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n 2005 the Chinese ecopomy contin-

ued to grow moa healthy and sus-

rained manner with breakthroughs in
finoncinl sector  development,  Beform  of
RMB exchange rate regime was well imple-
mented. Restructuring of S0CBs into joint
siock hanks recorded gratifying resulis, Re-
structuring of BOCs went on smoothly, He-
structuring of securities companies went into
full swing. Mon-traduble state shore reform
continuad steadily. Headway was made in the
integrated financial services pilot progrmmes
for the insurance industry, Risks revealed in
the banking and securities industries wers
propefdy dealt with, The loag-term mecha-
nism for financial nsk management staned to
be established, The fnancial industry wes
more open to internationsl pamicipation. A\ &
result, the financial system has become gig-
nificantly stronger.

Breakthroughs in Financial Reform,
Proper Management of Financial
Risks, and Overall Financial Stabili-
ty in China

In 2005 the CPC central committee and the
State Council required that o proper balunce
among reform , development and stability be
achieved within the frumework of the concept
of scientific development; that economic de-
velopment remuin the focus but with transfor-
maticn of development concept , innovation in
development models and improving guality of

growth , and that the histomcal legacy prob-
lems be resolved through development and re-
form to keep the economic development sus-
taimable., These goidelines and policies have
created a sound political , economic and so-
cial environment for financial stability. With
breakthroughs in fnancial reform and sk
management , stronger financial infrastructure
and a healthier financial ecosystem as well as
wider opening up of financial industry , China
enjoved overall financial stabdlity,

Steady and Rapid Development of the Nation-
al Economy Laid the Ground for Finandal
Stability

The economy demonstrated a sound momen-
um featuring rapid growih, greater efficiency
and stuble prices. As issues related to the
macro economy were being closely monitored
and structural problems began to ense, sco-
nomic performance was enhanced with bal-
anced development in different sectors. Break-
throughs were made in the reform of some key
arcas, which enhanced the government's abili-
iy to manage the macro economy. Healthy

and stable peformance of the macro economy
helped to maintain financial sthility,

Bm:akihmg:h m Financal Reform Improved
the Competifizeness of the Financal Industry

Reform of RMB exchange rate regime was im-
plemented smoothly: a managed floating ex-
change rate regime based on sopply and de-
mand with reference 0 o basket of currencies
has taken sbhape. The market was playing an
increasing role in the formation of exchange
rate with greater flexibility. RMB exchange
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mie remaned stoble af o ressonable and bal-
anced level.

Reform of SOCBs went on smoothly, BOC,
CCB and ICBC continued with shoreholding
reform. Having completed financial restructu-
ring and established joint stock companies,
BOC and CCB coptinued to improve corporate
governance | intemal control and fsk manage-
ment and pressed nhead with the introduction
of strategic investors and IPOs subsequently,
CCB was successfully listed on the Hong
Eong Stock Exchange in October 2005, He-
form of ICBC imo a joint stock company with
limited liability started in April 2005 and com-
pleted in October 2005, The corporate govern-
ance of ICBC is improving, and prepared for
its [POs. Reform of ABC is under active con-
sideration within the framework of building a
mew socialist countryside and the overall srar-
egy for rural financial reform. These reforms
have proven effective with significant im-
provement in CAR | asset quality , profitability
and Gnancial sustainability of the restructored
hunks.

The pilet program of RCC reform has been
exiended o 20 provinces | sutopomous regions
and municipalities ) with major breakthroo ghe,
Firstly , with the implementation of various
supportive policies | progress hos been made to
deal with legacy issues of the past. By end
2005, the PBC armanged the issuance of eight-
year special bills valued at EMB 159, 9 billion
vuan o 2, 263 counties [ inclhuding county-lev-
el cities ) i aoguire WPLs amnd suspense ac-
counts over previcus years of ROCs, Second-
ly, property rights reform continued steadily ,

porticulardy in the transformation of mansge-
ment practices. By end 2005, 72 nmal bank-
ing instinutions were formed together with 519
legal entities at the county level { including
county-level city ). Thirdly, pilet administra-
vie reform has been undertaken, with regula-
tory responsibility of ROCs transferred o the
provincial govemment and managerial duties
of local govemments for BOCs preliminarily
identified. Fourthly, credit o agriculhere sec-
tor continued to increase , contributing to the
well being of farmers, agriculiure and rural

il L= o

Mon-tradable state share reform has begun to
produce  positive resulis, Under the overall
plan of the State Council snd in sccordonce
with the concept of " centralized organization
and decentralized decision-making” and oper-
ating procedure of " pilot program first, coor-
dinated implementation and phased problem-
solving™ , mon-tradable state share reform pro-
ceeded steadily, Based on their individual cir-
cumstances , listed companies adopled a varie-
ty of compensation schemes o minority trad-
able shareholders, iocluding the granting of
free shares with cash dividends { only to hold-
ers of tradable shares ), warrants, restructu-
rng and reverse stock split. Generully speak-
ing, a win-win sifuation for owners of both
tradable shares and non-tradable state shares
hos been achieved. Having removed a major
overhang and structural deficiency of the cap-
itel market, non-tradable stae share reform
helps to protect the legitimate rights and inter-
ests of all stock marker investors, in particular
the minonty tradable sharcholders, and safe-
guands stability of the securities market.
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Restructuring of securities companies schieved
positive development. In collaboration with
other government agencies, the PBC restruc-
wired eight securites companies including Chi-
na Galaxy Secunties, Shenyin & Wanguo Se-
curities , Guotal Junan Securities, Huaxia Se-
curities, Beijing Securities, Tiantong Securi-
tes, Southwest Securities and Xinjiang Secur-
ities, with Chinn SAFE Investments Limited
and China Jinnyin Investment Co. , Lid. as
platforms for resturcturing. The means of re-
struciuring has iaken varous forms, such as
cupital injection by shareholders, liguidity
support and introduction of strategic investors.
Smocth restructuring facilitated resources allo-
cation in the securities market, and laying
down a solid foundation for improving the in-
temational competitiveness of securities com-
panies,  Meanwhile, system  development
gained momentum during the process, with
third party custodisn of securities purchased by
investors and transaction settlement fund first
infrodfuced to restroctured securities compa-
nies.

Progress was made in the reform of insurance
industry. Firstly, the scope of insurance serv-
ices was expanded, With active development
of agrculfural insuronce and involvement in
nural medical insurance and pension insornce
for farmers, the insurance industry restored the
agricultural insurance , which was declining in
recent veurs, Insurance companies have devel-
oped over 200 liability insurance products,
contributing to social sability, Secondly, the
insurance industry made breakthroughs o in-
vesting their funds and exploning a vanmety of
investment channels. By end 20006, direct og-

pities investment by insurance  compunies
amountead w RMEB 15 B8R hbillion. Insurance
companies have also become the secomd lar-
gest instifutional investor groups in the bond
market. Thirdly, the pilst progmm of compre-
hensive insurance business was camied ot
smocthly, In 2005 a oumber of insurance
companies have set up subsidiaries for piloted
comprehensive cross-sector business, Mean-
while cooperation between the banking and in-
surance indusities is shifting from loose busi-
ness alliance #o0 equity shareholding relation-
ship.

Fmancal Risks Were Dealt with Proferly and
Fmancial Safety Net Was Gradually Ertab-
fished

Led by the State Council and with close inter-
deparmmental cooperation, nsk management
and restructuring of banks and securties com-
panies have accelerated, effectively reducing
financial system rsks. Firsily, existing finan-
cial risks of S0CHs were effectively reduced.
BOC, OCB and ICBC have reduced their non-
performing asset ratios and brought CAR= to
international levels by rmesmucuring  efforts
such as capital injection and market-based
non-performing asset disposal. Their financial
positions are thus significantly improved. Sec-
ondly , risks of small- and medium-sized bank-
ing instinitions were preliminarly disposed.
Restructuring and reform of China Everbright
Bank and Guangdong Development Bank went
oft smoothly; 82 DOCs phased ool quietly
while BOCs meporned significantly improwved
performance , with CAR rapidly improved as a
result of replacement of non-performing assets
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by central bank bills. Thirdly, cumulated
problems of securities companies were started
tw be tackled. In 2005 13 high-risk securities
companies were closed,

Dunng the process of nsk disposal, & long-
term mechanism for the financial risk manage-
menl was esablished, The Opinions on the
Acguizition of Irdividual Creditor's Righis and
Claimy on Securities Transaction and Sertle-
ment Fund and the Supplevevtary Notice on
Deswes Related to the Acguisiion of Individual
Creditor's Kighes , which specify the scope and
criterin  for acquiring  individual creditor’s
rights and further identify the market principle
of risk premiom, were proomilgared and im-
plemented. The Securties Investor Protection
Fund was established and began to play its
robe, Insurance and safeguard mechanisms
were in place, And deposit insurance system
is being contemplated.

Financiel Infrastructure Was Strengthenied and
Financial Ecooystem fnproveed

Secure and efficient peformonce of the pay-
ment system, which is a core piece of infra-
structure in the financial system, is of wital
importance for Anancial stability. Since 305,
major sirides have been made in the develop-
ment of a modem payment system in China
with large-value and retail payment systems
[ "LVPS" and "RPS" ) successfully promoted
establishment and continoous improvement of
China’s payment service nerwork. With the
lzuanch of the comingency system for payvimedt
clearing , o simulation exercise of emergency
switch between the LVPS natiopal processing

gentre [ “NPC" ) and contingency centre were
successfully undertnken in Sepiember 20005,
after which the payment system has hecoms
more capable of responding rapidly 1w emer-
PENCIEs.

A greater affention has also been placed on
other financial infrastrucnere and financial eco-
sysiern was  further improved.  With  the
amendment of two important laws, the Com-
pary Law and the Secunitles Law, the finan-
cial legal framework was updated and enforce-
ment was enhanced. Accounting standard was
also Improved, particulardy with accounting
principles for enterprizes. Major brezkthrough
was made in the credit repont system , with the
nattonal network of credit databases for basic
business and individusls operated officially.
Laws conceming anti-money laundering were
developed and coondination system rolled out,
The Financal Indusiry Opened Wider o the
Outside World

Since China's WTD secession, the govem-
ment has continued to open up its market to
honor its commdtment to gradually open up the
financial industry in accordance with the terms
and conditions of W0, By end 2005, thers
weme 254 foreign banking institations with a
total nsset of USD BY. 657 billion, nccounting
for 1. 39% of fofal assets of banking system,
The 154 foreign banks have been authorized to
conduct EMB business in 25 cities and 25 for-
eign financial instimtons hawe invested in 20
Chinese domestic banks, By end 2005, there
were 7 foreign-funded securties companies,
20 foreign-funded fund mansgement compa-
mies and 32 QFMls. In the insurance industry,
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there were 17 wholly owned forsign insurmnce
companies and 23 sino-forelgn joint ventures,
Total assets of sino-foreign joint venmure and
wholly owned foreign insurance companies in
China reached RMB 40, 18 bilbion and EMB
26 60 billion, 2. 4% and 1. 75% of the in-

dusiry total respectively.

Issues in Maintaining Financial Sta-
bility

Sustuined growth and bealthy economy, in-
creasing economic stahility and better coordina-
ied economic development have created a
sound external environment for financial stabil-
ity in Chins, However, the impact of global
imbalances, the fluctations of oil and other
commedity prices, domestic economic and fi-
nancial structural bottlenecks, increasing inter-
natiomal competiion in the Amancial indestry
and potential risks of financial innovation on fi-
nancial stabality still merit attention.

Firstly, global imbalances and price flucis-
tons of oil and other commodities. Global
imbalances are closely-waiched issues by all
countries as it has led to excess liquidity , low
long-term interest rates [ e flar  wvield
curve } and rising commodities and asset
prices. Adjustment of such imbalances | par-
tcularly if it happens in 3 dmstic and disor-
derly mannper) could exacerbate volatility in
mapor cumencies and result oo slowdown in
the UUS economy and asset price comection
which could huwrt Chinese expornt and sconom-
ic growth. In addivon, fucnaong ol and
commaodity prices will lead o higher import
cost and inflatonary pressure im China,

which could affect the development of the
country.

Secondly , struciral bottlenecks in the econo-
my. As o sabent problem with the Chinese e-
conomy , structural bottlenecks mostly take the
form of excessive growth in fixed asset invest-
ment, sluggish consumption and disequilibn-
um in the balance of payment. These prob-
lems hinder the healthy economic development
by causing excess liquidity , higher inflationary
presaure , assel prices and credit risks of banks
and thus greater overnll risks within the eco-
nomic and financial system.

Thirdly , structural problems in the financial
industry. Development of direct financing has
been slow. Among the major direct financing
chanpels, fund raising from the stock market
shrinked while corporate bond issuance re-
mained small, In contrast, indirect fnancing
is the dominant funding =sources where busi-
nesses rely heavily on bank loans for finan-
cig. In additon, the small scale amd inade-
quate coverage of insurance industry have also
exacerbated financial structural problems , and
the result is thot the risks in the financisl sys-
fem are hesvily concentrated on the hanks,
The concentration of financial system nsks on
commercial banks hos undermined sound oper-
ation and sustainahle development of banks as
well as the prevention of systemic risks.

Fouarthly, increasing competition in the finan-
cial industry upon the end of the grace pericd
afier WTO accession. Upon the end of the
grace period, China's financial indusoy will
be faced with o whole new dynamics of com-
petition in an open market environment. Io-
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crepsing competition challenges existing megu-
latory concepts and practice, and effective-
ness of domestic financial industry and =o calls
for funher reform o adapt w the new envinron-
ment. Within the financial sector, domestic fi-
nancial instiutions need to brdge the gap be-
tween them and international competitons in
preas  like cofporate  governance ,  business
mechonism, intemal control, sk manoge-
ment, human resources and services to cus-
tomers, Their ability to respend to interest and
exchange rate Auctuations alss peeded o be
strengthensd. Also, the nsks of small- and
medinm-sized financial institutions need to be
further reduced. On the external environmment |
the financial ecosysiem needs further improve-
ment, reform of S0Es { which is closely
linked to financial instinstions ] will need to be
intengified , taxation system for financial enter-
prises enhanced , a country-wide credil sysiem
established and financial lows better enforosd.

Fifihly , equal importance should be placed on
financial inpovation and risk prevention. Fi-
nonciil innevation is necessary for sustained
and healthy development of the financial in-
dustry, & it promotes the development of
capital market and boosis direct financing ,
diversifies the risks from the banking indus-
iry , provides more risk management tools for
market participants and creates conditions for
commercial banks 1o enhance credit, interest
mute and exchange mie sk management copa-
bilities. Chinese financial instiiumons are yet
o hecome innovative , reflacted as the lack of
mew fnancial produc and a weak product in-
novation system. Financial instmtons in Chi-
na have to continuously reform and innowate

by expanding business scope , lounching com-
prebensive business pilot programs, develo-
ping financial derivatives and improving serv-
ices, Meanwhile , cross-industry , cross-mar-
ket and cross-bonder systemic nisks are diffi-
cult to prevent and monitor, and osed special
attention. While financial institutions enhance
risk management , financial regulators need 1o
improve their capability of rsk monitoring
and analytical power, encournge information
disclosure , and promote regulatory coordina-
o,

Reform, Opening Up and Innova-
tion As the Drive Underpinning Sus-
tained and Healthy Development of
the Financial Industry and Guaran-
tee for Financial Stability

200y marks the beginning of the Eleventh Five
Year Plan {11"FYP) and the end of the grace
period since China's WTO accession. A com-
plete understanding of the sgnificance and wr-
gency of reform and opening up, 50 a8 o re-
gpond to the new situation and challenges, §s
of vital importance to boost the overall com-
petitiveness of the financial industry and pro-
vides 0 good start to the 11" FYP. The PBC
will continue to work closely with other gowv-
emment agencies o implement the concept of
scientific development and promote sustained
und healthy development of the finapcial in-
dusry and maintain financial smbility with re-

form, opening up and innovation.

Firstly , mucroeconomic mangement will be
further improved and become more forwand-
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locking , scientific and effective =0 a5 to en-
sure economic and financial securty, effi-
ciency and performance. With a view w poli-
cy siabilicy and consistency , a prodent fiscal
policy and mopetary policy will continue to
be implemented and macrosconomic mAanage-
ment improved to promote sustained , healthy
and siable economic and fAoancal develop-
ment. China will persist in macrosconomic
management, Optimize economic stucthures
and resolve salient problems in the ecomomy,
Based on priorities, some aress will be boos-
ted and some restrained. CGuidonce and tar-
gets will be provided for different regions and
industries. Reform will continne to be the
driving force o eliminate the factors that
could disturb  economic development.  The
market-based reform of interest raes will be
contimued and interest rate formation mecha-
migm improved, The exchange rae regime
will be further reformed so that the role of
supply and demand in determining RMB ex-
change rate will be enlarged,

Secondly, the establishment of o deposit in-
surance system and a long-term mechanism
for financial risk management should be ac-
celerated. The development of o fnancial
safety net will be sped up to protect the legit-
imate righis and interests of depositors, in-
vestors and the insurance policy holders. The
securities investor profection fund and insur-
ance prodection sysiem will be improved o
prevent moral hazards. A deposit Insurance
systiem that covers all deposit-taking financial
instinetons will be established a8 soon as pos-
sible to better protect depositors and enhonce
the effectivensss of financial regulation. Pru-

dent megulation will be strengthensd along
with the central bank's function as lender of
last resomn.

Thirdly, financial reform should be pushed
further to enhance overall competitivensss of
financial institutions, Shareholding reform of
SOCBs will be pursued unswervingly. The
siate will remain the major shareholder; own-
ership structure, corporate governance, inter-
nal contrel and management will be improved.
The reform of JSCEs will be continoed, ad-
justment and transformation of the function of
policy bank will be accelerated , and operation
of financial asset management corporations im-
proved. Rural financiol reform will be deep-
ened with ROC system further improved and
the reform of ABC and ADBC staried. Finan-
cial innevation in the rural area will speed up
with bemer services. Capital marker will be
bBoosted , with focueses on restoning core func-
tions of the capital market in capital alloca-
tion, improving the quality of listed compa-
nies, comprehensive management of securities
companies , murket regulation under a strong
legal framework and an open, just, fair and
trunsparent marke! enviropment,

Fourthly, financial regulation will continue to
be srengthened and coordination between dif-
ferent povemment agencies improved so that
a round regulatory environment be created for
finencial innovation. Ionovation is o must for
financial instiutions wishing to survive com-
petition , and a requirement for financial re-
form and development. As financial sectors
become increasingly integrated , financial reg-
ulation needs to be further strengthened | co-
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ordipation betwesn  different regulatory  au-
thorities improved and information shared so
that e regulatory environment for financial
development and  inpovation could be m-
proved.

Fifihly, the fpancial industry will become
even more open while financial security is to
be maintained, Further opening will help the
better wilization of both domeste and interna-
tional markets and esources. The financial m-
dustry will be opened further in an active and
well-managed manner while foreign sharehokd-

ing limits and restoctions on business scope
and origin will be further relaxed. Financial
resources of foreign financial instimtions will
be encouraged w industral restructunng and
upgrading , a8 well as balanced regional devel-
opment in China, so that marke! opening
could shift from  quantitatve expansion (o
structursl optimization, Financial informatien
will be better managed to ensure informaticn
security. Effective management over magor -
nancial institutions will be strengthened to en-
sure national financial security.

i{ By Wang Suzhen and Sun Tao)
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tained its strong growth momemntom
with a stable international financial
market. The Chinese economy demonstrated a
strong performance featuring rapid growih,

high efficiency, stable prices and stronger dy-
namism along with well-implemented macro-

I n 2005 the world economy main-

ecomomie management. Al above-mentioned
fuctors provided favorable international and
domestic environment for China’s  financial
stability, Meanwhile the impacts of such fac-
s a8 global imbalances and structoral prob-
lems in the domestic economy on China's fi-
nancial sability need to be waiched closely.

World Economy and International
Finance

Stable world economy and intereational fi-
nance was A solid foundation for financial sta-
bility in individoal economdies, Simdlardy , risk
factors including global imbalances, rsing
prices of oil and basic commodities, interest
rate incresse and excessive liquidity were the
concern of all countries.

Fundamentals of World Ecomony and Interna-
fonal Fimance

In general, global economy and financial con-
dittons remuined stable,

Firstly, world economy grew mpidly at
4,.8%. The US econcmy feamred smong
growih &t 3, 6% over the year; the Buro zone

slowly recoversd with an annual growth rate of
1. 3% ; the Japanese economy recorded strong

recovery , growing at 2. 7% ; emerging econo-
mies in Asia and Latin America maintsined
arong  growth momenmm; and  middle-and
east Buropean econcmies alse experienced
steady growih.

Secondly , inflation rates rose slightly. Affect-
ed by price increnses of energy and most Bon-
encrgy mineml produects, most industnalized
countries, developing countries and emerging
economies witnessed higher inflation rates to
varying degres. However, the influence of
eOergy price rise is yet to reach core CPL in
these countries and regions.

Thirdly, intemational fosncial mardket re-
mainesd stahle overall with small risk premium
and volatility. Despite the absence of major
fluctuations on international financial market
market performances vared. Global stock mar-
ket went strong ( despite of fluctuations ) , and
European and Asian markets were performing
much better than that of America. In terms of
bomad miarker, long-term treasury bond viedds of
major countries  flocuated  within a2 cenain
range while remnining low on the whole, On
the forsign exchange market | the 1S dollar ap-
preciated verses most cumencies,

Fourthly, long-term inferest rates in major in-
remained low, Although shor-term  interest
rates around the globe continued 0 fse | main-
ly dnven by successive Fed rate mses, the im-
balances berween savings and investment, ex-
cess liguidity in che financial system and other
factors dragged down long-tefm raes, provi-
ding blower cost fumding for the word

CCONOIY.
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Fadors Affecting Global Financial Stability

Some uncemainties arill exisc despite the seady
growth of world ecopomy and finance, Cur-
rently financial authorties In most countries
are particularly concerned about the impact of

the following factors on global economic and
finoneial stability.

Global Imbalances

Cilohal imbalances characterizhed by diverging
growth rafes among major countries . and
globul rade and current scoount imbalonees
memain serous problems. Among major indus-
trialized countries, the UUS grew rapidly, and
Japan recorded a stronger recovery while econ-
omies in the Euro zone recoversd slowdy. This
lopzided pattern of growth is a risk facior to
susizined and balanced development of the
world economy, The Chinese scopomy grew
at 10 2% , bracing global economic growith,
The US economy and Chinese economy were
the mujor engines of world sconomy in 2005,

In terms of growing trade and current acoount

Table 2. 1
i Bl &f D50}

imbalances, current account deficit of the US
contimaed to expand , reached 6. 4% of GDP in
2005 (Figure 2, 1). Meanwhile trade surplus of
Japan, Germany, oil exporing countries and
some Aslan emerging economies continoed to
expand—resulting in sharp increase of foreign
exchange reserves ( Table 2, 1), and became
the mun sounce bo make up the cument account
deficit of US. Continued global imbalances
It nod oaly the outlook of global economyc
prowth but also normal economic and trade -
lation=s among countries.

Figure 2. 1
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Global imbalances are rooted in low savings
rates in the U5 and high =svings rates in soms
other countries, inchuding oil exporing coun-
tries and Asion countries, Although excessive
savings by US corporate offset nearly haolf of
the net debt increase by government and resi-
dents , and (0 a cenain exten! exsed current ac-

count deficit, overull savings in the US re-
mained negative and its ecopomic  growth
highly dependent on other countries’ savings
as fiscal deficit continued to swell and person-
al savings rate dropped to pegative betwesn
the second quarter of 2004 and first quarer of
2005 (Table 2.2).

Table 2.2 Flow of Funds between US and Other Countries and within US (o US GDP)

{ porveni )

-m
(nhver Couneries -1 4 A1

LIS Residenis' i 1
U5 Companies’ -L7
Federal, Swme and Locsl R
(overmmems

Cithers =L 2

2 200 e
Q1 2MS
3
- i 1A -3.13
-L1 -1.3 LT
-53 -5 -2
=10 -0 4 0. b

Mote; 1. US mesidents imcluding residents and non-profit onganizacions
2, US companées including non-agricaliumml and non-financial companies,
1. The comhbined percentage of LI5S residentinl savings, corpomee savings and govemment savings to

S ODF eguals o the percentage of olber countries” savings o LS ODF; U5 government Nscad delicit and residen-
tlal debt imcreased erween the third guarter of 20048 amd e first goarer of 2005, wilh financing by other coustres

o the US sccounting for 3. 8% of US GD¥F,

Soures; Federal Reserve Flow of Fumds, quoted from Gilobal Fimanclel Siefiliy Reporr, IMF, Seprember

2N,

Adjustreent of global imbalances will bring
enormous impact.  Although U5 has a mature
finonecinl market and fnancial globalization
provides the country with more convensent fi-
nancing chonnels and tools, the value of US
asseds for invesiment may evenally be ques-
toned and challenged, and investors’ willing-
ness to continue @0 held and purchase US fi-
nancial products will be weakened, should its
current account deficit continee to grow faster
than GO, Ceased capital inflow could result

in a weakened U5 dollar, shrinking consump-
tion and investment, higher interest rates and
financial market distwrbances, which would
jeopardize plobal economic and financial sta-
bility. The longer the global imbalances last,
ithe greater the risks of sudden disorderly ad-
justment will be, which will severely damage
the plobal economy.

In addition, as global imbalances exacerhate
and developed couniries become increasingly
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concemed about competition from emerging
ecopomies, rade protectionism could once
again re-emerged , along with wade frictions of
all forms that have expanded from commodi-
ties trade to service and investment, sabota-
ging efficiency and flexibility of the world
ECOROMY.

To address global imbalances ia the shared re-
sponsibility of all countries requiring close co-
ordination and concerted efforts by the US,
Europe, Asia and oil exporting countries. The
US needds o radse personal savings rate and re-
duce fiscal ond trode deficit. Burope and Ja-
pan shoold continue to press ahead with eco-
nomic restructuring o increase elasticity of the
labor market. Asian countries need to increase
public consumption { on pension, medical care
and social safety net etc. ), stimulate privaie
consumplion and make economic growth less
dependent on export and investment, Oil ex-
poriing countries need to diversify their invest-
ment of petrodollars o avord concentraton in
USD-denominated assets and increass invest-
ment in areas such as edocation and infrastooc-
e,

Rising Prices of Oil and Other Commodities

Affected by demand side factors like larger
holdings of stmategic reserves by developed
countries and increasing ofl demand from
emerging economies, low inferest rate and ex-
cess hgquidity , as well ps speculation and sup-
ply side dismurbances due o geopolitics and

1  Relers 1o the mumth closed o defivery of o Nilures contrmst

broken supply chains efc. , international oil
price has soared since 2003, with WTT current
month furures' closing at USD 61. 04 on 30
Doz, 2005, a H. % increase over the yvear,
IMF energy and non-epergy price indices in-
creased by 42% and 18% v-o-v respectively,
Such price increases induced more pressurs on
global inflation and interest rades, and had
o impacts on importing and exposting
countries of these commoditdes, particulardy
oil, For el importers, higher oil price leads to
higher import cost, deteriorsted terms of
trade® , depreciation pressure on the local cur-
rency and declining profit margins, falling
consumption apd asset prices, which in mamn
slows down economic growth. For oil export-
erd, oll price hikes bring in more sXpor reve-
nmies; better terms of trade, incressing petro-
dollars | and appreciation pressure on the local
currency , higher assel prices . increasing con-
sumpton and investment, and thus sceelerie
economic growih., Global interest rates were
also lower 2z a result of larger supply of petro-
dollars. Heavy investment of petrodollars in
U5 financial assets could support high con-
sumption and low savings rate in US econo-
my, which will exacerbate global imbalances
and make adjusment of imbalances even more
difficuli,

Interest Rate Hike Cycle

Major economies in the world have entered a
cyele of interest e increxses o 2005,

2 A recsnl IMF ssdy supgpess thal TS cerren! acoossd defice divsdly caussd by oil price hikes has ascoused Tor mone San
1% of U8 GDF since NS, Sev Workld Ecoworur Qutinak | IMF,  Agprl 2006,
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The Federal Reserve increased Fed Funds
Targe: Bate to 4. 25% throngh eight consec-
utive rate increase of 0. 25 percentage points
each. On December 1, BCB rused its main
interest rate by 0. 25 percentage points to
2,25% while Bank of Japan maintained jts
zero interest rate, The monstary suthority of
Thoiland , Indonesia, the Philippines and
others aleo increased official rates, Rate in-
creases may slow down economic growth,
change the dirction that fund flows , reduce
assel prices , incresse inferest rate risk and
downgrade bank sssets thus increasing sys-
temic financial risk.

Excess Liquidity

Excess liquidity is a global isswe. [t leads to a
flar vield curve (i e lower long-term bond
vields) | drives up prices of oil, ofher basic
commodities , stock and real estates, Two ma-
jor reasons for excess liguidity are the loose
menetary policies in the US and Japan and
high savings in Asian and oil exporting coun-
tries.

Excess lguidity is a global coocern, with
counmies considering countermeasures  that
may squeere global liguidity and lead to asset
price adjustment, As the gap of GDP growth
between different countries namow gradually,
monetary policy tightens globally and compa-
nies in G7 countres becoming les willing o
save, pressure on interest rate hike will in-

A Ses Prancis B Wemock,
Working Paper, WP 1T

cresse and the direction of capital flow from
European private capital, Asian foreign ex-
change reserves and pemodollar portfolios
could change, leading o fluctuations of ex-
change rates between major currencies and for-
eign currency asset values, Fesearch suggests
that if the US dollar depreciates by 10% and
results in  liquidity squeeze globally, the
wealth loss of foreign investors in the [JS
stock and bond marked could amount to 5% of
these countries’ GDP.

China's Macroeconomic Perform-
ance

The Chiness economy grew in a sustained and
healthy manner with greater stability in eco-
nomie performance and enhanced coordination
in economic development, creating a sound
environment for financial stability in China,
Meanwhile a number of desp-rooted stroctural
and instintional problems, which affect eco-
nomde development , persist,

The naticnal economy maintained a sound mo-
menum of steady and rapid development. Ag-
ricultural production was in good shape. In-
dustrial producton maintsined steady and rap-
id growth. Buginesses repomed good profit,
Industrial restrocturing ook positive  TUmms,
Corporate profitability continued to improve,
Infrastmucture for coal, power and transporta-
ton capacity was improved. Investment and

“ Hoew Might @ Divorderly Resobion of Giobel fmbalonces Affeet Glohal Wealth?™ , IMF
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ned export demand remained strong. Cop-
sumption pgrew seadily. In 2005 GDP
reached RMEB 18. 3 million yuan , an increass
of 10, 2% v-o-¥. HResdenotial income con-
tinued to imcresse rapidly together with rising
employment ; CPI fell slightly and production
material prices stabilized. As foreign trade
continued to expand rapidly , foreign ex-
change reserves made pew highs. Financial
sysiem remained healthy and stable, while
macrosconomic  monagement  hos  achieved
positive effect. Reform in key areas contin-
wed. Fiscal revenue increased significantly ,
nnd people's living stondands were rised fur-
ther and new smides were made in social un-
dertakings. China is accelerating its steps to
change economic growih pattern in onder o
ensure that energy , mesources and capital in-
tensity is lower, knowledge and innovation
are the primary driving forces and income
distribation 15 becoming more equitible.

A sound monetary policy was funber imple-
mented, Acconding to the overall plan of the
CPC Central Committes and the State Cooncil
t srengithen and improve macroeconomic
munagement, the PBC implemenied a sound
monetary policy, strengthened liquidity man-
agement within the banking system and policy
coondination wowarnds local and forelgn curmens-
cies, adopted a vanety of mopetary policy
tools such as open market operation, interest
rate leverage and " window guidance” ; main-
taned policy consistency and stability, focus
on optimizing credit structure, create a stable
monetary and financial environment for eco-

nomie restructuring wnd transformation of eco-
nomic growth patern.

RME exchange mte regime was steadily re-
formed. Afier careful preparation and plan-
ning and with the approval of the Stae
Council , the PBC anncunced that beginning
from July 21, 2005 a managed floating ex-
change rate sysiem based on marked supply
and demand and with reference 1w a baskes of
currencies was implemented and that EMB
exchange rate was sdjusted o EMB B, 1100
yuan per USD. The reform is of significant
importance,.  Sinee July 21, the new ex-
change rate regime has mon smoothly with
RMB exchange rate stahilized in & reasonable
equilibrium level, Business enterprises and
commercial banks have become better able to
hedge risk.

Favorable mucrceconomic performuonce  and
sound macroeconomic policies have laid a sol-
id foundation for financial stability, Mesn-
while there were a number of salient issues
with economic development, including exces-
sive growth in fixed-asset investment, low
consumption and imbalance between invest-
ment and consumption. Since 2002, y-o-y
growth of fixed-asser investment has topped
200% { Figure 2, 2) while consumption rae re-
mained low. In X5 China's final consump-
tion sccounted for 52% of GDP, much lower
than 4% , Japan's low in the 19704, and
0% , Korea's low in the 1%30s. Higher in-
vestment and lower consumption exagperated
the imbalance.
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Figure 2.2 Fixed-Asset
Growth ¥-0-Y [(2005)
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Impact of International and Domes-
tic Macroeconomic Performance on
Financial Stability and Policy Re-
sponse

Favorable mig environment, both
intemational and domestic , facilitated financial
siability in China. Meanwhile factors that af-
fect Chine's financial stubility nesd be watched
closely and policies and messures need o be
taken w safeguard it

Crlobal Economic and Financal Risks

As the Chinese economy and finance sector is
becoming more open to the owtside world ,
glohal financial risk will ineviably sffect
China's financial stability, panicularly in the
following ways.

First, global imbolances and potential adjust-
ment will affect financial stability in China,
Emergent situations, including megional con-
flicts, terrorist sttacks, drestic fall in the sup-
ply of oil and other resources a3 well as
strengthening trade protectionism, all could
change the global asset allocaton pattern, and
irigger mpid adjustment of global imbalances.
Such adjustment could cause buge Muciations
of major currencies | if they happen in o very
rapid manper. An economic slowdown and ag-
set price adjustment in US could have some
impact on China"s economic and financial sta-
bility.

Second , volatile energy prices such as odl price
will affiect financial stability in China, Tn 2005
Chinn imporied over 40% of its oil consump-
ton. As domestic subsidies will not last in the
long rerm, the impact of inemational ofl price
increase will affect production and eventually
increase domestic imnflationary pressure. In ad-
dition, changing supply and demand of oil and
other resources will cause changes in produc-
tion capacity , and thus affecting sustwined and
healthy development of the economy as well as
the finuncial stability.

Third , the global trensd of rising interest te
will exert twin effects on financial stability in
China; on the one hand, rsing rofes in the
US, Eurcpe and Japan will help divert liquidi-
v away from China; on the other hand | a5 the
cycle of interest rate rise in IS ends, and fol-
lowed by rate hike in other major sconomies
the dollar might weaken and subssquent reduc-
ton of dollar-denominated inernational capital
could increase capital inflow to China.
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Fourth , intemational bguidity will pose threat
te China's financial stability, As intemational
liguadaty fAows o China via varous balance of
payment chanmels, inflationary pressure and
assed prices could ipcrease . adding potential
systemic risk.

Structural Problems wm the Foamany

Structural economic problems are the major
reason behind excessive prowth in fised-asset
investment and external imbalance , and if left
unchecked , could exaggerate economic vola-
tility, undermine sustaiped and healthy devel-
opment of the economy, push up real sstale
prices and increase potential inflationary pres-
sure . jeopandize the quality of credit, increase
financial risk.

The mest ourstanding consequence of structur-
al economic problems s the excessive reliance
of Chinese ecopomic growth on investment
and export, &% well as the imbalances between
investment and consumption. Such problems
are connected with industrialization, urbaniza-
tion and development of the market economy
as well as the curreni economic growth pat-
tem, ecopomic structure and efficiency,. Pur-
thermore , the low intereat rate snvironment a8
well a5 local governments® investment enthiisi=
asm and banks” willingness to lend has exacer-
bated the imbalance.

Unbaloneed growth of investment and con-
sumption has become a major problem affect-
ing coordinated and smooth economic devel-
opment. On the one hand | low comsumption
leads w high savings and investment rates,
making economic growth mestly depend on

investment, and certain industries continued to
expand aggressively, and thus obstacles the
structural trunsformation of China's ecopomic
growth from sheer capacity expansion to ong
driven more by efficiency improvement. On
the other hand , 85 consumption ratic { a5 % of
GDP) continees 1o drop such that savings mtio
being higher than investment mitio, trade sur-
plus cccurs, Moreover, the problem is self-
perpetuating. While low consumpion ratio re-
suliz in high investment ratio and rapid capaci-
ty expansion, domestic demand will not be
drong enough o digest all excess capacity
which leads to more exports and trade surplus.
Expanding trade surplus in (urn ciuses excess
liquidity amd stimulates investment, and cuts
the consurmption mtio forther | thus restraining
the development of service industry. As the
problem grows bigger, the economy moves
further away from its equilibrium, making
macroeconomic management and financial sta-
bilizution even more difficulr.

Balance of Payment Surplus and Excess Lig-
teidiy

China has been experencing continoed bal-
ance of payment surpluses in recent vears.
While sdding on o the sccumulation of for-
eign exchange reserves, the surplus also has
negative impact on the economy and fnance
system. Firstly, given the strong economic
growth and investment demand, balance of
payment surplus is bacoming the funding
source for investment through foreign ex-
change surrender, thus weakening the effect of
credit policies and making macroeconomic
management bess proactive and effective. Sec-
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endly , with excess liguidity on the market,
real interest rate becomes lower, fuelling in-
vertment and credic expansion, which in mm
Ieads o potential nse in NPL and a more vul-
nerable banking system. Thirdly, the strong
foreign capital inflow also lifted the prices of
domestic assets [ incloding stock and meal es-
fates ), which in tum increases inflationary
pressure. In case of the fall in asset prices af-
ter being overshot, it could create a negative
wealth effect on houssholds and enterprises,
which could add more non-performing assets
i the banking system. Fourthly, balance of
payvment surplus could lend o incrensing trade
fricions. Finally , the balance of payment sur-
plus could lead to stronger expectation for
EMB appreciation, which in nem iriggened do-
mestic enterprises to bomow more shor-term
foreign debt to finance their activities [ Figure
2.3) —which could increass related financial
sysiem risks,

Figure 23 Percentage of Short-Term
Foreign Debt to Total Forgign Debt
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Balunce of payment surplus and excess Lguidi-
ty are mutally reinforcing forces. The bal-
ance of payment surplus is an imporant con-
tributor o excess lguidiny . one direct catcome
of rapid sccumulation in forelgn exchange re-
serves is increasing RMB equivalent of foreign
exchange reserves in the balance sheet of the
central bank. In mwm, the central bank has 1o
supply more base money passively 1o accom-
modate the inflow of foreign currency , which
reduces the room for independent monetary
policy operation and increases liquidity in the
financial system. Excess liquidity in fum
drives investment growth, and money and
credit supply, thus exacerbating existing im-
halances,

The ways through which balanee of payment
surphis and excess liquidity affect financial
stability are as follows: Firstly . higher inter-
est rate risk. Excess lguedity in the money
market leads to lower interest rate , consistent-
Iy falling current asset yield and inverted vield
curve [ i & long-term inlerest rales lower
than shor-term rafes ), which combine o
ercdde banking system efficiency and profit-
ability. Secondly, credit expansion and grea-
ter credit risk, To maintxin their profitabilicy
commercial banks are keen to lend out more
money in face of this excess ligquidity. In
turn, refurn on assets of these projects may
not be very high, thus raising the credit risk
of bunks financing them. Thirdly, excessive
investment. Excess liquidity exacerbates over-
capacity and riggers deflationary pressure and
escalanng wade frictons, Meanwhile, ms-
sive new capacity could cause profits to fall in
related industries, thus threstening the credit
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quality of loans o them, Fourthly, nsng in-
flationary pressure and ssset prices. Excess
liquidity increases potential inflationary pres-
sure and pushes up asser prices | inchuding real
estates ) |, leading to an over-heated economy
and lower efficiency on investment and in turm
mounting financial risks.

