, a deputy director at
PBOC, was named president of the Agricultural Bank of China (Anderlini,
2007).

Further rules detail what requirements are to be fulfilled when extending
certain types of loans such as mergers and acquisitions, working capital, real
estate, project finance, or fixed assets.

At the end of 2009, without the issuing of a new rule the CBRC required
banks to set aside 10% and 11% of their capital for risk assets (for smaller
and larger banks respectively).

Central bank re-lending is an important tool of the state to adjust the timing
and direction of financial flows in China (including disaster relief and any
other policy lending objective), especially in rural China (Park and Sehrt,
2001). The funds can also be directed to certain areas and to specific rural
activities. Up to 2005, the central bank had issued CNY1.02 trillion in re-
lending, with more than CNY14 bln issued each year on average. At the end
of 2005, there were CNY59.7 bln of such outstanding loans. Around 90% of
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14.

15.

these funds are designated for rural farmers and transferred through RCCs
(China Economic News Net, 2006).

Rural financial institutions are excluded from these new rules. For credit
cooperatives, the upper cap has been widened to 2.3 times, and deposit rates
are uncapped.

Although the final word would be by Wang Qishan the current vice-premier
for the finance industry but someone who rarely makes public speeches
(The Economist, 2010a).

The State and the Banking Safety Net

. A safety net is composed of a lender of last resort, a deposit insurance mecha-

nism and finally a framework for a government bailout (Barth, Caprio and
Levine, 2006).

This case took four years to resolve and had an average recovery rate of 12.54
cents to the dollar (Wormuth, 2004).

The institutions targeted for closure are urban credit cooperatives, whose
names are not known (for fear of bank runs).

CBRC has classified CCBs according to their riskiness and profitability into six
groups in order to increase specialisation in supervision.

Further Roles of the State

The Communist Party delegates its appointment functions to the Organisation
Department (which oversees all state personnel appointments within China)
and to the CDIC.

In November 2004, the previously required party membership for middle
management has been removed at both BoC and CCB (Zhang X., 2004b).
Some of its activities and responsibilities were then transferred to CBRC. The
commission prepared appointments by the Organisation Department but did
not interfere in banks’ internal management decisions. It also staffed supervi-
sory boards.

Senior appointments at large banks and at regulatory authorities also require
the approval of the Communist Party, through its Central Leading Group for
Finance and Economics (EIU, 2006b). Party members must fill a minimum of
four seats on the Board of Directors in banks.

‘Open’ means, however, that the positions are open for competition, but
applicants need to be from the head quarters, the PBOC Shanghai office and
units directly under the head quarters.

‘Even highly insulated bureaucrats in a professional bureaucracy have an
interest in getting promoted, and financial resources constitute a powerful
policy tool that can quickly bolster one’s administrative accomplishments
and thus speed up promotion’ (Shih, 2009: 8).

State Interference

A faction is a ‘personal network of reciprocity that seeks to preserve and expand
the power of the patron’, which is formed based ‘on personal relationships
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between the patron and its clients’ and which ‘exists as a channel to exchange
goods and influence’. Generalist factions have the highest power, while the
technocratic factions arrange themselves around specialised mandates such
as in the financial sector (Shih, 2009). A member of a faction gets promoted
either because he/she brought additional investments and resources to his/
her home province (mainly through loan allocation because they can form
the largest fund volumes) if he/she is part of a generalist faction, or because
he/she shows sufficient authority to have the resources to be spent in case of
need or financial problems if he/she is part of a technocratic faction. All are
rent-seekers nonetheless.

. Alternative views to explain the country’s reform path also include one which
contrasts modernist and conservative factions and another one which puts
centralisation vs decentralisation efforts at the centre of the explanations. The
latter concentrates on the fact that political and fiscal decentralisation allowed
local authorities to use resources as they pleased and to test different policies
locally to innovate. Authors, however, found that this did not provide a full
explanation of China’s economic miracle (Cai, Treisman, 2006). The former
is superficial and fails to recognise the fact that loyalty is to the Party and/or
to a person (or a faction) and not to an idea and that the centre—periphery
relationship is of paramount importance in Chinese governance: ‘the domi-
nance of the centre is the precondition to guarantee the unity of the state’
(Weigelin-Schwriedzik 2004). At the same time the periphery - through local
authorities — ensures the enforcement and implementation of decisions of the
central authorities which also devolve a number of other duties and respon-
sibilities to the peripheries. The relative independence of local authorities
or the periphery allows for a larger unified state while expending less effort
on controlling it. The means to ensure that the relationship remains stable
(apart from guaranteeing unity) include control over human resources and
the bureaucracy, the armed forces and the propaganda (McGregor 2010). These
three pillars ensure that all are loyal to the Party and speak in one voice. The
bureaucracy embodies the complementary link between centre and periphery.
This arrangement has endured throughout the long Chinese history. A failure
to balance out power and control between the centre and the periphery may
lead to a change of regime.

. As noted by Shih (2009), the first introduction of such limits and ratios came
only after the Asian Financial Crisis which provided the technocratic faction
with a powerful rationale and narrative to restrict the power of the generalist
faction.