Owerall, excessive growth in fixed asset in-
vesiment and epormous balance of payment
surplus are intertwined and numally reinfor-
cing protlems, Bloated investment represents
greater demand on bank loans; excess liguidi-
ty in banks, which bolsters undue investment
growth , is closely related to increasing ™ twin
suplies” in the balance of payment and RMB
equivalent of foreign exchange reserve; as in-
vestment expands | overcapacity emerges in
certain industries, resulting in higher export
and larger trade surplus, The consequences of
these problems, if left unatiended | will lead to
grave results ; imbalances in economic develop-
ment will be exacerbated , particulady between
investment and consumption; industres with
overcapacity may embark on another round of
expansion, creating more MPL and greater fi-
nancial risks; hottlenecks in sectors like coal |
power and ransportation capacity , which have
just been ensed recently, may resurface, Pres-
sure on natural resources and the environment
may further increase ; imbalances in the balance
of payment and trade frictions may escalae,
pressuring the RMB to appreciote, It will be
difficult to achieve healthy and sustninable so-
cio-economic development under such circum-
stances, As China 15 incresingly involvesd in
global economic and financial acuvities, these
issues will represent grenter pressure and poten-

tially sdverse impact on Ching's banking sector
and financial stahility.

To safeguard financial sability in Chins and
promote smooth and healthy economic and fi-
nancial development, proactive measures need
to be adopted to accelerate economic restructu-
mng, and allow macrosconomic manzgpement
policies including monetary policies, exchange
rate policies and fiscal policies to have their
desired impact; Firstly | steps need to be taken
o push forwand economic restruciuring and
trunsformation of growth pattern. Consump-
tion will continue to be encouraged, imports
further increaged and measunes o atimulate do-
mestic demand implemented w allevise aggre-
gute and structural problems snd promote sus-
tained and coordinated economic develop-
ment, Secondly, open market operation will
be strengthened to regulate lquidity in the
bonking svstem in a flexible manper. Thirdly,
the role of fiscal policies will be folly otilized
with greater efforts in transforming puhlic fi-
nance and incressing spending on social devel-
opment, education, medical services and so-
cigl security and supply of public goods.
Fourthly, the new RMB exchange rate regime
will be given mom w fully develop. Exchange
rute policies will be deploved bosed on internol
and external economic conditions fo give the
RME exchange rate a bigger role in regulating
econorme behavicur, Potential impact of grado-
ally mncreasing fexhility in EMB exchange maie
on macro economy and financial smability will be
monitored | and enhancing capability of key mar-
ket participams, soch &8 foancial mstmtion,
businesses and residents, to cope with exchange
rate risks. Fifthly, implementation of the “go
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abroud” strategy will be sped up, On the basis
of ensunng sdequate liquidity of reserves for in-
temational  sectlement,  marker-hased,  owlti-
thered and diversified measurss will be adopted
to establish channels for overseas investment.
Sixthly, monitoring and management of cross-
border capital , especially short-term capital , will

Box 1
Estate Market Volatility

Since 2004, the state has launched a series
of measures inchsfing industrial policy, 1ax
policy and credit policy in response to exces-
give increas® in real estate investment and
houging price, In 2005 v-0-y growth of
housig aren under constnaction, housing ar-
ea completed and commercial housing area
sold were all stabilized ot anound 20% ( Fig-
ure 2 4} ; in 2005 purchased land aren and
developed land ares also reached historic
lows. In some mooths, the developed land

area was acmally declining ( Figure 2, 5.

Figure 2.4 Growth Rates of Housing
Supply and Demand In 2005

{ peerend
Hupaing ares wmder ormstragtion
—— Hiusing area compheird
—— Cammmerial hiasing awa sald

cEEEEST AR
P
I

;ﬁm""‘:'

ﬁ?’f“#ﬁ# PP ﬁsﬁﬁ#’
£ B {‘:ﬁ.h xwx*-\; q—ﬂ;ﬂ;ﬁ

Bouis: The FBL.

be intensified with focus on capital flows in real
estate, personal foreign exchange tansactions,
cross-horder connected transsctions and offdhore
accounts, Monitoring and waming systems nelar-
ed to cross-bonder capital fows will be estab-
lished and improved,

Paying Attention to Potential Financial Risks Resulted from Real

Figure 2 5 Growth Rates of Purchased
Land Area and Developed Land Area in
2005
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By the end of 2005, quality of real estute
loans by 16 commercial banks' had im-
proved. The outstanding real estate loans of
these 16 banks was EME 1. 0291 rrillion
yuan, an increase of RMB 39 billlon yuan
y-o-y; balance of NPL to real estate com-
pamies were HMB 91, 6 billion yuan, down
by RMB 18, 2 billion yuan y-o0-y; loans to
real estate companies accounted for a smal-
ler proportion of the portfolio of sate-
owned banks and joint stock banks; MPL
ratic of 16 commercial banks to real estats
companies stood st 8 90% , down by 2. 19
percentage poinls y-o-y.

As personal housing loans accounted for
more than 90% of personal consumption
loans, it can be meganded as financing the
demand in the real estate market. By end
2005, balance of personal consumption loans
at 16 commercial banks were RMB 2 0258
trillion yuan, an increase of RMB 177, 2 bil-
lion yuan y-o-v; balance of non-performing
personnl consumption loans stood af RMB
a1, & billion yuan, an increase of RMEB 18. 4

billion yuan y-0-y; NPL rmatio stood at
2.55% , up by 0. 75 percentage point ¥-0-y.

Given soaring housing price and significant
growth in credit related o real estae, po-
tential financial risks from real estate market
volatility deserved close monitoring; First-

Iy , risk of macroeconomic fluctuations, Re-
adjustment on the real estate market will of-
fect investment and consumption respective-
ly through Tobin's ) effect and wealth
effect, thus emerting npegative impact on
economic growth and financial scability.
Secondly, risk of falling real estate price
and real estate credit quality. While attac-
hing high importance to the collateral value
of real estate in their lending decisions,
commercigl banks are ruther slack in exami-
ning the creditworthiness of the boomower.
If the real estare enters into a downmarket
drastic full in housing price could reduce the
collateral value of properies held by banks
substantially and the banks’ proprietary cap-
ital, Reduwetion of bank capital will force
the banks to cul their credit exposure to the
real estate sector, which leads w further de-
cline in real estate price, Thindly, rzk of
credit losses, Given the high proportion of
real estate loans and lack of financial prod-
ety a5 asset-backed securities in domestic
market , fulling real estuie price may trns-
mit the risks of real estate market volatiline
to the banking system, leading to bad loans
from banks offerng fnsscial services w
real estate activities.

In shom, considerable investment and spec-
ulative demond existed in the housing mar-

4 The 16 commercisl bimks mclude e “big fmr® {BCBC, ARC, BOC and CCR) and 13 poimi sk commiersinl hanks
[ Bank of Communications, CITI Bank, (lisa Fveibwipht Bank, Hustis Bank, Gumgdong Developmem Bank, Shensben
Developmment Bk, China Meschams Rk, Shanghsd Pudoeg Development Bank, lnderesl Rak, Chine Mindieang Baiking

Cogpomtion, Fvergeowing Bl wnd Chine Fhehieg Bk ) .
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ket, since a lot of housing need of the soci- consistent with controlling speculation on
ety remains unsatisfied. Therefore, macro- real estate and improving tmnsaction sys-
economic management policies need © be tems regarding the real estate markes.

[ First by Yang Lihui, Zhao Zengde, Yan Xiandong, Liu Ke,
Wu Ge and Qlan Shichun; Finalized by Sun Tao)
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critical year for China's bunking sec-
A tor reform , 2005 ended with gratifiy-

ing resulis; major headway was
made in the sharholding reform of S30CBs;
obvious effects were recorded in the ROCs re-
form; reform of banking institutions including
smiall- and medivm-sized JSCBs and city com-
mercial banks Went on smoothly; substantal
finoneiol risks in the bunking sector were miti-
gated and the basis on which the industry may
operate smoothly was conselidated, With the
reform, China's banking system muns well,
regisiering better business performance, im-
proved asset guality and much higher CAR.

Corporate  povemnance was further improved
and resilience w rsks enhanced,

Recent Developments

Financial instimtons and systems within the
banking sector have been steadily improved.
As of the end of 2005 , banking instifutions in-
cluded 3 policy banks |, 4 5(:CBs, 12 JSCBs,
115 city commercial banks, 599 UCCs,
27,086 RCCs, 60 rural cooperative banks, 12
rural commercinl banks, 4 AMCs, 39 TICs,
74 finance companies, 12 finance leasing cor-
porations, 5 auto finance companies and -
merous posial savings institutions.,

Owerall assers , outstonding deposits and loans
grew sweadily. As of the end of 2005, weal
assets of Chinese banking instnstions within
PRC reached EMB 37. 5 million yuan, an
increase of 18. 6% on the year-on-year ba-

sis; totul labilites reached RMB 35. 8 wmil-
lion yuan, an increase of 18. 1% on the
vear-on-=vear basis; the todal outstanding
loans in both domestic and foreizn curmencies
siood af BEMB 20, 7 idllion vuan, an in-
crease of 12, 8% ; the total outstanding de-
posits in both domestic and foreign currencies
stood at EMB 30, 0 million wyuan, an in-
crease of 18, 2%,

Comprehensive capacity in profit-making im-
proved. In 2005 the banking sector featursd
much sounder performance. The overall prof-
itahility of 4 S0CBs and 12 J5CBs excecded
that in Z004 by a big margin, with substan-
tinl profits increase from domestic business ;
realized pre-provisioning profits reached RMB
257.3 billion yusn, wn incresse of RMB
47. 02 billion yuan or 22. 36% y-o-y; pre-
provisioning — remrm  on equity  reached
26 10% , with 23. T3% for 4 S0CBs and
J6. 42% for 12 JSCHs.

" Double decline” of both ocustanding NPL
and MPL ratic was achieved , bringing much
berter asset quality, As of the end of 2005,
acconding to the fAve-cotepory classification |,
NPL of 4 50CEs and 12 JSCBHs stood at
EME 1. 21966 milion yumn, a decreass of
RME 498, 58 billicn yuan y-o-y; NPL ratio
stood at B, 9% |, a decrease of 4. 3 percent-
age poinis over the end of previous year. It
wis the fourth consecutive vear registering
*Double decline ™ after 2002, 20035, and
2004, The decline can be attributed o rwo
reasons ; first, with tighter loan manage-
authorizaton  and  credit  extension
management and loan review , banks were

MERE
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uble fo prevent pew MNPL; second, some
hanks disposed of large guantities of non-
performing assets in the process of financial
TS IIrng.

CAR increased rapidly and risk resistance ca-
pability became stronger, As of the end of
20005, net capital of 4 30CBs and 12 J5CHs
increased hy RMB 673. 698 billion yuan over
the end of previows year, of which paid-in
capital increased by BEMB 157, 200 billion
yuan over the end of previous year. The mum-
ber of SOCBs, JSCBs and city commerncial
bonks mesfing the pew CAR mequirement of
CBRC went up from 30 at the end of 2004 to
a3 at the end of 2065, The percentage of as-
sets of banks meeting CAR requirement in the
hanking sector total increased from 47. 53% at
the end of 2004 o0 75. 1% at the end of 2005,
Provision coverage of 4 S50CHs and 12 JSCHs
was higher than that in 2004, As of the end of
20005, shortfall in provision decreased by
RMBE 322 303 bilbon yusn over the end of
previous vear, with provision coverage for 4
S0 Bs standing at 21. 48% , up by 11 66
percentage poinis over the end of previcus
year, that for JSCBs 53. 39% , up by 8. 13
percentage points over the end of previous
year,

The banking systemn had excess liguidity. In
2005, 4 SOCBs and 12 JSCBs enjoyed suffi-
cienl laquidity, Except for ABC whose Lguidi-
ty was lower than the 25% threshold in the
second and fourth guarters | 24, 25% and
23.03% respectively ) , liquidity of other 13
commercial banks was above the threshold all
the: time.

Achievements of Banking Sector
Reform

Major Progres i Sharcholding Reform of
SOCBs

In 2005 the pilot program on shareholding re-

form of wholly SOCBs progressed steadily,

Upon completion of finoneinl restrocturing
and shareholding reform in 2004, BOC and
CCB continued to improve corpomie govem-
ance in 2(M}3 by enhancing internal control
und risk mansgement and sceeleruting the in-
troduction of strategic investors and TPOs,

CCB  imtrodeced Bank of Amenca  and
Singapore’s Temasek Heldings , and BOC in-
troduced  four straegic  investors  including
Royal Bank of Scodand Group. CCB got
successfully listed in Hong Bong on October
27. Pilot program on shareholding reform of
ICBC was laonched during the first half of
20005 amd has mn smoothly since then. On
April 22, the State Council approved China
SAFE Investments Limited ¢ “ China SAFE™ )

e inject USD 15 hillien inte ICBC; ot the
end of June, ICBC disposed of its non-per-
forming assets through market-based meth-

ods, and the financial restrocturing was basi-
cally finished ; on October 28, Industrial and
Commercial Bank of China Limited was es-
tahlished with the MOF and China SAFE as
its initial shareholders each holding 50% of
the shares, ICBC bas been implementing the
shareholding reform by improving corporate
governance and srengthening internal control
zince the recapitalisntion.
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Since 2005, three pilot banks, namely BOC,
CCB and ICBC, have made significant pro-
ETess 0 ImPproving Ccorporile goVemance, en-
hancing internal control and risk management
sysiems, First, the identity of state-owner of
pilot banks was explicitly highlighted. In per-
forming their duties as shareholders, MOF and
China SAFE have assigned directors and su-
pervisors io the pilod banks pccording to the
law, beginning to play & substantial role in
SOCB:" corporate  governance. Second, a
basic framework of corporate  governance
structure was esiablished, Benchmarking maod-
ern finoncial enterprise systems | mechanisms
featuring elaborate division of duties , effective
checks and balances and coordinated operation
among the boand of direciors, boand of super-
visors and munagement of the pilot banks have
been established amnd the govemance system
began to take effect. Third, internal control
and risks management were enhanced. The
three banks accelerated the implementation of
internal control and risk prevention program
such ss data integrotion and intemnal credit rat-
ing and conducted vertical integration of inter-
nal control systems including audit, asset pro-
tection and credit extension. As a result of the
progctive reform of sk management systems,
a relatively independent internal control system
and sound risk prevention sysiem have iaken
shape. Fourth, internnl resources were better
integrated through reform and syonergy, Haw-
ing completed reform at the bead office level,
the banks provided their branches with detailed
plans on various reform measures , demanding
organization and management resticunng ,
thus deepening reform to the fundamental lev-

el. Fifth, accountability was established and
the responsibility investigation was improved.
While resolving NFA, each of the banks es-
tahlished a sound accountability system where
nopcompliant emplovess were beld accounta-
ble ond penalized =0 that losses were mini-
mized and morl hazands prevenbed, Mean-
while senior managers were recruited with a
view o building stronger teams, Sixth, while
the state remained the controlling shareholder
strategic investors were introduced in the prin-
ciple of reciprocity and win-win cooperation
off management , lechnology and business o
88 to improwe the banks” corporate govemance
framework and overall managerial skills, Sewv-
enth , financial innovation was pushed fioreand
and service improved, The pilot banks steadily
explored and pressed ahead comprebensive op-
eration by adopting several messures aiming at
improving business competitivensss and serv-
ice levels. For instance , BCBC and OCB |, two
pilot commercial banks that st up fund man-
agement companies in 2005, formed joint ven-
ture fund management companies with estab-
lished international institutions and  launched
their first fund product with the sizes of issu-
ance atanding at RMB 4. 875 billion yuan and
REMB 6. 254 billion yuan respectively, Eighth,
with successful public offerings and listings,
the value of stae-owned assets was well main-
tained and improved. CCH issued J#). 5 billion
new shares at HED 2. 35 per share on the
Hong Kong 5Stock Exchange, mising HED
71. 38 billion { USD 9, 23 billon ). As the lar-
gest PO ever managed by a Chinese business
and in the banking sector around the world | the
offering reached even excesded intemational



. Thine Freroe SEaaiily Mapsod

bunking avernge in ferms of Issusnce price,
P/B and F/E. As all OCB shares held by its
gponaces including China SAFE were trans-
ferred into H shares upon listing , the bank be-
came the first Chinese company that went pub-
lic with full-girculation H shares, creating
enormons added value for its state shareholders.

Afier restructuring, all three pilot banks en-
joved much beger financial indicators incha-
ding CAR , asset quality and profitability | and
demonstrated strong financial sustainability.
As of the end of 2005, CAR for BOC, CCB
and ICBC stood at 100 42% , 13.37% and
O 80% respectively, oll excesding that re-
quired by New Basel Capital Accord. In terms
of asset quality , MPL ratio of the three hanks
dropped to 5. 41% , 3. B4% and 4. 69% ; HNFL
provisioning coverage ratio stood at B1.07% |
64. 33% and 101. 23% ; and block risk con-
centration  stood ot 3.31% , & 9% and
A, 48% | bagically compliant with the supervi-
sion requirement. In terms of profitability, net
return on tofal assets for the banks stood at
0.70% , 1.11% and 0. 59% respectively,

Box 2

International Rating Agencies

Credit rating represents comprehensive ns-
sessment of the ability of individuals, econ-
omies and financial instruments to undertake
poonomic commitments and the credibility
of each. Rating agencies vary in their rating
scale and system. Por instance , Standard &

close (o internptional best average level.

The sharehelding reform of S30OCBs has sig-
mificantly improved financial stability in Chi-
ma. By the emd of 205, the assets of
S0CEa, the main body of China's hanking
secior, accounted for 52, 5% of the banking
instimtions” total assets, indicating great in-
fluence on China's financial stability, With
financial restructuring , SOCBs" NPA ratios
declined dramatically while NPL provisioming
coverage ratios increased rapidly and CAR up
o international standards | which combined to
mitigate existing fnencinl rsks, With en-
honced governance , the structure and mecha-
nism of modem corporate governance have
been established within 30CBs, making the
hanks gualified players. As the banks went
public, stringent accounting sfandards | regu-
latory standands and disclosure policies were
upheld , thus operationsl risks of S0CHs were
better monitored and disciplined by the mar-
ke, resilience 1o financial risks was improvesd
und intemational competitivensss  was  en-
hanced.

Shifting Sovercign and Banking Sector Rating for China by

Poor’s rates “high quality” long-term bonds
are AA +, AA and AA- while Moody®s are
Aal, Aa? and Aad. The maximum rating
that may be assigned to securities issued
outside the US is the sovereign rating of the
country where they were jssued , While as-
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signing ratings to companies, rting agen-
ciegs mainly consider such factors as solven-
cy. When it comes to sovereign rating, po-
liticul, social, cultural and other gqualitative
factors need alse be considered, such as
" stahility of political siuation, social and
econonne cohesion, imegranon with the
world economy” | ete.

Based on concerns aboul potential financial
crizes resulted from In,g;h MPL ratics and
poor corporate  governance with China's
banking sector . intemnational rating agencies
rated the bunking sector very negatively be-
fore 2(0ME}. Beftween late 2002 and early
2003, NPA of SOCBs was an issue fol-
lowed closely by foreign medin. A number
of estnblished financial magazines and
newspapers, including TIME Magazine,
Buginess Week | Economist and Far Eastern
Econoie Review, all had heavy coverage
of NPA in China, estimating NPL ratios
with 30CEBz 1o be 50% or more and argu-
ing that such issues as constantly high NPL.,
ill-defined government and business func-
tions, stuctural problems and poor inernal
munagement might trgger finoncial crises
any time. That S&F cut all honks on the
Chinese mainland to junk stamus in Novem-
ber 2003 and cawsed quite a sensation,

The shareholding reform of S0CHs
lounched in 2003 recorded well-recognized
achievements , and was followed by increas-
ingly higher ratings by internationally estab-
lizshed rating instinitions for the banks under
restructuring.  With the reform, 50CBs
have improved remarkably not only in fi-

nancial indicators but also in corporate gov-
ernance , risk control and operational mode.
As a result, many credit rating instimtions
ruised the rating of BOC, ICBC, COCB and
BOCOM. In Sepember 25, S5&F° an-
nounced thar the credit rating of BOC,
ICBC and COCE be raised from BBB- w
BBB + and for BOCOM from BB + w
BEB- based on expectations about govern-
ment support, imection of foreign reserves
and banking reform. 58P made a special
mention that the adjustment for BOC, OCB
and ICBC reflactad improvement in the fi-
nancial strength and nsk management of the
thres banks that had happened as they were
preparing for TP0. Later Fitch Ratings and
Moody's also sonounced rating rises for
BOC, CCB and ICBC.

The shareholding reform of S0CBs pro-
duced spill over effect on the reputation of
other domestic banks. On the one hand |
expectation of further banking reform and
improvement in overall soundness ond per-
formance, cemain ming sgencies maised
the rating of a number of hanks yet o bhe
restruciured . In 2005 5&P mised the rat-
ing of ABC alongside the ratings for banks
reformed ; Fitch Ratings also raised the
“support” mting of ABC o 1 (i e. the
probability of the govemment's future sup-
port of ABC is 100% ), In its Quelook of
Ching's Barking Secter 2006, Moody
continies 0 hold a stable to positive out-
lock for the fundamentals of the industry,
convinced of the momenmum for further
prowth,
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(o the other hand , many rating agencies
raised sovereign credit rating for China
based on the achievements of its banking
sector reform. In 2005 58P announced
official upward adjustment of China's sov-
ereign credit rating in Hght of positive re-
form by the Chinese govemment of the fi-
nancial industory and improved SOE profit
marging. Filch declared thar it would raise
the long-term forelgn curency rmting of
China from A- to A, the 6™ highest

Continued Rapid Development of JSCBs
In 2005, JS3CH: improved corporale gover-
ance and infermal control regime through re-
structuring , capital injection and the introduc-
fion of foreign strategic investors, thus main-
taining ropid development. By the end of
20005 , total assets of 12 JSCBs stood at RMB
5. 81252 rrilion yuan, up by 23, 7% over the
end of previous vear, tofal Labilities stood at
RMB 5. 60443 trillion yuan, up by 23, 5% o-
ver the end of previous vear; MNPL ratio
renched 4. 22% , down by 0. 74 percentage
points:  provision balance reached RMB
B9, 773 billion yuan; average CAR amounted
to 7. 42% | up by 0. B3 percentage points y-o-
y: annual realized profite  reached RMB
44, 350 billion yuan, up by 38 67% y-0-v,

The shareholding reform of BOOOM has be-
gun b tnke effect, reflecied in increasingly di-
versified ownership structure , corporate pow-
emance and major financial indicasors ap-
proeching domestc average level, On June
23, 2005, BOOOM was successfully listed on

grade / status in Fitch's rating system , thus
bring China'a foreign currency rating o
the sume level of Chile, Greece and Ko-
rea. In July 2006, S5&F funher raised
China’s long-term soversign rating from
A-tw A in the belief that China had been
working hard to strengthen its  banking
system G0 reduce fomre fiscal burdens
while persistent marker -onented economic
reform hod penerated  brightful economic
growth,

Hong Kong Stock Exchange.
Remarkable Results for RCCs Reform

Approved by the Staie Council , in 2003,
eight provinces and municipalities | namely
Jilin, Shandong, Jiangxi, Zhejiang, Jiang-
=i, Shannxi, Guizghow, and Chongging ,
laanched pilod progrm of ROC: reform. In
20044, ROCs peform was expanded to 21
provinces , autonomous regions , ond mumici-
palities incloding Beijing . Tianjin, aod He-
bei. Inm 2005, pilot progam of ROCs a-
chieved decpenmg reforms, with stable de-
velopment of various businesses | improved
operation , enhancement of asset guality and
improved copability in supporting agriculture
and farmers

First, RCCs reform was fully carmied out in 29
provinces, aulonomons regions, and mmsmic-
palities natonwide with smooth progresses and
impressive achievements,

Second , policy suppons from central and local
governments enabled ROCs fo maoke positive
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steps forward in shaking-off burdens and mit-
gating risks, By the end of 2005, NPL bal-
ance of BOCs natonwide stood ot EMB 32, 535
billiom yuan, down by RMB 1259 billion
vign y-o-v ; NPL ratio stood of 14, 8% | a de-
cline of #. 3 percentage points over the end of
2004 and 22, 1 percentage points lower than
the end of 2002,

Third, Assets quality of ROC was improved
by a large margin and their profitabilicy went
stronger. As of the end of 2005, there were
27,086 RCCr nationwide { lowered by 5, 818
over the end of previous year) with a total as-
set of RMB 2, T71. 612 billion yuan, a total li-
ability EMB 2, 657, 911 billon yuan, average
CAR 8.97% , and profit of RMB 10. 790 bil-
lion yuan for the whole yeur, a y-o-y increase
of RMB 5. 196 billion yuan.

Fourth, Efforts were made to integrate institu-
fons , pibot program of founding rural banking
institutions have been launched , and new steps
have been endeavored in the feld of owner-
ship system and operation mechanism. New
ownership sysiems such as joint stock mode
and share holding cooperation mode wers in-
trodfuced ; new ownership organization form
such as rural commercial bank , rural coopera-
tive bank | and prefecture city-level institutions
were also estublished on o pilot basis, As of
the end of 2005, 72 rural banking institutions
were estublished in China, including 12 rural
commercial banks and &0 rural cooperative
banks , and applications for another nine rural
cooperative banks have been approved. 519
prefecure  ciry-level institutions  have heen
founded.

Fifth, vigorous explomtion bos been made in
management syaem o wansfer business opera-
tion and fsk management of ROCs o provin-
cial governments. By the end of 2005, ROCs
united af provincial level have taken shape in
25 provinces, autonomous regions, and mo-
nicipalities naionwide,

Thanks o reforms , the capabilities of ROCs o
support agriculture and farmers were greatly
enhanced , credit extended w farmers and agr-
culture sector significantly increased , and
services to farmers were fumher improved.
Outstanding agriculture loans of ROCs nation-
wide reached RME 1, 007, 1 hillicn yuan, an
incregse of EMB 449 2 hillion yuan or
B0. 3% over the end of 2002, including KMB
798, 3 billion yuan boans o rural boussholds
2. 3% of agriculture leans, an increase of
REMB 374.6 hillson yuan or 88, 4% over the
end of 2002, More than 70 million mural
households have received suppors, which ac-
counied for 32% of all mral households in
China.

Formal Lawnch q’"!‘h-:ﬁz{ .‘r'.:n-:iurgi Institutions
Refirm

Im  Avgust 2006, Chiness govenment
launched postal savings instinstions reforms ,
of which reform of postal savings instinstions
management sysiem and realization of sand-
ardized operation of postal financial businesses
Were core contents, Al present, relevant par-
tics are steadily pushing ahead postal savings
institutions reform ascconding to the master plan
of postal system reforms.

The orginal mode of re-depositing all postal
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=vings institutions to central bank has besn al-
tered. (Guided by relevant authorities, postal
savings instimtions have gradually realized in-
dependent  determination  of  utilites  and
smeoth transition. August 1, 2003 was taken
a5 the demarcation line; cument policies re-
garding re-deposit of postal savings at central
bonk remained unchanged before August 1,
2005, and wtilization of new deposits were de-
termined by postal savings institutions inde-
pendently. Original depesits of postal savings
at central bank would be drawn out in five
years after August 1, 2005, As of March 21,
2003, three batches of deposits have been
drawn oot with a total of some RMEB 62, 2 hil-
lion vuan. The process was stable and onder-
Iy, casting no big impact on business opera-
tion of postal =avings institotions.

We shall continwe o expand the scope of utili-
zation of postal savings deposits. Capabilities
of independent use of postal savings fumds
have been enhanced together with the gradoal
drawn-out of old re-deposits, Postal savings
institutions explored to introduce small-volume
loans secured by pledge and improve the qual-
ity of their services o agriculture, farmers,
and rural aress by taking advantage of rural fi-
nuncial reforms. In December 2005, CBRC
approved postal savings instifotions o launch
pilet program of micro lcans backed by fixed-
term cemificate of deposit in Shaanxi, Fujian,
und Hubed to satisfy the capital demand of ru-
ral arens and nral households,

Sound Ceromoth Momenium for City Commer-
aal Banks

Ag of the end of 2005, 115 city commencial

banks had a total asset of RMB 2, 036, 6% bil-
lion yuan, 19 4% increase over the end of
previous  vear; total  lishility of RMB
1, 954, 02 billion ywan, 18 6% incresse over
the end of previous vear; NPL rabo of
7. 73% , down by 3. W% over the end of pre-
vious vear; owners” equity RMB 82, 67 billion
vuan , 43, 3% incresse over the end of previ-
ous  year; o weighted avernpe CAR of
3. 13% , increase of 3. 82 percentage points
over the end of previous vear; and profit of
REME 12,073 billion yuan for the whole vear,
n increase of 38, 12% v-o-v.

In recent years, city commercial banks have
plaved a positive mole o providing fnancial
services o urban citizens , mesting financing
demands of SMEs, and pushing forward ur-
ban ecomomic construction, In 2005, city
commercial banks continued 1o bring inte play
their institutional advantages of flexible opera-
tion mechanism and relatively large number
of outdets, artached great imporance to risk
prevention , strengthensd business manage-
ment , promoded reform and innovation , car-
red out merger and resmecmnng, explored
road of development wnder pew situation in
an active manner, and schieved gratifying re-
milts in various aspects. As for intermal man-
agement, some city commercial bonks have
adopted standard corporate governance frame-
work and made beneficial efforts in introdu-
cing foreign strutegic investors and advanced
managerial expernise of foreign banks. As for
merger and restucturing , some city commer-
cial banks have camied owl some actively en-
deavors. At present , over 40 city commercial
banks and [FOCs in seven provinces and mu-
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nicipalities are planning to camy oul merger
and be restructured into new banks. As for
risk disposal, city commercial banks have
consecutively lannched comprehensive dispos-
al projects with major contents of assets spin-
off and swap, recapitalization, corporate
governance , and improvement of  inermal
control mechanisme and achieved cenain
effects. They hove praduslly improved risk
momitoring and warning system and vigonouis-
Iy explored warious effective market-based
dizposal methods, After reform and develop-
ment in the past year, CAR and Lquidity
ratio of some city commercial banks improved
a lot and overall competitiveness is further en-
hanced,

Results of UCCs Restructurtng and Reform

Im 20005, relevant suthorities , together with
Iocal governments , contmeed o push ahead
restructuring of UCCs | deepen reforms of
UCCs , and improve market exit mechanism .
At preszpt , some  achievemenis have been
attained in the compliant restructuring of rec.
tified UCCs, classified disposal of unrecti-
fied UOCs, and morket exit of closed-up
UCCs, In 2005, 82 UCCs were cancelled
via classified disposal , including 14 by re-
structuring , % by merger and restnicturing of
sole legal person entities , 2 by renaming and
restmacturing to ROC, 35 by acguisition by
commercial banks and sole legal person enti-
tes, 21 by market exit, and 1 by mvoca-
ton.

As of the end of 2005, there were 399 UCC
legal person instiutions with another 111
UCCs cancelled but not yet quitted. Among

590 UCCs, 328 were still in operation { in-
cluding &6 sole legal person entities and re-
tined institution after rectification and 262
unrectified inatitetions ) while 271  have
stopped operation for shake-up, 66 sole legal
person entities and retsined institutions had a
iodal asset of RMB 143. 295 billion vean, a
total lisbility RMMB 138, 1% billion yuan, in-
cluding saving deposit balance of REMB
57. 757 hillion yuan; book owners' eguity of
EME 2, 957 hillion wuan, actual CAR
4. 72% , ond an after-tax profit RMB 653
million yuan for the whole vear, 262 institu-
tions waiting for disposal had = total book as-
sel of RMB 43. 251 hillion wuan , a wodal lia-
bility of EMB 45. %5 hillion yuan, incls-
ding saving deposit balance of RMB 30, 383
billion yuan.

Smoath Operation of Policy Banks
I 200)5 , three policy banks coptmued to carmy
out national industry policies, foreign sco-
nomic and trade policies, and macroeconomic
management policies and  played  important
roles in promoeding strategic adjustment of eco-
nomic structure | alleviating bottlensck effects
in economic development, protecting and en-
hancing the fundamental position of agricul-
ture . stinulating development of agriculiure
and economy in rural aress, enhancing the in-
termational competitiveness of Chinese enter-
prises and exports, and accelerating the devel-
opment of open economy. By the end of
2003, three policy banks had a total asser of
REMB 2 93 mllion yuan, an increase of RMB
ol6. 08 hillien yean or 21 4% y-0-y and a
book profit of RMB 27. 406 billion yuan for
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the whole year, EMB 14, 315 billion yuan
more than the previcus vear, At present, all
three policy banks are strengthening intermnal
reform and risks control to improve assels
quality. Meanwhile, relevant depanments are
studying next steps of reform plans for policy
bank reform in accordance with the unified
planning of the State Council.

Specialized Role of Financial Asset Manage-
In 2005, four AMCs conducted specialized
and market-based disposal of NPA via various
means with the policies and measures granted
by the government, and continued o play
positive roles in mitigating finoncial risks,
promoding reforms of banks and SCEs | main-
taining social credit order, and protecting
sate-owned assets, In 2005, four AMCs all
achieved sound performance in asset disposal
and business operation; first, disposal of
cloim assets of policy origin came to the final
stage. As of the end of 2005, aggregate vol-
ume of disposed and strip-off assets of policy
origin of four AMCs: amcunted to REMB
B3%. 75 billion vuan { policy debi-to-squity ex-
cluded ) , an increase of RMB 164, 69 billion
vian over the end of previous year; accumila-
ted volume of recovered RMB 176. 6 billion
vuan in cash, up by EMB 39, 6 billion yuan
with an overall cash mecovery mbo of
21, 08% ., Second, commercial acquisition and
disposal businesses have been lsunched in an
all-round  mannper, Following acquisition of
NFL of BOC, CCB, and BOCOM in 2004,
four AMCs scoguired doubtfial loans of ICBC
with a total volume of RMB 459 billion yuan

through bidding in 2005. In additton, four
AMCs also carried our some pilot programs of
small-seale commercinl aoguisition, for in-
stance , China Huoarong AMC acguired RMB
400 million wuan NPL from CMB, China
Cirear Wall AMC acquired RMB 200 millicn
yuan NPL from Huaxin Baok , and China Cin-
da AMC acquired RMB 3 billion yuan NFL
from Bank of Shanghai. As of the end of
2005, four AMCs had purchased a total vol-
ume of RMB 806 billion yuan NFL from com-
mercial banks hased on commercial principles,
disposed of RMB 20, 64 billion yuan, and re-
coversd RME 14, 05 billion yuan in cash [ the
doubtful assets pack of CCB sold to China O-
rient Assets Management Corporation by Chi-
o Cinda Assets Monagement Corporation ex-
cluded ). Third, liquidation custodian business
grew rapidly. Chinn Huprong AMC contimaed
with the disposal of all risk assets of Delong in
the way that it provided custodian over some
of the high-risk financial leasing companies,
TICs wnd securities companies of Delong,
China Orient AMC and China Cinda AMC put
some high-risk securities companies and leas-
ing companies under their custodian, At pres-
ent, relevant departments are vigorously stud-
ying furure reform plans of four AMCs.

Key Areas to Focus on in Develo-
ping the Banking Sector and Re-
form Measures

In 2005, reforms of SOCHs attained remarka-
ble resulis and major financial fisks in banking
sector have been basically mitigated; howey-
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er, there were still mony problems to focus
on, for example, long-term, complex and de-
manding noture of shareholding reforms of
S0CBa, risk prevention and mitigaton of
small- and medium-sized financial institutions
imbalanced financial development between ur-
ban and rural areas, and in-depth conflicts of
rural financial systems. The impacts of exter-
nal environment on banking sector have be-
come more and more extensive, and credit
risks, marke! risks , operational risks faced by
banks should not be neglecied, becouse theses
are all major faciors hindering healthy devel-
opment of banking sector. Going foreard ,
confronted with the increasing ferce inema-
tional compettions after accession to WO
and pew challenges Facing China's banking
secior in the socialist market economy re-
forma, banking secior should follow the spe-
cific goals of sccelerating financial mechanism
reform set forth in the Eleventh Flve-vear Pro-
gram for National Economic and Social Devel-
opmert of the PRC, continue to adhere o the
overull puideline of ® market orientation , coor-
dinated dewelopment, and cultivation both in
and out” |, set the poal of modern finoneiol in-
stitutions with = adequate capital , strict internal
control , secure operation , and sound services
and performances™ | and focus on the theme of
" reform and innovaion” © continse the deep-
ening of banking reforms.

Degpening Sharsholding Reform of SOCBs

Reform of 30CBs is a long-term endeavor of
complexity and formidabilicy. Financial condi-
pon and corporate povernance of pilot banks
achieved remarkable improvements through

sharcholding reform, but thess improvements
were cnly skin-deep results for certsin phase.
From the imernal perspective of hanks,
SOCBEs stll lagped behind of imemationally
advanced banks in terms of corporate govern-
ance framework, opermtion mechanisms,
miode of growth, and risk prevention sysems,
From the exiernal perspective of banks , China
is ot a crtical stage of improving socialist mar-
ket ecopomic system: therefore , national eco-
nomic and industrial strocture keeps changing ,
S0Es are in the process of transformation and
restrscturing, construction of financial legal
framework compatible with market economy is
in need of improvement, social credit system
has just been estshlished, and fnancial and
taxation system refonm nesds o be promioted.,
All these factors impose impacts on asset qual-
itiea | financial conditions, and fumee eform
and development of SOCHs,

At present, reform of S0CHBs is at a critical
stage; therefore , we should folly take advan-
tage of the sound economic environment and
push the reform to o higher level in an un-
swerving manner. BOC, OCB, and ICBC
should continee to improve corporate govern-
ance in sccordance with the requirements of
modern commercial banks and effectively es-
tahlish a predent bosiness operation ideclogy
with shareholders’ wvalue as priority. The
theme of rransforming  business operation
mechamism , strengthening  intemal control ,
and safeguarding against risks should be em-
phasized a3 abways w prevent NPA from ris-
ing and operstng profit from declining. He-
form of branches should be continued w0 en-
hance the coordination of internal reform and
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ensure effective operotion of new mechanisms
and systems in the overall framework. Tmple-
ment the Concept of Scientfic Developmant
in an all-round manner, steadily promote pi-
lot programmes of integrated financial busi-
ness, boost the transformation of development
and growth pattern, and contmuously  im-
prove the capacity and efficiency of the serv-
ices to national economic development. The
supervision , promotion , and discipline func-
tions of capital morkets should be brought to
full to propel pilot banks to strengthen infor-

mation disclosure | enhance transparency , and

estublish good images of public banks held by
the naticnal government. We shoold also ac-
tively promote reforms and improve fiscal and
faxation system, incentive mechanism, and
other complementary policies of 50CBs | ex-
plore sirategies of managing state-owmned fi-
mancial assets in China’s context, and contin-
wously optimize external operating environ-
ment of S0CHEs, We should sccelerate the re-
form of ABC and do research in the reform
plan of ABC in line with the master plan of
socialist new villages constmuction and naral
fimancial reform.

Box } Foreign Experience of State-owned Financial Assets Management

Muodes

In recent years, reforms of China's state-
owned financial enterprises have recorded
significant progresses, particularly, three
SOCBs, namely BOC, OCB, and ICBC,
cartied opf shareholding reforms in succes-
sion. Afier the restructuning and listing of
state-owned financial enterprises, pew sif-
ations such as diversified equity structore,
corporaie governance framework , and mar-
ket discipline imposed new requirements on
functiona and duty performance of staie
shareholder. The wpic of how o establish
and improve the capital management system
of China’s state-owned financial enterprises
has become an imporant research focus of
people in all walks of life. Recently,
some experts have mesearched on foreign

experience of state-owned capital manage-
ment of financial enterprises in Singapore |
Bussia , and India and so on.

State-owmed capital management of finan-
cinl enterprises means that the state, as the
ultimate owner, entrusis specific institutions
1 exercise the functions of investor in fi-
nancinl enterprises on s behalf., From the
point of view of practices in varnous coun-
tries, there are two kinds of state-owmned
capital management systems of finoneinl en-
terprises; one is a two-layer entrusied man-
agement mode, i. e, , state — governmental
depanments — financial enierprises, where
povernmentyl deparments mainly  inclode
MOF and central bank ; the other i3 a three-
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layer entrusted management mode, 1 e
state-governmental  departments-financial
holding companies-financial —enterprises,
where governmental depanments inclsde
both specific admimstrative depanments
such as MOF and central bank, and non-
specific admimsimtive deparments such s
specinl commissions established by the stute
or special beard of directors founded within
financial holding companies. In addition,
sOrme counites also make special instirution-
al arrangements during special periods.
From foreign expenence, it cin be conclu-
ded that institwtional fraomeworks of stste-
owned capital management in financial en-
terprises i8 closely related to political and
economic systems and development levels
of the countries: nevernheless, some com-
mon features can also be poted,

First, state exercises ownership separately
on sme-owned financial emerprises and
non-financial enterprises o avoid related
party relationship between financial enter-
prises and non-financial enterprises.  For
exnmple, in Sweden, ownership of 34
state-owned non-financial enterprises is
exercised by State-ownad Enterprises Bu-
rean under Ministry of Industry while own-
ership of state-owned financial enterprises
by the Ministry of PFinance; in India,
State-owned Enterprise Administration Bu-
el exemcises ownership on state-owned
non-financial enterprises on bhehalf of the
state while the central bank on finsncial
ETlerprises.

Second, Effective * firewall™ 15 established
between owmer's functons and  public
administrator's functions and market-hased
equily management hos become an inlerma-
wonally prevailing trend. In order to make
administrative authorities perform their du-
tes beffer, some countnes adopl  more
market-based mechonisms as follows to
avoid contmdictions and conflicts betwesn
cwner's Ffunctions and such  government
functions a8 public finance ; First, establis-
hing principal-agent mechanism according
b market-based principle to effectively
promode the formation of sound corporate
povernunce  framework within stabe -cwmed
financial enterprises; Second, exercising
the rghts of state shareholder  wia
shareholdens’ peneral mestings and appoint-
ment of board directors ; Third , conduc-
ting open evaluation of and effective super-
vision on operoting performances of state-
owned fnancial enterprises and wtilization
of siate-owned capital; Fourth, camrying
out equity management of staie-owmed
capital in financial enterprises through
holding  companies  with  market-hased
means, Some countries found fmancial
holding companies o perform the duties of
investor , and such companies are concise
and efficient with their priorities on moni-
lonng appointment , operation , and devel-
opment of board of directors in  state-
owned financial enterprises.

Third, the state camies out corporate-orien
ted restructuring of state-owned financial



. Thine Freroe SEaaiily Mapsod

enlerprises (o form a diversified ownesship
structure. Except for some policy financial
emerprises wholly owned by stale, govern-
ments of foreign countries usually mestruc-
ture most of their state-owned financial en-
terprises into joint stock companies or limit-
ed liability companies with state holding
controlling interests or participating in in-
vestments. Since 19808, many countries
have attamed diversified equity structores of
stute-owned financial enterprises vin share-
holding restrocturing.

Fourth, state conducts commercial manapge-
ment on state-cwned financial enterprises via

Contpe to FPromote Reform of Small- and
Medium-seed FS5CBs

In 2005, small- and medium-sized JSCBs
achieved sound overall development and obvi-
ocus enhancement of overall quality and core
competitiveness; however, some in-depth
conflicts in development also showed up grad-
wally; corporte govemance framework is in
need of further improvement; categories of fi-
nancial products are far from enough, prod-
ucts show severe homogeneity and marketing
means are moncionows , financial inpovations
and bramd effects are ool satisfying , competi-
fiveness needs to be strengthensd ; a minority
of zmall- and medivm-sized JSCHs are weak
in operating performance, proftabilicy, and
nsk-resistance. Generolly speaking, compre-
hensive development capabiliies of small- and
medinm-sized JSCBs need to be fumher en-
hamnced,

poals. Maximum refurm on capital is when
the ultimate interests of Sate-camed capital
reside ; hence, maximization of retum on cap-
ital is wanally the key or even the only operat-
ing goal of state-owned financial enterprizes.
Although operating goals of state-owned fi-
nancinl enterprises do not ice out certain so-
cial goals, state nseally specifies these social
poals through appropeisie commercial or -
ministrative laws and regulations; state-owned
financial enterprises should not harm the equi-
v valoe of sase shareholder due o over-hr-
den of social poals.

Going forwand , we should stari with such as-
pects as strengthening capital restrictions , per-
fecting corporate governance ,  transforming
business operation mechanism, enhancing in-
termal  management,  improving  profitabilicy
meode . and preventing and mitigating risks,
continue to promote reform and development
of J5CBs, and actively camy ot financial in-
povation so s to build smoall- apd mediume-
sized JSCBs ino modern commercial banks
with sound corperate governance | prudent fi-
nancinl performance, sustninable development
capability , and quality customer services and
bramwds. First i3 to contnuously improve {nsti-
tutional construction of corporate governance
framework and internal conirel mechanisms
und further perfect the povernance frumework
of shareholders” general meeting, board of di-
rectors, board of supervisors, and manage-
ment s a8 w realize clear divigion of duties,
checks and balances, and mutual swpervision
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of decisiop-moking , supervision, and imple-
mentation. Hestrictions on both sepior man-
agement and ordinary stoff should be strength-
ened while relevant incentives should he in
place. On the basis of improved corporate
governance framework, it is necessary to en-
hamce intemal comtrol and management of in-
temal authorization and credit extension, and
fully take advaniage of the fupctions of inter-
nal aodit and intemal complisnce checks,
while bringing the functions of external ssdit
io necessary extent. Second is to further con-
solidate the market-based and customer-orien-
ted business operation conception and improve
comprehensive services level and profimbility,
With the precondition of enbhanced regulation
and the baze of stapdard management, we
should make scieptific planning, vigorously
create a favorable exiemal environment for fi-
nancial inpovation, actively support and guide
small- and medium-sized J3CBs to strengthen
innovations from varous aspects of system,
mechanism, and business flow, continue to
enhance the services of small- and medium-
sized JSCBs . and strengthen their profitability
and core competitivensss in an all-round man-
ner, Third i to enhance risk prevention and
risk disposal and employ various means to re-
duce NPL while actively carrying out business
innovation. It is essential o further emphasize
the conception of prudent operation, adopt in-
lemationally  prevailing  prudent  accounting
stendards, nsks provisioning mechanism , and
losses write-off system, conlipne o raise assel
quality, redoce MPL rmatio, and enhance the
prudence of operation, Pourth is 1w accelerare
the pace of restructuring of a few small- and

medinm-sized JSCBs with certun problems
and promote their prodent operation.

Further ROC Reform to Jnprove Rural Fi
nancal Syitem

In 2005, rural Bpancial reform attaioed re-
markable achievements; however, some fun-
damental problems began to appear along the
reform, Pirst, although pilot reform of ROC
achieved sound results ot present, the reform
needs o go deeper and fiscal sustainability of
RCC needs considernble attention,  Mean-
while, some provincial ROCs did pot have a
clear-cut division of duties and some RCCs
still reflected problems of management exces-
ding authority, ambiguous management, and
absence of management, which hindered the
smooth operotion of new system, Second |, -
ral financial instinmions showed universal defi-
cencies in corporate  governance.  Internal
management , internal control |, and supervision
and checking mechanism which constrained
the transformation peed improvement, Thied ,
rural finuncial institutions were wenk in ssrvice
and management, which together obstructed
the competitivensss of mural finoocial institg-
tions from comprehensive enhancement.
Fourth, a luge amount of capital drained out
of mural areas and financial sopports to ™ agn-
culture, rural areas, and farmers™ were se-
verely resmuined. Fifih, owversll risks could
not be neglected and the capahility of preven-
ting and guarding against risks was sill rels-
tively weak, which restrained the financial
sustzinability of mural areas. Sixth, the imbal-
anced financial reform processes, risk levels,
staff qualiies, and business opemfion environ-
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ments between urban and rural areas in China
also affected the financial seability in rurnl ane-
#3. The exigtence of aforementioned problems
makes rural financial reform 8 complex and
formidable task. In the long mun, nral fnan-
cial reform needs to mainly sddress the prob-
lem of imbalanced financial mechanism re-
forms between wrban and rural areas, focus on
sch key issues 45 supporting economie devel-
opment in rural areas and preventing systemat-
ic financial risks, bring the joint force of com-
mercial financial instintions, pelicy fnancial
institutions , and reral coopemtive financial o=
stitutions infto full play, accelerate the reforms
of ABC | ADBC and postal savings | and con-
tinue to further reforms of RCCs.

Despening of RCCs pilot reforms shoold hase
on concreie and delicate endeavors in aspects
of preventing and mitigating risks, amplifying
management mechanism and operution mecha-
nism, improving govermance and infemal con-
trol, sirengihening services o agriculre , and
establishing long-term mechanism of risks pre-
vention and mitigation; first, continue to fur-
ther reform, eamestly carmy out bill issuance
and cashing business, adopt strict standaeds,
procedures . and implementation, raise effi-
ciency, ond ensure the reform mesults of
“money for mechanisms™. Second, improve
varipus intermnal control systems of ROCs | pro-
mole mechanism transformation of RCCs,
bring the roles of shareholders and commune
members into full play, and formulate 3 pack-
age of intemal control systems with effective
incentives, strct resmctons, clear-cun nghts
and duties, and exphicit system of awards and
penalties. Third, improve rural financial serv-

ices und enhance supports fo sgnculture, Cop-
finue b0 moke more effoms o exiend micro
credit to rural households , further improve the
sysiem of mumally guarsnieed loan for rural
bouseholds | and explore new services to sup-
port agriculfure =0 &8 b0 provide more im-
proved and efficient financial services to agri-
culiure , miral areas, and farmers. Fourth, ac-
tively moke innovation of regulation measures
and means, unify regulation standards | exer-
cise classified regulation, reform regulation
procedures, establish a regulation framework
with off-site regulation 05 major means as wedl
a8 appropriate separation of off-site regulation
and on-site examination , and realize sustained
regulation in an all-round manner. Fifth, get a
hetter recognition of risks, research into over-
all risk situations, risk treansfer, and major risk
apurces of ROCs, ake effective messmes to
prevent fsks in a prosclive madber, strength-
en risk dispesal , and do ressarches to establish
a long-term mechanism of nsk prevention and
rmitigation,

While reform of RCCs poes desper, it is nec-
esgary to further promote moral financial re-
form and perfect financial service network in
rural areas so a8 0 meel the demands of eco-
nomic development in murnl areas. The coms-
prekensive goal of maml financial reform is .
providing services to ™ agriculfure | roral are-
a8, ond Barmers” | promoting coordinsted de-
velopment of urbun snd rural arens, focusing
on solving such problems using “ funding ®
and * risk compensation” |, reflecting localized
and classified pusdance i nstinmonal et
work design and relevant policies, building a
diversified and competitive rural financial sys-
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tem, and earpestly improving rursl financial
services. The focus of meral financial reform
15 further deepening of reform of ROCs, es-
tahlishing capital hackflow mechanism in meral
of ADBC | amplifying supports from commer-
cial banks such as ABC o agnculione , and
shaping a new patiemn of clear-cut duties and
responsibilities among policy financial insfin-
tions , commercial finoncial instimtions , and
cooperative  fAnancial instdmwGons  and  dhedr
joint supports to economic development of m-
ral areas,

Steadily Push Ahead Pastal Savings Institu-
fions Reform

At present, postal savings institutions reform
hus been formally launched. As of the end
of 2005, outstanding deposit of postal sawv-
ings institutions had exceeded EMB 1, 300
hillion yuan, 9, 56 % of market share in de-
posit morket, ofter the four SOCBs and
RCCs, Assets formed from independent wiili-
zation of postal savings capital hed resched
over RME 5330 billion yoan. Pestal savings
institutions hove becoms an important compo-
nent of China's financial service system by
taking advantage of postal service network,
However, along with the deepening of
China's fnancial sysem reform and rapid de-
velopment of postal savings business, the
current management sysiem of postal savings
cannot adapt to the requirements of business
development and professional financial man-
agement at all. In order o standardize the
business operation of postal savings, prevent
and mitigate financial risks , and actively ex-

plore capital wtilization chanpels by creating
new mechanigms |, we should stick to the di-
rection of financial system reform , accelerare
the pace of establishing postal savings bank |
and promote sustmned and bealthy develop-
ment of postal savings business.

Froperty Dispose of Risks of Certam Small-
and Mednrm-soed .Hankmg It fions

Since 2005 , the overall risks of China®s bank-
ing sector have declined ; however, consider-
ably buge potential risks still exist in some
small- and medium-sized banking institutions
and the risks situation of city commercial
hanks , [0Cs, and TICs are not at all satis-
factory, Going forward , we should contime
o focus oo rsks prevention snd mitigation of
small- and mediuvm-sized banking institu-
tona.

First , prevent and mitigate nsks of city com-
mercial banks to promote their healthy devel-
opment. At present, some city commercial
banks feature weak corporale governance , low
CAR | insufficient provisions, low assets qual-
ity, weak innovation and development capa-
kility , single business category and profitabili-
iy source, and lacking core competitiveness,
Im a relatively long pericd in fotore, city
commercial banks should further improve le-
gal person govermnance framework | strengthen
capital restriction mechanism , specify market
position,, mod accelerate business innovation,
It is imporant to actively promote capital re-
strucruring of city commercial banks | replen-
ish capital via vanous means, and enhance
rsk resistance capability., We should keep in
mind market demands and characteristics of
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city commendal banks | speed up the business
innovation pace of city commercial banks,
stick to the marker orientation of © hase on or-
ban residents, base on SMEs, and base on
localiy™ , and gradually realize the goal of
“serving urban mesidents , serving SMEs, and
promoting local economic development ”.
Meanwhile , we should atiach great atlention
to high-nsk city commercial banks , vigorous-
ly explore effective market-based disposal
modes , improve market exit mechanism , and
prevent and mitigate risks of city commercial
hunks.

Second , continue to promote the overhaol of
UCCs, Im 2005, although the overhaul of
UHCCs hos attained certain achievements for the
pericd, some  long-haunted questions  and
problems have not bean fundamentally re-
solved, Most of UCCs ordered 1o stop opera-
tion for rectification or those licences revoked
have not exited the market completely, and
the task of risk disposal is still formidable;
classification and disposal of UCCs which
await disposal progresses slowly; a few recti-
fied UNCCs still show underlying risks. In the
next phase , we should continee to push zhead
the reform of UCCs, First, funher perfect nsk
classification standands, enhance classification
regulation , and gnide rectified UCCs o realize
sustained , smooth, and healthy development ;
Second , encourage commercial banks o camy
out scguisition, merger, and restructunng of
existing UCCs in accordance with market prin-
ciples, and actively push ahesd the classifica-
tion and disposal of UCCs which awall dispos-
al; Third, encourage localities o realize the
smeoth exit of UNCCs ordered fo stop operation

for rectification or revoked through vanows
means within the prevailing legal framework
according to different situations of the locali-
ties; Fourth, continee w camry oot nsk moni-
toring and specialized treatment of cases in a
carefiul manner to prevent and mitigate all po-
tential rigks.

Third, continue to progress with the liguida-
tion and rectification of TICs. In 2005, the
trust industry showed some improvements;
however, the overall profitability of TICs is
still in need of further enhoncement. Some
TICs did not appropriste sufficient indemnity
provisions, a few TH s were engaged in ille-
gitimste operations such as entrusied wealth
management business with secured vield and
appropriation of wealth management funds of
customers, and great atfention should be atta-
ched w0 operating risks, In addition, some
TICs ordersd to stop operation for rectification
and those licences revoked have not exited the
market, and the task of risk disposal is still
huge. In the next phase, it i necessary o
continue to push abead hguidstion and rectifi-
cation of TICs and to promote healthy devel-
opment of TICs. For a few TICs with high
risk, wvarious effective measures should be
taken legitimntely to properly dispose of the
risks.

Defiming the Role of Policy Banks and Reform
Plans

Ever since their establishment, policy banks
have made great contributions o national eco-
mormic development i accordmsce with the
needs of notgonal policies by bringing the
functicns of policy banks to full. Successful
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cperution of policy banks wlso created favora-
ble conditions for the reforms of SOCBs. At
presznt, development of China's policy banks
hos entersd a new phase with business scope
of policy banks expanding continwously , fra-
ditional policy financial service field shrink-
ing, amd markel-based operation  trend
strengihening. In omder to adopd o socimlist
market oriented economy construction and na-
tonal development sirategy In the pew phase,
policy banks should comy out transformation
and reform in terms of positioning and dewvel-
opment direction by taking into consideration
of mral finoncinl system reform, groin disto-
bution system reform, investment and finan-
cing system reform , and the pew situation af-
ler China’s accession o WTO. Policy banks
should reverse their troditional positioning of
dependence on fiscal subsidy and fransfer
themselves into development financial instin-
tions that can satsfy demunds of market econ-
omy , and are financially sustninable and pos-
sess certain competitive edges, In order o
achieve this poal, first is to establish modem
enterprise Aystem and realize sustninable de-
velopment of pelicy banks; second is " ope
bank cne policy”™ | i e, , desipn different re-
form plans for distinct simations of every bank
and then implement such plans with geals in
mingd and in clear steps and phases; third is w
establish manpgement mode for development
financial institutions and realize separate ac-
counis and speciplized accounfing  between
designated projects of government and devel-
opment projects of proprietary business opera-
tomn.

Further Inprove Operation Mechanism of Fi-
nancal AMCs

Financial AMCs have achieved gmtifying re-
sults in asseis disposal in the past few years,
but they are also confronted with many prob-
lem= and questions as follows , inchuding de-
velopment positioning of companies , flawed
corporate governance framework and opera-
ton mechanism, and incompatible extemal
environment ; Firat, the goals set when com-
pinies wens established cannot adapt to the
demands of financial reform and development
under new circumstinces, and sustainable
business operation nesds o be further speci-
fied ; Second, the ownership structure of
wholly state-camed , on the ope hand | ob-
structs . o some extent, expansion of busi-
nesses and introduction of smategic investors ,
and on the other hand , s oot conducive 1w
the improvement of NPA disposal capability ;
Third, the pgovermment siyle management
mosde and organizational strecture divided by
geclogical jurisdictions are not conducive (o
the commercial and market-based business
operation  and  performance  examdnation ;
Fourth, Measures for Financial Asset Man-
agement Corporations , as an  asdministrative
regulations | is limited by its level of legisls-
tion, and therefore can neither solve the con-
flicts betweesn bosiness measures of some
AMCs and prevailing laws nor grant AMCs a
special legal status and business operation
rights, which makes AMCs incompetent in
face of adminismative interference amd wnfa-
vorshle exwemal environment; Fifth, social
credit environment needs further improve-
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ment, some enterprises try o evade financial
debts inteotionally | which makes it horder for
AMC o carry out their works.

In the pext phase, AMCs should speed up the
pace of reform and further improve operation
mechanism, First, AMCs should ulimately
develop into comprehensive AMUCs with NPA
digpozal 38 major business and  investmant
banking and asset operation and management
functions a5 supplement through deepening in-
stitutional reform, improving operation mech-
anism amd perfecting business funclions, Sec-
ond , AMCs should establish and amplify cor-
porate povernance fromework and operation
mechanism compatibde o market-based opera-
tion, We should establish conditions o pro-
mote shareholding restructuring of AMUOCs
improve their corporate governance frame-
work, We should do research to formulae
equity assets dispesal goals, truck down all
losses due to policy reasons, promulgate re-
sponsibility-bearing and verification and can-
cellation measures of losses of policy origins,
reform the financial and accounting system of
AMCs , realize the shift from examination on
book value of acquired assets to recovery ratio
of assets dispo=al targets , and eswblish condi-
tions for AMCs o clear their halance shest
and income shest, Third , funher improve ex-
temal regulation. We should leam from for-
eign experience, gradually establish a set of
sandardized regulation requirements aod con-
trol criterin, and further improve regulation
efficiency.

Promote Financial Fanovation of Banking Sec-
for ;n a (:m?hnrﬁu'uﬁq' Mamner, Comolidate
Enhance the Competitiveness of Banking Sector
i the International Marks

In 2005, aational economy contimied (0 main-
tain fast growth; industnial peoduction, fixed
nssets investment, market sples | export and
imjport all witnessed accelerating increase; and
consumer price and manufscurer’s price of in-
dustrial products were stable. However, there
were still some copspicucus problems in the
national economic operation such as fast-grow-
ing investment, capacity surplus in certain in-
dustries | climbing prces of enerpy and raw
materials, and worsening imbalance of inter-
national balance of payment. Macroeconomic
factors  inter-wound with historical legacy
problems of financial system makes the opera-
tion of banking sector face n more complex
external environment and magnify the risks
confronting banking instimtions. First s the
potential credit risks browght about by fast

growing investment, capacity surplus in some
industries | regulatory policies in real estate in-

dustry , and climbing prices of energy amnd mw
materials; second is the market risks brought
about by BMB exchange rate fluctuation , mo-
notonous hedging instruments for commercial
hanks, and interest rate liberalization ; thind is
that since cases in banking institutions are =tll
reported pow and then, opemtional nisks
should mot be neglected.

In the next phase, we should promore finan-
cinl inpovation o an all-round manper, con-
solidate achievements of banking sector re-
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form, and enhonce the competiiveness of
banking sector in the intermational market.
Firsr, support commerncial hanks to innovate in
service modes and mise service qualities, Ac-
tively encourage commercial banks to provide
differentiated services to costomers at different
ends to meet the financial needs of various fi-
nancial consumers, Second, encournge com-
mercial banks o broaden business scope and
carry oul pilot programmes of comprehensive
finonecial business.  Comprebensive banking
operation has been existing in China in the
form of cross-sectoral sales of bank-securities
and bank-insurance products. In the npext
phase , we should actively suppont commercial
banks to brozden their business scope, sudy
the gemeral route for commerncial Banks o im-
plement comprehensive business in o tmely
manner, and select banks with matwre condi-
Hons o carry oul pilol programmes of compre-
hensive business operotion. Third, prodently
encourage commerncial bapks to invest in and
establish fund management companies, With
the approval of the State Council, ICBC,
CCHB, ond BOCOM bhave sarmed therr pilot
programmes of establishing fund management
companies by the means of direct investment,
For the next step, commercial banks should
abide by the principle of  different legal pes-

son In scparate industries” |, establish and im-
prove the rsk separation and reloted-porty
mranasction conmol between themselves and
their fund management companies, and pre-
vent the sprend of nsks among different sec-
tors in finapcial market. At the same time,
regulatnon coondination and information com-
mimication should be strengthened. Fourth,
enhance specialized regulation on pilot pro-
prammes of assets securtization. Approved by
the State Council, CDB and CCB camied out
pilot progammes of assei-backed securitiza-
ton in 2005. In the next phase, we should
continue to enhance regulation oo pilot pro-
grammes of credit ssset-backed securitization
in commercial banks, guide the standard de-
velopment of the industry through supervisory
means , and promote and improve the behav-
ior of specialized market, Fifth, encourage
commercial banks o carry out BEMB deriva-
tive product businesses. Derivative product is
an important component of banks' intermedi-
ate business, In order o raise the proportion
of BMB value-added businesses , in the next
phase , we should encourage commercial
banks to camy out RMB derivative product
business and 1o gradually enhance their capa-
bility of conducting BEMB denivative busines-
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n 2005, the nop-tradoble state share

reform of lsted companies pro-

gressad smoothly; securities compa-
nies were undergoing an overhaul; problems
left over from the past in the securitics market
were addressed step by siep; new market
struciure and operational mechanism began 1o
take shape, and investors' confidence was
produnlly restored.

Recent Developments

The siock market was basically stable, with
declining funds rissd in the domestic muorket,
As of the end of 2005, there were 1, 381 listed
companies in the Shanghai and Shenzhen stock
exchanges, with 16 newly listed companies
and 11 de-listed ones. The total market capi-
talization and floatation of tradable shares
stood af BME 3.2 million yuan and 1. 1 k-
lion yuan respectively, decreasing by 12. 49%
and 9 05% respectively over 2004, Since
May 20605 , when stock financing was suspen-
ded, Shanghai and Shenzhen stock exchanges
raisad total fund worth RMEB 33, 81 hillion
vian, down by 38, 7% over 2004.

The total assets of securities sector increased
glightly , with the scale of securities invesiment
funds growing rapidly. As of the end of 2005,
the total aseets of secorities sector was RMB
A0L 1 bilion yuan, an increase of BMB 116. 4
billion yuan owver 2008, equivalent o 17%.
There were 115 sscunities companies, 13 less
than in 2004. The assets of secunties compa-
nies tofaled RBB 307 billion yuan, BMB 22 4

billion yuon less than in 2004, ‘Ther weme 53
fund management companies, managing 218
securites investment funds, an increase of 10
and 57 respectively over 2004, Comesponding-
Iy, the funds under management reached 474, 1
billion units, an incrense of 1 307 over 2004,
of 38 1%, There were 183 futures brokerage
firms, with total assets of RMB 20 billion
vuan, RMB 1, 9 billion yoan less than in 3004,

Investment by instinutional investors grew rap-
idly , with & more mtional investors strciire,
Besides securities investment funds, QFIls,
socinl sscurity funds, insurance companies and
other instimutional investors also developed by
leaps and bounds. In 2005, thers wens five
new-licensed QFTls, and the guota for foreign
exchange investment increased by USD 1. 495
hillion. As of the end of 2005, the total num-
ber of QFI reached 32, with their quota tota-
ling USD 3. 495 billion. QFIIs held securities
assels worth nearly RMB 50 billion yvuan, ac-
counting for 20% of their total assets. The cap-
italization of stocks held by the Mational Coun-
cil for 55F stood at RMB 20, 52 billion yuan,
an increase of 60% compared to the end of
200, Insurance funds indivectly used in invest-
ment totaled RMB 106 billion yuan, up 57%
over the end of 2004 ; while the insurance funds
directly wsed in investment reached RMB
15, = billion yuan,

Innovation of securities products stams up,
with new products and businesses launched
one by one. In 2005, there were 7 warranties
with features of financial derivatives , with the
wal erading volume of RMB 2188 hillion
vuan. As part of the pilot programs for innova-
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tion, 11 securities companies issued 13 collec-
tive wealth monagement products worth RMH
14, 5 billion yuan; 7 companies |aunched sever-
al special pssets management products based on
infrastructure, municipal construction  and
property management fee; margin financing
and securities lending products and Swock Index
Futures were being studied.

Securities Sector Reform Achieve-
ments

In 2035, with the continuous adjustment in se-
curiies market, s function of fnancing
weakened , varous problems were substantinl-
Iy exposed, and risks became more evident,
Shanghai and Shenzhen stock indices reached
their historical lows in July, with Shanghai
Stock Exchange Compesite Index even falling
below 1, D00 points in the process of exchange
time { Figure 4-1). In order o solve prob-
lems existing in the securities marcet and pro-
mote s sound development, various reform
measures concerning the capital market were
inmoduced , which yielded positive resolts.
Non-tradable State Share Reform Progressed
Smoathly

The Chinese securities market was bomn in a
planned economy , therefore, shares were di-
vided into trudable shares and nop-trudable
state shares in the A-share market As of the
end of 2004, the equity of listed companies
totaled 7149 billion shares, including 454. 3
hillion non-fradable state shares, which ac-
counted for 4% of the total equity. State-
owned shares wok 74% of the non-tradable

state shares. As an institutional shortfall inher-
ied from the past, non-tradable shares con-
srained the sound development of the capital
markst and fundumental reform of the state-
cwned asset management system in China in
many ways. In addition, with the increase of
PO, the adverse impact of this problem be-
came more evident on the reform and opening
up of the capital market and sfable develop-
ment , such as distoned pricing mechandsm in
the stock market, lock of common interssts in
corporate governance and impediment to the
reform of state-cwmed assel management sys-

lem.

Figure 4. 1 Trend of Shanghai Sktock Ex-
change Composite Index 2005 [ Based on
the clesing prices )
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On April 29, 2005, pop-traduble state share
reform on trial bagis was launched to solve this
inssitutional bottlepeck, which had restrained
the development of the Chinese capital mar-
ket.

During the pilet pericd, 46 listed companies
underwent non-tradable state share reform in
two successive batches. Basic principles, op-
craticnal procedure and management approa-
ches for the reform became clearer, layving a
solid foundation o push abead e reform from
an experimental basis onto the next stage of
practical implementation.

In mid-September 2005, pon-fradable  stare
share reform carried foreand extensively., As
of the end of 2005, 421 companies have either
completed the reform or entered into reform
procedures . sccounting for 31% of the wdal
number of listed companies, and 353% of the
total capitalization in the Shanghai and Shenz-
hen stock exchanges.

The non-tradable state share reform has shown
initinl positive results. The market expecta-
tions were graduoally stabilized: stock prices
reached a rational level. Market discipline for
listed companies and the basis of common in-
terests for shoreholders were reinforced.  'Wari-
ous historical problems were addressed some-
what during the reform, Room for securities
market reform and innovation was effectively
explorsd.

Comprefensive Rmm-:rg of  Securvhies
Compezmies Weas Undervoay on All Fronts

As important intermediaries in the securities
market, securities companies play an impor-

tant robe in cultivating and developing the se-
curities market. Due to systematic or institu-
tional loopholes, while developing very rapid-
Iy, securities companies have many problems
o be solved. In order to solve such problems |
in July 2005, the comprehensive restrocturing
of securities companies was started,

The basic consideration o mestruciune securites
companies is as follows; capture the critical
opponunities of favorable macroeconomic con-
ditions and the despening reform of the sacurm-
ties market, concenfrabe on risk mitigation ,
day-to-day supervision and indusirial advance-
ment, with the purpose tw better fend off
risks, improve the system, combat criminal
offenses | and with features of prevention and
control with emphasis laid upon prevention. In
the next two years, the ohjective iz o hasical-
Iy resolve the current risks, put in place a new
mechanism, effectively fend against new risks
and lny a foundation for well-regulated , sus-
taimable and sable development of securities
COmpanies,

Under the coordination by the State Council ,
relevant authorities closely worked with each
otfer (o adopl vatous meesires and exensve-
Iy implemented the comprehensive nestructu-
rng of securities compunies.

The risk profile of securities companies was
basically identified, Securities regulatory au-
thorities have got a general picture of the nisk
profile of securities companiss as a whole by
asking companies to report their risks, con-
ducting on-site inspection and auditing anmual
reports, and urged * problem-rdden compa-
nies" fo restucture themselves according to
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specified plans, As o mesult, the prevailing
violations and misconducts were contained at
the source and risks were mitigated, As of the
end of 2005, the gap in clients’ securities
transaction and seftlement funds was reduced
by 61% compared to that at the end of 2003,
mizsappropiation of chents® bonds down by
TU% , misconducts i entrusied wealth man-
agement dropped by T0% | hidden operations
down by T7%,

Securities investor protection fund was estab-
lished. Concemed with potental adverse
effects caused by the PBC's loan to repay the
creditors’ claims on securities companies and
to cover the gap caused by misappropriation of
clients’ wransaction and settlement funds, the

FBC worked with CSRC and other relevant
authorities o forcefully set up 3 sscurities in-
Vegor protection system, and put in place a
[ong-term mechanism to mitigate risks in secu-
rities companies. On June A0, 2005, CSRC,
the FEC and MOF jointly promulgated Admin-
istrative Measures on Securities fnvestor Pro-
tection Fund; on August 30, Ching Securities
Investor Protection Fund Co, |, Lid ( Investor
Protection Fund ) was registered. CGiven that
the expenditure exceeded income at the initial
stage nfter the Fund's estblishment, PBC
made a lean of RMEBE 61.7 billion yuan as
start-up capital for the Pund to make sure that
the disposal of securities companies could
properly proceed,

Box 4 Securities Investor Protection System

In recent years, risks sccumulated in securi-
ties companies were increasingly exposed,
and many securities companies wens closed
down, suspended or put under administra-
tive custody due to misconducts, while the
debts owed to clients and the gap in the
clients' transaction and settlement fonds
were covered by the PBC's through loan,
Thiz government-led approach i expel
poorly performing financial institutions out
of market had played an important role in
maintzining social stability apd protecting
the interests of small-and-medivm value in-
vestors. But at the mean ome, this ap-
preach might lead to moral hazards and
bring about negative effects. In ornder to
safeguand small-and-medium  value inve-

stors’ interests, o prevent moral hazands and
o promote industrial self-discipline, the Se-
gurities Investor Prodection System was es-
tablished in 2005 when Southern Securities
was suspended for risk disposal purpose.

On August 30, 2005, Investor Protoction
Fund was registered , signaling that the mar-
ket-based risk mitigation mechanism for se-
curitics companics was mitially established.
The Pund is a wholly state-owmed compa-
ny, whose major responsihility is 1o raise
fund in line with the principle of “taking
capital from the market and using capital for
the market”™ , and repay creditors of secur-
ties companies being disposed of according
to relevant state policies. Considering that
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the Fund's expenditure wos more than the
income during the initial period of opers-
tion, the PBC lent RMB 61. 7 hillion yuan
iz the Pund's star-up capital o guamnise
that the disposul of securifies compunies
could procesd well,

Since the Fund was established, it hod
taken various projects to pamticipate in miti-
gating risks of securities companies , grsdu-
ally prepured and mmproved conceming niles
and regulations, and conducted investor ed-
ucation , %0 &8 o help maintain social stabil-
ity and protect the rights and interests of in-
VESIHE.

Acconding to the Administrative Measures

Risky securities companiss continued to be
disposed. After the 7 high-risk securities com-
panies were disposed of in 2004, concerning
aithorities handled another 13 high-risk secun-
ties companies in a timely and pnsdent manner
in 2003,

Forcefully restmuctured secumibties companies.
Restructuring of securities companies is an im-
portant policy against cerain market condi-
tions. In 2005, all risks associsted with secur-
iries companies were exposed, However,
forced de-listing of securities companies, es-
pecially large-scale companies would dampen
investors’ confidence and hurt market stability
given the market conditions af that time, After
coreful consideration, the prnciples were f-
nally elarified that administative guidance was
integrated with market disciplines. the PBC
worked with other relevant authorities and lo-

on Securities  fnvestor  Protection  Fund
sources of the Pund include commissions
charged for transactions in exchanges, con-
tributions made by securiies companies, in-
ferest gains from frozen capital for subscnip-
tion, and gains from bankrupecy liquidation
of secunities companies, ec. In the furure,
as the work unfolds, the Fund will do better
in raising, operating and managing fond,
identify sources for the protection fund,
collect contributions from securities compo-
nies regularly, put in place an open and
transparent fund operation information sys-
fem, and forcefully undenake investor edu-
cation , s as to maintain social stability and
protect the interests of investors.

cal governments to steadily push ahead with
restructuring of securities companies. Based
of situations of individual securties compa-
nies , restructuring plans for China Galaxy Se-
curities , Shenyin & Wanguo Securities, Guo-
tal Jun'an Securities, Huaxia Securities and
Beijing Securities were finalized, with the
China 5AFE, China Jisnyin Investment Co.,
Lud { “Jianyin" ) as plaforms for restuctu-
ring, Methods for restrecaring inclhade capial
injection by shameholders, liquidity support
and partnership with strategic investors, etc.
The restrsciuring of securiBes compaiies , o0
the one hand , mitigated risks and maintained
the stability of the securities market ; while on
the other hand . laid a solid foundation for re-
structured securities companies to grow and
for China's securities sector o Improve its in-

iermational competitiveness.
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Box 5 Restructuring of Beijing Securities

Beijing Securities Compamy Limited { * Bei-
jing Securities” ) was founded on September
9, 1997, whose pegisered capital once
renched RMB 1. 515 hillion vuan after recapi-
talization. Beijing Secunties has 27 outlets in
15 cities throughout China ( including 10 in
Beijing ), emploving 571 saff and serving
194, 000 clients, Due o poor operation, and
bear market, Beijing Securities experienced
high liquidity risks and operationsl difficul-
ties, As of the end of 2004, Besjing Securities
had total assets of RMB 4. 8 billion yuan, to-
tal liakilities of RME 6. 536 hillion yuan, and
net assets of RMEB -1 676 hillion yuan, resul-
ting in a loss of RMB 3. 191 billion yuan. In
3005, in onder to mitigate risks, 3 decision
wis fade o resriciire the company. The pe-
structuring scheme was as follows,

Establishing a Mew Company

First, Jianyin invested RMB 1. 4 hillion yu=n
t0 establish an el manEpement corporation.
Second, Janyin and the asset management
corporation, with RMB 1 hillion yusn and
EMB 490 milion yesn from the (wo compa-
mies respectively, jointly established o new se-
curities company, accounting for 67% and
33% of the total equities,

Dispasing of Assets

The assel manapement corpomtion scoquind
the account receivables and other WPAs as
well &= other related sssets from Beijing Secu-
rties with BMB 910 million vuan af o premi-
um, to cover the RMB THd million yoan mis-

appropriations of clens” sscurites rmnsaction
and settlement funds, and repayment of debt.

According to fair value, the new securities
company purchased part of opermtional sscur-
ities assets from Beijing Securities with RMB
400 million yusn 8t 8 premium [ including
seats of 6 securities outlets, office equipment
and trading system, as well as unfinished is-
suances and fnancial consulistion projects of
the investment bank division) .