. Private sector monitoring is understood here as a range of institutions in the
largest sense of the word, including, for example, international accounting
standards enforced by independent auditors, international rating agencies,
foreign (thereby external to the state) shareholders or accession to the FATF
to fight money laundering (as it adds reporting requirements to the banks
under the guidance of the PBOC; References for laws 44). Any type of inter-
national standards reflecting best practice is a tool of private sector monitor-
ing. Standards have the advantage that they can be implemented selectively,
as the state sees fit. Specific to China, it is not possible to consider industry
associations, legislature or payment system institutions as independent from
the state. They do not constitute private monitoring mechanisms.
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S.

Actually to a lesser extent because the recruitment of all lower levels of hier-
archy are now open — however their superiors and the goals they set are in
accordance with those principles.

Box 1 The Role of Peripheral Private and Independent
Arrangements: Foreign Investors

1.

Limits on foreign ownership are intended only for companies that are not
listed (South China Morning Post 2005b) and stakes are calculated on a con-
solidated basis, meaning that foreign banks cannot use their own subsidiar-
ies to entry into Chinese banks’ capital. Since then, press articles repeatedly
reported that the CBRC was thinking about a further increase of the ceiling for
failed banks, but any hopes came to a halt as regulators refused to let foreign
investors take a majority stake in the ailing Guangdong Development Bank.
Shares in listed companies in China take mainly two forms: A-shares are CNY-
denominated locally listed shares that can only be traded by Chinese entities
and QFII; B-shares are those USD or HKD-denominated shares which can be
traded by both foreign and Chinese investors. Chinese state enterprises have
large chunks of up to recently non-tradable shares which often also represent
state stakes (so-called ‘legal person shares’). Finally H-shares pertain to those
Chinese enterprises which are listed in Hong Kong and red-chips to Hong
Kong listed companies with high levels of revenues from China.
Cornerstone investors compared to strategic ones have the advantage of
being able to take relatively small stakes in the capital with the intention
of cementing a co-operation or an exchange but not taking a board seat or
influence the decision making of the invested banks (Hu C. and Zhang M.,
2010). This appeared to be a preferred arrangement after the relative failure
of foreign strategic investments into SOCBs.

Part III Demand

1.

This is supported by the practice of the central authorities to issue rather
general and at times even vague regulations and laws which are then filled
with meaning by local authorities. Needless to say, the latter use much of this
latitude to ensure their own strong economic development.

Financial Intermediation

. Basically, the remaining administrative measures or policies would only cor-

rect market imperfections or failures — so the liberal market view.

From 1988 to 1995 the credit quotas were designed to control financial
flows from banks to enterprises. The banks included the four SOCBs as well
as the Bank of Communications, CITIC and China Everbright Bank. Other
banks were required to keep a loan-to-deposit ratio of 75%. The credit quo-
tas were prepared by the NDRC, the Ministry of Finance and the PBOC. It
was based on GDP, investments and inflation indicators and local industry
financing needs. The plan was never really enforced: if the banks surpassed
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the limits, they would receive further funds from the central bank. After its
abolition, the plan was replaced by window guidance for selected industries
or enterprises. The plan created massive credit creation (Girardin, 1997), and
encouraged expansion, disregarding viability and sustainability. Banks were
simply transfer machines with no risk management or internal controls
(Montes-Negret, 1995). Finally, it created a channel for interference by local
and central governments alike as well as a channel for funds transfer between
the central government and the provinces.

. This is only a rather general view of the sector and does not account for the
large discrepancies that might arise between the best-in-class enterprises nur-
tured by the central government and the smaller enterprises which are only
active at local level for example.

. Indeed, most of them are responsible for the sizeable amounts of non-
performing loans sitting in Chinese banks (Jiang J., 2005) as ICBC’s president
acknowledged in late 2005 that 81% of its NPLs came from SOEs.

. Nevertheless it should be noted that large discrepancies exist between the
figures provided by different researchers about the private sector (McGregor,
2010). In fact, the size and impact of private enterprises is very difficult to
assess correctly: many have to wear a ‘red hat’ (that is, to take on a collective
or state ownership while being private in fact to circumvent the bias towards
private entrepreneurs) and others use round-tripping to register as foreign
companies to benefit from preferential treatment.

. The information opacity issue is likely to be an issue for all borrowers —
regardless of their ownership: Wu Min and Wang Xia (2009) found that listed
companies often have to restate their financial statements which they have
talked up when profitability is low. Even though SOEs use that tool more fre-
quently, private ones also do this.

. In China, land is owned by the state (rural land is owned by the collective).
The state grants enterprises and individuals the right of use for a limited
period (70 years for residential purposes, 40 years for commercial and rec-
reational purposes and 50 years for industrial, science/educational and other
purposes). Land use rights (with the exception of collectively owned rural
land) can be collateralised (Chen X., 2009). Today PBOC is endorsing a pilot
scheme where land used for farming could also be used as bank loan collateral
(the rights to it) (Yang C., 2009, Qiu L., 2009, Ma S., Zou H. and Xiong C.,
2009, Huei P., 2008, PBOC, 2008a).

. The TVEs were created as collective enterprises (at a time where there was
no legal room for private enterprises). De facto, they are mainly owned by
managers and employees — in private hands (Huang, 2008).

. Normally the large central SOEs are also the customers of the banks as both
borrowers and issuers of debt instruments. The bargaining power of SOEs is very
strong and they often end up dragging the prices down as far as below the
banks’ own costs or asking for fix interest rates for debt issuance (Zhang M.,
2010a). In order to counter such issues the banks and investors have estab-
lished a pricing joint conference (EMNEXFELW) to assess interest rates and
enable the banks to ensure a downward limit. The banks appear to be victims
of their own choice: losing a borrower puts them in a worse situation in terms
of profits than losing a debt issuer. Debt issuance services are no more than
bait for banks; they do not help them gain a competitive advantage. Finally,
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1.

the banks are fighting over a limited number of good corporate customers.
Debt issuance services remain only a small portion of income for banks that
suffer from loan to deposit restrictions among others.

The Ministry of Industry and Information Technology is especially active in
this field. In December 2009 it signed a MoU with the four state-owned com-
mercial banks to lend more to SMEs. All financial institutions in China had
SME outstanding loans amounting to CNY14.1 trn by end-September 2009,
of which 4.05% were non-performing - that is, about 36% of all CNY loans
outstanding (SinoCast Banking Beat, 2009e and PBOC, 2009b and 2010a).
The informal financial sector meant here does not comprise illegal activities
such as money laundering, fraud nor financial crimes, but rather the finan-
cial activities which are outside the mainstream but offer productive ways
of financing and depositing money in the same way as formal finance, even
though they may be curbed or forbidden in some cases (as with loan sharks
or high-interest loans).

It is also worth noting, as Huang (2008) has shown, that the lending bias is
a feature of the 1990s and that during the 1980s many private enterprises,
especially in rural areas, thrived on the basis of financial liberalisation.
During that period of time, the credit policies of banks (at that time all were
state-owned) were favourable to them and informal lending proliferated
and was even permitted, albeit tacitly. It is only in the 1990s that informal
finance became more a substitute rather than a complement to formal bank
finance.

Individuals can also make use of trust deposits and loans to finance a chosen
target enterprise and the bank acts only as intermediary (Box 7).
Pawnbrokers are active since 1988 with the first house being established in
Chengdu at that time. The Bureau for Industry and Commerce is in charge
of their regulation. However, some regulations have also been issued by the
PBOC. With its full recognition by the authorities, this is often considered
to be ‘grey’ finance.

These refer to funds by individuals pooled together without being adver-
tised. They frequently use trust contracts or invest through a joint-stock
company which does not hold a licence to do so (Li and Hsu, 2007).

PBOC has issued a notice allowing lending up to four times the PBOC base
rate — as defined by the Chinese Supreme Court (References for laws 62).
When the Loan Principles (References for laws 15) are being revised and
implemented it could be that enterprises lending no more than CNY1m or
with interest income of more than 5% of their total sales would be required
to register with the PBOC (Caijing Magazine, 2010b).

New Forms of Financial Intermediation

Most projects did not have follow-up financing arrangements nor did they pro-
duce sufficient profits to be reinvested. Finally, another drag on performance
is certainly the fact that most government-sponsored projects face high delin-
quent loan rates (50-70%) while other institutions still have NPLs of 10%.

In 2004 the document encouraged the establishment of new forms of finan-
cial organisations, in 2005 the attention went to building a more competitive
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rural financial market, in 2006 authorities again emphasised the need to cre-
ate institutions with various forms of capital, subject to efficient supervision,
in 2007 the document concentrated on the reform of RCCs, in 2008 asked
for further market openings and reflected on access policies, and in 2009 the
attention went to capacity building.

. Rural areas are all those that are administratively at or below county level
(below that are towns, townships and villages). This means that cities at the
administrative levels of counties and townships will be counted as rural —
sometimes leading to the impression that a much larger part of China is rural
than is actually the case.

. Surveys have found that savings branches reach only 16% of villages, that
10,000 farmers are served by just a little over one bank branch on average
(less than half the figure for the urban population) (He G., Du X., Bai C. and
Li Z., 2009).

. The PBOC had published other regulations prior to this (Management Guidance
on Microcredit Loans for Farmers of RCCs), but this was limited to the RCCs
and did not give access to other institutions.

. Most local authorities take a similarly conservative stance. In Zhejiang, for
example, the first steps were made to enable a thriving microfinance industry.
In July 2008 the authorities began to register the previously informal lenders
into small loan companies (EIU, 2009c). Their numbers were initially limited
to 16 companies and their registered capital needed to be CNY80 mln for a
joint-stock company - just below the CNY100 mln required in Beijing. Further
limitations also apply: a single client exposure shall not be higher than 5% of
the lender’s capital and 70% of the lender’s capital shall be lent out to SMEs
in loans of max. CNY500,000 (Cai, 2008).