Equity Transferring

Nanyin transferred no more than 25% of s
equity in the pew securities company to for-
UBS at RMB 1. 698 billion yuan (at a premi-
wm of BMB L 4 billion yuan) , and oo mone
than 3% were sold to Internal Financial Com-
panies at par value. Jianyin sold 2% of its
ghares in the new company to OOFCY at par
value, and 14% i State Development and k-
vestment Corp.  Jianyin, 8s o simiegic imves-
tor, held the remaining 14% equities.

Jianyin sold equities of the asset manage-
ment corporation to former shareholders of
Beijing Securities at the nominal price of
RME 100 vuan. Given cootingency debts
and other potential historieal debts owed by
Beijing Securities after Howidation , the assed
management corporation provided 33% of
its shares in the new securities company as
collateral, based on requiremenis of the for-
CIEN companies, S0 85 to guarantee the sta-
ble operation of the new company.
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Dispasing of Branches

Beijing Securities had 27 outlets, 6 of
which were sold to the new securnties com-
pany at fair value, while the rest 21 were
sold w0 a reputed and well-functioning secu-
nfies company by Beijing Securities to en-
sure o changes to employees and clients
and normal operation.

Clasure and Liquidation of Beijing Securities

Affter the pew sscunties company wis sel up,
Beijing Securities should be closed down and

The reform of fundamental systems in the se-
curities sector wias  progressed  extensively,
First, push forward the reform of custodian
sysiem of clients’ securities transaction and
settlement funds. According o the PBC s re-
guirements , securities companies that wens re-
srrucrured by using national public capital and
rescurces should be the first to implement the
third-party custodian  system  for  securifies
clients” transaction and seitlement fonds.
CESRC will push other securities companies o
do the same in g step-by-step manner based on
provisions in the Securities Law, Al present,
36 securities companies are working on plans
of or implementing the third-party custodian
scheme. Second, regulate entrusted wealth
management business by real-time monitonng
over trading activities of the wealth manage-
ment secounts, Third, promulgete and publi-
cize Guidelines for Proprietary Trading of Se-
curities Companies, und better regulate propri-
etary traing of securities companies, Fourh,
work owt & plan for reforming the system of

Corporation was commissionad o establish a
custody and Hgquidation work force for liguida-
tion of Beijing Securities. If no conciliation
could be reached with ereditors, Beijing Secu-
rities would declare banknipacy.

The restructuring of Beijing Securities is a pi-
Iot progect when China's securibies  secior
deepens reform and opening up.  After restnuc-
turing, the risks were preliminarily solved,
socizl stabiliy maintined, e te long-ierm
effects are still w0 be tested by the market,

T-bonds repurchase in which old and new
transactions are treated differently, reform the
transaction sertlement svstem of T-bopds re-
purchase , clanfy the responsibilities and rights
of clients | securities companies, and registra-
tion and clearing companies in T-bonds repur-
chase, and make ingtitutional improvement o
address the problem that securities companies
misappropriate cliens’ T-bonds.

The supervision of securities companies was
reinforced and tailored to their categories. Ac-
cording to the criteria and procedune issued by
SAC to evaluate securities companies catego-
rized o inoovation pilod and compliance ones,
seCurities compunies can be categorized as in-
novation pilot companies, compliones compa-
nigs, etc and be supervised sccordingly. As of
the end of 2005, there were aliogether 15 com-
panies of innovation pikot cype, 15 of compli-
ance ype. With the mwo ypes wogether , there
were 30, more than 174 of the total number of
companics in pormal operations. To be guali-
fied , the 30 companies disposed of illegal oper-
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ations, increased net copital, asked sharehold-
ers to replenish capital o the promised level
and tmproved intemal povernunes and risk con=
trol. In 2005, the net assets of the 30 compa-
nies wok 0% of the total sector, income
TH% , and tax payment 58% .

Initinl results hawve been achieved in the
process of the comprehensive restructuring of
securities companies in 2006, Long-term ac-
cumulsted risks in the securities sector were
mitigated preliminorily , widespread illegal be-
haviors were generally contaiped, the compli-
ance awareness was sirengthened, regulatory
methods were improved, and the work con-
cemning fundomentil sysiems in securities sec-
tor made substantial progress, The aforesaid
measures helped o Loy o soldd founduton for
basically completing the work of comprehen-
sive mesruciuring of securities companies in
2005, transfermng to normal regulation, and
puting the entre sector on the rck of sus-
tainability.

Orrderdy Enhance the Quality of Listad Gomfaies
Listed companies are cornerstones for the de-
velopment of the copitl market, and their
quality is the source of investment value in the
capital market. Improved quality of listed
companies would help to enhanced atiractive-
ness and vitality . fully dizplay the role of the
capital market in resources allocation, protect
the legitimate rights of mvestors, with small-
and-medium value investors In pamcuelsr, and
promode the sound and stable development of
the capital market in China.

For a long time | mfluenced by certain system-

atic factons, especially the existence of the di-
vision between tradsble and non-tradable
gharea, a large number of listed companies
suffered from problems in governance struc-
ture, compliance operation, poor profitubility
and other problems. 5Some listed companies
only attached importance to TR0, but neglec-
ted reorganization; stressed fund-raising but
ignored retum on investment , resulting in low
retum for investors. These results dampened
the investors’ confidence and contained the
sustainable development of the capital market,

To regulate operations of listed companies and
improve their guality, in 2005, the Stae
Council forwarded Opintons on How o fm
prove the Quality of Listed Companies issued
by CSRC and made deployment to improve
their quality,

Improve corporite povemancs o make listed
company operate more in lne with regula-
tions, A sound corporate governance structure
18 @ pre-requisite (o improve the quality of lis-
ted companies, According o the new Compa-
ay Law , CERC timely isswed a revised version
of Guidelines for Amicles of Livted Companies
and Regulations for Shareholders Meetng of
Listed Companies in time, which laid a solid
foundation for listed companies to improve
their governance structure, and their opera-
fions and management.

Clanfy job responsbilities apd regulate exter-
nal gusraniees provided by lisied companies,
On December 23, 2005, CSRC and CBRC
Jodmly promulgated the Cirendar on Regulatng
External Guarantees Provided by Listed Com-
panies, in which the intemal decision-making
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procedure and information disclosure responsi-
bility conceming external guaraniees by listed
companies were emphasized , the requirements
for approval and responsibilities concerning
banking instiutions in making loans guaran-
teed by listed companies were regulated , and
the responsibilities and regulatory functions of
concerning authorities in handling illegal guar-
antees by listed companies were defined,

Strengthen cooperation to straighten out cases
in which big shareholders misappropriate listed
companies’ asseis. CERC and SASAC worked
iogether to further straighten out cioses where-
by big shareholders, especially those helding
siate-owned shares misappropriate  listed
companies’ assets. In 205, misappropriation
warth RMB 10 ballion yuan was found out and
handled. After the effoms of over one year, a
comprehensive regulatery system Ffor promo-
ting compliance of listed companiss was put in
place.

Enhance coordimaton among regulsory  au-
thorities to improve the regolation over listed
companies, In order to enhance regulation
over listed companies | CSRC is now working
hard o formulate Regulatmory Measures on Lis-
ted Companies In pccondance with the new
Covmpany Law |, and revising relevant laws and
regulations to protect legitimate rights and in-
ierests of investors and provide a legal frame-
work goveming complionce issues of listed
companies.  The coordination
among securites regulatory suthorites, public
secunity and judicial departmeents  was  im-
proved ; the suspects of financial crimes were
trasfemred to public security and judicial de-

mechanism

puriments tmely; cominad behaviors wers
strictly investigated and purished, regulation
over listed companies was mproved ; validity
and suthonty of such supervision were en-
hanced ; and the marke and social stability jes
were practically maitsined.

Prudently dispose of operational risks of listed
companies and improve the market exit mech-
anism for listed companies. In 2005, 36
high-risk listed companies were properly dis-
posed of . Over 30 listed compamies involved
in the Greencool family, Hongyi family and
other 200 families were looked into one by
one. Risks were fended off and exposed in
due course through restructuring and m-
proved informaticn discloswre.  Throughout
2005, 11 compames were de-listed smooth-
Iy, and a partem of “survival of the fittest"”
had taken shape.

In general , the undertaking to improve the gquali-
ty of listed compamies has successfully kicked
off. The comprehensive regulatory svslem is be-
ing created, and the effectivensss of the megula-
tion over listed companies hes been improved,

Tnstitutional Tnvestors Contente to Coron

The capital market cannot develop without in-
vegtors. It is of critical importance o foster
investment philosophies, enhonce extemnal
control and improve the market efficiency, as
fur ns the cultivation of mstitutional investors
iz concernad. In 2005, instimtional investors
in the securities market contimoed W grow,
and the investor stmucture improved. As a re-
sult, a diversified invesior composition starmed
to take shape.
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Securities  mvestment  funds  continued  to
prow. As of the end of 2005, 218 securities
investment funds hod been launched , with the
net valuwe of EMB 469 116 billion yuan,
EME 144, 476 billion yean more then thai in
2004, up by 44, 50% . In addition, the scope
of investment for securities investment funds
kept on expanding, including warrants, short-
term financing bills, asset-backed securities
angd other Gnancial instruments in the portfoli-
oz the distribution channels were further ex-
plored o0 enable subscription and redemption
of funds on the trading network in Shanghai
und Shenzhen stock exchanges.

QFIlz progressed steadily on trial basis. There
were 5 new-licensed CFFIls , and the total for-
eign exchange nvestment guotn increased by
USD 1,495 billion. As of the end of 2005,
there were 32 OQFI[s, with the approved foreign
exchange imvestment quota of 5D 5. 495 hl-
lion. OFIR" assets in securities approsched
nearly BEMB 30 billion yusn, accounting for
9F of their wfal assets. In order o further ar-
truct QFIIs to invest in the domestic capital
market, CSRC and SAFE worked together to
improve the approval system for QFIL, and me-
lsxed the management of lock-up period fior
foreign investors muking long-tenm investment
in the domestic capital maroet.

Social securities funds, insurapce funds, en-
terprise annuities and other institutional inves-
tors sped up their enfry into the securities mar-
ket. Az of the end of 2005, the MNational
Council for 55F beld siocks worth RBMB

200 52 billion yuan , an increase of 65% over
the end of 200M. Insurance funds made RMB

106 billion yuan indirect investments in the
marker, up 57% over the end of 2004, while
the direct investment edaled EMB 15, BEE bil-
lion yuan. The initiative o allow enterprise
annuities o invest in securities markets began
to be implemented. Market entry by social se-
curities fisnds , insurance fumnds, enferprise an-
nuities and other pensions would primarily im-
prove the unbalanced institutional invesior
hase in the domestic capital market.

Securities investment funds, insurance funds,
sncial securities funds, enterprise annuities and
QFIls constituie 1 more diversified mix of in-
stitutional investors, whoe will have greater in-
fluence on the market as they increase invest-
ment. The valuation and pricing capability of
the secunfies market was obviously enhunced
and the investment philosophy positvely
changed , which would greatly support the
smooth progress of the non-tradable state share
reform of listed companies and mainin a ba-
zically stable securities market.

Legal Framework of the Seaurities Market
Continued to Improve

Since 2005, the legal fmmework governing
securities market has made important pro-
gres, On October 27, 2005, amendmens o
Company Law and Securiies Law were adopt-
ed by the Eighteenth Meseting of the Standing
Committee of the Tenth NPC | Mational
People's Congress ) , and came inio force on
Jamuary 1, 2006,

As basic laws governing the securities market,
the Company Law and Securities Law were
amended , based on the experiences and devel-
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opments of the secunties market. The provi-
slOnA concerming Incorporation , shores transfer,
public offering, lising, wading systems, eic
were completely revised; the constraims over
market development and innovation were relax-
ed; the sccountsbilities snd credibiliies of
board directors, supervisors and senior execu-
tives were further enhanced ; and the regulation
over listed compamies, securibies componies
and other market players were strengthened.

The amendments of these two laws have made
severnl key institutional breakthroughs. Risk
mitigation efforts in recent years showed that
one of the major reasons of frequent risk oc-
cummence in securities companies was illegal
operution, misappropristion of clients’ secun-
ties trapsaction and settlement funds by cerain
pecurities companies and some individuals,
Confronted by this problem, the revised Secu-
rities Law stipulaied ; " Transaction and setile-
ment funds of securities companies” clients
should be deposited in commercial banks in
separate accounts of each individual client in
their own names, [t is striedy prohibited o
misappropriate  tansaction  and  settlement
funds or securities of clients by any company
of individual in any form. " This provison
provides a legal and institutional sofeguard
against misappropriation of clients” secuntics
transaction and =ettlement funds.

Key Areas and Reform Measures to
Focus on in Developing the Securi-
ties Sector

S0 far, great changes have taken place in
both internal and extemmal circumstances of

the copitsl market, and the morket is in a
critical wansiton phase. However , it should
be noted that the Chinese capitnl market is
“ pmerging and in transiton ", It tokes @
leng time for market playvers and the market
iisell w0 grow mature, Therefore | we must be
fully aware that the development of the cap-
itul market, even after the non-tradable stafe
share reform , 15 @ long-term and complicated
[process.

Be Fulty Aware That the Development of
Capital Market Is @ Long-term Process, and
Comprehensively Push Ahead Integrated Re-
Sform

A maoture capital market needs certain funds-
mentals, including high-quality listed compa-
nies, sound corporate govemance, market-
based pricing mechanism, good regulatory
framework, eligible inmtermedisries, and =0
on. Therefore, the development of capital
markst i5 & systemotic project,  Non-tradable
siate share reform can solve the longstanding
institutional bottleneck constraining the market
development; however it doss not necessarily
mean tHar other conditions for the capital mar-
ket o fupction are improved alongside the re-
torm.

Accondingly , more deep-rooted problems con-
straining the capital market should also be ar-
tended o, such as the structure of listed com-
panies, poor pricing mechanism, lack of cred-
ihility on the part of intermediories, unsound
regulatory system, and other problems, so as
1 push ahead the integrated reform of the cap-
ital market,
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Improve the Quality of Listed Companier and
After the non-tradoble state share reform, how
to mmprove the overall quality of bsted compa-
nies has become ope of the major issues faced
by the securities market. Since 2005, China
hos adopted severn] messures o mmprove the
corporate povernonee and manogement of lis-
ted companies, enhamce the profitability and
sustainability of the remaining comgpanies,
However , there are sfill listed companies ill
structured. Currently , there are only a few
well performing listed companies , and there is
an increasing gap between well performing
and poorly performing compandes. In addi-
tion , most listed companies are small in size,
which has created many oegative effects | such
a5 huge fuctustion of stock price, small-scale
A-share market, and hoge fuctuaton of stock
indices,

Therefore , various means should be combined
b pirract quality -listed companies o get lsted
in the A-shore morked and improve the struc-
ture of listed companies gradually. On the
one hand , instimtional innovation shoold be
introduced w M&A | thus providing market -
based methods awailable for the MEA and me-
smuciring of listed companies. The remai-
ning listed companies can hove their gquality
improved through ME&A and assel restroc-
rnng. On the other hund , the listing sysiem
should be reformed. Cuality companies are
encouraged o get listed in the overseas and
domestic markets at the same time; H-share
companies are encouraged to get listed in the
domestic market , g0 a5 to make listed compa-

mies better mestructured in fenms of quantity
inereass.

Improve the Pricmg Mechaniom of Securities
Marzet to Betfer Allocate Resouwrees

The major institufional fector that used to
hamper the pricing capacity of the A-share
myarket was the non-tradable state shares, Af-
ter the non-tradable shote share reform, other
consiraints hampering the pricing mechanism
still exist, such as underdeveloped share issu-
ance mechanism , immarure pricing mechanism
for market-based issues; weak institutionnl in-
vestor base in terms of time of development,
gize , pricing capability, and analytical capa-
biliry , moostonows rading svatem and lack of
pricing-finding instruments,

Afier the non-tradable state share reform, the
securities issuance mechanism should continue
to be improved , sponsors and other interme-
dianes should take their due responsibilities |
issuance be hetter regulated , and market dis-
cipline strengthensd, More effons should be
made 0 improve the institutional invesior
hase , optimize the investor struecture, and in-
crease the proportion of QFIls, insurance as-
= management companies and other special-
ized Investment institutions. Active endeavor
should alse be made to reform the ansaction
mechanism , create more arrangement systems
in terms of transaction in line with investment
und fmancing demand and rsk manapement
demand. The product mix shall be further
improved by lasunching stock index furures
and other financial derivatives in due course ,
while considening CDRE for companies both
listed in the H-share and A-share markets. A
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comparative stock-pricing mechanism between shall tuke shape by allowing cross-border ar-
the domestic and Hong Kong stock exchanges hitrnge ransactions.

Box 6 Sirengthen Cooperation between Mainland and Hong Kong Securities
Markets to Improve the International Competitiveness of Chinese Securities

Market

Hong Kong securities market is an impor-
tant part of Chinese securities market, and
Hong Kong and mainland markets have
their respective advantages; Hong Kong
market iz better regulated with more trans-
parent mules and strong regulations ; inves-
tors are more rational and matore ; mariket
discipling is strong ; market pricing is more
reasonable ; resources allocation is more ef-
fective; there are more internotional inves-
tors ; and these are helpful to large-scale fi-
nancing. The advantages of mainland mar-
ket include larpe number of investors, huge
investment potential , large number of com-
panies willing to go public and proximity
of regulntors with their regulated targets.

Al present, strengthened cooperation be-
tween mainland and Hong Kong securities
markets and the link built up gradually be-
tween them can not only take advantage of
Hong Kong marker in the undergomg re-
form of domestic securities market , but also
contribute to the stability and development
of Hong Kong. First, this can create more
choices for Chinese enferprises and invesions
and facilitate their ransactions. Second, if
timely efforis are made o guide red-chip

or H-share Chiness companies infp A-
share market, it will improve A-share
market structurs , overall quality of listed
companies and attractiveness for investors.
Third, cooperation can fully leverage on
the respective advantages of the two mar-
kets and make them complement with esach
other. Fourth , it is beneficial o improve
the overall imemational competilivensss of
Chinese securities market and make Chi-
nese market hold the leading position when
competing for the stamws of Asin fAnancial
center.

As for how to strengthen the cooperation ,
scholars suggest the following ways ; first,
direct more companies to get listed in ma-
inland and Hong Kong markets through va-
rous approaches to make the two markess
deeper and wider. For listed companies,
they can realize dual listing by new stock
issues {in H-shares or A-shares) or issu-
ance of CDR. Second, my to establish a
mutual transaction platform which Shang-
hai, Shenrhen and Hong Kong exchanges
can frade in, and improve the pricing
mechanism. Third, put in place a mecha-
nism for qualified investors to make invest-
ment across different markets . Accelerabe
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the development of QFIls and QDIs , and
allow capital to fow freely within cerain
scope , which are helpful o remove the
price difference berwesn the wo markets
gradually. Fourth , promote regulatory co-
operation. Regulatory standards , sccount-
ing criteria and other experiences in Hong
Eong market can be bomowed directly.
At the same tme, better levernge on the

sdvantage of mainland regulators in getting

Contpe to Improve Fundamental Institutional
Framework ta Promate the Sound Develppment
of Securifies Companies

With the undertaking of comprehensive re-
structuring of securities companies , fsks com=
mon for securities companiss are initinlly miti-
gated , but the building of underlying institu-
tional framework =tll neads o ke forther
srengihensd and implemented. The amended
Securities Law stipulates that securities compa=
nies shall have in place a third-party custodian
systemn for clients’ secunties transpction and
settlement fund; bowever, only a small mam-
ber of securities companies actually carmied out
such a system, with the majority not vet for-
mulating or implementing such a scheme.
With the development of new business, such
p8 warmanis, margin fnancing and securities
lending , securities companies meed to forther
improve their behavier in information disclo-
sure, risk management and inlemal manage-
ment. In a long time to come, developing
seller side business and expanding profitabality
channels will be another major task for securi-

HiEs COmpanies.

the first-hand materals n a tdmely man-
ner. Fifth, promote the reform of capital
accounts. The reform of capital accounts
and forelgn exchange management syALem
in China can be expedited through smulta-
necus [P0 both at home and abroad and
through CDR as well as cross-border
transactions , which is beneficial for the
reform of the entie financial system in
Chins.

In order o further consolidate the positive re-
sulis from the comprebensive restructuring,
e efforts should be made 1w improve the
infrastructure construction related to the secur-
ties sector based on the pew sifuation, Accond-
ing to the regulations in the amended Securi-
fies Law, it should be urgent for all securities
companies 0 thoroughly execute the third-
poarty custodion system for clients’ securnifies
transsction and senlement Fund | 20 28 © put in
place an effective and closed management sys-
tem for chemts” secunties transaction  and
settlement fund, Under the precondifion of
risk control, it is necessary to establish an in-
stitutional arrangement suitable for the sustain-
able development of securnites companies. Cn
the one hand , securities componies should be
encouraged to make innovations, create a
profit-making model based on seller side busi-
ness , and diversify profil sources ; on the oth-
er hand , restrictions on net capital for individ-
il business shall be applied more Agorously
according to nel capiml regulatory reguire-
ments. With the development of pew busi-
ness, such as warrants, margin financing and
securities lending , securities companies should
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be encournged and supported fo leverage on
the capital market to enhance information dis-
closure, improve corporate  governance,
strengthen sk management and boost the nsk
resistance capabiliby.

Strengthen Regulation and Improve the Regu-
latory Performance and Lani-enforcement

At present, bottlenecks constraining the develop-
ment of the capital market we phased out, and
the copital market 85 in @ crtical phase. The
amendments of the Securifies Law allow the se-
curities regulatory body to resort o more means
and maise more requirements for its performunce.
As pon-radable stote share reform comes w
end, in a market where all shares se tradahble,
irmegulaniiies such a8 insider wading and mswket
manipulation will become more mperceptible
and complicated in form, which creates new
challenges for the securities regulatory body.

In order to improve regulstory mesns and lev-
els, there peeds o Fanher improve securities
law enforcement, enrich secunties regulnfory
methodds and strengthen regulatory coordination
mechanism, mete out harsher punishment for
violations ond imegularities, severely punish
securities companies and individuals involved,
especially those crimes committed by comps-
mies in embezzling clienrs” asses and by big
shareholders of secunties companies in misap-
propriafing assefs of securities companies, in
which case criminal responsibilites will be ex-
erted, Punishment should be severe enough to
be deterrent. Taking the opporunity of imple-
menting Securities Law and Company Law,

regulatory deporiments should formulate and re-
vise other related Inws and regulations, so a8 to

improve the legal environment of the securities
market gradually.

Further Open the Securities Market and Im-
frove the Services of Securities Sector

The opening up of the fnancial sector to for-
eign invesiors is an important part of the basic
state policy of reform and opening-up. Afrer
China's accession into the WTO, China has
made some progress in the opening wp of the
securities sector: however, the level is sfill
low in gepernl and far behind that of the bank-
ing and insurance sectors.

After the smooth restructuring of securities
companies | larpe-scale restructured  securities
companies and other well-performing domestic
securities instmtions have taken up the major
portion of domestic securities sector, and have
1 leading role in terms of market share. When
domesiic sscurities companies Iy (0 miniain
the leading role in demestic securities market,
it should be considered, when conditions per-
mit, to introduce foreign strategic investors to
pariner with domestic companies, Thoough fur-
ther opening up, more capital and especially
more sdvanced management expertiss can be
introdusced 1o help improve the corporae gov-
emance , and enhance the management of secu-
rities companies, %o a5 to render higher-quality
services for companies and investors for cheir
respective finmncing and investment activities,
and promote the sustainable, rapid and healthy
development of the Chinese economy.

{ By LI ¥an and Meng Hul)
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idently smonger 28 8 whole. With

improved ability to forestall risks
and broadened bine of services, it played an
important role in promoting reform, ensuring
the healthy economic development, maintui-
ning social stahility and improving people’s
wilfare.

I n 2005, the insurance secior was ey-

Recent Developments

In 2005, the insurance sector contimeed its
growth momentuim , and made further progress
in development , opening up, and supervision,
ete,

More insurance instiufions emerged. The vear
205 witnessed a steady increase of partici-
pants in the insurance market, incloding 22
new compaiies. As of the end of 2005, there
were 9 insurance institutions | including & in-
sumnce groups and holding companies, 35
properiy insurance companies, 42 life insur-
apce companies, 5 reinsurance companies,
and 5 insurance assel MANAgement Corpors-
1Hns.

The premium income grew steadily. In 2005,
the premium income totaled RMB 493, 128
billion yuan, up 14% over the pervious year,
including BEMB 123, 116 billion yuan worth
propeny  insurance premium ipcome, RMB
324, 686 billion yunn worth life insurance pre-

mium ingome, and RMB 45 326 billion yuan
health and incident insurance premiom in-
COTE,

Claims and benefit payments increased some-
what, In 20056, varous cluims and bepefit
payments iodzled RMB 113. 67 billion yuan,
an increase of 13% over the previous year,
including EMB 67. 29 billion yuan for proper-
iy insurance claims, KMB 31. 08 hillion yuan
for life insuranee benefit payments, and EMB
15. 31 billion yuan for health and incident in-
SUFANCE PAVITENLS,

The assets available increased in amount, so
did the retum on capital utlization. As of the
end of 2005, the wial assets of domestic in-
surance companies stood a3t RMB 1. 529869
million yuan, up 27.03% over the previous
vear , with the todal assets for property insor-
ance companies of EMB 173, 028 billion
yuan , assets for life insurance companigs of
EME 1, 340, 087 billion yaan, assets for re-
insurance companies of RMB 20, 687 billicn
vuan”. The balance of insurance funds stood
at EMEB 1, 410. 011 billion yuan. The in-
vestment yield in 2005 was 3. 6% , ap 0. 73
percentage points over that of 2004,

Insurance intermedianes developed rapidly,
As of the end of 2005, professiopal insurance
intermadiaries incresssd to 1, 887 ( out of
which 1, B} are in operation ). There were
120, () cross-secior insurance intermedianes |
emploving more than 1.4 million insurance

5  HBecsse the preminm inoome from property msurence and |ife insmnmee snd thet fom mesrence may overlep end doe so
the consalidetion of belance sheet durng finencidl calculstion, the sum of Be=etx in property insnramce compenies. life msmnce
companies &nd reinmmance companies is lerger than de dotel meste for Esrence companies.
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mbesmen. In 2005, premium income vio inter-
mediaries stood at BRMB 3539, T billien yuan,
sccounting for 73% of the total premium in=

come.

The sector was further opensd up to foreign
insurers. As of the end of 2005, there were 40
foreign-funded insurance companies, inchi-
ding 23 Sino-foreign joinl venture insurance
companies, and 17 solely foreign-funded in-
surance companies, In 2005, foreign-funded
insurinee companies eaned EMB 34 12 bil-
lion yuan from premiums (including a group
insuirance policy of RMB 20 billion yuan sold
by Generally China Life Insurance Co. | Lud,
to Sinopec ) , up 3. 535% over the previous
vear, Foreign-funded insurance companies ac-
counied for 6, %2% of the total premium in-
come of the industry , with foreign-funded life
insurance companies eaming RMB 32, 44 bil-
lion yuan and foreign-funded propery insur-
ance companies earming RMB 1. 68 billion
yuan.

The supervision system continued o Im-
prove, In 2005, CIRC seadily progressed
with reform of insurnce controct clauses and
premium rates and establishment of an acm-
ary system. As a result, the binding of sol-
vency supervision was reinforced notably. At
the mme time, CIRC strengthensd law-
enforcement and inspections on vehicle mort-
gige insurance , universal insurance , * un-
derground insurance policies” and other pri-
orly aress . o strengthen the constroction of
A system of actng in good faith. Therefore ,
market conduct supervision yielded pood re-
sulis.

Insurance Sector Reform Achieve-
ments

In 2005, domestic insurance sector explored
more channels of investment, made efforts to
experiment on integrated businesses, and
made new progress in services innovation,
structure adjustment and risk prevention.

Explore Investing Channels of Insurance Funds

In 2005, the insurance regulatory authonty
and other relevant suthorities worked wogether
to explore more channels of investment. In
February , CIRC issued Ching frsurance Regu-
latory Commiszion Notice on Cerfain  Iisues
Regarding Stock Market Investments by Insur-
ance furds, Nonce Regarding Cerfain [smies
in Steck Investments by Insarance fnstitutional
Imvesiors | and Guidelines On Registration and
Clegrance for Stock Investment by Invarance
Insvinitiomal Investors, in which stpulations
were elaborated for operational issues for in-
sirpnee funds meking investment in the stock
market | hence making it possible for insurance
funds to invest directly in the stock market. In
August, the promulgation of the Provisional
Measures for the Adminigiration of Bond fn-
vestments of Insurance Institutional Investors
not only broadened the investment scope of in-
surance companies to Anancial bonds tssued by
commercial banks | short-term corporate finan-
cing bills and fnancial bomds issped by inter-
nationzl development institutions and other in-
movative products, bur also radsed the propor-
tion for investment in corporate bonds from
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20% tw 30% in the total assets. On Septem-
ber 1, CIRC isswed fmplementing Rules for the
Tenrarive Measures for the Adminisrranion of
(hverseax Utilization of Foreign Exchange [n-
surance Fundy, which stipulsted that the field
of insurance funds, excluding struciured de-
posits, can be exiended 1o MBS, money mir-
ket funds and stocks issued by Chinese enter-
prises in oversess stock exchanges and other
overseas financial instruments, As of the end
of 2005, the State Council approved that in-
surnnce funds could be mvested indirectly in
infrastructure and the Bohai industry invest-
ment fund,

As the insurapce funds was gradually allowed
to make investments | the iovestment ponfolio
of insurance companies was notably improved
(Table 5.1). This on the one hand im-
proves the uotilization efficiency of insurance
funds and is good for the sound development
of the insurance sector, and on the other
hund | can brdge the insursnce market to the
capital market, hence supporting the reformn
of the Chinese capital market and promoting
the coordinated development of the insurance
market , capital market and mopey market.

Tabla 5.1 Investment Portfalio of Insurance Funds in 2005

af the period

a3, 16 AR
Honis 7,424. 55
T-bands &, 091, 76
Financial bonds I, B, 04
Carporate bonds 1, 206 05
Sobordinsted bomds E20. 70
Securities mvestment funds | I [ r
Securitics el under
B, mp'n:r 2780
Ssocks { equiny ) 150 88
Cibers 21z 84
Total 14, 10 10

Source; CIRC.
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Pilot Programs fir Integrated Financial Sero-
tees Made Steady Progress

In 2005, CIRC worked with other related au-
thonties to promote the integrated financial
services on pilot basis, and some large-scale
domestic INSUrANce compames gol actively in-
volved in cross-product-ine and cmoss-sector

integrated services.

Insurance companies were engaged in cross-
product-line integrated services on a pilot ba-
#18 by seqting up subsidiades. Ping An Insur-
ance  { Croup ) Company of China Lid
{ “Ping An" ) set up Ping An Life Insurance
and Ping An Property Insurance to independ-
ently undertake life and property insurance,
PICC Holding Company established 8 joint
veniure called PICC Life Insurance Company
Lid, to conduct imegrated financial services
covering such product lines of life insurance |

health insurance and insurance  hrokersge |

i,

As for the cross-sector inegrated financial
services, with the increasng investment made
by the insurance sector in the capital market,
the cooperation between the banking and the
insurance seciors were being transformed from
the boose business allisnce to capital alliance.
Fing An based itself on its subsidiaries ( Ping
An Trust and Investment, Ping An Securities,
Ping An Bank, Ping An Assed Management,
eic} to contimoe to explore models for imte-
grated financial services, China Life Insurance
{ Group) Company { “China Life Group"”)
made RMHB 5 billion yuon worth investment in
listed banks ( including OCB and BOC). In
October 2005, China Life Insurance Company
Ltd. { “China Life" ) purchased OCB shares
with USD 250 million, When BOC went pub-
lic in Hong Kong , 78, 842 H-shares were allo-
gated to Ching Life and its parent company
China Life Group.

Box 7 Case Study: Cooperation between Banks and Insurance Companics

Bancassurance i3 a product thal combines
the banking and insurance services as well
a8 hanking and imsurance capital against
the backdrop of economic globalization
and financial liberalization , and has be-
come an important approach for the bank-
ing and insurance seciors in developed
countoes to tap new markets and incrense
profits, Many large international banks or
insurance companies have smarted hancas-
sUrance.

HSBC: Triple-win through bank-insur-
ance coopearation

In 1974, HEBC set up a whoelly owned sub-
sidiary insurance company—HSBC Insur-
ance Holdings ( AP) Co. , Ltd ( previously
mamed = Swire Life Assurance Company
Limited, Corling Ford Insurance Company
Limited) , through which close bank-insur-
ance cooperaticn was created on the basis of
equity, HSBC then made reasonable divi-
sicn of responsibilities in the bank insurance
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business, attoched imporance to  brand-
building, improved service quality,
strengthened intemal control and risk man-
pgement,. HSBC's bank-insurnce coopera-
tion achieved a triple-win situation; first,
value for clients was contimuously im-
proved ; second, the income srecture of
HSBC was optimized gradually; thind,
HSBC Insurance increased its market share
and became moderaely successful,

Credit Suisse Group: Flawed Bank-
insurance Cooperation

In 1997 Credit Suisse Group and Winter-
thur Group announced their merger. After
that , Credit Suisse quickly became o multi-
play financial conglomernte providing com-
mercizl banking, investment banking and
insurance services, The inleraction berween
the two entities was very high in early stage
after their merger, and Winterthur's profit
increased substantially. But afier 2000, un-
der the influence of global economic down-
tum , weak stock markets and other factors
Winterthur suffered huge losses in equity in-
vestment. In oddition, Winterthur provided
some products with guaranteed minimum re-
tum , which exacerbated its financial sima-
tion, and regquired subsequent funding from
Credit Suisse, These adversely affected the
overall financial status of the Credit Suisse,
Puttiig pressere on i

Allianz; Bank-insurance Cooperation
Suffered Setbacks

German Allianz Group ( “ Allianz”™ ) is one

of the largest insurance groups in the world,
while Dresdner Bank is the third largest
bank in Germany. In 2001, Allianz pur-
chased the majorty shores of Dresdner with
24 billion Euros, boosting its total assets o
1 rrillion Buros. However, because of lack
of expenences in banking management amnd
blocked initiative for bank-insurance coop-
eration, instead of making economic profits
for Allianz, Dresdoer coused Allianz o suf-
fer great losses.

The Insurance Services Were Deep-
ened and Service Scope Widened

In 20065, the insurance sector deepened ifs
services mnd broadened the service area in
the following aspects. Fimst, it actively con-
ducted agriculmm] insurance pilot programs
with the agriculural insurance premium in-
come prowing by B4, 26% v-0-¥ o reach
RMB 729 million yuan, and the payment
for agmculiore insurance increasing by
04 T9% Y-o-¥ 0 RMB 558 million yuan.
The agriculural insurance gradually played
itn role in stabilizing farmers” bagic life
standand , enhancing the ability of mecove-
ring reproduction after disaster and preven-
ting and reducing risks in agricolmre. Sec-
omd , agrnculiural medical insurance was de-
veloped and started fo provide the pension
insurance for the farmer. Farmer's coopera-
tive medical inmimance was extended w0 68
counties { county-level cines and distocts §
in B provinces [ anionomous regions ), cov-
ering 17. 65 million farmers. The pension
insuwrnnee for the furmer waos lounched in 53
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counties | county-level cities and districts )
Third, insurance companies fully displayed
the: functions of guaranies and compensation
of insurance , and launched over 200 liabil-
ity insuwrance products tailored o pew risks
emerging in the economic and social

The Unbalanced Development Was Somezohat
Changed and the Strucure was Qptinired

Gradually

In HMI5, the insurnnce sector sccelernted -
structuring and achieved initial results. First,
the business strocture adjustment sped up.
Property insurance companies slightly changed
their strutegy of over-emphasis on motor insir-
ance , with the share of non=-motor insumnee in
the total property insurance business uwp 2.3
percentage points over the previous year, Life
insurance companies gradually changed their
munagement philosophy o pay more attention
to the embedded wvalue and long-term stable
and smooth development. As a result, the
standard premium grew rapidly, 10 percentage
points higher than the growth of scale premi-
imy share of single payment policies increased
in mew life insurance business, with new life
insurance installment premiums totaled RMB
46, 612 billion yean, up 25 TB% y-o-v, do-
counting for 20, 95% of new life insurance pre-
minms, up 1. % percentage points. Secomd ,
the regional wnbalanced development was
slightly improved. The development in middle
and westem areas noticeably sccelerated , with
Guizhou, Sichuan, Hubei, Shamnxi, and
Shanxi growing by over 17% on aversge.

development, In 2005, the total premium
income from lability insurance stood at
RME 4. 531 billion yuan, up 35. T1% y-0-
y. Linbility insurances played a key role in
sertling civil disputes, easing social prob-
lems and maintaining social swability.

Third, the invesment porfolic was changed.
The proportion of bond investment in the total
insurance asset investment for the first time ex-
ceaded that of bank deposits, to 52 3% , mak-
ing insurance companies the second largest in-
stitutional investors in the bond murket.

The Risk Control Mechaninm Was Gradually
Irprroneedd

In order to improve the copability in fending
off risk, CIRC promulgaied a series of new
policies in 2005 , including Guidance for Reg-
idating the Corporate Governahee Siructire of
Insurance Companies { Provisional ) o im-
prove the sk control capacity and manage-
ment of ingurance companies; Administrafive
Meawures on Non-life Insurance  Reserves
{ Provisional ) and Measures on the Adminis-
tration of Insurance Terms and Rates of Prop-
ety [rsurance Compawies, to scientifically
measure , analyze and evaluate the solvency of
Propery infurance companies, improve ach-
ury technigques and protect the interssts of the
insured; Life Experience Table for Life Insur-
ance in China { 20002003 ) , in which a new
life experience table was compiled w improve
the pricing ability and nsk management level
of life insumnce companies. In  addition,
CIRC also issued the Regulations on the Ad-
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ministration of Reinsurance Business in onder
1 regulate the reinsurance market, and Notice
on Developing Custody of Inswrance Funds, in
which the independent third-pany custody sys-
iem was  introduced | b0 prevent nisks  that
might arise after the insurance investment port-
folio become more diversified and improve the
safety of funds utilization. At the same time,
the last line of defense to forestall risks = the
policvholder protection  fund was  officially
launched in Ching in 2003,

Key Areas and Reform Measures to
Focus on in Developing the Insur-
ance Sector

Insurance sector becomes more and more im-
portunt us the economy develops and society
advances. At present, the Chinese economy
develops very fast, with the living standards
improving continuously, which has brought
about huge opporiunities for the development
of the insurance sector, In 2005, the insurance
sector developed very stably in peneral, but
certain deep-rooted problems that have been
accumulated for o long ime are not complete-
Iy solved, while new concerns emerge. The
insuranee sector should speed up reform and
development so as to meet the requirements of
the nofional sconomic development.