. China UnionPay, which manages the country’s largest payment network,
is setting the standards for a national infrastructure of ATMs and POS as
well as the entire payment and settlement infrastructure. For smaller banks,
UnionPay can even take over data processing — leaving little room for banks.
UnionPay will probably keep its monopoly in future years. Competitors such
as MasterCard and Visa can only issue dual currency cards for usage outside
China - with member banks. In 2010 the foreign entrants clashed with CUP
over its unfair competition: it is expanding freely abroad while foreign access
in China remains highly restricted (Anderlini, 2010a). VISA required its mer-
chants to process all payments through its own system only - this deals a
challenge to CUP which needs more time to increase card use and transaction
volumes abroad, to establish a flexible offering to partner banks and to repeal
its bureaucratic structures (Hu J. and Dong Y., 2010). For now the central gov-
ernment is analysing the situation but still hopes to create a great and strong
company with CUP while pushing aside concerns over its compliance with
WTO pledges.

. Overheating in itself remains a matter of analysis (The Economist, 2010c¢). In
fact, while prices rise and fall at a quick pace, only a small part of the Chinese
population has an outstanding mortgage because most of their apartments
were transferred by the authorities in the 1998 reform and privatization
process. Analysts think that possibly only a quarter of households have been
active in the property market. Furthermore, the one child policy means that
parents with the financial means will have no problem in supporting their
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single offspring in purchasing a home. Thus the real estate lending market is
solely a small part of the picture.

Box 2 Credit registry

1.

The following paragraphs are based on: China Consumer Net (2005), Xinhua
Economic News (2005), SinoCast China Business Daily News (2005), Shanghai
Securities Times (2004), Dow Jones International News (2004), Xinhua Net (2003)
and Kelleher and Dyer (2005), unless stated otherwise.

The issue should not be taken lightly — even in an authoritarian state.
Publications of some individuals’ details and ratings have raised the urgency
of the relevant regulations (Shang B., 2010).

Box 3 Interbank Bond Market

1.

Segmentation is not that easy to resolve because the trading systems, the set-
tlement methods, regulators and depository agencies are all different. Thus
no arbitrage takes place between the markets. Segmentation increases costs,
reduces liquidity and efficiency and thus depth. Although the regulators and
central authorities are working on unifying the bond markets, the unwilling-
ness of regulators to let down their power and the fear of renewed market
chaos means that the unification is far off.

Conclusion to Part III

1.

The representation of the entrepreneurs’ business interests also takes place
through industry associations which were established in the first place by
the Party to ensure its tight grip over the private sector — which it saw as a
competitor for power. Increasingly, however, the associations also serve their
members’ interests (McGregor, 2010).

Part IV Supply

1.

8

These NPL figures include only SOCBs and JSCBs.

Large Commercial Banks

The CBRC considers Bank of Communications since 2007 in that group as
well — although its structure and history is closer to that of JSCBs.

The names of the SOCBs and the JSCBs are all listed in the Annex.

The history of policy lending has also brought the banks close to insolvency.
The central government agreed to recapitalise the four state-owned banks
with CNY27 bln in August 1998 and again with USD45 bln in CCB and BoC
in December 2003 as well as with USD15 bln in early 2005 in ICBC and
USD30 bln for ABC (see chapter on non-performing loans).

The SOCBs'’ capital could therefore be negatively impacted by an appreciation
of the Renminbi.
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. For example, at its branch in Loudi (Hunan province) the NPL ratio is as

high as 55% (Zeng J. and Liang H., 2008). NPLs taken off the balance sheets
amounted to CNY346 bln in 1999 and CNY816 bln in 2008 (Hu C. and
Zhang M., 2010).

. This assessment does not hold for China Everbright Bank, Shenzhen and

Guangdong Development Bank which are just coming out of lengthy reform
processes where they had to clean up their books extensively.

. Central Huijin Investment Co. (Huijin) is also called SAFE Investment.
. SDB is the only Shenzhen listed bank.
. BoC Hong Kong’s (July 2002), CCB’s (October 2005, USD11 bln) and BoC's

(May 2006, for USDS bln) stock market listings in Hong Kong were followed
in October 2006 by ICBC (raising USD21 bln). The ABC listing in July 2010
raised USD22.1 bln.

Until 2008, Hengfeng did not publish its financial statements on its website.
Everbright did not publish during the four years before its restructuring was
completed in 2008. GDB and ABC were also prone to poor transparency —
reflecting their poor performance as well.

The state in the form of SOEs also influences IPO subscriptions and share
prices as far as possible (South China Morning Post, 2010). It boosts its hold-
ings’ values, that of foreign investors and above all market confidence.

The major banks now have compensation committees which overview the
payment of bonuses and salaries. For further details on the regulations, refer
to the corporate governance part.

Smaller Local Banks

By way of a notice from the State Council in 1995, they were given their cur-
rent designation of city commercial banks in 1998.

With the urban credit cooperatives money houses were allowed to be reg-
istered as collectives with the cooperative form being emptied of its mean-
ing since control was exercised by only a few individuals. They started in
Wenzhou in 1984 and it is only during the early 1990s that they were required
to come under the PBOC's supervision (Li J. and Hsu S., 2009).

A survey of some CCBs in 2005 showed that local governments directly
hold an overall 24.2% share in the capital of the surveyed banks (Eastern
China 22.3%, Central China 21.9% and Western China 28.9%), and indi-
rectly, through wholly owned subsidiaries, 73.6%. Only an average of 23.75%
is held by private enterprises or investors (Financial News, 2005a as well as
SCDRC, 2005).

Box 4 Public-Private Oversight Mechanism: Central Huijin
Investments Co.

1.

Huijin’s board is composed of nine members: two are senior managers while
the others come from the MOF, PBOC and SAFE. The same institutions also
staff the supervisory board (Wang J., 2009) — thus there is a double representa-
tion and the original function of the SB is empty.
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These include revising articles of association, rules of procedure, adjusting
and improving functions and responsibilities of directors, clarifying rights
and duties of shareholders and directors (Wang J., 2009).

Thus if it is run under the sovereign wealth fund, the State Council or SASAC
or any other government agency for that matter, the strategy and goals will
remain unchanged.

10 Foreign Banks

1.

In 2009 it fell again to 1.7% from a previous rate of above 2%. This was prob-
ably due to the strong loan growth experienced especially by other Chinese
commercial banks but which was less visible at foreign ones.

Registering only a branch as previously would result in facing the same restric-
tions as before, principally not being able to take deposits below CNY1 mlin.
This was explained by the CBRC as being necessary because of the upcoming
deposit insurance scheme under which incorporated banks would all fall (but
not branches of foreign registered banks). Registering a branch requires capital of
CNY20 bln and for each additional branch operating capital of CNY200 mln.
30% of the working capital must also be deposited with local banks.
Opening a representative office has become less advantageous with the
reform of corporate taxes in China (EIU, 2010b).

This remains the main restrictions that foreign banks face in China: stakes are
limited to 20% individually and 25% together.

Even though the expected potential in credit card lending failed to material-
ise because the banks first need to set up a data processing centre (see chapter
on new forms of financial intermediation).

11 Rural Financial Institutions

1.

2.

3.

The ADBC supports state-owned agricultural entities with purchasing grain,
cotton and oil.

The RCCs were already established in the 1950 but lost their independence
within the centralisation process of the banking system.

The RCFs were established in the early 1980s to manage the funds of disman-
tled rural communes (they can be characterised as fund cooperatives owned by
collectives and households, Cheng E. et al., 2003). These were (quasi-)formal
institutions: they were not regulated under the PBOC and operated without
its approval, but had received permission in a 1986 central document, rules
were set by the Ministry of Agriculture, complied with more or less the same
prudential rules as other FIs (Cheng E. et al., 2003). These were operated by
local authorities (by their respective local Agricultural Economic Management
Station) at township level (Girardin, 1997). The RCFs showed strong growth
until the mid-1990s. In 1997 total deposits amounted to CNY200 bln. Their
operational model had the following characteristics: lending only to members
depositing money and those within their local reach; employed agents to
gather necessary information about borrowers; credit limits were a func-
tion of creditworthiness, enterprise size and manager character. The model
resulted in lower costs than at RCCs, higher returns and better portfolio
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quality, better financial intermediation than other rural FIs (Cheng E. et al.,
2003). While not all of them were fully successful, the model showed its com-
mercial viability. In 1999, the State Council decided to dissolve them because
of mismanagement (authorities were losing control and NPLs were reaching
unsustainable levels of 20%) and because they posed a competitive threat to
the RCCs. RCFs were recuperated by RCCs and this meant losses amounting
to 10% of the RCCs total assets (or CNY108.3 bln) in 2000.

. Huang (2008) shows that this was not always the case: during the 1980s the
RCCs and ABC were encouraged to innovate and to lend to the private sector.
It is only in the 1990s where the state influenced and centralized decisions
in order to favour state enterprises and direct funds towards their operations
that the RCCs became completely insolvent. Preferential policies and state
control combined with financial repression meant lower overall growth and
productivity gains.

. Initially, the capital was held by individual farmers from the area in which
they operated. Li Changyu and Jie Shuqing (2004: 83) comment, ‘Up to now,
after 25 years of reforms towards marketisation, the ‘cooperative’ label of
RCCs got lost somewhere early on, and the related cooperative principle has
been almost entirely abandoned.’

. Most RCCs are now branches organised around a county or township level
RCC union. These unions normally do not undertake any business directly but
rather undertake centralised management functions on behalf of the branches
(such as financial accounting, senior management, training, relationship with
regulators, human resources, cash management, settlement, and so on). The
member RCC branches are ordered in a hierarchy reflecting the adminis-
trative level at which they are established (county, township, village) and
depending on the type of entity (branch or deposit outlet). The network of
RCCs controls the county-level RCC union. The transfer of control of RCCs
to the unions has advantages (the interference capacity of local governments
at the level below the county is reduced; economies of scales are possible by
centralising certain activities; reducing administrative expenses and increas-
ing management capabilities) as well as negative aspects (the concentration of
power and of influence at union level away from the locality and the conflict
of interests arising between union and individual RCC, Liu M. et al., 2005).

. Already some CNY166 bln in special bills and CNY18.7 bln in diverse subsi-
dies have been spent.

. The reform efforts yielded some fruits nonetheless and these were summa-
rised in a preliminary investigation of 49 RCCs in eight provinces (Xie P. et al.,
2005b). RCCs from the first batch of reforms reduced the number of share-
holders from 52,169 in 2002 to 27,898 by 2004. Meanwhile the average total
capital of each cooperative increased from CNY26 mln in 2002 to CNY131
mln in 2004. RCCs in the second batch of reforms increased their average
number of shareholders from 17,812 to 19,263 and increased their individual
total capital from CNY7 mln to CNY12 min. The percentage of shares in the
hands of individuals is above 97. The dividend payout ratios for those pay-
ing dividends are around 6% on average. On the corporate governance side,
efforts have not been as successful: 57% of RCCs managers responded that the
power was in the hands of the provincial-level RCCs and not in the hands of
shareholders.
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12 Non-performing Loans

1.