Speed Up the Development to Provide More
Diversified Services fir the Econonsic Develop-
e

In recent years, the Chiness insurance sector
has witnessed rapid development, with the an-
nual growth miz of premiom income dunng

the “Tenth Five-year Period" over 25% |, and
the overall strength obviously strengthemned |
therefiore, it has been playing a more impor-
nant role in the financial system. But the secior
15 =till ot its initial developing stage, because it
started late with very poor fundamentals. The
key indicators are far below global average
and lag behind those of other financial seciors
in Ching. Im 2005, China insurunce penstra-
tion ( the percentage of national premium in-
come in relation to GDP) was 2, 8% . and in-
surance density | per capita premium ineome )
wis RMB 37% vuan, while the world's aver-
age insurance pensiraton was 7. 32% , and
average insurance density [ISD 518. 5. The
todnl  ipsurance assets  only  accounted  for
around 3% of the finoncinl sssets, far below
the 20% average among developed countries.

There is still & large room for the development
of the insurance sector in the perspective of
the hoge demand from the rapid development
of national sconomy for the insurance sector,
and the position and functicn of the insurance
sector in the finoncial system. So the sector
should develop faster and provide more serv-
ices for the economic development. In terms
of agriculural insurance, while improving
services , the enthusiosm of the central govern-
ment, local governmments, IDsUrAnCE compa-
nies and farmers shall be put into full play,
and & muolti-laver, muli-channel agriculneral
insuranee  system should be established. In
terms of catastrophe insurance, due o fre-
quent ocourrence of nateral disasters that in-
fHer upon lives and propemies, we should ex-
plore ways to set up o catastrophe insurance
sysiem with financial support from the national
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mevenue. In terms of insurance companies’ en-
gnaement in the social sacurity system, insur-
ance sector Rhall dreaw upon its advancages in
buman resources, wide covernge, nsk man-
agement, iovestiment management and other
techniques to actively participate in the estab-
lishment of urban and sl commencial pension
schemes and health insurances o satisfy the de-
mand of the general public for safety environ-
ment, [n terms of Habiity insurance, on the
one hond , the sector should puide policyholde-
rs o improve rsk management and reduce ac-
cidents probability through differential premium
mics; on the other bamd, timely payment
should be made afier sccidents, amd insurance
should be incorporated into the sccident relief
syatem to maintain the social stability,

Sofe the Historical Problan E_lf-..ﬁ'll.'-r.l'ﬂf Sﬂmm'
Lass and Strengthen Asset-liability Manage-
et

At present, there are limited medinm-and-long
term bonds in the financial market available
for insumnce companies, for less than satisfy-

ing the companies” need for asset and Lobility
match, This is especially tue for life insur-
ance companies whose performance is mamed
by ssset-linbility mismatch, As the insumnce
funds have more channels to make invest-
ment, insurance companies pay more atienticon
1o assel=lHability nanagement o fend off mar-
ket sk, 1o addition, the histonical legacy of
interest-spread loss in China Life Croup
should be urgently sddressed,

To solve the aforesaid problems, first, rele-
vant awtforities should cooperate closer o im-
prove the funds utilization efficiency through
supporting policies snd broadening the invest-
ment channels. Second, investment products
in the financial market should be enriched,
with the medium-and-long term bonds in pani-
cular. Thind, insurance companies should im-
prove assel and Lability management, and em-
phosize asset and Liability match in funds wtili-
zation. Macroeconomic varables such as ex-
change rate and interest rate shall be iaken inbo
full consideration in product pricing.

Box 8 Interest Spread Loss in Life Insurance Companies

The pric of insurance policies are based on
interest rate and other related assumptions
and sell policies to the applicants. Life in-
surance companies collect premiums, Then
life insurance companies utilize partial pre-
mium income and make benefit payment to
thie insured with retwrn on such funds wtili-
zation. When the return on investment is
lower than the pre-set intenest rate for insur-
ance policies, interest spread loss incurs.

Spread loss 18 one of the major risks faced
by life msurance companies, which makes
the insurance companies’ reserve inadequate
and then reduoces capital, impairs solvency ,
und even might lead to bunkruptcy in mores
seripus cases. The fundamental reason for
such spread loss is that when designing in-
surance products, life insurance companies
failed to take into full consideration of the
impact of macroeconomic variables.



Chapter ¥V Insurance Sector

As for the damages resulted from interest
spread loss, the Japanese lessons are worth
leaming from. In the 1980s, Japan gradual-
Iy rose to be the largest creditor country in
the world, and there appeared bubbles in
this process. During this period, Japaness
life insurance companies competed on
scale, and substantially mised the previous
average interest rafe of 4% set in insurance
contracts. By 1985, the pre-sef interest rafe
for new insummnce policies with a maturity
of 10 years or less reached 6. 25% . With
the burst of bubble, Japan entered an era of
deflntion with the interest rute plummeting.
Even after the zero interest mte policy is
adopted, the capital market remained bear-
ish. In the 1990s, Japanese life insurance
compunies were mired in interest spresd
loss, As of March 2000, 15 large-scale life
insurance companies in Japan suffered a 1o-
tul loss of 1.5 trllion Japanese yen. Be-
tween 1997 and 2000, MNissan Mumal Life
Insurance, Toho Muual Life Insurance and
Daihyaku Mutual Life [nsurance declored
bankruptcy because of interest spread loss.
The subsequent bankrupicy of Japanese
large life insurance companies dampened di-
mecily the confidence of the public in the in-
surance sector, and triggered the massive
withdrawals, Prom Aprl fo Jupe 1997,
withdrowal amount for personal life insur-
ances reached 23. 7 million Japanese yen in
44 life insurance companies, up 21% than
the previous quarier, including 10% with-
drawal ratic among big companies, and
0% 80% among small companies. This

cased more insurance companies o go
bankrupt and triggered serious crisis in the
insurance sector,

The development of China's insumnce sec-
i stared late and is still at the initial de-
veloping stage with lmited experiences,
and also suffered from interest spread loss.
In the early 1990s, life insurance companies
priced their policies mainly with reference
o bank deposits interest mies, and the pre-
set interest rate was 58 high 58 8% or more,
and a kot of insurance policies bad a mamiri-
ty of 20 yvears or even longer. When pricing
their products, these companies were lac-
king in experiences and mechanism to man-
age rsks, and didn’l ke into consideration
the influence of macmeconomic varables,
which cansed their expected return on in-
vestment 1o drop, and huge pressure on
capital accumulation and interest spread loss

i incur.

After the inferest spread loss  occurred
among Chinese life insumnes companies,
positive and effective measures were taken
to mitigate the risk. First, CIRC issued
Emergent Circular for the Adjustment of the
FPre-set Interest Rates of Life Tnsurance Pol-
iciex, 10 which it was stipulated that the an-
nuil compound interest rate for life insur-
ance policies shall not be over 2. 5% ; sec-
oid, relaed suthorities cooperated with
each other to increase chanmeds available for
insurance funds whlization and mprove the
refurn on investment; fnally , the insurance
reform was decpened, and the inferest
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spread loss was solved partially through re-
structuring and subsequent IPO, recapitali-
zation, improvement of profitability, intro-
duction of foredgn iovestment, etc. Till

Improve Property Ingurance Market Entriron-
ment, and Promote Propristary Innovalions

In 2005, the property insurance business
maintuined its growth momentum, whiles high
concentration risk on products with large pay-
ment { such as modor insurmnce ) , which led
o fierce competition deserved to be closaly
monitorsd, Some insurinee companies com-
mitted  irvegularities and srived for market
share by lowening premium rates, This, cous
pled with lack of stringent underwriting sysiem
und underwnting management , increpsed costs
of these companies, While compared 1w their
costs, the poces of the insurance companses’
products are very low, and the premium in-
come couldn't even cover the nsks,

In order to further improve market environ-
ment , promote the healthy development of the
property insurance business, more siiention
should be paid w the following aspects. First,
regulatory suthorities should strengthen super-
vision, with more emphasis laid upon insur-
ance companies involved in vicious competi-
tion, and handle irmegularities more sericusly.
Second . insurance companies shoukd raise
awareness of and implement the concept of
complinnce and doing business in Hne with
laws and regulations. Third, insurance com-
panies should improve acarial technigques w
reasonably price their products, develop un-

mow , the spread boss issue has been by and
large solved for the insurance sector, excepd
for a few companies.

derwriting system and underariting manage-
ment svstem. Fourth, insurance compandes
should endeavor to improve innovation capabil-
ities, pocelerate the adjustment of  product
sructure and culfivate new busipesses  for
growth. Market sepmentation should be made
according to different consumer hases | and new
and marketable products shall be developed o
satisfy the diverified needs in society.

Speed Up the Reform of Reinnurance Compia-
mies do Improve Ther Competitmwensss

In 2005, the premivm income from direct in-
surance businesses approached near RME 506
hillion wyuan, but the reinsurance premium
only stood at abowt RMB 20 billion yuan, ac-
counting for only 5% of the total, far below
the average of 20% of developed countries.
The development of reinsurance falls far be-
hind, leading to the accumulation of risks,
thies constraining the rapid snd sound develop-
ment of the insurance sector in China.

According to the estimation of CIRC, by
2010, the premium incoms will resch RMB |
trillion yuan , providing large space for the de-
velopment of reinsurance business. Al pres-
ent, global reipsurnnce gionis are coming to
China to tap the market in 3 flurry. As of the
end of 2005, Swiss Re, Munich Re and Co-
logne Be had ser up subsidiaries in China o
directly compete with Chinese meinsurance
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H
-

companies, while Chinese reinsurince compa-
nizs cannot be compared o them both in terms
of capital strength and management, Besides,
according w0 China’s WTO commitments,
China will terminate compulsory reinsurance,
which will put more pressure on operations of
domestic reinsurance companies.

Accordingly, domestic reinsurances should
speed up reform, make clesr development
sirufegies; (MProve coOrporate FOVEINANCE , &5-
tablish & sound infernal control mechanism,

reinforce the independence, professionalism
and suthoritativensss of intermal auditing , and
put in place and improve the risk conmal sys-
tem; extensively leam from the expenences of
the international reinsurance market, introdoce
advanced overseas management expertise and
techirologies o improve the compelitivensss
and become more prepared for intermational
competition, and provide reinsurance protec-
tion for the development of the domestic insur-
ance markel.

Box 9 The Development of the GGlobal Reinsurance Secior

Reinsurance is the * insurance for insur-
ance” , and refers to operations of transfer-
ring part of an insurance company’s under-
writings o other insurance companies, He-
imsurance can diversify insurance nsks, ex-
pand the underwriting capacity, guide the
market innovation, and i the " safety
valve” and *megulator™ for the insurance
sector. ‘'When catastrophes ocour, reinsur-
ance business can share the losses 1o make
sure the original insurers con  weather
through crises. It is reponed that Hurricane
Andrew in 1992 caused a loss of UISD 20
billion for the insurance sector, out of
which reinsurance sector shouldered 30% .
In 2005, Hurricape Katrina inflicted a loss
of USD 135 billion, Loss payvment from
global insurance companies totaled USD 45
hillion, inchuding USD 200 T hillion to LISD
24, 0 billion shouldered by reinsurance com-
pamnies.

As of December 31, 2004 | the total capital

of global reinsumnee sector was nearly USD
80 hillion, with 15} major reinsurance
companies, and the main source and target
in regional term of premiums are U5 and
Europe. Europe is the net payer for reinsur-
ance risks. According to net premium in-
come, the world's top five reinsurance
companies in 2004 were Munich Re, Swiss
Re, Llovd's of London, Hanover Re and
Allianz [ please refer major indices o Table
5-2). According to Swiss Heinsumance , the
global reinsurance premium income in 2004
was abour USD 167.8 hillion, including
premivm income from non-life rensurance
of USD 134. 4 hillion, premium from life
reinsurance of USD 33. 4 hillion, account-
ing for B80% and 20¢% respectively of the
todal. The global top 10 reinsuranees compn-
nies wok up 52% of the non-life reinsur-
ance market, and 87% of the life reinsur-
ance market | Table 5.3},
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Table 5.2 Related Indices of the Word's Top 5 Reinsurance Companies in 2004

Mt Premiom

1 Mumich e

2 Swisa Foe

] Loy s of London

4 Hanoves He

5 Allsanz 5, M5 A

Lomprehensive
Cioest Blaido

i -
| p=roead |

A5, T {b
14, BN 1 &, 9
20, 2. f W, 4
4, 958, 1 0, B
L U5 il A | Bt 9

Source ¢ Caloalations based on datn fromm 5&P and &, M. Besi,

Table 5.3 Development of Reinsurance in the World 1980-2004

Reimarunce

Premizm Inovene | Reinmarunce

| pvreetug |

537, 4 50,8 1.1
1995 T45.0 B9, 9 121
200N 758, 2 4.5 1.5
001 a0 1, 1 13.3
002 927, 1 124, 6 15.4
2008 1. 080, 3 141 1 1.1
200 1,1B7. 2 134.4 1.3
Underwriting proportion of top 1 "

mEinsurmnoe oompanies in 2604

Sourve ; Swiss Reinsumince.

Regulate the Developwnent of Inserance Buter-
mediaries to Upgrade Their Professionaliom

In 2005, the insurance intermediory market
developed very rapidly, and the market order
was improved ; however | there were still some
problems nesded to focus on; first, insurance
smlesmen pesd to be better managed; second ,
the professicnalism of intermediaries” employ-
ees 18 low | due to therefore, the professional-

Non-lile Insuramce Life Insurance
; Total Preminm
Yrear
Incoame
[ s o 108l [ELETE P Ly |

Todud Preminm Reimarunce

Incoame Premizm Income | Reinsorunce

| i " L)

[ ke " L.08dY) [, jutreaiad |

LirE 0 L1
L, {63 4 1.1 L1
L, 37k 6 2k 0 l.a
L. KL 8 22, 4 L7
1, A5 0 5.0 La
L 52 1 .4 LY
I, T2 5 i34 20

a7

ism shall be improved; third, professional in-
termediaries, comparsd to insurance salesmen
and eross-secior insurance intermedianes, de-
vedop slowly on a small scale.

To promote the rapid development of insur-
pnee intermediary market, insurance interme-
diaries should sctively explore reasonable mar-
keting model hased on their operational and
management chamcteristics, and strengthen
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management over insurance salesmen; adjust
the internal strochire to promote the rapid de-
velopment of professional intermediary agen-
ciesy streambine the marke! segpmentation , in-
novale the organizational form, provide spe-
ciglized services and improve resources allocs-
tion efficiency in the insurance market,

Inrease the Channels for Fmrane  Funds
Ulpation and Ingrove the Ulilmation Effutency

Underwriting and funds wtilization are the two
pillars of insurance compaiies. As the compe-
ftbon among insumnee companies becomes
fiercer, the underamiting margin falls | there-
fore, funds wilization is increasingly becom-
ing an important source for nsurance compa-
nies to make profits. From 199 fo 2005, the
annual retum on iovestment  averaged at
3. 48% | and in 2005 3. 6% , pretty low com-
pared o thal of developed countries, The ma-
jor reasons are as follows, Fimst, China'’s in-
surnnce sector I8 still at its imitinl developing
piage, with low ahility in funds wtilization,
and poor adaptability 10 the changes in the ex-
femal macro-economic polices. Second , theres
are limited channels for insuranee investrment.
In the past and for a long period of time, in-
surance funds could only be invested in bank
deposits and T-bonds. Although the channels
were expanded in 25, there is still a large
space for expansion, Third, there are limited
financial instroments available for medium-
and-long term investment, thus canpot mest
the demand of insurance companies for invest-

W=ntL.

As the manstion period after Chinn's WTO ac-
cession is to be concluded |, the funds utilization

efficiency will become the key factor thet influ-
ences the competitiveness of Chiness domestic
insurance companies. Therefore, melevanr ao-
thorties shall expand investment channels, and
develop more financin] products available for -
surance companies to moke investment. At the
same fime, the insurance sector should actively
participate in the product insovation i the faan-
cial markes, improve the funds utilizetion effi-
ciency a5 500N a8 possible and namow the gap
with the developed countries.

In wddition, more channels for investment,
though beneficial for migsing the refurmn on in-
vestment, can also pose challenges for insur-
ance companies 1o ferms of fsk management
capability. In onder to strengthen the manpge-
ment of risks associnted with insurance funds |
regulations regarding risk controd ghall be is-
sued in a tmely manner, reinforce the super-
Vision over insurance investment, gradually
establish and improve the custody system, Im-
prove the management of conpected pary
iransaclions in insurance investment, and pro-
mede the transparency of insumnce fumds man-
agement. Insurance companies shall speed up
the reform of funds wtilization management
sysiem , 22 up a specialized | market-oriented |
and well reguloted insurance funds monnge-
ment system, as well a5 improve the sk con-

trol capability.

Further Improve Regulatory Abdity, and Cor-
porate Governance of Insurance Compamies,
Strengthen Information Disclasure

Al present, the msk prevemtion syvaem for
China's insurance scctor has taken shope and
good results have been yielded. But some in-
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surunge componies are sl oot well prepared
for risk management. They expand businesses
oo fast and tie up substantial funds, which ne-
sult in poor solvency. In the next step, while
confinuing to storengthen risk prevention, im-
prove supervision of market behaviors and cor-
poraEle governance, the insurance sector shall
strengthen regulation on compamies’ solvency,
A financial system in ling with features of the
insurance sector and international standards
shall be put in place and the solvency supervi-
sion indicators system shall be improved.

Al present, many insurance companies bave
initinlly established their corporate governancs
framework , and made progress in optimizing
shareholders’ structure and strengthening the
building of Board of Directors, but Board of
Direciors and Board of Supervisors of cerain
companies stll nesd w be improved , with the
system of accountability for rsks to be estab-
lished, risk management to be strengthened |
and information disclosure o be strengrhened,
Therefore , insurance companies should focus
on consolidating the results of joint stock re-
form of the state-owned insurance companies,
mike more efforts o Improve corporaie povs
emance , put in place a coordination and bal-
ance mechanism among the power body , deci-
sion-making body , supervisory body and prac-
titboners; they should also introduce overseas
advanced experiences and fechniques | improve
fisk management, strengihen intemnal control,
improve and camy out the system of accounta-
bility for risks; lay more emphasis on rans-

purency of the entire industry and strengthen
information diselosure pecording to suwch fea-
tures of the insurance sector as high specializa-
tion, complex nsumnce comtract terms, and
asyvmmetre imformation.

.Eml-lbmrlrﬂ’:: Serrmoe {!Eaﬁﬁgrhm.mr Comi-
lr‘.i:::u::'.:f rud Sl'mgi.&m Credibutty Corusfruction
Currently , there = a phenomenon in the insur-
ance markel that values policy selling meore
than service gquality. Some insurmnee compa-
nies failed to attach importance to bonest oper-
ation; instead , they cheat or mislead clients
by tuking sdvantoge of the complexity of the
insuramce clauses and lack of insurance kooowd-
edge on the part of the applicant, When acci-
dents covered by the insurance policy actually
oggur, they are refuctant to settle claims,

With the aim w0 improve the insurance service
quality , strengthen the credibility, the insur-
ance sector shall lsunch new services and com-
prebensively improve the service quality;
strengthen integruted governance and punish
the dishonest conduct harshly , and take practi-
cal measures v fight against such cases as
misleading and difficulty of cliim settlement ;
press for honest, faithful and standardized
seryvice , makes more offors to oreate 3 culuee
of credibiliny, so as w [ift the image of the in-
sirmnes sector, win the tmust from the publsc;
put in place a rapid processing mechanism for
insurance-related dispules 1o earnestly guaran-
tee the interests of the insured.

{ By Xu Zhong, Wang Shaoqun
and Chen Min)
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Chapter V1 Pilot Progrommes of Integrated Financial Services

n October, 2005, the Fifth Plenary

Session of 16" CPC Central Commit-

tee adopted the Proposal of the CPC
Central Committee for Formulating the Elev-
enih Five-year Plan for National Ecenomic
and Social Development of the PRC, which
comes up with a suggestion of © pushing for-
wird pilot programmes of integrated fnancial
services in a steady manper”. Pilot pro-
prammes of integrated financial services is the
natural choice of China’s financial industry in
this broad environment of deepening reform
and further opening up to the world. At pres-
ent, the conditons to push forward pilot pro-
grammes of integrated financial services in
China have been met, The next step is o fur-
ther srengthen financial regulaton coordin-
tion and information sharing, enhonce sk
contrel capabilities of financial institutions |
choose an inlegrated financial services maode in
line with China’s national conditions , fend off
any possible cross-sector and  cross-market
risks arising from infegrated financial services,
and maintain finpncial stability.

Retrospect and Status Quo of Inte-
grated Financial Services in China

Integrated financial services refer to the finan-
cial mechanism in which banking , securities
and insurance industties can deal in cross-
industry businesses. Integrated finnncial sery-
ices have two major forms | Figure 6.1 ).
First ope is comprehensive legal person moede,

meaning that the same legal person deals in
two or more than two businesses among bank-
ing, securities and insurance. This mode re-
quires finonciol institutions to have relatvely
strong legal copception, sound heritage of
credit culture , and consciousness of self-disci-
pline. The second i comprehensive group
mede linked by capital, which con also be
classified into two categories; (1) financial
bolding company , which does nol directly en-
goge in financial businesses but has controlling
interest in commercial bank, security compa-
ny, or insurance company: (2] one financial
institution , muainly commerciol bank or insur-
ance company, acts as investor to condoct
cross-industry investment and establish finan-
cial instimtions of other industries,

Integrated financial services are not new in
China. Since 1978, China’s financial industry
hos made its endeavor in diversifying business
operation, which was generally referred to as
“mixed operation”. In 1978, after the Third
Plenary Sesston of CPC Centrul Committes es-
tablished guiding principles of economic and
financial reforms , China wimessed diversifica-
tion of finuncinl institutions and financial busi-
nesses. CITIC founded in 1979, BOCOM re-
amucrired in 1986, and CITIC Industrizl Bank
newly established were all once amhonzed 1o
deal in diversified businesses including bank-
ing, insurance , securities frust, and so on,
As g resull, 30CB: also once set their feet in
various financial businesses and invested in
noo-bank financiol instimutions and non-finan-
cial enterprises.
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Figure 6. 1

The principle of * segregated industry opera-
tion and supervision” was primarily estab-
lished between 1933 and 1997, In 1993,
China's financial onder experienced serious
problems due o unfuvorable Anoncial ecosys-
tem, insufficient regulation, lack of talents,
unhealthy internal contrel mechanism, and
faulty sccounting standards. Mixed operation
was regarded a5 one of the reasons giving rse
to the situation. In November, 1993, the
Third Plenary Session of 14" CPC Central
Commitee passed The Decisions of the CPC
Central Commirtee on Several Issues Regarding
the Establishment of Socialist Market Econemic
Svstern , demanding ' sepregated regulotion of
banking amd securities indusmies”. In Decem-
ber, 1993, the State Council promulgated De-
cisions on Financial System Reform, which
prescribed thar " SOCHs should nor invest in
non-financial enterprises.  Insurance industry,
securities industry , tust industry , and banking

Integrated Financial Services Mode

industry shall have segregated business oper-
tion. " Commercial Bank Laow and [nurance
Law promulgated in 1995 and other financial
laws all abided by the principle of “ segregaed
industry operation and supervision”,

The srscure of segregated industry operation
proved between 1997 and 2002, In Decem-
ber, 1997, faced with the grave situation of
Asian financial crisis as well as China’s chaot-
e financial order and increasing fnancial
risks, the CPC Central Committes and the
State Council summooed National Financial
Work Conference and distributed the Nesice of
the OPC Cenrral Commiree and the Stare
Council on Deepening  Financial  Reforms
Rectifving Financial Order, and Preventing
Financial Risks, which demanded “to explic-
iy define business scopes of various financial
institutions and take resolute measures to re-
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verse the mixed operation”™ and pointed out
that “the segregaed business operation princi-
ple of banking, trust, msurance and securities
industries should be strictly followed uonder
present creomsiances in China ™, In 1998,
CTRC was founded to form a segregated indus-
iry regulation svatem with the PBC, CSRC,
and CIRC exerting regulations on banking , se-
curities | and insurance industries respectively.

During 2002 and 28, the system of segregated
indistry  regulation  was  finally  established
meanwhile, financial industry began the pilot
programenes of integrated financial services. In
December, 3001, China acceded to WTOL In
Febniary , 202, the CPC Centrul Comrmittes and
the State Council beld the Second Mational FB-
nancial Work Conference, which requested 1o
further improve modem financial instmtoral
sysiem , marker system, aind regulation sysem in
the new era, enhance China's fimancial competi=
tiveness in an all-around way, and emphasize
that *enhoncement of supervision efficiency is
the most important mission. ™ Againat this back-
ground, CBRC was duly founded in Apdl,
M0, signifying the final formation of China's
financial administration sysiem consisting of ™ the
PBC, CSRC, CIRC, and CBRC".

In the process when segregated regulation sys-
tem was gradually formed and established, in
21 ®century in paricular, the limitations of seg-
regated operation have begun to show, Petitions
for and dynamics of integrated financial serv-
ices are growing day by day with the despening
of the opening up of China's ecomomic and fi-
nancial sectors and the development of finan-
cial globalization and liberalization. Since the

professionalism and efficiency of supervision
and regulation have wimessed obwious im-
provement, financial industry began pilot pro-
grammes of integraed financial services and
explored cross-industry mstitutional mmovation
and product innovation in order to boost com-
petitiveness and safisfy the demand of the soci-
ety for diversified financial services. In 2002,
CITIC Holdings Ltd was established with the
approval of the 5tate Council. Confronted
with pew circumstances, the Third Plenary
Session of 16 CPC Central Committee adopt-
ed the Decision of CPC Central Committee on
lssuer Regarding fmprovesment of the Socialist
Market Eeonmmle System in October , 3003 |
requiring o " establish and improve a mecha-
mism of organic combinaton and coondinated
development among money marker, capital
market, and insurance market” and * establish
and improve a coondinaton mechanism be-
tween regulatory authorities of banking , secur-
ities , and insurance indusiries and mecro eco-
nomic control and regulation suthorities such as
the central bank and the MOF so as w0 strength-
en financial regulation.™ On October 11,
205, in order 0 boost financial institutions’
competitiveness in intemnational market, fend
off financial fsks, and promote stable develop-
ment of fnoncial industry, the Fifth Plenary
Session of 16" CPC Central Committee passed
ithe Proposal of the CPC Cemrral Commiitee for
Formudating Eleventh Five-vear Plan for Na-
tional Ecomomic and  Socizl  Development,
which explicitly required w “ push forward pi-
lot programmes of integrated financial services
in & steady manner. ”

Since 2005, as policies governing pilot pro-
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grammes of integrated financial services grad-
wally turm out to be lominouws, pilot pro-
grammes of imegrased financial services in
China have been progressing steadily with the
joint efforts of governmental guidance as well
a8 voluniary momenums of the market. First,
the State Council and financial regulaiory au-
thorities have consecutively approved cross-
industry investment of some financial institu-
fions, On Febroary 20, 2005, with the ap-
proval of the State Council, the PBC, CBRC
and CSRC jointly promulgated Admimisrative
Rules for Pilot Tncorporation of Fund Manage-
ment Companies by Commercial Banks | which
allows commencial banks to invest in and es-
tablish fund management companies. In Au-
gust 2005, China Galaxy Financial Holdings
Limited was established with the approval of
the State Council, In April 2006, the State
Council agreed insurance companies o invest
in non-listed bank egquities and securities com-
pamizs. Im Bay 3G, the State Cooncil
agreed in principle that commercial banks may
establish ond invest in financial leasing compa=
nies and that AMCs engaging in nisk disposal

of secunties companies may establish secun-
tizs companiss and scguire security assets,
Second , some large stae-owned energy , pow-
er, and tmpspomation groups under direct
leadership of the central government, some
sate-owned assets investment and manage-
ment companies owned by local govenmments
and joint-stock private enterprises bave volun-
tarily expanded their businesses to financial in-
dustry , invested and controlled financial lnst-
tutions of varous industries with the purpose
of leveraging financial profits and obtaining fi-
nancing facilities. Third, financial instituticons
have expedited nnoveton of fnancial prod-
uwcts and engaged in cross-industoy and cross-
market financial businesses in many fields, in-
cluding cross sales of bank-securities and
honk-insurance products, entrust financing,
credit assefs securitizafion , enferprise annuity
management and investment, elc. Fourth, rel-
evanl govemnment departments  have  also
strengthensd supervision, regulation, and risk
analysis of inlegrated fAnancial services, In
2005, the PBC conducted a survey of inte-
grated financial services in China.

Box 10 Developments of Integrated Financial Services in China

In recent years, great atiention has been
given o the development of integrated fi-
nancial services, In onder (o obiain a beter
understanding , the PBC camied out o series
of surveys on 506 legal person financial in-
stibpfions and their fop 10 shareholders
{3515 enterprises altopether) in Chinn, The
survey demonstrates that integrated financial
services are relatively common in China, If

absolute controlling is defined as directly or
indirectly holding of over 50% shares of fi-
pancial instinutions while relative controlling
is defined as holding less than S0% shares
of financial instimGons but possessing actual
controlling powers in human resources | fi-
nance , and operntion decision-maoking . by
June 30, 2005, out of 3515 sampling enter-
prises, 530 non-financial enterprises have
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invested in more than two types of financial
institntions with 46 possessing controlling
positons, 230 financial instimtions have in-
vesied in finuncial institutions in other in-
dustries with 66 possessing conmrolling posi-
tions, and three financial holding companies
were incorporated, The 115 enterprises in
aforementioned three categories have alread-
¥ become de facto financial groups [ Table
6 1], and these enterprises are mainly loca-
ted in developed regions such as Beijing,
Shanghai, Jiangsn, Guangdong, eic. The
ditails are a8 follows.

First type is the group integrating non-finan-
cial and firancial entities, formed from
large non-financial enterprises. Major res-
sons for non-financial enterprises to pursus
controlling interests in financial instituticns
are: offering diversified services &0 as 1o re-
uee opemtional risks, investing in financial
indusiry 5o as to meet capital and other fi-
nancial demand incumed by business expan-
sion.  Among these groups, minorty of
them have integmted fAnanpcial resources
within the group, i. e. the groups establish
hodding companies t© manage financial as-
sets; but majority of them choose to estab-
lish “ financial management department *
within the group o manage financial assets,
forming a direct mixed opemtion of nop-
finance and finance,

Second type 15 the financial group guided by
local governments , transforming from state-
owned pssets investment and management
companies. In recent yvears, almaost all local

governments began to integrate local re-
Many local Siate-owmed Assets
Supervision and Administration Bureaus be-
gun o esablish state-owned sssets invest-
ment and management cOMpanies 50 45 [0
realiza the conwolling interests in local
banks, securies compaiies, MSUCARCE
compames , fund companies, and 50 on.

Third type (s the fnancial institetions,
which make cross-industry investment in fi-
nancizl institutions of other financial imdues-
tries, Al present, many large fnancial insti-
tutions , particulady some commencial banks
and insurance companies, demonstrate srong
inspiration of diversifying their businesses.
Some commercial banks and insurance come
panies have already begun or are being vig-
arously engaged in pilot programmes in this
regard , wishing o enter other financial Gelds
by cross-industry acquisitions.

Fourth type is a large number of private en-
terprises and listed companies holding over
3% equities of financial institutions. In this
survey , it is discovered that 176 enterprises
have invested in two or more than two fi-
nancial institofions at the same time and
have all possessed over 5% shares. These
enferprises mchsde some renowned private
enterprises and listed companies, Although
these enterprises do not have conrolling in-
nerests in the financial insumsons, they can
still exert material impact on those finoncial
institutions as a large shareholder. Some of
them may even be transformed into Anancial
groups in the future,
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Fifth type is more forsign investment in
terms of joint-venture with some possessing
controlling interests in domestic financial in-
stitutions. At present, some foreign finan-

Table 6. 1

securities and insurance industries in Chimn
by establishing branches, sobsidiaries, or
Jjoint-venfure companies, and investing in
financial institutions , to achieve their strute-
gic deployment.

Basic Organizational Forms of Integrated Financial Services in China

Large Groups in Energy and Transportation Industry

Swmte-owned Assets Investment Compamies

Indusrial - Financial Owaed by Local 0 H
Conglomerate
Jodnt-stock Enterprises 5
Subtital 4
Commercal Banks f
Insursnee Compaies 5
Fianclsl nstlmntion SRR =
Invessing Financisl TICs 27
InstEsions in AMICE 2
(ther Industries Fissos Conpenies =
Fulisres. Brokerage Companies 1
Subioial i
Financial Holifing Campanies 4
Subtotal 15

Necessity and Feasibility of Steadily
Pushing Forward Pilot Programmes
of Integrated Financial Services

Neoewrity of Steaadily Pushing Forward Fiot
FProgramme g.rf.ufr:gm&ﬁ Fmaneal Serices

Pushing forward pilot programmes of integrat-
ed financial services 15 an inevitable choice of
China’s financial industry in the environment

of both external pressure and internal momen-
ik

Firsr, it is the requirements on China's fAnas-
cigl indosiry to meest external challenges and
promoie  international compeditiveness. At
present, most large mult-national fnancial in-
stituticns in the world are engaged i mtegrt-
Year 20Ky is the last year of
the transition peried after China's accession in-
to WD ; China's finpneial industry is opening

ed busimesses,
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wider 1o the world, Although foreign financial
institutions have to abide by basic principle of
segregated operation, they can stll compete
with domestic financial instibrtions in an all-
round way by taking sdvaniage of the integral-
ed services advantages of their parents in buosi-
ness support, data information, and customer
resources; and China’s financial instifutions
will face tougher competition. Thus, if i3 pec-
essary for Ching's finuneial instifutions o con-
duect integrated financial services with the pur-
pose of enhoncing intemationsl competitive-
ness and meefing the challenges actively,

Second , it is the requirements on China's fi-
nancial industry to satisfy the demond for di-
versified financial services. Since reform and
opening up, China's economic development
and national income have wimessed continu-
ous growth; relationship berween banking in-
dustry, securities indusiry and insumance in-
dustry have become closer and closer; imter
connections between money market, capital
market and insurance marker are enhanced day
by day; and both enterprises and houssholds
have strong demand for diversified financial
services, Therefore, finsncial industry must
expedite innovation of financial services and
products, improve efficiency and quality of fi-
nancial services, and mest demand of custom-
ers for diversified financial services to the lar-
gest extent through integrated services.

Third , it is for the purpose of dispersing risks
and fully taking advantage of the resources al-
location function of financial market. Due to
historical legacy problems as well as under-
developed finnncial market, financing strc-

fure in Chinn i5 mainly indirect financing with
commercial banks playing o dominant role.
Direct financing lags far behind indirect finan-
cing, which, on the one hand, gives rse 1o
the over-dependence of enterprises on banks
and over-concentration of whole society’s fi-
nancing risks in the banking system, and on
the other hand , the dependence on banking in-
dustry o0 evalunte morket risks ond allocate
capital is not conducive o the optimization of
respurces allocation and overall stability of fi-
nancial system. Hence, offering imegrated fi-
nancial services s conducive fo reduce propor-
tion of indirect financing , make further use of
respurces allocation function of market, pro-
mde coordinated development of direct finan-
cing and indirect financing, realize organic
combination of financinl markets, and main-
tzin the stability of financial system,

Feanbility of Steadily Pushing Forward Filot
Programmes of Infegrated Financial Services
Integrated fnancial services are closely related
o financial reform, financial opening up and
financinl stability, and also constrained by
many factors. At present, Ching’s financial
sector has met bagic conditions to carry out pi-
I programmes of integrated services,

First, professionalism of financial regulation
has been enhanced by a relatively large margin
80 38 o meet the regulation requirements for
integrated financial services. In the prevailing
segregated induswy regulation system, finap-
cial regulation suthorities ensure the healthy
development of China’s financial indusiy by
Improving various regulation provisions  and
rules, strengthening regulation measures and
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methods, sccelerating rsk mitigation and dis-
posnl , and continuowsly enhancing profession-
al capabilities of financial regulaton. Con-
fronted with the wend of inegrated financial
services , financial regulation authonties have
formulated relevant regulation provisions on
croas-zector financial products, including credit
assels securitization , financial derivatives, and
entrust finoncing products in their respective
megulatory areas. The PBC has strengthensd
coordination and cooperation with various regu-
lation swthorities to conduct a trial functional
regulation in such aress as commercial bank are
establishing fund management company and ac-
cumulated some experience for regulation sys-
tem of infegraed financial services,

Second , further deepening reforms of financial
insginutions have laid & sound micro foundation
for pilet programmes of integrated financial
services, Along with the further deepening of
financial reform, financial instimtions now
fearre generally better operating results, ob-
viowsly improved asser quality, well-con-
trolled financial risks |, and drostically lowering
NPA ratics; financial instintions’ capabilities
o resist risks are further strengthened , modern
COfporale governance structure is almost estab-
lished, misk management and infernal control
mechanism have shown relatively large im-
provement, and a batch of teams of senior and
professional lents have been organized. In
particular, SOCBs, after three years' reform,
are now in relatively sound stams in werms of
financial conditions, corporate govemance,
rsk mankgement and inemal conmoel mechs-
nism, asset quality and profitabiliey , which
have laid a sound micro foundation for inte-

Third, a preliminarily established fnancial
market system provides guarantee for pilot
progrummes of intepruted Anancial services,
The width, depth and openness of financial
markets are improving day by day with in-
creasing kinds of products, rising Lguidity,
and strengthening basic resource  allocation
function of the market. Money market, bond
mearket, stock market, insumance market and
foreign exchange market, eic, all have made
great strides forward, the number of financial
instruments is growing, and financial innova-
ticn is rapidly progressing, which altogether
provide sound marked operution conditions and
pguarantee to camy oul integrated financial

ECTVICES,

Fourth, financinl ecosystem 1= gettng im-
proved and almost all external requirements on
pilet programmes of integrated financial serv-
ices are satisfied. Financial ecosystem, inch-
ding accounting standand , credit environment
and financial safety net, is gradually perfec-
ting, Financial laws such as Comeercial Bank
Law and Secunties Law have left acide space
for integrated financial services, and the eco-
systiem conditions needed for pushing forward
pilet programmes of integrated financial serv-
ices are basically met.

The Way Forward

Integrated business, while adding driving
force and wvitality to the development of
China's financial industry, alse brings abouw
uncenminties undermining financinl stability,
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which makes charactenistics of finuncial risks
more complex in that cross-industry, cross-
market , and cross-border sysiemc feannes be-
gin to show up. It's becoming more and mores
formidable w fend off sysemic finpncial risks
and maintzin financial stability. In view of the
current economic amnd financial situations, it is
not yet the proper time to corry out integrated
financial services in an all-round manner;
ruther, we should first begin with some pilot
programmes with steady progress, and sttach
great importance w0 the following aspects,

Enhance Financial Regulation Coordination
and Information Sharing, Further Imgwove the
The Third Plenary Session of 16" CPC Central
Committes requirsd to  establish and improve
coondinaon  mechamism  berween  regulatory
authorities of banking, securities and insur-
ance industries and between such regulatory
authorities and the central bank and the
MOF" ; the fifth plenary session of 16" CPC
Central Committes requested o establish and
improve coordination mechanism between reg-
wlatory authorities of banking , securities and
insurance industries and berween such reguls-
tory authorities and authorities of macroeco-
nomic regulation and contrel™. In the process
of steadily pushing forward integraied fnan-
cial services , the PBC and other financial reg-
watory authorities should follow the spirts of
the third and fifth plenary sessions of 16" CPC
Central Committes , establish and improve co-
ordination mechanism of financial regulation,
harmonize regulation policies and measures,
enhance information sharing and  prevent

cross-industry  and  cross-market  financial
risks.