10.

A very large number of NPLs was transferred to the asset management com-
panies (see Box 6) to resolve the issue from its beginning in 1997 up to 2005,
but the scheme was unsuccessful in shedding NPLs from the system.

. All banks are required to report NPLs according to the five categories clas-

sification standards (for the largest since 2004 but for rural FIs for example
2007), so at least the figures are more comparable across banks but between
years this is not yet the case.

. One journalist mentioned recently that, for example, an unsecured loan

with arrears of one month is counted as ‘performing’ at CCB, but as ‘special
mention’ at Bank of Communications (Lu Y., 2005).

. For sovereign risk, banks need to raise stated provisions depending on five

risk categories with each provisions ranging from 0.5% to 50% (References
for laws 39).

. At some point regulators had asked banks to require new collateral for these

loans, but in practice banks are unlikely to turn to their long-standing cus-
tomers to ask for collateral for the first time (China Business, 2003b).
Reassuringly, a study (Miao, Tian and Bhati, 2009) found that loan contracts
are increasingly adapted to the credit risk of the borrower: a higher credit risk
results in shorter-termed loans and higher collateral requirements — at least
for listed firms for which banks can share oversight with other shareholders
and public opinion.

. For example, according to Huaxia’s annual report, the NPL ratios for manu-

facturing, wholesale and trade and real estate are 1.95%, 2.88% and 2.11%
in 2009 respectively — although not worrying still above the overall NPL ratio
of 1.57%.

This is based only on those large commercial banks that do publish such
figures (Everbright, Zheshang, GDB and Hengfeng do not publish these). In
the case of Everbright and GDB because of their poor loan portfolio qual-
ity record the lack of transparency could possibly be the result of yet to be
resolved issues concerning NPLs.

. Apparently, some banks have decisively halted the practice (Xinhua China

Facts and Figures, 2010).

The CBRC required banks to conduct tests of their real estate loan portfolios.
The results show that a slump of 30% in real estate prices is still bearable
(Reuters News, 2010b).

Box 6 AMCs and NPL Sales

1.

In August 2005 the authorities created a fifth AMC called Huida AMC. This entity
deals with PBOC’s bad loans stemming from the re-lending activities of PBOC,
amounting to a total of CNY1.9 trn up to May 2005 (Chu et al., 2006a and b).

The approval for participating in a debt-equity swap deal is given by the
State Economic and Trade Commission (SETC), a government administration
without any experience in restructuring or lending. The purpose of transfer-
ring the responsibilities to SETC was to avoid debt relief or debt amnesty to
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be granted by local governments to their enterprises. However, this is exactly
what happened (Steinfeld, 2005).

A CINDA report (CINDA Asset Management Company Research Center, 2010)
interviewed a number of AMCs’ managers and finds that most expect the
speed of recovery and resolving bad assets to decrease. Most think that this is
due to the market liveliness. At the opposite, investors believe that the reason
for the market’s travails comes from legal and policy environment issues.
They lack voting rights and rights for intervening in enterprises’ restructur-
ings (Li D., 2006). The AMCs did not take over their owner responsibilities,
thus the ownership mechanism and pressure did not have any effect (owners
were neither interested nor allowed to take any influence or control on man-
agement, on operations and on assets) (Steinfeld, 2005).

Box 8 Local Government Financing

1.

The bonds were actually issued by the Ministry of Finance on their behalf.
Their applications are reviewed and approved by NDRC and thus their riski-
ness is likely to be lower than the average financing platforms on the banks’
books. The funds for repayment are then forwarded by the end-issuer to the
MoF (Asia Pulse, 2009c¢).

They then went through a number of restructuring exercises which turned
their operations around (they act now under the name of trust & investment
companies or TICs and do not act as borrowing structures to local govern-
ments anymore). Foreign investors burnt their fingers here when they realised
that local governments did not implicitly guarantee their debts and let them
go bankrupt (the most famous case was Guangdong ITIC).

Shih even estimates an exposure by banks amounting to CNY11.4 trn —
not including undrawn lines of credit (compared to CNY1 trn in fiscal
deficit for China in 2009). The CNY7.7 trn estimate would be equivalent to
roughly 250% of local governments’ revenues — way beyond their capacity.
In 2010, ABC revealed during the run up to its listing, that its exposure
to such platforms amounted to CNY533 bln by end-2009 (15% of its loan
portfolio).

13 Capital Adequacy and Risk Management

1.

A news article recently quoted Liu Mingkang as stating in 2003 that the
weighted average CAR of Chinese commercial banks was —2.98% (Xinhua
Economic Focus, 2010).

Additionally, capital was not an issue in a socialist economy (Walter and
Howie, 2006: 69-73).

. CBRC’s annual report in 2010 states that where commercial banks did not

comply with the required capital adequacy, it issued a ‘Warning letter on
capital supervision’ (# A& EETMEEAH)) which included measures to curb
market entry, requirements to increase capital, to decrease risks, raise provi-
sions, write off NPLs and reduce dividends and so on. Constraints are also on
the table for incompliant RCCs.
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4. Those banks will have two months to submit a plan to get their capital
adequacy in line and they might suffer restrictions in terms of asset growth,
and so on, as CBRC sees fit. Those significantly undercapitalised will see their
senior management removed and other sanctions could follow.

5. Previously, CBRC had posted the notice for comments where all cross-held
subordinated bonds would be deducted from the capital base (not only those
issued after July 2009).

6. No such new capital accord has been published, but corrections and enhance-
ments by BCBS to Basel II have been dubbed Basel III in the international
press — thus such name will also be used here.

7. The annual reports, for example, separate interbank lending into foreign and
domestic but do not give any information about large exposures. Information
on cash in- and outflows is also not available publicly.

8. This is a process to determine the risk appetite of the bank, reflecting its busi-
ness strategy and material risks (operational, market, credit, and so on), based
on capital planning and stress testing to finally allocate efficiently capital.
After identifying risks, capital availability and needs are assessed (taking into
account possible future changes) to determine required economic capital.

9. Based on estimates from international researchers (Intrater and Garside, 2003a, b;
PwC, 2004b), there is a wide variation in the ranges given for implementation
costs: anything between 0.05% and 1% of a bank’s assets or anything between
USDS0 mln and USD150 mln is possible. For China, two papers estimate
that the costs of implementation could be USD50 mIn per bank (Deloitte &
Touche, 2005a; Zhao R., 2005).

14 Corporate Governance

1. Sheng et al. (2005) find that corporate governance structures cannot provide
a fertile ground for their long-term establishment as long as the property
rights issue is not resolved conclusively. Property rights on equity, land
and assets must enjoy an infrastructure in which they can be effectively
transferred, exchanged, recognised, and clearly defined. Institutions such
as registries, accounting standards (for defining and valuing rights), trad-
ing places (auctions and stock markets, for example), intermediaries (to
facilitate transactions), settlement systems, rules and regulations, transpar-
ent and independent judiciary, efficient and reliable enforcement system,
mandatory disclosure requirements, and public entities (such as consumer
groups) are all part of the infrastructure. These permit the more efficient
flow of wealth.

2. The takeover threat and the protection of investor rights are mechanisms that
put pressure on management to perform in the interests of shareholders. In
a competitive environment, the threat of change of control acts for manage-
ment as a motivation to perform. Such pressure is, however, only meaningful
and effective as long as the takeover market is lively and competitive. The
lower the protection of investor rights, the more likely ownership is to be
concentrated in order to compensate for the lack of protection. The protec-
tion of shareholders, and especially of minority shareholders, is an important
part of the effective corporate governance framework. In China both of the
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above mechanisms are either nonexistent or too weak to act as meaningful
mechanisms of corporate governance.

3. In an effort to tackle corruption in September 2007 China established the
National Bureau of Corruption Prevention (following the UN Convention on
Corruption). The CDIC further issued in May 2007 the Strict prohibitions on
the use of state official positions to gain improper benefits. The regulation defines
the concept of ‘individuals with special relationships’ as ‘individuals with
close familial relations, mistress/lover relations, or other relations of common
interests with state officials.’

4. The BoD'’s responsibilities include the definition of the operational strategy,
choosing and supervising the senior management of the bank, and propos-
ing the allocation of resources, capital and earnings. In the case of banks, the
BoD also defines risk management and internal controls policies (including
monitoring, auditing, related-parties transactions) and takes responsibility for
information disclosure.

5. The party secretary chairs the party committee of that bank and is the party’s
representative within the firm with the responsibility of exercising the party’s
power in daily decisions. Party secretaries are also senior executives (such as
CEO or chairman of the BoD).

6. Some committees are mandatory: one for related transactions, one for inter-
nal audit and one for risk management. Banks with a net worth of more than
CNY1 bln will also have further committees for remuneration, strategy and
choosing managers.

7. CBRC has required that the banks stop including growth indicators in employ-
ees’ performance and that they instead concentrate on quality (Xinhua Net
Comprehensive, 2009).

8. As hierarchies in banks and in administrations run in parallel at local levels
and because historically head offices were organized around small numbers
of personnel, bank managers remain a force to reckon with in many banks.
They often run their branch as a personal fiefdom - as has been highlighted
by a number of scandals in recent years.

9. In each year between December 2001 and December 2006, increasing num-
bers of cities were added to the list of permitted and opened locations — until
finally the whole of China was within reach.

15 Chinese Banks and the Wider World

1. In each year between December 2001 and December 2006, more and more
cities were added to the list of permitted and opened locations — until finally
all of China was within reach.

16 The Crisis-withstanding Ability of the Chinese Banks

1. Indeed, since 2008 the major banks in China and since 2009 smaller insti-
tutions are required to carry out their own internal stress tests (References
for laws 65). The banking regulatory requires banks to quantify an adverse
impact in credit, market, liquidity and operational risks. It even promulgates
a series of concrete examples that should be modelled: recessions at home
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and abroad, high volatility in real estate prices, a worsening of loan quality,
payment difficulties at large borrowers and borrower concentrations, large
changes in exchange rates and interest rates, and so on.