Improve Corporate Crovernance of Finaneal
Institutions,  Strengthen the Capabilitis of
Rk Contral

Financial institstions which offer integrated fi-
noncinl services nesd o conduct product inno-
wvation |, institution innovation and service inno-
vation ; therefore | they will be confronted with
complex cross-indusiry and cross-market oper-
ations and nsks thereof. Hence, financial in-
stitutions must attach great importance o inno-
vation and risk control capabilities, improve
corporate governance , enfance innovation ca-
pabilities, strengthen risk control capabilities |,
and focus on talents reservation while explo-
ring more extepsive spectrum of operation
measures and products and conducting inte-
grated services,

Imgove  Related-party  Transachon  Congrol
and FPrevent Cros-seclor and Crog-market
Ruk

In a financial conglomerate engaging in inte-
grated services, it is very easy for fsk of one
subgidiary to transfer o other subsidiaries
within the conglomerate wia related-pary
transactions, which shall give rse to cross-
sector and cross-market rsk. Therefore | relar-
ed-party transaction control is the core to pre-
vent risks of integrated financial services, At
present, no effective mechanism and measures
of related-party transaction control have been
adopted by financial copglomerates in China.
I the process of sieadily pushing foreward pilor
programmes of integrated financial services,
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regulotion system with reloted-party transuc-
tion conmol as the core and internal contmol

mechonism of risk management within finan-
cial imstittions should be estblished.

Box 11 Risk Disposal of Delong Conglomerate and Its Implication

Delong Group is a conglomerate that con-
trodled over 200 industrial enterprises and 13
financial instimtions throwgh complex capital
maneuver and a series of illegal operations
with Delong International Strategic lmvest-
ment Co, , Lid { "Delong Intermational ™ ) as
the parent holding controlling interest in
Xinjiang Delong { group} Co. , Lid { “Xin-
jiang Delong ") and Xinjiang Tunhe
{group } Co., L ( * Xinjiang Tunhe
Group”}. According to preliminary investi-
pation , total assets of all non-financial enter-
prises in the Delong conglomeraie reached
EMB 22. 225 hillion yuan while total liabil-
ities amounted to RMB 17. 876 billion yuan;
after deducting minority shareholders’ squity
of RMB 394, 4 million yuan, losses of equity
of holding financial instinutions, losses of re-
lared -pary transactions , and other contingent
linbilites losses coused by pusrnnies and
pledge of Delong conglomerate, the pet as-
sets were over RME -7 billion yousn. Actual
losses of 13 finoncial institutions in Delong
conglomerate were estimated to be more than
EME 20 killion yuan after creditor-debtor re-
lations among themselves ane excluded,

In April 200 | risks of Delong conglomer-
ate erupted with the continwous 10%  slump
{ maximum limit of slump) of three listed
companies” stock prices controlled by De-

long conglomerate, namely, Hejin Invest-
ment Company, Xinjiang Tunhe Company ,
and Hunan Torch Company, The PBC,
government departments concerned , and lo-
cal governments, according to the uniform
arrangement of the State Council, strength-
ened communications, obtained a clear nsk
status of Delong conglomerate, drew up a
general plan, specified risk disposal princi-
ples of Delong conglomerate, shouldersd
respective mesponsibiliies, made relevant
policies, and guided China Huarong Assets
Managemeni Corporation 10 provide custody
to Dhelong conglomerate enterprises and dis-
pose risks of the Delong conglomerate,

After the custody of over one year, disposal
of valid assets of industrial enerprises of
Delong conglomerate has compleied. The
equities of two listed companies, Tisnshan
Ltd, Co and Tunhe Ltd, Co, onginally
beld by Delong conglomerate were [rans-
positive progress. Two financial institutions
in Delong conglomerate, Deheng Security
company and Hengxin Secunly Company
were closed down and liquidated ; other five
financial institutions in which Delong used
o bold equites, pamely Changsha City
Commerciol Bonk |, Zhuzhou City Commer-
cial Bank, Kunming City Commercial
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Bank, Manchang City Commercial Bank,
and Eastern Life Insurnnce Company, exi-
ted from Delong via equity transfer; Jinxin
Trest Company, [slam Trst Company,
Xinjiung Financial Lessing Company , Mew
Cenmry Financial Leasing Company suspen-
ded business operation for rectification; and
Manping Intemational Trust and [nvestment
Company was revoked and liquidated.

The business expansion of Delong with
charncteristic of “ capital maneaver” is the
fundamental reason for the risk emption.
The "capital maneuver” of Delong mostly
followed the way of illegally controlling an
enterprise ( financial instiition in particu-
lar } —obtaining funds  throwgh  illegal
means—manipulating the stock price in cap-
ital markets to seek profits, which suppor-
ted the dramatic expansion of the conglom-
erpte itsell, Moderate capital operation is
one of the feasible means for enterprises to
develop; bowever, if one enterprise does
not take industrial development as the fiouns
dation, over-depending on capital maneu-
wer, trying to obtain funds via various ille-
gal means, the enterprise i3 bound to pay
lots of interests and bear high financial
costs, which shall place the enterprise in a
“ capital -shortage *  stats with high liabil-
ities, This financing structure with huge
risks brings about a wvery fragile financing

chain o enlerprises’ operation; the whole
conglomerate will oot be able to sustain if
there is any problem with any link of the fi-
nancing chain, Thus the eroption of rsks of
Delong conglomerate is inevitable,

The case of Delong conglomerate also re-
flects, to some extent, the fAows of the cur-
rent regulation system. Under present segre-
gated industry regulation system, it is hand
ie exercise effective regulation on cross-
market and cross-industry business opers-
tion, The Delong conglomerate, directly or
indirectly, held controlling interests or in-
vested in many banks, securities compa-
nies, and TICs, frequently transferred cap-
ital among varous fnancial mstiotons amnd
nop-financial institutions vin means of cop-
ital maneuver, and involved in the nsks be-
tween different financial instimtions and be-
tween financial insdmtons and oon-fikan-
cinl institutions together by the financing
chain and a great number of related-parmy
transactions. When any financial instimtion
of industria] enterprise has any problem and
the financing chain of the group breaks, the
single risk of an individual institution will
ecoce the whole conglomerate. If soch nsk
cannot be controlled in a timely manper, it
may lend to svstemic nsks of the fnancial
EYSIEML.

tons and equity structwre of financial con-
glomerates, regulatory  authorities  wsually
couldn't et scquainted with their business op-
erations and accurntely judge the overnll risks

Strictly Farmulate fnformation Discosure Rules
and Strengthen Market Discipline

Due to the complexity of related-party transac-
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of the conglomerute, Therefore, strict sccount-
ing standards and regulstory  requirements
should be implemented carefully and informa-
tion disclosure rules should be strictly formmula-
ted and implemented to make information more
transparent, which could make regulatory mu-
thorities, customers and investors have an -
curate judge of capital status, profitability and
rigk stafus of financial conglomerates and their
members &0 a8 o srengthen markel supervision
and discipline on integrated financial services.

Select Inteprated Fmancal Servies Mode
Aecordagiee with Cha’s National Sttuations

From the viewpeint of financial development
in China, financial helding company in the
form of “parent holding controlling inlerests
while subsidiaries engaging in segregated in-
dustry businesses” has advantage in assets al-
location , risk management , customer informs-
tion and resources shanng , and so on; which

Box 12
Major Countries

Due o different national conditions and his-
torical traditions, the integrated business
modes in different countries vary from one
ancther; therefore, financial regulaton sys-
tems of various countries also experience
corresponding reforms and improvement o
comply with their imtegrated business
modes. Major modes are listed balow.

Germany: comprehensive  legal  person
mode and integrated regulation system. Tra-
ditionally, continental countries in Europe,

can effectively prevent the transfer of fnancial
risks among different industries and is compat-
ible to cumrent financial regulation system in
China, and 5 a suitable mode o China's na-
tional situations. Besides , some large financial
institutions have already had cerain capabili-
fes in capital operstion, sk management,
cross-sales, and business integration; some of
these financial institutions with cerain require-
ments may also conduct integrated business via
cross-industry investment in financial instito-
tions in other industries. In view of the case of
Delong conglomerate; af present, it is not
wise to allow non-finpncinl groups o directly
or indirectly hold controlling interests in mamy
financial institutions, As for the existing non-
financial groups holding comtrolling imenesis in
finuncial institutions, it is necessary for them
to establish independent financial holding
company io take the responsibility of holding
nd managing variows finoncial pssets,

Integrated Financial Services Modes and Regulation Systems in

represented by (rermany , adopt comprehen-
sive legal person mode with the organiza-
tional form of universal bonks, which can
deal in both commercial banking and securi-
ties busipess { insurance excluded ) without
setting up special subsidiaries. Besides,
bunks can also conduet non-financial invest-
ment. In face of such a comprehensive bus-
iness mode, CGermany passed Regulation
Act of Integrated Financial Services in
May, 32, amalgamating regulatory au-
tharities of banking, securities, and insur-
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ance industries into Federnl Financial Super-
visory Authority { BAFin). BAFin is re-
spongible for integrated regulation of bank-
ing, insurince, and secuntics businessss as
well a5 cross-sector financial businesses.
BAFin is in close cooperation with Bundes-
bank, the cemral bank, in order w avodd
redundancy and enhance regulation efficien-
cy, BAFin doesn't have branches in various
regions ; the responsibility of daily fnsncial
regulation is taken by the bmnches of
Bundesbank , which report the statistics and
results of examinations to the head office
und BAFin,

L. 5. A ; financial holding company mode
and functional regulation system. L. 5.
promulgated Financial Services Modemiza-
tion Aet in 1999 which prescribed that
bank holding companies with sound man-
ppement and capital status or foreign banks
with relevant conditions may transform to
financial holding companies. Financial
holding companies may conduct an exien-
sive series of businesses with * financial-in-
pature” , including securities and insarance
businesses conducted by subsidiates, [Fi-
nancial holding companies can also be en-
gaged in pon-financial businesses as long as
Federal Reserve believes that such business
is in close relation or complementary o fi-
nancial businesses of the financial holding
companies, Compatible with the mode of
financial bolding company, U. 5. exercises
an umbrella-shape regulation system com-
prising leading supervisor and functional su-
pervisors. FRS, as the repulation coordina-

tor of financial holding companies, is me-
sponsible for integrated regulation of finan-
cial holding companies and coordination of
varipus  functionnl  supervisors  to fend
against systemic risks. Meanwhile, original
supervisory authorities conduct functicnal
regulanon according 1o different fnancial
services, L. 5 s financial holding company
mode is pot only conducive to enhance fi-
nancial instiiutions’ business operation effi-
ciencies and competitiveness, but also help-
ful o the control of systemic financial nsks.
The umbrella-shaped regulation system of
leading supervisor and functions] supervi-
sors adapts to the pew form of financial
holding companies | while retaining the tra-
ditional functional regulatory authorities.
which is an innovation of regulation svstem
maintaining the pattern of segregated super-
Vishon sysied,

. K. ; financial institution’s cross-industry
acquisition of fnancial instmton of other
industries mode and integrated regulaton
sysiem. In 1986, U. K implemented the
“hig hang" financial reform, which altersd
the segregated industry business opemtion
sysiem.  Commercial banks were rans-
formed to financial conglomerates by mer-
ging and sequiring such financial mstinsons
ms securities brokers, and began fo provide
imegrated financial services including bank-
ing, securities , insurance and s busines-
sei. In order 1o comply with this integrated
financial services mode, the supervisory re-
sponsibilities of the Bank of England were
trunsferred fo the Financial Services Author-
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ity { FSA} by the Bank of England Act
1998 in June, 1998; thus, FSA begmn to
take responsibilities for integrated regulation
on all financial institutions and the whobe fi-
nancial markeis. In order o maintin finan-
cial stability, the Bank of England, FSA,
and the HM Tressury signed a memorandum
of understanding to specify their responsibili-
ties allocation, and strengthen coordination
and cooperation in areas of information gath-
ering, information exchange and policy
making. Besides, the Stinding Committee
on Financial Stability consisting of represent-
ptives from the three parties was esiablished
to discuss issues of sigmificance relevant to
financial stability every month. The gover-
nor of the Bank of England and the president
of FSA also are the members of Councils of
the other party; an exchange mechanism of
emplovess belween Wo ofganizations was
also established (o tghien the connection and
srengthen the cooperation.

Japan ; a comprehensive business mode with
charcteristics of both U, 5. and U. K. and
integrated regulation system. In 1992 Ja-
pan promulgated Financizl Svstem Reform
Act and some other relevant laws and regu-
latsons to allow financial institutions to con-

duct banking , securities and insurance busi-
nesses via their subsidiaries. In 1997, Ann-
monopoly Aot was amended and Firancial
Holding Company Act and Bank Holding
Company Establishment Act were adopted o
permit the esrablishment of financial holding
companies , Which made imegrated buginess
mode of Japan's financial nstitutions bear
fearures of both U, K. and U, 8. In sccord-
ance with such imtegrated business mode,
the financial regulation system of Japan also
expericnced some changes. In 2000, Finan-
cial Supervisory Agency and the Financial
Flanning Bureny of the Ministry of Finance
were merged inio the Financial Serices
Agency io exercise integrated regulation on
vardous financial institotons and fnancial
markets. Al the snme time, Japan's central
hank and supervisory asuthorities strength-
ened cooperation in regulation. In order o
perform the obligation of maintaining finon-
cial stability, Bank of Japan may sign on-
site examination agreement with any finan-
cinl institution that opens seftlement account
at Bank of Inpan, condoct off-site regula-
ticn on relevant financial institutions, and
provide resulis of on-gite examination of -
formation for Financial Services Agency to
coordinate their actions.

i By Tao Ling and Qin Guolou )
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Chapter Wl  Financial Markes

hina's financial market continuously

c developed in a diversified manner,
FYRIEM congruction of wvarious mar-

kets hos attmined remarkable achievements,
market operation mechanisms have been im-
proved , market functions have been better uti-
lized , amd the baszis of stable operation of the
market has been incressingly intensified. The
sustained and healthy development of financial
market provided an effective financing channel
and risk management fashion for market par-
ticipants as well as a stable platform to imple-
ment macroeconomic and financial manage-

ment.

Recent Developments

In 2005, the financial marke! continued to
maintain 8 sound development tendency.
Money market trading was active and has ade-
quate Lquidity ; bond market festured abun-
dant product categories and good issuing cone
dittons; stock market developed smoothly in
the reform process and the morket confidence
sirengthened ; foreign exchange market saw
the acceleration trend of innovation and the
EMB exchange rute formation mechonism was
further improved; fures market fupctioned in
a smooth manner in general and market opera-
tonal capability were befter utilized; gold
market witnessed expanding trading  volume
apd its mading function was continuously
strengthened; and insurance market main-
ained healthy and smble development remd.

With adequate capital in the market, various

sub-markets of mopey market plaved a posi-
tive role for the effective ransmission of mo-
netary policy, for the successful realization of
macroeconemic  management and regulation
goals, and for the maintenance of overall fi-
nancial stability. First, mading volume of in-
terbank borrowing market decreased moderate-
Iy, Im 2005, aggregate trading volume of na-
tiopal interbank borrowing morked  reached
RMEBE 1.3 million yuan with a daily tading
volume of RME 5. (¥ billion yuan, a y-o-y
decline of 11. 83% compared with 2004, Sec-
ond , repo market fentured active tansactions
and trading wolume increased along with the
development of its corresponding spot mar-
ket. In 2005, trading volume in bond repo
markst reached RMB 18, 4 trillion vuan, a y-
o-y increase of 31. 5% compared with 2004
Bonds under the repo fransaction were mainly
treasury  bonds and policy-related Gnancial
bonds , and there was an obvious characteris-
tic of shorening trading term stochure in the
repo market, Third, business of commercial
bill financing, which bhecame an importnt
short-term financing method for enterprises,
developed rapidly and gradoally. Bank's ae-
ceptance bill continuad to be the most impor-
tant ool in the bill market, Along with the
increasingly fierce competition in the market |
some commercial banks soengthened their ef-
fors of infensive operation and management
in hill business by means of separating bill
business from other businesses within their
EYSIEINS,

Bond marker maintained the healthy develop-
ment tendency with more and more products
innovated and bond issuance scale rapidly ex-
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pinded. First, the primary morkef witnessed
the increasing number of bond types and ra-
tionalized term srucmee, In 2005, te aggre-
gate bond issuance volume amounied 1w EMB
4.1 trllion yuan, or a Y-o-¥ incresse of
67. 2% . Structure of issoers was forther diver-
sified and there were more types of bond pro-
ducts and credil rating, Second , trading vol-
wme in the secondory moarket mereased by a
large margin and market interest rates were de-
clining. In 2005, trading volume of spot
transaction in bond market was RMB 6. 3 tril-
lion yuan, a y-0-y increase of 122 6% com-
pared with 2. The yield curve of treasury
bond showed a downward trend in geperal ;
vield of mid- and long-term bonds decreased
motceably, resulting in the flattening of the
yield curve, Third, the guantity of inwvestors
in bond market continued o increase guickly,
Al the end of 2005, there were 5, 508 partici-
pints in interbonk bond market, an increase of
1,525 compared with the end of 200d4; of
which, the mamber of non-financial enterprises
and investors with collective fund increased by
o relative large margin, Fourth, transaction of
accounting treasury bond ot counters of com-
mercial banks increased moderately, In 2005,
the transaction of accounting treasury bond at
counters in commercial bunks featiired a stable
business ; the number of branches camying out
this husiness rose gradually and their trading
volume also increased compared with the pre-
vious year. A totul of T8, 000 deals were reg-
istered for the whole year, a y-o-¥ increase of
22 5% ; wading volume reached RMB 6. 57
billion yusn, & ¥-o-¥ increase of 5. 7%,

The reform and development of stock market

achieved remarkable progress shoulder by
shoulder.  Although financing volume and
trading volume of sock marker in 2005 was
lower than those of 3004, mechanism of swock
market recorded significant changes, some
deep-seated contradictions and strectural prob-
lems affecting the stability and development of
the marked were gradually resolved; market
confidence was boosted ; and stock muarket re-
alized a stable development in its reform. At
the end of 2005, there were altogether 1, 381
listed companies in Shanghai Stock Exchange
und Shenzhen Stock Exchonge with the total
number of stocks as 1. 464 and the negotiable
and the total market capitalization == RMB 1. 1
trillion vuan and RMB 3, 2 mllion vuan re-
spectively, In 2005, iwdal truding volume of
A-share in both stock exchanges reached RAB
3. 1 willion yuan , an incresse of 24. 9% com-
pared with 2004 ; of which, tmding volume of
Shanghai Stock Exchange was EMB 1. 9 tnil-
lion yuan, 61% of the total, while that of
Shenzhen Stock Exchange was RMB 1.2 rril-
lion yuan, or 39% of the tofal, Warrant prod-
wets newly introduced with the pon-trudable
share reform  featored active  transnctions
trading wolume of warrants in both stock ex-
changes reached RMEB 218, 8 billion yuan.

Well-developed Foreign  exchange market
quickly accelerated market innovation; the
REME exchange rmie formation mechanism was
further improved. First, the EMB exchange
rate went swong since the reform of exchange
rate regime, Before the reform of RMB ex-
change rate regime, the daly weighred aver-
age RMB/USD exchange rate in the interbank
foreign exchange market was aroond 8. 2765
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yuun to onpe USD, Oo July 21, 2005, the
BEMB/USD exchange rate was adjosted to
811 yusn o one USDy the RMB exchange
rate climbed slowly afterwands within a range
of Auctuption of 426 bps and the rate was con-
cleded at 8. 0702, the highest of the year, at
the end of 2005. Second, trade of foreign ex-
change pairs was introduced and iranspctions
of USD were relotively active. The interbank
foreign exchange market formally inroduced
bidding transaction of eight foreign exchange
pairs on May 18, 2005; the aggregale irading
volume of them amounted to USD 32, 133 bil-
lion in the whole year, or a daily trading vol-
ume of UISD 328 million. Three most actively
traded foreign exchange pairs are EUR/USD,
USD/HELD, and USDYIPY |, accounting for
41.6% , 25.6% and 23 2% of the itotal
rading volume respectively, Third, foreign
exchange forward transsction was introduced
and USD continued to be the major trading
target. The interbank market formally
launched foreign exchange forwand transaction
on August 15, 2005; 277 deals were reported
in the year, including 263 in USD and 14 in
JFPY.

Furures marked penerally operated soundly and
continued to play its proper role. First, the
market fentured stable operation in general. In
2005, the aggregate trading volume of domes-
tic fomres markes amounted o RMB 15, 4 tril-
lion vuan, u y-o-y decreass of 8% compared
with 2004 ; 323 million deals were reported for
all kinds of fumres, an increase of 6% com-
pared with 2004, Second, new products were
successfully introduced to and waded in the
market with active trapsactions. Funds wers

trumsferred from actively traded products in the
past o mew introduced prodocts. Mew futures
commodities listed in 2004 such a com, cot-
ton, and fuel oil recorded fast increase in
trading volume and became mapor active
forces im the market. Third, market shares
were concentrated fo large companies. In
20053, of the total erading volume of EMB
13. 4 trillion yuun in domestc futures morket,
top 20 futures brokerage companies accounted
for 35, 7% , featuring an evident trend of mar-
ket share concentration o large companies,

Fold market featured a rising tend in both
trading volume and price; spot trading in-
creased 0 a sable manner while margin
truding developed rapidly ; a diversified stnoc-
ture of market participants was taking its shape
and the market demongtrated a sound operation
tendency, First, Au and Pr's trading was ac-
tive with their prices keeping climbing. In
2005, trading volomes of Au and Pt both Te-
corded their historically high point since the
establishment of the market, Trading volume
of Au for the whole vear reached EMB
106 @8 billion yuan and that of Pt was EMB
Q.87 billion yuan, or a v-o-y growth of
46. 3% and 53, 6% respectively. Meanwhile ,
ihe price of Au kept rising, showing a trend
almost in step with that of the internatonal
market. Second, spot trading was stable and
margin trading developed quickly. Por the six
truding species in Shanghai Gold Exchange,
spot wading is the major ooding means, and
Au (99 95) and Auw (99 00) ame the earliest
and most actvely waded with their wading wol-
umes accounting for 82, 8% of the total.
Two margin trading products, Au (T +5)
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und Au (T + D) developed mpidly and met
the demand of enterprises for productions and
wtilization to evade price risks: Au (T + 1)
has reported particularly active rades and has
been grodually recogmized by the market,
Third , a diversified structure of various partic-
ipants has gradually taken shape and the capa-
bilities of participants o play their roles prop-
erly in the market have been strengthened. By
the end of 2005 , Shanghai Gold Exchange has
had 128 members, including 16 commercial
banks, 31 gold producers, and Bl gold users
und other enterprisss.

Insurance market continued its healthy and sta-
ble development with increasing number of
market participants, steadily fsing premium in-
come , rapidly expanding sssets scale, increas-
ing fund investment channels, and deepening
asset management reforms.  First, insurance
business maintained bealthy  and  stable
growth. Af the end of 2005 | total assets of in-
surance companies reached RMB 1529, 569
billion yuan, &0 incresse of EMB 324, 01 hil-
lion yuan compared with the beginning of the
year. The premium income of 2005 was RMB
423, 128 billion yuan, a y-0-y increase of
14% . Second, the scale of insurance funds
expanded rapidly and the morket function of
financing was enhanced day by day. At the
end of 2005, the balance of utilized insurance
funds amounted w0 REME 1410, 011 billion
yumn, an increase of RMB 335 72 halbion
yuan compared with the beginning of the
year, Insurance instintions, a8 important in-
sttutional investors, played an important role
in maintuining the stability of capital market
by increasing investment in funds and direct

investment in stock market. Thind, the pum-
ber of participants in insurance market in-
creased copfinuously ond the market became
more competitive. AL the end of 2005, there
were U3 insurance institutions, 1, BET profes-
gicnal insurance intermediaries, and over
120, 000 insurance proxies in China, The
nmumber of foreign insurance instimtions was
on o stable increase with their markes shares
expanding, Fourth, the reform of insurance
nssel  management was further despened,
which steadily increased investment retums,
The pace of insurance ssset mansgement re-
forms was obviously accelerated in 20665 ; pro-
fessional monagement mechonism was gradunl-
Iy improved; and inwvestment channels were
broadensd, all of these laid a foundation for

increasing insurance sssels INVeSIment remims,

Financial Market Development Pro-
moted Financial Stability

Financial market constmuction, which is a
complex ond systematic project, features a
close and complementary relationship with fi-
nuncinl stability. Sustained and healthy devel-
opment of financial market can safeguard fi-
mincial stability while a stable financial envi-
ronment also creates conditions for further de-
velopment of the market, The development of
financial market mainly inchudes innovation of
financial products and market mechanism, and
wider opening to the cutside world.

Financial Product Imovakon Was Conducre
to Finaniaal Stabiity

China’s financial products featured relatively
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gquick innovaton with fruitful results, there-
fore it promoted financial stability.

The Immevation of Fimancial Products

First, short-term financing bills were intmo-
duced to the money market. Since the suc-
cessful issuance of the first bach of enerprise
short-term financing bills in May 2005 | the fi-
nancing hill market has witnessed stable opera-
tion, sound development tendency, and in-
creasing issuance scale, By the end of 2005,
58 enterprises hod issued 76 batches of shori-
term financing bills with an aggregate face
valie of RMB 139, 25 billion yuan. The intro-
duction of shori-lerm financing billz in the in-
terbank bond market was o significont break-
through in China’s financing aspect, and was
conducive to increase financing channels for
enterprises, and optimize the financing struc-
ture in China,

Becond , financial bonds, bond forwards, and
assel-hacked sscuritization products were initi-
ated in the bond market, The issuance of ondi-
nary financial bonds was conducive to broaden
direct financing channels for financial instine-
tions , enrich credit rating of the market, and
further enhonce market efficiency; assel-
backed securitization was of great and realistic
significance to China in developing financial
market, maintaining fnancial stability, and
meeting challenges resuling from fnancial
opening-up o the world ; and the inmoduction
of forward tansaction of bonds was such an
important milestone in the development of the
financial marker in China that it @gnified the
beginning of finencial denvatives market in
China and was of tremendous importance to

maintaining finpncial stability, promoting the
development of spot transactions in the bond
marker, and formulsting and implementing
monetary policies by the cenrral bank,

Third , warrant prodocts were introduced in the
siock market; trading of warranis was active
and investors showed relatively high entlmsi-
asm. In 2005, the aggregate truoding volume
of warrants in  Shanghai Stock Exchange
reached RMB 176. 307 billion yuan and that of
Shenzhen Stock Exchange was EMB 42, 546
billion yuan. The imtroducton of warmant
products enmiched China's financial deriva-
tives, stimulated transsctions in the market,
provided a financial instrument for resolving
the non-tradable share issue, and also presen-
ted mn instrument of wealth management and
rizk prevention for invesiors,

Fourth, the innowation in foreign exchange
market was accelerated, and the foreign ex-
change-pair business and foreign exchange for-
wand imading were introduced in interbank
market in succession, [t provided market par-
ticipants with a ool 0 manage exchange mie
risk , cultivated the capahilities of market par-
ticipants in rsk pricing and msk elusion, pro-
moted the functions of price discovery and ef-
fectively  allocating  foreign  exchange  Te-
soarces , and laid a solid foondation for the de-
velopment of other foreign exchange derivative
instruments in the future,

Fifth, innovation in the insurance market sped
up, and varicus kinds of products such as ac-
cident insurance, disaster insurance, and &gr-
culture insurance were mntrodusced to the mar-
ket and became a new growing point of the in-
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surungee industry, Product innovation promoted
the seable nnd healthy operation of the insur-
ance marker, stimulated smocrural opimization
of the insurance market , and played a positive
role in enhancing social securty and impro-
ving social management.

The Positive Impact of Financial Product In-
novation on Financial Stability

Innovation of financial products can moderate-
Iy separate, transfer, and disperse risks and
solve the problem of imbalonced fnancing
strecture in China with the precondition of
adding no risks to the market as a whole. In
China , the proporticn of indirect financing is
towr high and credit nsk concentrates in the
banking industry. In 2005, soch financial in-
novation products & short-term financing bills
and eredit aset-hacked securitization products
were introduced in succession, mmised the pro-
portion of direct financing o the total finan-
cing, and gradually alleviated to some exient
enferprise’s cradit nsk in the banking system,
The financing structore of domestic non-finan-
cial institutions { citizens, enterprises, and
povernment agencies included ) featured obvi-
o changes in 2005; the share of corporale
debt rose noticeably while that of loons and
treasury bonds experienced o decline. The
propertion of leans, stocks, treasury bonds,
and corporate debts of domestic non-financial
institutions in the whole veur was T8 156, 6
9, 5:6. 4; the mto of that in 2004 was 82, %
100 8:1. 1:5. 2.

Inmovation of financial products forther im-
proved the market operation mechanism to
safeguard financial stability and promoted the

effective allocation of finuncial resources by
the market. The process of finoncinl produces
inmovation is, in natire, a process of repla-
cing orginal low efficiency and low ranspar-
ency financing methods with standardized
high transparency, and high ligudity ones.
Take short-term financing hill as an example,
when an enterprise bormowed mopey  From
bunks as a method of fnancing , since the in-
termal approval process of banks was not trans-
parent and the force of market mechanism to
ensure mely pav-off of loan: by the enier-
prise was weak , 1t was difficult to aviodd maoral
hazards of the borrower; but in an open mar-
ket with strict requirement of information dis-
closure | the obligation of the issuer W pay
both the principal and interests was under su-
pervision of all holders of financing bills in the
market; and the possibility of malicious con-
tract breach was relatively low,

Innovation of finapcial products can enhance
financial insttotions’ competitivensss  and
profitability, therefore srengthen their capa-
bilities to fend off rsks. In 2005, the share-
holding reform of SOCHs was at a critical
stage and the period was also of great impor-
tance before the all-around opening up of
China’s banking industry; the rapid develop-
ment of China's banking institufions, commer-
cial banks in particular, was the key precondi-
Gon W maintain financial sability. Since the
establishment of shor-term finuncing bill mar-
ket, imermediary businesses of banking inst-
tions in China have growmn quickly; particu-
larly, the professional services such as bond
underamiting and financial consultation oot on-
ly met the demand of enterprises to lower fi-
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nancing costs und diversify financing channels
aq well as incresss the revenes and profits of
commercial banks, bur also facilitated the
ransformation of commercinl banks from tra-
ditional mode to intermediary business mode
and enhanced their competitiveness in the
opened market in the Fuure,

Innovation of financial products can strengthen
the capabilities of instinutional investors 1o fden-
tify and fend agninst nsk and redice the possibil-
ity of sysiematic risk. The introduction of inno-
vative prowducts, especially, shor-term financing

bills secured only by credit of enterprises without
amy collatemml in particulsr, propelied instinition-
al investors o swengihen their ressarch and en-
hance their capabilites of judgng and identf-
ying rsks while purming higher retums. When
risk exposes in the market or accident occurs,
instnmonal wvestiors will voluntarly establish
risk emerpency disposal mechanism o prodect
their rights and interesis under the precondition
of complisnce with relevant laws and regula-
thons, s that o for and efficient merkst oper-
tion mechanism will be gradually formed.

Box 13 Steadily Pushing Forward Credit Asset-backed Securitization

Credit assei-backed securitization is the ac-
tivity whereby credit assets with foreseeable
cash flow are sold in the financial markes in
the form of securities. Securitization is a
mijor means and successful experence of
developed countries fo resolve und disperse
hank credit risk. Ar the end of the second
quarter of 2006, the balance of [ 5.
pssets-backed securities [ ABS and MBS in-
cluded reached USD 8. 2 mrillion, account-
ing for 31. 1% of the cosanding balance of
the whole U, 5. bond market; it was the
largest category of bond products, leaving
the second largest corporate debs (19. 7% )
far behind. China’s pilot program of credit
asset-backed secunfization was formally
launched on March 21 | 2005 with the ap-
proval of the Site Council. On December
15, 2005, the first batch of ABS of EMB
4. 17727 billion wuan was issuoed by CDB
and MBS of RMB 3.019 billion yuan

issued by OCB; on Aprl 25, 2006, the
second batch ABS of RMB 5.82 billion
were successful and the securities were tra-
ded in the national interbank bomd market.
The issuances marked the success of China®s
pilot program of credit assets-backed securi-
tization and laid a solid foundation for the
further development of asset-backed securi-
tization.

First, a policy framework of credit assei-
buckesd securitization in line with China®s
realities has been primarily established. The
PBC and CBRC jointly promulgated the Ad-
ministrative Rules of Piler Program  for
Credir Assets Securitization; CBRC promul-
gated the Measures on the Adminisiratiog
and Supervision on Pilot Program for Cred-
ir Asger-backed Securitization by Financial
Instinunions ; the MOF izsued the Provisiones
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mn Aceourring Imvelved in the Filor Program
Jor Credit Asser-backed  Securitizarion;  the
MOF and State Administration of Taxation is-
sued the Motice Regarding Certain Tavarion
Policies af Credit Asser-hacked Securirizarion ;
the Ministry of Construction issued the Monce
. Relevant  Drues Conceming  Mortgage
Right Change Registration of Individual Mort-
goge-backed Securitization; the MOF and the
Ministry of Labor and Socisl Security also is-
sued circular to approve Mational Social Seen-
ity Fund 1o invest in ssser-backed securitiza-
tion products. These documents have estab-
lished a primary policy framework for camy-
ing out credit asset-backed securitization in
China as well as laid down a solid foundation
for credit asset-backed securitization legisla-
tiona in the fuboe.

Second , a set of supervision and regulation
mechanisms to effectively fend off risks has
heen primarily in place. The Administrative
Bules of Pilot Programs for Credit Assets
risk management during key pericds in
credit asset-backed securitization process.
According to these principles, CBRC
promulgated the Measures on the Adwinis-
tratien and Supervision on Filot progrom
for Credit Asser-backed Securitization by
Financlal fnsvingions 1w prescribe relevant
markel access criteria and procedures for fi-
nancial institutions to act as sponsors and
trusimes , formulnte specific business moles
for financial instiotions” participation in
creadit asset-backed securitization, amnd put

forward relevant risk management require-
ments., The PBC made provisions on infor-
mation disclosure of credit asset-backed se-
curitization a8 well a5 registration, custo-
dy, trading and settlement of ABS in the
interbank bond marker, and guided the Ma-
tional Interbank Borrowing Center and Chi-
na Government Securities Depositary Trust
and Clearing Co. ., Lid to establish mecha-
nmisms conducive to the prevention of ABS
risks in technical system.

Third, it provided o mede to leam from
and an issuance and trading platform for
the securitization development in the fu-
wre. CDB and OCB, when designing
their programs of credit asset-backed secu-
ritization, both took into consideration
China’s realides and adhered to the imer-
mattonal standards by forming basic assets
pool with credit assets and momgage loans
and engaging trust companies as osees
and issuers of ABS. The mode not only
conformed to the international practices ,
but also was the reasopable choice in the
current legal framework in China, reali-
zing risk separation and limited recourse by
legal means and providing an exemplar for
pssed -backed secuntization development in
the futare. The Mational Interbank Bor-
rowing Center and China Govemment Se-
curities  Depositary Tros  and  Cleanng
Co, , Ltd have designed a comprehensive
bond business system to support the issu-
ance and trading of ABS | which success-
fully supported the issusnce and trading of
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the first baich of ABS; ai present, the sys-
tem i operating in a stable manner and is
ahle 1o support larger scale of issuance and
trading of ABS.

Credit asset-backed securitization, a8 an
imporiEnt instroment (o Gnk the credit mar-
ket ond the financial market | is conducive
to  improving banks” operational mode
ameliorating the width and depth of
China's bond market, and of great realistic
significance to the stable development of
banking industry and the maintenance of
financial stability as a whole. First, it is
conducive 1 the improvement of credit
term structure of banks. In recent years,
there were obvious signs that banks began
to have more long-term assets and shom-
term liabilities, which gave rse io the
problem of credit mismatch, Securitization
of part of the mid- and long-term loans
can improve the present situation of mis-
maiched credit, enhance the liquidity of
hank assets , and acceleraie the wrmover of
credit assets. Second , it is conducive to
raise CAR of banks. After credit asset-
backed secunitization , credit assets will be
transferred out of the balance sheet in the
form of “ sold in real sense” ; and it s an
effective way o raise banks’ CAR by mar-
ket operutions. Third, ot is conducive to
disperse credit risk. Credit asset-backed
securitization can bring the invesiors’ role
of jointly identifving risks and determining
fund prices to the full, therefore, to some
extent , disperse credit risk used to concen-
trate i banks to the financial market and

is conducive 1o the mainenance of finon-
cial stability. Fourth, it is conducive to
the development of capital marker. Credit
assel-bhacked securitization mems credit as-
sets lacking lguidity to negotiable securi-
ties with relatively high liquidity and there-
fore provides a new trading product o the
securities market. It effectively reduces the
proportion of indirect financing, and is
helpful o stinulate the development and
improvement of multi-laver capital mar-
ket. Fifth, it 15 conducive to the Anancial
opening-up process. China’s financial in-
dustry iz abowt o open o foreign fAnancial
institutions in an all-round manner. Given
the rich experiences of foreign financial in-
stitutions  in asset-backed  securilization
business, it can be estimaled that asseds
securitization business will be a key area
for foreign financial institutions to compete
in Chinese market.

At present, China’s credit asset-backed se-
curitization business has jusi started and s
siill at the mal stage. We should carefully
summarize our experiences gained from pi-
It program , abide by the principle of pro-
dence, olways attach great imporiance o
the mechanism consmuction and risk pre-
vention , push forwand the expansion of pi-
lot program of credit assst-hacked secunti-
zation in an eamest manner , further bring
the function of securitization technology in
China's economic and financial sector o
full, and promote steady development and
overall stability of China's financial sys-
R,
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Institutional  Ienovation Offered  Regulatory
Authorities @ New Platform to Strengthen Reg-
ulation

Along with the gradual establishment of so-
cialist market economy system in China, man-
agement and opermtion of financial market
should aleo employ a market-oriented ideclogy
e continuously relax control and shape 3 be-
nign development mechanism led by the mar-
ker. A series of instinmional innovations have
won favorable conditions for further enhance-
ment of regulations.

Institutional Inmowvaticon

First, introducing the issuance filing system
and gradually relaxing issuapce control. In
2005, the issuance process of shor-term fi-
nancing bills adopted the issuance filing sys-
tem, which was the first ftroduction in terms
of bond issusnce methods in China and was a
positive exploration of relieving issuance con-
trol in the marked of instimtonal investors,
Since the implementation of the filing system,
shori-term  financing hill market has main-
tained o tendency of sustained and rapid devel-
opment.

Second , improving the market maker system
and effectively enhancing the market function,
Market maker, as a core force o stabilize and
activate the market , plays an imporant role in
markel price discovery, The introduction of
murket moker system in the interbank foreign
exchange market, which increased the liguidi-
1y of the marker, was a complementary policy
of China to further develop the interbank for-

eign exchange market and improve the EMB
exchange rate regime. By the end of 205, 13
domestic and foreign banks had been approved
a5 market makers of RMEB trading in the inter-
hank foreign exchange spod market.