2. A number of researchers have designed models able to predict bank failures
(see, inter alia, Demirgiic-Kunt and Detragiache, 1998, 200 and 2005; Kaminsky
and Reinhart, 1999; Caprio and Klingebiel, 2003). The first paper identifies a
banking crisis when one of the following conditions holds: (1) NPL/assets
of the banking system >10%; (2) cost of the rescue operation >2% of GDP;
(3) large-scale nationalisation of banks was required; or (4) extensive bank
runs were observed. The second paper asserts that a crisis has occurred once
all or most of the banks’ capital has been depleted. Under both definitions the
banking system in China was completely bankrupt in 1998. Unfortunately,
the data basis for macroeconomic and bank-level data is very poor for that
period, so that no conclusion can be inferred from that period about the
establishment of a future early warning system in China. The experience from
that time period, however, did show that policy lending had wrecked the
banking system (the crisis was ‘man-made’ and did not intrinsically reflect a
macroeconomic crisis) and the strong muscles of the state and its willingness
and capacity to rescue the banking system as a whole.

3. The Chinese payment system is being overhauled and modernised, but it
remains highly fragmented (see PBOC, 2010b; He and Sappideen, 2009). In
20009 it processed over 88 bln transactions with a volume of CNY1,208 trn but
still shows a two-tier infrastructure (at the local level and duplicated at the
central level) which is cumbersome, slow and at times inefficient in transfer-
ring funds (banks communicate horizontally with local-level PBOC branches
which then transfer funds vertically). Regulations were drafted but there
remains a lack of clarity over loopholes such as payments under bankruptcy
conditions. A common platform is being designed and implemented since
December 2009 which divides payments into large ones (over CNY500,000
based on real-time gross settlement with strict requirements on participants),
small and bulk transactions (based on one-sided entries, daily netting) as well
as clearing payments. All payments can be processed electronically, but they
are yet to be managed centrally (although oversight is solely with PBOC).

4. Using publicly available data restricts the scope of the exercise, but that is not
the main issue here. Some useful data which are available for other markets
are not publicly available in China. This is true in the case of borrower lever-
age (it can only be inferred on the basis of household surveys), for credit reg-
istry information, as well as firm-level data (accounting or market based: since
the equity markets have yet to play a similar role to that observed in western
markets). Furthermore interest rates are poor estimates of the riskiness of bor-
rowers since banks use very narrow bands around the central bank’s rates, and
since the interbank market rate (called SHIBOR) was created only a few years
ago and does not yet serve as a tool in setting lending rates for retail and cor-
porate borrowers. Finally, asset prices in stock markets are poor indicators of
the banks’ performance or value (short historical data, a small share of listed
stocks, the strong influence of the state on the markets and on the banks and
SO on).

5. Therefore not all indicators have been calculated for lack of data (for exam-
ple, sectoral distribution, geographical distribution on an international basis,



10.

11.

12.
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household debts, indicators for non-bank financial institutions) or lack
of relevance (for example, forex exposure, derivatives exposure, trading
income, foreign currency loans, and securities market exposure).

. Although some analyses by Chinese researchers (Ren Y. et al., 2007; Song ]J.,

2009; Feng J. and Zhu H., 2009) based on logit regressions suggest that the
NPL ratios of local banks are correlated with local GDP, M2 and loan inter-
est rates, the same at a nationwide level cannot be observed because the
available data series are too short (quarterly data for all factors is publicly
available only since 2004). Alternatively, this specific scenario will rely on
estimates by the rating agency S&P with two cases of forecast GDP falling
to 6.9% and 5% (respectively a 30% and 80% drop in GDP compared to the
previous 9% GDP growth) and the related NPL rates for different segments
of the loan portfolios (Jain et al., 2007).

. With land prices being crucial to the financial health of local governments as

a major part of their budget, the authorities are doing their utmost to ensure
that real estate prices do not take a hit. A soft landing or a soft increase would
be the only viable options. This would also protect the banks’ loan portfolio
quality. Consequently, the authorities are unlikely to act too harshly on the
real estate market and will continue to use a series of administrative meas-
ures to control it (see also part on real estate lending).

. The results of the stress tests required by CBRC at the individual banks were

reported in the press as showing that the banks could withstand a 30% fall
in house prices. For example, in Shanghai the NPL ratio would rise by 40 bp
as a result (Reuters News, 2010b). Loans for land purchases make up only 1%
of total lending.

. The scenario assumes that prices dropping by 10%, 20% and 30% increase

NPLs for that segment to 2%, 5% and 10% respectively.

Furthermore the reader should be aware that the recovery rate is lower in
crises than in normal environments.

Yugqi loans are those underperforming loans under the previously used four
categories.

This is especially true if as now the banks need to tap the securities markets
for funds - this would definitely overburden the markets.

Conclusion of Part V

1.

While foreign funds are welcomed for the capital and the expertise they
bring into the Chinese banking system, the state is still seen widely (by itself
and by the domestic institutions and economic players) as the entity that is
ultimately responsible for stability, both economic and social, and thus this
(in itself) continues to justify the predominant position of the state in the
banking system.
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