Third, pushing forward the non-tradable e
share reform and further improving and devel-
oping the swek market, Al the end of April
2005, CSRC announced to formally launch pi-
It program of the non<trudable state share re-
form with the approval of the State Council,
By the end of 2005, aliogether 421 companies
had compleed their non-tradable sate share
reform or started the non-tradable state share
reform procedurss | secounting for 35% of the
total market capitalization of both Shanghai
mngd Shenzhen Stock Exchanges. The steady
progress of the non-tradable share reform will
gradually rectify the institutionnl flaw hinde-
ring the development of the swock marker for
years and play a very positive role in the de-
velopment of the stock market.

Institutional Inmewation Was Conducive o

the Enhancement of Financial Regulation

The PBC has been adhering to the principle of
market-oriented operation in a seres of insin-
tional construction in the interbank marker,

First, emphasizing thatl investment risk should
be evaluated and bomm by investors, relaxing
administrative control on issuance and trading
leaving problems which could be solved by the
market to the market, squorng administrative
organs from making material judgements on
issuers and making them fully play their roles
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of “referee” in formulating market operational
rules and conducting supervision and reguls-
ton. For instance, the filing and regstation
issuance system was adopted in issuance man-
agement of shori-term financing bills o exer-
cise balance muonsgement for isswanee scale;
and the approval procedure for corporate
bonds” mading and tumover was simplified by
shifting from the pre-event approval approach
o the verification approach, making it con-
vemnient for corporate bonds o access to the in-
terbank bond market,

Second , afteching great importance o the en-
hancement of such market discipline mecha-
nisms a5 information disclosure and credit rot-
ing; strengthening information disclosure re-
quirements on issuers and relevant intermedior-
ies as well as standardizing credit ratings of
corporale  bonds; encoursging  intermediary
agencies such as credit rating instiotions and
underariiers to strengthen their self discipline;
effectively fending off risks, enhancing the
market transparency . and implementing effec-
tive marke! discipline on issuers and relevant
intermediaries.

Third, strengthening the market infrastructore
construction , which was alse ope of the most
important aspects of ensuring financial market
siability, At present, truding in the interbank
bond market depends primarily on the trading
system of the Mational Interbank Bormowing
Centre, and bond custodian settlement is done
ofi the book keeping svstem of Ching Govemn-
ment Securities Depositary Trust and Cleanng
Co, , Lid. In Ocwber 2005, the PBC organ-
ized, guided , and promoted the connection of

the two systems , which primanly realized di-
rect processing” of bond trading and settle-
ment in the inerbank bond market, This pro-
gress, which simplified former tading and
settlement procedures, reduced operations of
redundant data input, lowered operational
rizk, raised the market operation efficiency,
strengthened the real-time and pre-event moni-
toring of the morket | and improved risk con-
irol measures , was conducive to maintain mar-
ket stahilicy and provided a necessary technical
platform for the product innovation in the fu-
e,

The Opening Up Strenmgthened the Financial
Market Stability

China has been strictly performing melevant
commitments since the accession to WO, Fi-
nancial service industry was opening wider and
wider; the peographical presence and busines-
ses of foreign financial institutions were ex-
panding : and the competitive atmosphers in
the market was gradually intensified. The

opening-up process strengthened the financial
market stability.

CQpening Uip

By the end of 2005, 25 foreign financial insti-
titions hove become sharchobders of 20 Chi-
nese hanks with a total investment of near
S0 200 billion, or about 15% of the todal
capital of domestic bonks, 32 forsign institu-
tions were grunted gualifications of QFI and
40 foreign insurance companies were author-
ized to carry out businesses in the domestic in-
surance marker.

When fulfilled its commitments of accession to
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WTO in sleps and phoses, China also paid
close attention o amending and improving red-
evant laws , regulations, and marker rules and
ok messures o accelerate the pace of open-
ing-up of the financial madeet 10 the outside
world, In April and Bay 2005, Pan-Asian
Bond Index Pund and ABF China Bond Index
Fund were puthorized o join the interbank
bond market in succession, which was another
new measure of the capital market opening-up
after the trial implementation of QFTEs system,
In October 205, some inlemational develop-
ment institutions were, for the first Gme, au-
thorized to issue EMEB bond in China, indica-
ting another important step forward in the
opening-up process of China's financial mar-
ket

The Opening LUp Process Promoted Finan-
clal Stabillry

The wider opening of financial market ot
only further promoted the development of | but
also strengthensd the stability of the financial
market.

Fimst, it is conducive to the stable and healthy
development of China’s financial market, In
2005, China introduced foreign bond issuers
and traders in swccession in the financial mar-
ket for the first time; improved its financial le-
gal system and regulation system and pushed
ahead reforms of the financial system and in-
sttutions. At present, Chinese financial insti-
mtons enhance soronger competitive capahili-
ties while foreign financial instiutions have
become &n ofganic part of Chana’s financial
systemn vin stondardization and development.
Axg n result, the participation of foreign finan-

ginl institutions enhanced competiion in the
muarket and propelled Chinese finoncial instin-
ticns 1o accelerate reforms and raise service of-
ficiency ; meanwhile, the joint venmres and
eooperation between foreign and domestic fi-
nancial instiations alss introduced to China
advanced corporation governance mechanism
angd manire mansgerial expenise, Currently,
China’s finonein]l morket is confronted with
challenges of opening-up and is accumulating
experiences to deal with foreign competition
and impacts, Pinsncial market was contribu-
ting o the stable and healthy development of
China’s financial system by enhancing compe-
tition in the market and speeding up the intro-
duction of technologies and experiences from
those mature financinl markets.

Second , it is conducive to the stable operation
of China's financial market in the laer transi-
tion pericd after sccession o WTO. At the
end of 2005 , there was only one year lefi be-
fore the end of the ransition period. Judging
from the real siuation of the market develop-
ment, Ching was opening its financial market
in sigps and phases, improving institutional
conamuction of the financial marke:, and
maintaining the stable operation of the fnan-
cinl morket, At the end of 2005, the number
of F[s approved reached 32, with foreign
exchange investment quota of LJ5D 5. 495 hil-
lipn approved , securities asseis held by QFIIs
umounted o near RMB 30 billion yuan, ac-
counting for W% of their wial assets thereof,
This was conducive to the further opening-up,
carrying oul relevant commitmens for WTO
accession while considening real sitwntions of
the financial market, avoiding enormous fluc-



Chapter Wl  Financial Markes

mation after the termination of the transiion
pericd and enhancing the stability and risk-re-
sistance capahility of the financial marker

Fimally , it 15 conducive o mmprove the disci-
pline mechanism of the financial market. The
healthy dewvelopment of the financial market
attracted @ number of noted forelgn inermedi-
aries , which became the bridge connecting do-
mestic and foreign markets. On the one hand ,
foreign intermediaries plaved an important role
1o assisl the successfol oversess investment and
listing of domestic corporutions and provided
conditions for the domestic financial market to
learn from foreign advanced practices, and es-
iablish and improve market discipling and in-
centive mechanism such as information disclo-
sure and credit rating; on the other hand , the
competition and cooperation brooght  with
these foreign intermedianes raised the crisis
awareness of domestic service intermediary,
and was helpful to promote such domestic in-
stitutions o leam the sophisticated experise
and technology from international peers, and
0 elevale their competitive capability and

service level.

Key Areas to Focus on and Reform
Measures to Carry out in Develo-
ping the Financial Market

In 35, China's financial market wimessed
notable development in the process of innova-
ton. The market was running in & stable man-
ner with financing swscture further optimized ,
thus creating a stable market environment for
the sustained and healthy development of the

finuncinl industry, Meanwhile , following as-
pects would still need special atention and ac-
tve counter-mensures s s to promote the
healthy and stable development of the financial
market.

First, financing structure was imbalanced in
the context of direct and indirect financing
proportions . of which the proportion of indi-
rect financing was too high. Momeover, stock
was the main direct financing instruments ,
while the issuance scale of corporate bond
was very small, and oo ordinary corporate
bond based on enterprise credit has been is-
sued, Such a financing structure with indirect
financing as the main body led enterprises to
a high level of indebted operation, worsened
ithe mismaich problem of assets and Labilities
of banks , increased the risks in the process of
opening up of the financial indusiry | foroed
banks to bear risks which should be bom by
the financial market, and thus harmful 1o the
efficiency enhancement of the macro financial
management and the development of emer-
ging industries. To solve this problem, we
must forther optimize the social financing
structure | strengthen the development of Jdi-
rect financing , with the corporate bond mar-
ket in purticular, improve the structire of the
siock market, cultivate instimfionzl invesiors
and promote the comprehensive | coordinated
and sustninable development of the financial
market.

Second , the financial products were ned rich,
and =0 were the available msk management
toels, Inorecemt years, the credit mismatch
problem of commercial banks wes outstamnd-
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ing, i. e shor-term deposit and lopg-term
loans® issue. The shom-term tend of deposit
and long-erm wend of fund wiilizagon were
intepsified. Acconding to a survey regarding
the mismatch problem of deposits and loans in
B major commercial banks in China, at the
end of 20605, the rmto of deposits payable
within 1 vear to loans receivable within 1 vear
meached 4. 05, and that of loans pecelvabla
over 1 wvear o deposits pavable over 1 vear
renched 4. B2, Such term mismatch of depos-
its and loans in commercial banks might lead
to liguidity risk, interest rate risk and credit
nsk. To mitignte such mismatch sk, we
maust expedite the inoovation of financial prod-
wets, dewvelop financial derivatives market,
and sctively smdy and develop some financial
dervative products suitable for the market de-
velopment , 0 & to provide commercial banks
with effective methods in managing interest
mite risk und credit risk.

Third, the functons of market discipline and
ingentive mechanism hove not vet been fully
exered. Stengthening the basic market disci-
pling and incentive mechanism such as credit
mting mnd informaton disclosure was of ex-
weme significance in aspects of cultvating
honest and standardized market players. The
fumber financial reform and the rapid develop-
ment of financial market mised pew requine-
ments for credit rafing as well as opportunities

for its development. The credit mting sector of
China was still af its initial stage, requirng
conatant improvement, Thuos we need o fur-
ther enhance the quality of credit mting agen-
cies , establish a scientific and qualified rating
system , build a market environment favorable
for the healthy development of credit rating,
further improve the gquality of information dis-
cloqure in  financial market's transactions,
timely and accurately reflect market risk and
maintain the fairness and transparency of the
market operation mechanism.

Fourth, certain market lows and mepulations
were not fully in place | relevant regulation
systems need further improvement, and the
ecosystem of financial market peeds w0 he
further optimized. We need to reform and
improve market access, issuapnce, trading
and relevant sysiems, build a sound basic
system regarding lows apd regulstions | #e-
counting , auditing and taxation , thus further
optimize Anancial ecosystem and further open
up i the outside wordd. We also pesd to
strengthen the monitoring of the fnancial
market operation and the forwand-locking
unalysis of rsks, coptinwously improve the
professional level of regulators , soengthen
the coordination in the financial market regu-
laton and promote the sandardized operation
of market players.

[ By Ma Jianvang, Wang Wei, Liv Ying, Yang Jinmel, Cal Guoxi,
Wen Jiandong, Zhang Tiantian, Hong Bo and Wang Suzhen )
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cposit Insurunee system is o funda-

mental institutional srangement of

the hanking sector in marker econo-
mies, As a key component of national finan-
cial safety net, its basic elements include ; de-
posit-taking financial institutions participate in
deposit insurance and pay the assessment ac-
cording to stipulated stondords; deposit insur-
ance instifution is responsible for the operation
of the deposit insurance sysiem; in the event
of any deposit-taking financial instimtdon’s
failure , depesit insurance instintion should
make timely compensation to depositors ac-
cording 1o stipulated standards and panicipate
in or organize ligquidation per law. The es-
sence of such a system I8 to share the losses
of any deposit-taking finoncinl instimtion’s
failure among government, shareholders and
depositors, profect deposibors” interest, en-
hance public confidence in the banking sys-
tem, and maintain the stability of financial
syatem , through establishing markei-oriented
risk compensation mechanism. At present,
China's economy has kept the sustainable,
rapid and healthy growth. The banking sys-
iem is operating stably; and the legal, eco-
nomic and regulatory environment contimies
w be amelioraed. Thus the intemnal condi-
tions and external environment for establishing
deposit insurance system are basically suffi-
cient. And it is of important and realistic rele-
vance i seize the opporunity o establish de-
posit insurance system combining both our
country -specific feamres amd intemational ex-

perfEnces.

Necessity for Establishing Deposit
Insurance System

The implicit full-coverage deposit guarantes
has been existing in China for a long time un-
der which the state actually acts as the deposit
insurer for the public, This has been imporiant
for protecting depositors” interest and maimtai-
ning =ocial stability in the past. However,
with the development of market economy, the
disadvantages thereof become more amd more
apparent. Particulady , the implicit full-cover-
age deposit guarantee is likely to cause moral
hazard and 15 not in the interest of long-term
financial stability and should be transferred in-
o an explicit deposit insurance sysiem as oo
as possible.

First, deposit ingurance system helps o raize
public confidence in banking systerm  and
therefore avoid bank mun or systemic financial
crisis. In recent years, although China has
not wimessed large-scale and intensive erup-
tion of financial risks, there did exist cases of
bank min on small-and-medium sized financial
institutions , which threatens the stability of
banking systern and the society. Deposit in-
surance sysem will substantially strengthen
depositors’ confidence and effectively prevent
bank run or systemic financial crisis cansed by
1 single financial institution®s foilure or finan-
cial incident, therefore maintain financial sta-
hility.

second , deposit insurance system will protect
the imterests of small-and-medium deposions
effectively. At present, China's financial mar-
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ket remains to be improved in 8 varety of os-
pects, such as fewer financial products, undi-
versified invesment channels for residents,
and limived financial assers that are mainly
savings. Therefore setting up o deposit insur-
ance system with scientific compensation limit
will prodect the interests of many small-and-
medium deposiiors and ensure that they are
timely compensated in case of any fnancial
institution’s failure.

Third , a sciemifically designed deposit insur-
ance system will give full play to market dis-
cipline and prevent moral hazard. Under the
current implicit deposit guarantee system , the
governmenl makes full-amount compensation
o notural person’s deposits when the financial
instingtion fails, while institutions” deposits
can only be compensated after the liguidation
angd depend on residual properties  thereof,
The implicit guarantee mechonism oot only
increzses the financial burden of taxpayers,
but also weakens market discipline by finan-
cial instiition’s expectation thal the govern-
ment will pay for its failure | thus coausing
meral hazard. It also leads o unfair meatmment
between individual ereditors and  instinotion
creditors, In an explicit deposit insurance sys-
tem, the losses of any bank failure will be
shared jointy by the bank shareholders, gov-
emment and depositors. This will oot only
reduce government’s burden , but also prompe
market pluyers o be more risk-sensitive | par-
ticularly for depositors with large-value de-
posits ), promote depositors o prudentially
choose depository insticons and  producs ,
and pay atention to and monitor the manage-
ment situation of financial institutions. This

would undoubtedly ephapce market  disci-
pline, Meanwhile, compulsory membership
and differentiated preminm based on different
nsk profile of deposit-taking finoncinl institu-
tions would restrict the dsk-taking behaviors
of high-risk institutions and effectively pre-
went moral hazard.

Fourth , deposit insurance system will promede
financial structural reform and fair competition
among financial insttons. In the past, most
instirutions are owned by the state, The gov-
emnment takes major responsibility in case of
operational problems. With despening finan-
cinl reforms, the ownership structure of
China's fimancial inatitutions became diversi-
fied. S50OCBs have imroduced foreign sirategic
investors, City commercial banks and RCCs
have substantally increpsed their stakes from
the private and foreign capital sector. In a so-
cinlist market economy , oll fimncial inst-
tions are independent players facing fair mar-
ket competition. It is therefore theoretically
eontrudictory if the siate continues o bear the
loss of any financial fadlure, Accordingly , in
the ongoing process of fisancial reform , it is
necessary to establish deposit insurance sys-
tem with 8 market-ofiented rsk compensation
mechanism o change depositors’ historical re-
liapce on govemment guarantes , handle trou-
bled financial institution with morket forees so
as o further the reformy of banking sector,
solve de facto unfair competition problem
among different financial insttutions , pro-
mode healthy development of sowall- and e
dium- sized hanks, and create a well-smoc-
tured deposit-taking financial sector.
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Fifth, the estublishment of deposit insurunce
system 15 the key step to standardize the mar-
ket exit mechapism for financial instittions.
With the absence of deposit insurance system,
China has long adopted administrative order to
force financial institutions © exit the market.
Althwugh  this administration-driven  closure
policy can take advantage of the administrative
resources of govemment in asset lguidstion,
investigating into the responsibilities, and re-
locating staff of failed instimtions, as too
many compulsery administrlive measures are
adopted,, not only market mechanism’s funda-
mental fonctions in rsk diversification and
transferring are destroved , which will further
lead o risk concentration and weskening risk
awareness of investors, but also put the gov-
ernment at the center of conflicts in practice.
There's no legal basis for the full indemnifica-
ton of individual debt while the compensation
ratic for institutional debts extremely lower,
Actually, such treatment generally prolengs
cloging process of financial instintions. As a
result, these instiutions do oot scally exit
the market, affecting financial and social sta-
hility to n larpe extent. The establishment of
deposit insurance sysiem and the adoption of
market sk compensation mechanism  will
force roubled financial institutions to exit the
market , and minimize their negative impact on
the financial system.

Sixth, it is pructically urgent to establish a de-
posit insurance system. In October 3004, the
PBC, the MOF, CBRC and CSRC jointly is-
sued Cynndons of the Purchasing of Individual
Crediter's  Claim  and  Clients”  Securities
Transaction and Settlement Fundr | hereinaf-

ter referred (o as the " Opimsons™ j. While it
provided for uniform regulaton in terms of
treatment of individual creditor’s claims and
protected the interests of small and medium in-
vestors, it has oot fundamentally resolved the
problem and has triggered moral hazards due
e loopholes in policy. The Supplementary
Newice on fowes Concerning the Opinions of
the Purchasing of fadividual Crediter” Claim
{ hereinafier refermed to as the “ Supplementary
Notice™ ) promulgated on January 27, 2004
relieved to some extent the shove-mentioned
conradiction and uncertainties after Sepiember
S0, 2004, due w ambiguous purchasing poli-
cies of individual creditor's claims. However,
the explicit long-term mechanism o tckis
similar future issues is still unavailable,

In recent vears, reforms of SOCBs, JSCBs
and city commercial banks bave sped up and
reform of ROCs is basically completed with
better performance on average., The state also
made huge investment in this regard. Afier the
reform, whether thess financial institutions
can go on e wack of vimuous cycles depends
not only on their infernal control sysiem and
business manngement, but alse on the exist-
eince of a soumd extermal environment and in-
stitutional design that will drive them w
smengihen internal risk control. An imporismnt
step of external institutional design 15 the es-
tzblishment of a deposit insurance system,
Therefore, a prompt establishment of deposit
insurance systemn has a crucial significance in
consclidating the success of current banking
reform and finally obaining the goal of finan-
cial reform.
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The Feasibility of Establishing De-
posit Insurance System in China

A sound macroeconomic

nt, an ef-
fective financial regulation regime and o stable
banking system are needed for deposit insur-
ance system's efficient operation. Al present ,
China’s economy has maintsined fast and
healthy growih, Iis banking sysiem is operat-
ing stahly. The legal, econpomic and regulato-
ry environments continue to be ameliorated,
Bodh the internal and external conditions are
now meatured for the establishment of a deposit
insurunce system, as is reflected in the follow-
ing.

Firat, the financial legal system has become
more sophisticated, A series of laws and megu-
lations including the Law on PBC, Law on
Banking Regulation, Law on Commercial
Ranks , Company Law, Geargreee Daw, and
the Enterprise Bankmuptcy Law [ o be imple-
mented } have provided strong legal support
for the unch and operation of & deposit insur-

Ance sySLEmL.

Second, rapid and healthy macroeconomic
performance in mecent vears and the stable fi-
nancial system have provided a sound macro
environment for the estublishment of =such a
sysiem. Economic performance s cyclical,
The cost and effectiveness of establishing de-
posit insurance system at different stages of the
economic cycle thus can vary, Esablishing
the deposit insurance system af a time of fi-
nancial crisis is more costly and is likely wo
worsen the crisis if improperly designed. As

the: operation of a deposit Insurunce system re-
quires accumulation of capital and some cost
shall be covered by the banks, therefore, the
favorable timing for introducing the deposit in-
surance sysiem 15 when the ecopomy moves
upward. It will be too late o do so if econom-
e slowdown has brought about & kot of trou-
bled banks. The cost of establishing such a
sysiem will be huge for the sake of maintai-
ming socinl stability.

Third, banking reform, including SOCEs and
RCCs, deepened and made great headway.
Losses coused by historical reasons have been
dealt with, which laid a good internal founda-
tion for establishing a deposit insurunce sys-
tem. 30CBs have gradoally sef up standard
corporate governance  after capital inpection
and restructuring with obviously improved fi-
mancial indicators and asser quality and with
continnously  ameliorated  internal  control
mechanism. Some JSCBs are already listed,
City commerncial banks and UCCs are going
through restructuring, Reform of ROCs is con-
ducted all over the country amd their business
operations have achieved better performance in
peneral. Owerall speaking, problems of the
deposit-taking financial instimutions are gradu-
ally being resolved with no svstemic financial
risk at present.

Fourth, the sccounting standards of the Chi-
nese banking sector are upgraded step by step
and are more in line with infernational prac-
tices. For the banking instimotions, the ac-
counting indusity’s compliance profile proves
1 be improved with more reliable accountant's
report, better and more transparent informa-
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ton disclosurs, Capitel market played o key
role in encouraging listed banks to operate
prudentially, At present, BOCOM, CCB and
BOC have been listed in Hong Kong. ICBC
will be listed on the internotionsl capital muor-
ket after shareholding reform and will apply
international accounting standards and soand-
ards for finoncial regulation. "'With the further
improvement of mainland capital market,
banks listed in mainland China will also be put
under greater scrotiny in terms of accoumting
standards and information diselosure.

Fifth, the regulatory framework has evolved
with more matured regulatory philosephy and
moddels introduced. Regulatory tools are more
standand-based 10 encourage commercial banks
i strengthen cupital adeguacy, establish and
improve govemnance structure, and improve
nsk management. The financial safety net has
begun 1o play s role initially,

International experience indicated that deposit
insurnance sysiem is established in countries ei-
ther following hanking crizis or at a tme of
basic completion of bank restructuring and un-
der relatively stable economic environment,
Meanwhile , comesponding infmstructunes nesd
i be improved. In general, the conditions are
basically sound in Ching to establish deposit

Insurance system.

Several Key Aspects to Study in the
Establishment of Deposit Insurance
System

Chinese government aitaches great imporance
to maintaining financial stability, protecting

depositor rights and interests, and initiated
the study on the establishment of deposit in-
surance syriem. In 1993, the Decision of the
State Cowncd on Financial Svstem Reforn
first put forth * the need to establish deposit
insurance funds to protect public and social
interests” . In 2006, the Eleventh Five-year
Plan for National Economic and Social Devel-
opment of the PRC adopted ot the fourth ses-
sion of the temth NPC clearly put forth  the
nead o =andardize market-oriened  exit
mechanisms for financial instimtions, estab-
lish comesponding deposit insurance system ,
investor protection system and policy-holder
guaranipe system " .
sion of gpovernment initiatives | the following
key aspects are worhy o0 be highlighted in
the process of intoducing the deposit insur-
ance system,

Functions of Depasit Innerance Institution
Deposit insurance institution can be “broadly "
or “narrowly” authorized in terms of its func-
tions. A deposit insurance instinaton in nar
row sense is a “paybox™ that ooly compen-
sates depositors after financial instimtion fails.
A deposit insurance institution in broad sense
takes on a wider range of responsibilities apart
from the basic * paybox”™ function, including
accumulating and managing the deposit insur-
ance fund , collecting assessments from mem-
ber banks , getling access to the risk profile of
insured institutions and puarticipating the ligus-
dation of failed banks. The Deposit insurance
institution in a broad sense generally acts as a
" cost-minimizer” of “ rsk-minimizer

To give a betier expres-

Under the *pavbox" system, the deposit in-
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surnnee institution only works after bank fails,
paying the bill for failure. The moral hazard is
therefore evident since the regulatory authority
may tederate wouble banks w continue opera-
tions and therefore delay ther closure. There-
fore, many countries and regions in the world
have gradually expanded the mandates of de-
posil insurance instintion. For instance , when
Cansda and Columbia set up the deposit insur-
ance institution in 1967 and 1985 | they adopt-
ed a “paybox” system, but began to authorize
the agency more powers and responsibilities
snce 1987 and 1998 respectively.

Ag for China, although the present banking
sector is broadly stable | potential financial risk
dill is o concem, especially those of small-
and-medium sized financial institions with
less capabilities to fend off risk, Therefone,
st markel participants agree that the deposit
insurnnee institution shall take the responsibili-
ty of protecting depositor interests a5 the base |
while ar the same fime enjoy certain powers
necessary for performing its funciions. When
problems in the operation of o finoneial insting-
tion are discovered , which shall inclode frasd-
wlence in the payment of assessments, neces-
sary early-siage correction measures shall be a-
dopted, This 15 of vital importance o reduce
the losses of deposit insurance instinfion and

minimize financial rigks,

Deposit insurance membership can be compul-
sory of voluntary, Compulsory membership
mexns all deposit-taking financial insurutions
under the scope as defined by the low must
participate in the deposit insurance and pay the

ussessments, Under the voluntary membership
insurance model, above deposit-taking finan-
cinl institutions choose whether or not to par-
ticipate in deposit insurance on a voluntary ba-
S8

The statistics of the World Bank indicates that
in all the countries and regions adopting a de-
posil insurance syaiem , more than 9% prac-
tice compulsory membership and only a few
countries practice voluntary membership. The
merit of compulsory deposit insurance lies in
that it avoids the possibility of adverse selec-
tion and gives full play to inter-bank monito-
ring , which is the basic market discipline,

While in China, varicus deposit-taking finan-
cinl imstiutions show extreme differences in
management , sset scale and CAR it is pec-
essary o adopt compulsory membership to
prevent adverse selection and achieve fair
competiion, Most experis and researchers
agree that all deposit-taking financial instin-
tons ( including SOCBs, JSCBs, city com-
mercial banks, cooperative banks, UCCs,
RCOCs and posial saving institution } should
porticipate in the deposit insurance system. As
for the potential “ egalitarianism™ ( premium
from low-risk banks are used to compensate
high-risk banks) that might accompany com-
pulsery deposit insuronce , risk-based differen-
fiated premiums on different risk profile of in-
suresd institutions should be implemented as
well.

Fundmng for Deposit Insurance System
The majer source of financing for deposit in-

surance system comes from the assessments
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contmbuted by insured finencial institutions,
There are two methods of funding; ex-fun-
ding or post-funding. As the post-funding
faces wamious uncertaintes and may reduce
public confidence in deposil insurance instin-
tion, most countries and regions adopt ex-
funding and establish specific deposit insur-
ance fund.

In the long mn, the major sources of deposit
insurance fond in China should also come
form the assessments contributed by insuned fi-
nancial institutions and the liguidation pro-
ceeds from fuiled finpncial instiutions. As the
reform of banking sector in China has not vet
finished , and the historical burdens on various
deposit-taking financial institutions are heavy,
most experts suggest thal premium rabe should
not be ser at a high level during the initial
aage of deposit insurance syvaen, In this e
sitional period , deposit insurance fund should
be supporied by govemment through special
funding chanmel.

Comprensation Limit
In terms of coverage, deposit insurance oon-
sists of full coverage insurnnce and Hrmited-
coverage insurance. Full coverage insurance
menns that deposits will be fully compensated
if financial institotion fails. Limited coverage
insurance mesns that compensation will be
paid to depositor within certain limits. When
determining the compensation lmdt, " the rule
of thumbh” is to fully protect most small-and-
medium depositors,

International experience shows that full cover-

age insurance increases the economic burdens

of the state, weakens the sk awarcness of in-
vestors and the market discipline imposed on
the insured, Full coverage is also likely 1o
cause moral hazands, As a result, full cover-
age 1s genernlly regarded s a transitonal ar-
rangement to cope with financial crisis.

Apconding o the survey of the PBC in 3006, the
percentage  of deposit accounts  under  EMB
0,000 yuan, RMB 100,000 yuan, RMB
200,000 wvuan snd RMB 500,000 yoan are
06, 18% , 98 32% 99, 32% and 99, TOMD respec-
tively, The pereentage in terms of the balance of
above accounts over that of total deposit ac-
counis under survey are XL 5%, 20.47%
57, 61% and 40 (8% respectively, The findings
will provide important reference when we deter-
ment of deposit insurance system in China,
Premmm Rate

Premium rate can he flat or risk-differentiated,
Under flat-rate model, all insured financial in-
stitutions shall pay assessments based on the
same rate, while under the rsk-bassd differen-
tinted rate model, the ascessment is calowlated
based on different rates that reflect different
risk profiles of the insured financial instit-
tions. The more the nsk, the higher the in-
sured ipstitution pays for deposit insaronce.
The flat-rate model s simple and easy to he
carried out, bur more likely to resalt in morasl
hazards ond prompt “ adverse selection™ by
high-risk financial instiutions. Risk-based dif-
ferentiated premium model may prevemt the
subsidizing of high-risk fimancial insantions
by low-nisk financial institutions and is more
likely to restrict the risk-taking behavior of fi-
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noncil institutions and more acceptable to in-
sured financial instintions.

Since early 1990s, the number of countries
adopting a risk-based differentisted premium
msdel is on the rise ohyviously, Many coun-
tries have moved from flat-rate model to risk-
based differentioted rote model. In 19595, only
the US adopts a risk-based differentisted pre-
minm model, but the countries by 2003 has
totaled 24,

For the effective implementation of risk-based
differentinted premivm model , we nsed many
auxiliary measures. It is also difficult o de-
sign an optimal premium e scheme pegeged
to sk simation dynamically. Experts ngree
that according to China’s conditions, in the
early stage, & sumplified differentiated premi-
um model could be adopied based on the asset
scale and capital adequacy ratio of the insured
financial instiiutions, This would make deposit
insurance system more incentive-compatible.

Box 14  International Experience in Deposit Insurance System

Explicit deposit insurance syvstem has been
existing for more than 70 vears. The signif-
icance of such a sysiem in mupintaining fi-
nancial security and stahility in the world is
more and more recognized by povemments

Easrablishment of Deposit Insurance System

The United States was the first country to
esiablish an explicli deposit insurance sys-
tem. The banking crisis of 1933 prompted
the US to estahlish a federal deposit insur-
ance system. By the end of the 19605, nine
countries hove established explicit deposit
msurance system. In the 1980s and 1990,
many countries were hit by sericus hanking
crisis and financial crisis. In order to cope

many governments and fnancial regulatory
muthorities are establishing or considening
tems, Explicit deposit insurance system
thersfore enters its stage of mapid develop-
ment arcund the world, While there is sl
debate in theory on the role of depasit insur-
ance, shift from mplicit o explicit depasit
insurance system has become an infemation-
al rend. By Jupe 2006, 95 countries and
regions have established explicit deposit in-
sirnnce system. In addition, 20 more coun-
tries are studying, planning or preparing to
implement such a s],rstem"- In the countries
that have alresdy implemented explicit de-
posit insurance system , there are 8 in Afri-
ca, 25 in Asia, 42 in Ewope and 20 in
Ammericas,

6 " Lindmp of covmirier with @ depont frommance reetem™ |, Deposil Ivairence Syelerss in the world . hifp; < iadi, ong
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Cioal and Content of Deposit Insurance System

While the goals of countries may vary when
establishing deposit insurance sysiem, the
basic goals can be summed up as the fol-
lowing; (1) prowect the interests of most
small depositors; (2 ) prevent any crisis
from spresding  further by establishing
standardized teatment mles of woubled
hanks; (3 ) enhance public confidence in
the fnancial system and ensure the stability
of banking system, thos further incresss
savings and promote economic growth.

In terms of povemance, the deposit insur-
ance sysiem is established and managed by
the povernments in mosi countries, As of
the end of 2008, deposit insurince institu-
tions in 51 countries are government agen-
cies, 11 are private and 22 are mixed agen-
cies, According to stafistics, by 2001, out
of all those countries with 8 deposit insur-
ance institution, 22 have the central bank in
charge of management thereof, while the
numbers for banking regulntory authorities
in charge, ministry of finance in charge and
independent institutions in charge are 10,

11, and 29 mespectively’.

Most deposit insurance sysiems are funded
Jomntly by government
banks. According to IMF statistics, 1. 25%
is government-funded , 36. 25% is funded by
commercial banks and 61, 25% is funded by

aid  commercial

government and commercial banks together,
Due to different conditions and goals, the
coverage of insurance may vary in different
countries, Generally, the insuored deposit
ingludes current and time deposit. In most
countries , inter-bank and insider deposit are
not covered. Howewer, in the U5, Canada
and 12 countries with low-income level like
Thailand, the Philippines, Kenya efc. , in-
ier-hank deposit is also under the coverage.
And in T6% of the countries, forelgn cur-
rency deposit 15 covered,

In terms of maximom benefit, the target of
most couniries is o cover more than 90%
of depositors. According to survey, coun-
tries with low per capita GDP enjoy higher
insursnee benefit than countries with high
per capita GDP. The world average insur-
ance benefit is about 2. 4 times of per capita
GDP, with the highest in Middle East and
lowest in Europe. "
Assessment can be caleulated by flat rafe or
risk-based rate. Acconding to World Bank
sarvey, in low-income countries, premium
1% nod based on nsk mtng amd therefore 15
not adjustable. In other counfries, a nsk-
based premium rate system is not common
either with only about 25% countries adop-
ting such a system. The premium base also
varies in different countries and generally
the premium is calculated on the basis of to-
il deposit or insured deposit,

T Deposit femeance Aot and (ood Mroctices, (Silllan G, H. Garola, 3601,
H  Deposit femrasee Aol ondd (v Mactices, (Gilllen G H. Garols, 30401,
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For a long time , the deposil insurance sys-
tem played o significant role in mitigating
financial risks, enhancing the public confi-
dence in the hanking industry and maintai-
ning financial stability. However the possi-
ble moral hazards and adverse selection an-
sing from this system have always plagued
markel ecopomy counires and impeded
their steps towards expeditious establishment
of explicit deposit insurance system. After
many financial crisis where deposit insur-
unce system withstood the test, people be-
gan to realize that a well-designed deposit
insurance system is conducive to the finan-
cial stability and a pood deposit insurnnee
system also requires the following economic
environment; advanced legal framework,
accounting sysem consistent with interns-
tional standards, a healthy and robust bank-
ing regulatory framework, standand infor-
madion disclosure system and wide public
education on fnancial securnty.

Trends in the Development of Deposit In-
surance System

Deposit insurance systems fend o be more
uniform. ‘With the development of financial
sector and integrated financial services, the
co-existence of multiple deposit insurance
FYBIEME Of imvesior profection syslems is
considered a potential canse for unfair com-
petiion and different premium collection
and will increase the cost for preventing fi-
nancial nsks. Therefors, developing a sin-
gle and uniform deposit insurance system or
investor protection sysiem haz become the

furure trend for some countries which
present hove severnl deposit  insumncs
systems of investor protection systems. In
its reform legislation of 2006, the U5 has
already merged BIF with SAIF. In Korea,
deposit insurance companies cover not only
deposits from banks , credit cooperatives
sl savings and fnance companies, bl
also fosses of securities and insuranee come
panizs, In UK, the Financial Service Com-
pensation Scheme compensates pol only los-
s from deposit, but also losses from insur-
ance policy, insurance brokerage, invest-
ment business and secured loans.

Deposit insurance institutions tend to be
government-lad. The development history
has shwown that deposit insurance instine-
tions funded by the government and sup-
ported by assessments have more authority
and strong state credibility, Their channels
of funds are broader than provate ones and
can give the depositors a sense of security.
Such instintions can provide Hguidity time-
ly , bt povate deposit INSUMNCE COMPANES
cannot , therefore deposit insurance imstitu-
tions funded by the government and sup-
ported by pssessments hove an importand
role in protecting financial stability. Ac-
cording to statistics , M% of deposit insur-
ance agencies are administered and run by
the povemment.

The function of deposii insurance instifu-
tions tends 0 be mor comprehensive. As
an important component of financial safety
net, deposit insurance sysiem has received
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extengive atiention from governments and
financial regulatory authodtes of many
countries, More and more countries have
come to realize that financial regulation
alone cannod completely prevent banks from
failing, Moreover, regulation failure or reg-
ulation forbesrance of banking regulatony
authorities often emerges, and there exists
regulatory wacuum in financial nnovation in
particular. Besides, if deposit insurance in-
stimtions serve only as “paybox” , it will
lead 1o certain moral hazand and increase the
difficulty in handling financial risks. As a
result, governments and financial regulatory
authorities gradually start increasing the nsk
disposal functions of deposit insurance a-
gency and deposit insurance agency is em-
powered in compliance with s responsibili-
ties. For instance, in Ireland, the Philip-
pines, Japan and the US, deposit insurance
agency have certain regulatory power. After
evolving from being o ™ pavbox ™ onto the
principle of “lowest cost™ or “risk minimi-
zation ™ , deposit insurance instinutions are
developing a three-in-one comprehensive
function.

Deposit insurance assessments are caleulated
from & flat rate w differentiated premium
rufe. At the early stage of the esablishment
of the deposit insurance Sysiem , Most coun-
tries amnd regions sdopt a single premium
rute system, like the US, Canada and Ma-
laysia, a5 well a5 Singapore and Hong
Kong SAR that have set up deposit insur-
ance instititons recently, While the flat-
rate model is simple and easy o be camied
out, but more likely to result in moral haz-
ards, a differentinied premium rale sysiem
based on risk mting is more likely o reflect
the accurate risk profile of insured banks
and match risk wath cost, (herefore effec-
tively containing morsl hazards and restoc-
ting the risk-taking behavior of banks.
Therefore, countries and regions are mov-
ing from flat-raie premium rafe system o
risk-adjusted  differentiated premium  rate
syslem to make deposit insurance system
more incentive-compatible,

i By Wang Cong, Liu Qln, Hu Ping
and Yan Haibo)
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ayment systems are the core infra-
P strucoure in a country’s financial sys-
tem. Payment sysiems cover all in-
stitutional and infrastructure arrangement and
process reganding the transfer of cumency lia-
bility initiated by commercial banks and cen-
tral banks, Paymen! sysiems copsist of pay-
ment instruments, payment sysiem, payment
service ofganizations and payment sysiems
regulation. Safe and efficient operaton of
piyvment systems concerns monetary policy,
financial stability and the development of the
whole economy. As mopetary policy maker,
finamcinl stability maintuiner as well as pay-
ment and settlement service provider, payment
systems regulator and operator of CHAPS | the
PBC anaches greal impomance o payment sys-
tems risk mansgement, menitoring the devel-
opment of payment systems, evaluating the
impact of payment sysiems on the central hank
in terms of implementing monstary policy and
conducting relevant tansactions, analyzing
the impact of payment systems of financial
market efficiency and financial stability, con=
rolling the possibility of financial nsk sprea-
ding through the payment systems, building
safe and efficient pavment syvaems and main-
mmining public confidence in money and is
wransfer mechaniam thereof.

Recent Developments

In 2005, aiming at building safe and efficient
poyment systems and considering the nesds of
business, technology and regional economic
development, the PBC expedited the building
of payment system and disaster back-up sys-
e, It also encouraged the promotion and in-
novation of pon-cash payment instruments,
promoded the diversification in the payment
services market, strengthened the management
of bank seftlement accounts, improved the
rubes and regulations on payment, endenvoresd
1o prevent payment systems fsks and promos
ied the development of China’s payment sys-
iEms.

Firat, substantial progress was made in the
building of CHAPS. In June HW5, LVPS re-
placed the electric inter-bank system®, com-
pleting its naticnwide application. Al policy
banks, Chiness and foreign-funded commer-
cial kanks and most ROCs were connected to
the LYPS, marong the basic formaton of a
pavment and senlement nerwork with CHAPS
as the core, the intra-commercial bank clear-
ing system as the basis and other payment sys-
tems a8 complement. The LVPS was directly
linked with over 1, 5K} financial instinstions
and covering more than 60, (00 branches and

9 Floarie imes-hank syaem i o aionwide slecmie sxclange spdem baeed on aalelite nerwori.  For long, B playsd an im-
porant role 1 provide cross-lank payment clearing services, However, e function of the aydem i smple and efficiecy for ne-
mimance and fransfer rensactions thereof ks not high. Thevefore i cormot soit the new situetion of eoonomds ond franchal develops
memd.  Aocordingly . Sere |s an urgen nesd for bullding @ more =ffickent ond safer muoh <funotonal CHAPS @ can suppon the ape

plicaton of o varety of paymen! nsrumenis.
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processed 425, 000 cross-bank remittance and
transfer wansactions daily with an amount of
EMB 366, 6 billion yusn, realizing a nation=
wide real-time settlement of cross-bank funds
with infernational leading function and effi-
ciency. The pilot operation of the refail pay-
menl sysiem [ “RPS™ ) was successfully car-
ried out in Tianjin and Pujian in Movember
2005, providing low-cost and  bulk-volume
puyment services to the public,

Second, non-cash payment instruments ex-
panded rapidly, In 2005, 960 million bank
cards were issued, up by 191 million or
24. 8% from 2004. There were 8 8 billion
bunk card trunsactions with the amount reac-
hing RMBE 47 million yuan, As of the end of
2005, almost 20 countries and regions handled
RME bank cord business. Bank card con-
sumption sccounted for around 10% of ol
retail sales of consumer goods in 20056, com-
pared with 2. 1% in 2001, Bill financing busi-
ness developed quickly , with RMB T0 trillion
vuan of bank drafis and EMB 4 45 trillion
yumn of commercial drafts issued in the whole
year and RMBG. 75 wrillion yuan of accumils-
ted bills discounted.

To promeote the use of bank cards, improve
system  and
maintuin the public confidence in bank conds
payment sysiem , the FBC increased support to
bunk card industry. In Apnl 2005, the PBC,
together with relevant departments, jointly is-
sued the Opinions on Promoting the Develop-
ment of the Bank Card Industry, which com-
prebensively and systematically proposed poli-

cy measures to promote the development of

non-cash  payment  instrament

bonk cord industry in Chim,

Third, bank settlement accounts management
reached & new level. Bank serlement account
i5 the starting and ending points of fund move-
ment. The BMB bank accounts management
system had extended to all banking instituticons
by Jume 3H5, As of the end of 2005, nearly
200 million enterprse bank seftlement accounts
were verified and set up and 1.6 billion indi-
vidual bank settlement accounts were regis-
tered through the accoumls management sys-
tem. That provided modermized means to
standardize bank settlement sccounts manage-
ment and prevent mopey laundering, fraod
and other criminal activities through bank ac-
COuints.

Fourth, management of payment and settle-
menl ergaiizations became more standardized,
In onder to satisfy the increasing demand for
payment services, more and more non-finan-
cial institufions enter the payment service sec-
tor and their services gradually become {mpor-
tant complement o raditional payment service
sector. At the same time, the security and re-
lizhility of payment services provided by them
have an impact on the public interest and the
public confidence in the national money rans-
fer mechanism and have a potential effect on
financial stbility, To protect the social and
public interests and promote financial soabili-
ty, the PBC is sctively studying and drofting
the: repulations on payment and settlement or-
panizatons management to regelate amd man-
age these organizatons for the ordedy dewvel-
opment of the payment service 38c1of.

Fifth, the nationwide application of central
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bunk centrulized sccounting system was suc-
cessfully completed. As of April 2005, a5 an
importunt foundation of LVPS application,
centralized accounting system had been appli-
caied nationwide with intermal control strength-
ened, sccounting procedures improved, ac-
counting quality and efficiency improved , and
accounting risks reduced. These provided sol-
id basis for final settdement of LVPS.

Risk Management of Payment Sys-
tems

Payment systems are the core infresrocire in
supporting economic amd financial operaton and
maintaining financial stability. Any payment
risks are likely to produce a domino effect and
cause u chain of reuctions in the entire financial
sywtem, weakening the public confidence in cur-
repcy. The PBC poyvs great aftention to the nisk
manzgement of payment systems. By improving
the organizationnl structure in terms of the oper-
ation and maimenance of payment svsiem,
strengthening institutional establishment of pay-
ment and business management | improving crisis
treatment and disaster back-up of payment sys-
iems, the PBC continuously promotes the devel-
opment of a secure and efficient payment sys-
tems and maintains financial stability,

Orguntational Structure for Inproving Fay-
mend System Weration and Masidenanee

In order to ensure the secure and stable opera-
son of the pavment sysiems, the PBC has
been commitied to establishing a scientific and
efficient mechanism w operate and maintain
the payment system. In 2006, the PBC ap-

proved the establishment of settlement centers
in the PBC branches located in provincial cap-
irals for the daily operation and mainenance of
the city processing centers of pavment system,
That provided orgamizational guarantes for the
unified operation of the payment system.
Payment Institution Building and Business
Management

The mapid development of innovative payment
instruments and ways like on-line payment and
mobile pavment plaved a positive tole in mest-
ing diversified needs for payment services,
Compared with traditional payment instni-
ments, innovative payment instruments have
their special nature in terms of business proce-
dures, cost structure, risk prevention and re-
sponsibilities clarification. Howewver, the relar-
ed regulations and rules are still & seate of
blankness, To preveni payment rsks, probect
the legitimate rights and interests of partici-
pants of electronic payment and the safety of
funds in electronic transactions, the PBC is-
sued the Guidelines on Electronic Pavment
{ Mo. 1) in October 2005, setting up an initial
framework for supervision and regulation over
electronic payment.

To fend off financinl risks, the PBC made sci-
entific design and arangement to the payment
system and sef up and implemented a series of
practical and feasible measures, First, the PBC
adopted the widely sccepted RTGS mechanism
for LVPS, which effectively conmolled credit
risks while improving sectlement efficiency.
Second , by connecting LVPS and CBGS, the
PBC realized the DVP settlement between bond
transactions and central bank open market
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businesses, and eliminated the seitlement risks
caused by time lag between payment and asset
delivery. Third, the PBC launched the auto-
matic pledge financing mechanism' on May
B, 200k to focilitabe liguidity management for
participants and lower Hquidity risks, Fourth,
in the design of RPS, the PBC adopted a risk
control mechanism that sets a net debit cap'' o
direct participants &0 a2 o prevent credit risks,

Crivis Management and Disaster Back Up of
Fayment System

To improve the capability of the payment sys-
tem io deal with emergencies and prevent
risks, the PBC developed a disaster back-up
system for LVPS |, promulgated and implemen-
1ed Contingency Plans for Payment and Clear-
ing System Cnsis and Contingency Plans for
EME Bank Settlement Accounts Management
Sysiem, which basically established econtin-
gency plans for CHAPS, the Centralized Ag-
counting Systemn, amd the Bank Accounts
Management System and improved the capa-
bility to prevent pavment system risks. In ad-
dition , the exercise of switching betwesn the
national processing center [ “MPS" ) of LVP3
and the emergency back-up center marked ini-
tial success of the payment system contingency
fEnAgement.

Further Develop and Improve the
Payment Systems

The Eleventh Five-year Plan for Mational Eco-
nomic and Social Development of the PRC
puts forward the requirement of = improving
puyment and settlement systems and enhancing
its efficiency”. To obtain this goal and meet
the requirements for payment sviiems of eco-
nomie development and financial stability , the
PBC will guicken the building of the CHAPS,
further advance the building of the nationwide
clearing  system, improve lows and regulo-
tions , and establish 3 scientific and standand-
ized analysiz system of payment information.

First, guickening the buoilding of the disaster
back-up system of the CNAPS. Effons are
made o establish an early waming system for
poyment risks, improve information fesdback
and reporting system , IMprove eMergency re-
spomse mechamsm of payment svstem o com-
tinually enhance the emergency response capa-
hility of the sysitem and ensure the safe and
stable operation of the payment sysiem,

Second , further advoncing the establishment
of the national clearing system. While the elec-
ronie payment instroments are growing fast,

W Aminmeiwe pledge Brancmg refers o the action that in the evend of manfficient imm-day setilemen sooouni halmmce in e
mEyment sysiem, & benking instituison will borrow funds fom the PEC theoagh sminmatic pledge finsncing sysiem with bonds as
plodped essets, and the pladped bonds willl be mitooutically releessd from pledpe afier repeyment. Astomatic pledge finencing is s
widely sdopted mechmnizm to provide finsncing fecility for poyment sod silement sysiems supplied by many cenrel banks, and
also an imporizm measure io improve peyment and sstlement efficiency as well as prevent lgqmdity risks.

11 Met debif cop is comgeend of coadil grasiing limilation, collales] md carmarkeal Foisds in afllomen scominls. Coadi
granlimg limdtalion is the coedil Bmil geanted by the PEC s direct participaims with sound el eeconds, Callatenil i the qualified
anagl with bigh lquidity provided by dimecl parficipsts, Barmarked fimds we cash gussnies provided by dived porticipanis (o e
well il o pelnil payment Bisihess, which i g cofain progertion of e [roem in the sflanend seains of diresd pactisgots,
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checks remuin one of the most prevailing pay-
ment insmuments and will be playing an impor-
wnt rode in natonal economic and social life
for a long time. In the past, checks can only
be wsed intra-city in most cases. 'With the rapd
development of economy and finance and
strodiger momenmm of economic regionaliza-
tion, cross-admimstrative-mrens use of checks
becomes more and more urgent. The PBC will
further advance the establishment of a tation-
wide cross-pegion clearing system to further
broaden the usage scope of bills, improve cap-
ital use efficiency and promote regional and in-
ter-regonal economic development,

Third, continually improving laws and reguls-
tons concerning payment. Efforts will be
made , 85 soon a5 possible, to complete the re-
vising of the Negotlable fnstrments Law | in-
trocfuce the Regulotions on Bank Card and the
Administrarive Rules on Paymenr and Settle-
mment Organizadons to standardize payment ac-
tivities, incresse regulalory transparency and
prevent payment risks.

Fourth, establishing a scientific and standand-

ized analysis system of payment information.
The PBC will begin fo establish n payment

manigement information system and 1 business
monitoring system to collect data and informs-
tion regarding the payment sysiem. On the ba-
sis of the poyment business reporting system,
which was established in 2005, the PBC will
set up a scienfific and standardized payment in-
formation  amalvsls system o strengthen re-
search on payment information , provide refer-
ences for decision-making in mopetary policy
and supervision and regulation of payment sys-
tem, and maintain financial stability.

The development of payvinent syslems 15 an on-
going and complicated process. The mejor fac-
tors driving the development and reform of pay-
ment aysiems have always been scientific ad-
vancement , integration of financial markets, le-
gal framework and market competition, partico-
larly the demand for payment and seitlement ef-
ficiency and sscurity from the fnancial markes,
The PBC will contimee to follow the trends in
the payment system-relsted fields snd work for
preventing pavment risks, resolve such important
problems as coondinnted development betwesn
LVPS and securities settlement systern'™ and le-
gal validation of settlement fimality™, %0 a8 o
promote the stable development of Chima's pay-
ment systems and maintain financial stability.

12 According to the Intest ressarch by DS . LVPS of o country should develop together with seoumities scttfement sydem so as
to ersure the sifoty and efficiency of fnenciel system. An importent reason is thd the two systiems ore imor-dopondent.  Specifically
fomed settlement of scourdties sysem relies on LYFPS fo scbhieve DVT effectively snd prevent payme s risks. Om the other hend, in or-
der 1o reduce liquidity risks, LYFS suslly supports merket participants with Bguidity acoopding 1o the pledged nssets provided there-
off, whick would pequire stipgeorts from the secmities sydem. Al peesent, Chims hee schicved he infer-comnadion betwern CBOS and
LVTR, bl the cmmestion heiwesn @ock eaclange sofllement syilem smd LVES iz dill under disciission and ressamh.

13 To peevent righs, puymen! ondas see imevocable and finel il @y omter notting or selilement procedires,  However, we-
vemding 8o Fele of Tero OF¢lock, on the dafe of greosnoemend Tor banknipcy , all teanssctions snlering the paymsnl sysiem of A
bemk will e regamied as vold, This dos not sseure the Analitg of ssnlement wd b5 Hlely o wigger sysemic fsle Therefore | in
et CoainiEles, waiver provisons are wiled i Rele of Fero O'clock {6 provision s the hankmpioy s of sy counries sipul-
tirg That ol tesnsactions ufter the 2een o'clock of the diy when hanknpicy §s annoesesd by o baiknpt inginition i il ) o ensue
e finsdity of semdement. Ching aleo follows dhe imemations peactices o srsues the fnality of senlemen sgully,
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Box 15 Payment Systems Building Referred in Financial Stability Reports of

Other Coontries

Puyment system supports the application of
all pavment instruments and channels the
funds, Its security and efficiency directly
concerm the effective operation of the entire
financial system. Accordingly, financial
stability repors of other countries pay close
atiention to their payment systems, as
shown by Finarcial Stability Reports’ Re-
wiew of Sweden, Korea and [TE.

Considering the key mle of the Sweden
Rikshank in payment sysiems, the Swedish
parlinment authorized the Rikshank to be re-
sponsible for the scure and efficient opera-
tion of the payment system. The main body
of the payment systems in Sweden i3 the
Riksbank and commercial banks. From the
viewpoint of the Riksbank, the possibility
for negative effects to spread among finan-
cial infrastructures will be educed if the fi-
nancial infrastmuctire is effective. The Riks-
bank monitors the operation of financial in-
frastraciures o control the structural weak-
ness through which nsks might spread with-
in the payment system. The Riksbank de-
seribed the stams quo of s payment sysiem
in the Financial Stakility Keport released in
May 2006. Imporant payment systems in
Swaden inclede Rix, VPC, Stockbolm
Stock Exchange's Derivatives Clearng Cen-
ter and B{¥_. The annual assessments of
these systems by the Rikshank show that
they mest infermational standards quite well,
But some paticipants of the poyment sys-

tem hove some problems in terms of truns-
parency and regular check.

The Financial Stahility Report released by
Korean central bank on Aprl 2006 de-
scribed the lstest development of Korean
payment system. Fayment system in Korea
plays an increasingly important mole in o
modern economy. In 2006, the average
iaily frequency of settlements by non-cash
payment instruments increased by 9. 9%
annually, and daily trading value incresssd
by 10, 7% annually. This growth is large-
Iy avtributed o more intensive application of
BOK-Wire and electronic metail settlement
systems. Bank of Korea also places great
importance on monitoring and assessng the
poyment system. In 2005, Bank of Korea
conducied an assessment of 7 systemically
important payment systems ( SIPSs, inclo-
ding BOK-Wire) and 9 prominenily impor-
tant payment systems { PIPSs, including the
Ciire System ). The asseasment of 5I5Ps
was focused on the resulis of measures
taken to address shortcomings pointed out in
the previous year's assessment. In the case
of PIPSs, the assessment in 2005 is the firs
full-scale assessment for the sysiem. The
resulis indicated that these sysiems were in
compliance with international standards re-
garding safety and efficiency. In terms of
legislation, Korea also fully considered cer-
tain technical features of the payment sys-
em. For example, in the Act Coneerming
Debror  Rehabilitation  and  Bankruprcy



Chapier IX Payment Systems

{ took into effect in April 2006} , Bank of
Eorea sdded a provision o ensure the finali-
ty of settlement conducted through the pay-
ment system operated by the central bank.

Financial Stability Review of Bank of Eng-
land pays close attention to the operation of
payment system in UK. British financial in-
stiutions hased its operation mainly on four
payment systems; CHAPS [ large-value
payment system of UK ), CLS, CREST
i securites cleaning system of UK ) and
LCH, Clearnet Lid { denvatives and cash
market settlement center . The value of
transactions through the 4 sysems 18 e
mendous. In 2005, the daily value of rans-
actions through CREST was 300 billion
pound and that through CHAPS is close o
210 billion pound, These pavinent sysiems
facilitnte UK financial instiutions and also
reduce transsction risks. For instance,
LCH. Clearmet Lid's involvement in the
transuction between the buyers and the sell-
ers helps reduce counterpant  risks;
CHAPS's full amount real-time iranssction
contributes o preventing the parties of the
transaction from credit rsk: CLS and
CREST prevent sertlement risks resulting
from mismaich of transaction time., The

payment, clearing and settement of finan-
cial instintions in UK highly depend on
these payvment systems and breakdown of
any of them will bring enormous effect on
the whole system. This is 4 major potential
source of operational risks in the UK finan-
cial system. Bank of England asserts that
UK payment infrastructure and its pamici-
pants operate stably, amnd sels up come-
sponding emergency plins to mspond to
possible operational problems. To effective-
Iy mitigate the operstional risks within the
system, Bank of England proposed in Fi-
mancial Stabiliny Review of July 2006 w
smengthen the following aspects; Fimt, in-
creasing market participants’ understanding
about payment system emergency plons and
the effect of such plan on the economic and
financial siteation; Secomd, clanfying the
necessary measures thot authonties nesd o
take in the event of payment system prob-
lem, including measures that domestic a-
gencies and the systems should toke and
policies and measures to be taken in coondi-
nation with foreign agencies and anthorities;
Third , enstiring the compuatibility and mutu-
al coordination among private SeCciors’ cmer-
gency plans.

( By Tan Jinghui, Liang Jing, Hong Bo,
Zhang Tiantian and Wang Suzhen)
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n order to monitor finoncial system

soundness and development , analyze

the linkages berween the financial
sector and the macro economy , assess the ef-
fectiveness of varnous aspects of monetary and
financial policies, and promote harmonization
and international convergence of key fnancial
policies, several instifutions are focusing on
further developing the tools and methodologies
of financial secior analysis and assessment. In
199, the World Bank and the Internatsonal
Monetary Fund jointly lsunched FSAP. The
objective of FEAP is to achieve an integrated
analysis of stability ond development issues
using 3 wide range of analytical tools and
techniques that include the following four as-
pecti: The first 15 macroprudential analysiz,
including stress testing, analysis of financial
somdness indicators and macro-financial link-
ages; The second is the analysis of financial
sector structure , including analysis of efficien-
cy, Ccompetitiveness, concentmiion, liguidity
anid access. The third is the assessment of ob-
servance and implementation of relevant inter-
national standards, codes amnd good practices
in the financial sector. The fourth is the analy-
gig of specific sability and development issues
tailored fo country circumstances.

A comprehensive analyss and assessment of

China's financial svstem stability Loy o founda-
tion for the government to make an accormts
judgement on the financial sitwation, mitigare
financial risks on a amely basis, and effective-
ly maintain financial stability. The FSAP
framework offers some valuable inspirations
for e analysis of China's financial secior
soundness, This Appendix 15 an attempt of
quantitative analysis of China"s banking sector
soumdness applving the FSAP framework. It
haos to be admitted that the gquantitative analy-
518 on China"s financinl stabilicy 15 at the initial
siage and faces some practical challenges,
which are also encountered by many other
countries, such as the lack of sufficient data
and relevant empirical models.

The risk profile of banks with large asset =ize
i the key aspect of a nation™s financial stabili-
fy analysis, The gquantitative analysis on 16
commercial banks", which collectively pc-
count for some G68% of the totsl seeets of
China’s financial ssctor, is the first atempt in
analyzing the finoncinl soundoess under the
FEAP framework. This smdy hos compared
the major changes in profitabilicy , asser stc-
ture and quality, Lguidity and capital adegua-
cv ratic of the 16 banks aiming to reflect the
changes of strength of thess banks in weathe-
ring shocks,

14 Thess 1A commersial bmis includs the four major suse-ouned banke | the Indusirial and Comsercial Rink of Chisa, te
aggricuhuml Bank of Ching, Bank of Chine and @ Chivs. Oomsoricteon Bk ) nd 12 join-sioel commercial banks | Bank of
Commnnications . CITIC Bank, Chins Fverbright Bonk, Husvls Bank, Gumgdong Development Bonk, Shenshen Developosens

nnd Chia Fhesbang Bank } -
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Profitability Analysis

The overull soundoess of the banking sector
hins been enhanced significantly. In 2005, the
overall profitability of the 16 commercial
banks witnessed a significant increase over
200d. The income structure was furnther opti-
mized and the profits arising from domestic
business greatly increpsed. The pre-provisio-
ning profits in 2005 resched RMB 257, 3 bil-
lion wuan , showing an increase of BMB 47, 02
billion yuan, or 22, 36% , than that in previ-
ous year, The average ROE before provisio-
ning was 3. 10% . More specifically | the av-
erage ROE of ICBC, ABC, BOC, and CCB

Table 1. 1
1 perrem §

Risk Adjusted

Profit Margn
Reiarn

[lprr:rlmn.-l]

{collectively refermed fo as the ™ Big Four™ )
wias 2. T3% and that of the rest joint-stock
commearcial banks was 36, 42% .

The major income of the domestic business of
the 16 commercial banks in 2005 arised from
the increase of invesiment income, This is
more apparent in the Big Four. However, the
banking sector =ill neads to expand their non-
interest-bearing businesses so as (0 create more
stable sources of income and mitigate the op-
erational risk.

Return on Eguity”

In 2005, the domestic business of the 16 com-
mercial banks was more stable. The owverall
ROE increased by 0, 24 percentage points

eompared with that in previous year , reaching
26. 10% (Table 1.1}).

Leverape
Ratin

ROE Braakdown of the 16 Commercial Banks

mmmmmmmm

16 Commmercinl Bamks 1325 1363 13,44

Hig Fruar 12.32 1240
Jmmt-smek
17,75 213
winl Bunks
uree : The FRC,

The growth of ROE was muinly attributed o the
improvement in the banks' risk mansgement ,

ld.56 SH.O9 5504 250006 238035 25.B6 2410
l4. 48 1609 5655 5344 240593 23HI 25 M.26 2373

9.00 G RT 63.93 6061 293367 ZESLSS 3111 36 42

which imorensed the nzk mbe of retom by 1012
percentage points compared with that in previ-

15 All dem come from the so-seded dsta submitted io the People’s Bk of China by the commescial banks, mnd may differ
from the aodned detn. Therefore . the fmencisl mdicators thes caloslaied mey differ slightly from the onex disclozed in the smmonl

reports of thess commercisl banks.
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ous year. Table 1.1 al=o indicates that the op-
erational risk and Onancial dsk of the 16 oom-
mercial banks droppedd while the operation be-

came more stahle,

Table 1. 1 mdicates that the profit margm or
risk adjusted retum of most of the 16 commes-
cial baks wiliessed an inerease n 2005 whils
the opemtiony] sk dmopped.  However, Table
I. 1 alzo ndicates that the finoncial fsk of most
banks increased. In other words, in contrast to
the equity, the liahilities ( most of which are
depositz) and bence the osset= grew more rop-
idly.

Figure 1.1 Changes In the ROE Break-
down of the 16 Commancial Banks

1 Mumbes of Banks e e i iy S e iR in ROE
Sumlver of banke soperiencing o de:reass s FUOE

ﬁﬁgfﬁ 3";‘5; ‘ﬁf;

Somrce: The FRC.
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&
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Figure 1.2 describes the fuctustions in the
ROE breakdown of the 16 commercial banks
from 2004 to 2005 by the Big Four and the re-
maining joint-stock commercial banks, The
vertical axis indicates the changes from 2004
to 2005,

Flgure 1.2 Fluctuations in the ROE
Breakdown of the 16 Commearcial Banks
[ peroan |

Frolfil margin Rizk adjusied rium
u D‘W‘Ehl:lﬂﬂj rigk u lllrn:‘l ralin
pa
= —
1% I
o =
a e
== = =
=15
h..'l-'\ll y ti?;-.!‘b ‘y
Somrre ; The PRC.

The analysis on the ROE breakdown indicates
that the risk rate of retum of the Big Four has
drastically increased but the profit  margin
dropped slightly; the profit margin of the re-
maining joint-stock commercial banks drost-
cally increased bur the sk sdjusied rem
dropped slightly ; and both the operational risk
and financial risk of the 16 major commercial
banks decreased.

The reforms of [CBC, BOC and CCB have driv-
en down the overall financial risk of the Big
Four, bat the profit margin of these banks still
laps behind the average of the 16 commercial
banks. Thet means the Big Four peed (o funher
enhance their efficiency in the funre, The profit
margin , operational risk and levernge mtio of the
remuining point-stock  commercial banks  were
high, while the risk adjusted retum was mdative-
Iy low. Therefore, thess banks nead to improve
their risk managerent, replenish their capinal by
various means, and hence improve their opera-
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ton by incressing the risk sdpsted meum and

Box 16 The Breakdown Analysis on ROE

The profitability of banks is relevant to their
soundness. The profits of bunks can be used
i write off the loss and replenish capital,
which will improve the banks' capacity in
preventing nisks. Hence | the profitability of
banks is one of the most important financial
soundness indicators.

The Return on Equity ( ROE) is a key indica-
tor of profitability. However, for banks,
changes in ROE are affected nod only by
changes in profitahility but also by efficiency,
operational risk and leversge ratio. Therefore ,
while investigating the reasons of the changes
in ROE of commerinl banks, one should,
first and fioremost, analyze the profit margn,
sk adjusted retem, operational risk and le-
verage matio, Based on such anolyss, the im-
pacts on ROE brought about by the changes of
the above factors can be assessed.

Profit is the percentage of pre-provisioning
profits in operation income. The rise of this
ratio indicates that the operation income is
growing faster than the costs and expendi-
tures {excluding the provisions allocated for
the year) , resources copsumplion per unit
income is dropping, wand the bunk's effi-
ciency is increasing. Hence, the rise in
profit plays a positive role in the sound op-
eration of the bank. Vice vema,

Risk adjusted returmn is the rafic of operation
meome (o the total nsk-weiphted assets,

The rise of the rtic indicaies that the in-
come generuied by nsk-weighted assets is
increasing, and the bank’s risk management
is improving, Hence, the rise in risk adjus-
ted retumn plays a positive role in the sound
operation of the hank, and vice wversa.

The opemtional nsk is the rmtio of
risk-weighted assets to the total assets. The
rise of the ratio indicates that the bank's op-
emtionnl risk is increasing, and the assets
concemned mre classified into the cawegory
with higher risk. The rise of the ratio plays
# negative mole in the sound opemton of the
bank, the vice wersa.

Levernge ratio is the ratio of total liabilities
to owner' s aguity. The rise of the ratio indi-
cates that the percentage of liahilities in the
ol mssets i8 increpsing, which plays a
negative role in the sound opemtion of the
hank , and vice versa,

The following formula describes the rela-
tionship among these factors,

Pre-provisioning Profits

i Operation Income 2

Operution Ineome »
Average Risk-weighted Assets
Average Risk-weighted Assets

Average Total Assets
Average Total Assets ;

A Crwacr's Bauity Profit Margin x
Risk Adjusted Return x Operational Risk x
Leverage Ratio
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Income Struchre Analyns

The ner operation income of the 16 commer-
cial banks saw a dramatic increxse compared
with that in previous vear, Thanks to the posi-
tve performance of the T-bond market and the
increase in the securities amnd investments of
the commercial banks, the returmn on invest-
ment of the banks greatly increased , contribu-
ting to the growth of net interest income. Fur-
ther, & a result of active development of non-
interest businesses, the net fee income also ac-
counted for an increasing share in the banks®
nef operation income.

In 2005, the net operation income" penerated
from domestic businesses of the 16 commencial
banks resched RMB 604, & billion yvusn , with an
increase of RMB 101. 8 billion yuan from 2004
More specifically, the figure for the Big Four
was BEMEB 460 5 hillion yusn, with an increase
of EME 75 3 billion yuan compared with that in
200d; and that for the remaining joint-stock
commercizl banks was RMB 135. 3 hillion yuan,
with an increase of BMB 26 5 billion yuan from
A4, Met interest income" still made up the ma-
jorty of the net operation income. The propor-
ton of net inferest income fo total net operation
incoime rose by O, 58 percentage poinis compired
with that in 2004, reaching 900 9%9% ., The pro-

portion of net fee income to pet operation io-
come modest increase, with (L67 percentage
points compered with that in 2004,

In 2005, the net inferest income penerated from
domestic minesses of the 16 commercial hanks
rose by RMB 95 6 billion yuan compared with
that in previcus vear, among which invesiment
income mee by BEMB 541 hillion yosn, se-
comnting for 56, 64% of the total increase.
More specifically , the increase in nef intersst in-
come of the Big Four was RMB 71,8 billion
wyuan, among which investment income rose by
EMEB 46 6 billion yoan, sccounting for &b 84%
of the total increase. The incresse In net interest
income of the joini-stock commensial banks was
EME 217 billion yuan, among which invess-
ment income fose by BMEB 7. 6 billion yuan , ac-
commtng for 31. 83% of the toml increase. The
reason of the rapid increase in investment in-
come was that the securities and investments
beld by commercial banks grew fast.

The decresging share of morgin income in the et
operatiion income of these two types of banks re-
flects an incresse in non-interest income | Fgune
13). In M06, the net fee income generated from
domestic eknesses of the 16 cormmendal banks
mae by BMEB 1004 billion yuan compared waith

that in presvicus vear, More specifically, the in-

15 Mei operation income pefers to net iderest income, ned fee inoome, profld and Ioss on exchesge and other opengion in-

pome net inieres moome inclodes peium on Investmer.

1T  The benks practice different scoomting trestments for the ntenest moome fom bonds investment, gem from bonds tmding
ored gain from equity imvesiment. Some classify imerest income fom bonds Evesiment 2= imerest income whille others classify # as
mvesiment gein. Under the cemam system, we cannot clearly defime these components. In the mesnteme, both equity imvesiment
und bamids irvestment will utiliee & portion of #he inlered-heamng, Hubilities and give rse o inlered saypenditure,  Therefons, when
wei calealaie the nef mlernsd meome al the 16 commercil hanks, svedmenl gain 18 decmad b= & ped of mieresl meome and calcii-
Estend s= smach. Even though thi= adjustmenl may exagperals the percentsge of nel inderest mcome i the el opesfion income, il may
beitier reflast the iise of mleresl-besring labdities by commersinl hanka,



- Thine Freroe SEaaiily Mapsod

crepse mgistered by the Big Four meached BMB
A 8 billion yuan, or a percentage of 32 5% ; and
thar registzred by the remaining joint-stock com-
mercial banks reached BEME L 6 bullion yuan, or o
pocentage of 37, 58% . In 300, the shane of mar-
gin income in pet operation income of te Big
Four was & 31 percentage points Bgher than thar
of the remnning joint-stock commensial banks,
The non-interest businesses wsed amall portion of
the hank's funds and therefore the sk weights of
aich assets were relotively low, Such businesses
mepresent 3 higher nsk adpsted refom. The rela-
tive size of the net fee income of the Big Four
wis higger thun that of the reminmg jomt-siock
oommercial banks , which partdy explains why the
risk adjusted retum of the formes was higher than
that of the later.

Figure 1.3 Comparson of the Contribu-
tion of Margin Income to the Operation in-
come of the 16 Commencial Banks

|, it |
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Box 17 Analysis on the Changes in Major ltems of Interest-bearing Assets
and Liahilities of the 16 Commercial Banks

In onder to extensively interpret change of a
bank’s net interest income , one neads to n-
vestigate the change of the size and structere
of interest-hearing asseis and Habilities | as
well ax the change of vield ates. Due o the

lack of data on the yield rates, we can only
partly explain the question by studying the
change of the size and structure of interest-
bearing assets and Habilities,

Table 1.2 Changes in Major Rems of Interest-bearing Assets and Liabilities of the 16

Commaercial Banks
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Table 1. 2 { continued }

LIS

| I pdllion

i KME

Joini-sinek Commerdial Banks

2005
[ 1D miilien
af AN

yunu |

Payahle amid Tempom-

) L6784 383104

1y Reoeipis
Loans from the Centmal

1, 980, 52 1, 713 Ra
Bank
Carremt  Account with

515874 5 BlA 30
Ditheers

Total Major Imberest-
14%, 041, 24 171, G285 38
benring Linhilities

Tawans 98, 241,42 101, 744, 50

Securitier aml  Tovesi-
35, 903 63 49, 695 RS
EailE

Receivalde  amd  Aal-

LTEL2h 4 5307
THmE
Depmits in the Ceniml

13, 743,22 16 X7 B4
Bank
Current  Acooemt  with

4 &3, 59 3, BS54, 19
{ther=
Total Major Interest-

155, 0% 11 1T, 097, 17

bearimg Assets
Souree: The PBC,

Table 1. 2 describes the changes in major
items of interest-bearing liabilities and assets
in 2004 and 2005 by the Big Four and the
12 joint-siock commercial banks, All Agures
an: the monthly average , calculated by aver-
aging the balance on Janoary 1 and the end-
of-month balances from Jamoary o Decem-
ber,

In 2005, securities and investments held by

EEN. " £15.68  L.0W0. 15 330
- 13. 48 Ba. 42 13,33 = RE. (9
11. 88 1, B ES 1,906, ES E 4T

14.78 M, TM.T1 47, 247. 15 .9

3. 57 6, . 40 31, RAT, 74 1&. 51
3507 G, 4H5. 56 K HX6 60 Ja 10
G2, Gib TIT. 68 R 42 10 1
18, 40 4, 198. 56 4,927, 53 17, 60

= |7, CHD 1, 252 51 1, 733, 05 18 37
13 32 M FT0.T1 4R RS 35 .77

the 16 commercial banks grew rapidly, The
growth mte of deposits and loans of the re-
maining jeini-stock commercial banks was
higher than that of the Big Four. Among the
Big Four, this growth mte differed signifi-
cantly from one bank to another { If we do
not consider the srip-off of NPL by ICBC
in 2005, the growth mie of loans of the Big
Four was 9. 81% ). For years, joint-stock
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commercial banks have been active at ex-
pansion. This attitude | together with a more
banks to witness a rapid growth in deposits
and loans in 2005, In contrast, the growth
in loans of the Big Four was slow becuuse
more loans would have to be approved by
the superior branches and no effective remu-
neration syslem was in place for credit
staff.

In 2005, the securities and investments held
by the 16 commercial banks grew signifi-
cantly , indicating that they were more ac-
tive in the trading a1 the inter-bank market
to enhance the efficiency in fund utiliza-

Cost Struature Anabysis

In 2005, the operation cost™ in the domestic husi-
ness of the 16 commerncial banks was EMB 27,5
billion yusn, rsing by BMB 22 4 hilion yuan
compared with that in previcus year. The pumber
for the Big Four was BMB 279 hillion e,
with an increase of EMB 12 3 billion yusn or a
percentage of 5 72%. The mumber for the rermei-
ning point-stock commendal banks wes BMB 68 6
ballion yuon, with an increase of RMEB 10 hillion
yuan of a percentage of 12 53%.,

Figurel. 4 indicotes that the pon-inferest ex-
penditure of the two types of banks was de-

creasing, implying an improvement in their
munagement. Both the cost/ income ratio™ and

ticn. In the meantime, the interest rate of
inter-bank bomowing and bonds repurchase
still remained at 8 low level", indicating
the limited capacity of the inter-bank market
angd the excessive liguidity of commencial
banks. At the current stage , the commerncial
banks still lack other investment channels ,
and the inter-hank market plays a limited
rode in absorbing additional funds, If the
growth rate of loans of S0OCBs remains to
be lower than that of deposits for a sus-
tained period of tme, o lorge sum of idie
funds will appear, which will incresse the
hanks" fund cost and reduce their iseome.
If the simoation continues, the profitability
of the Big Four will decrease.

the costassets ratio of the Big Four were low-
er than those of the remaining joint-siock com-
mercial banks, reflecting that the management
of operation cost by the Big Four was more ef-
fective. As the scope of business and target
customers of all commercial banks are similar,
the aforesaid gop between these two types of
hanks mainly reflects the economy of scale in
terms of bank management,

While expenencing ropid growth in net opers-
fion income, the Big Four successfully con-
trolled their operation costs, However, while
experiencing rupid growth in net operation in-
come, the remaining joint-stock commercial
hanks also witnessed drastic increase in costs
{ Figure 1. 5).

The excesive increpss in

18 I 2005, e dimeeesl mile off bomnde roperchase omos spprosched Sl of the commercisl bamks” exces pesarves Joposit
19 Cperation o8 inchide: oporefimg cipenss, bedness tax and additions a8 well a= olher opending eapendilines,
2 Cosl Tosme Fatie = ( Operation Cost TNet Operation Incoome ) = [P



Appendix | A Qunsitative Study of the Soundness of the Banking Sector: the Case: of 16 Commercial Banks

the operation cost hos lowersd the profitubility
and competiiveness of the remaining joint-
stock commercial banks and weakenad their
soaiminess,

Figure 1.4 Contribution of Mon-interest
Expendiiure to the Operation Cost of the
Big Four and 16 Commaercial Banks
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Figure 1.5 Growth Rate of Net Operation
Income and Operation Cost of the 16 Com-
migrclal Banks
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Assets Analysis

Total Asset See and Structure

Az of December 31, 2005, the total assets ( in
domestic and foreign cumency ) of the 16 com-
mercial banks held within the country resched
RMB 25 47 wmillion yuan ( Figure 1, 6) , rising
by 17.75% on the year-to -year basis, and
asccounting for 67, 8% of the todal assets [ in
domestic and foreign currency ) of the hanking
sector in China, By the end of 2005, the Her-
finadahl-Hirschman Index { HHI}™ of the Big
Four in terms of the share of wtal assets in

2] Hefindshl — Hirechmen Index (H} = T { Market Sheee 72 10057, Acoomling o expanencs, o markel with o result of
bead them 1. (4} i3 & comnpefitive marketplecsy and o resull of 1, S0 or preaier i@ & highly cncentraial maketplece. In e formuls
i madncales the porcentage of The sssstd al the ith bank in the 1otsl asscis ol the bekimg sazior,
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China's bunking sector was 710, decreasing
by G2 compared with that in comespomding pe-
riod of previous vear; the HHI of the 16 com-
mercial banks was 740, decreasing by 39,
This means China's banking sector is less con-
centrated and becoming more competitive.,
The main reason lies m the rapid development
of other banking institutions with increasing
market shares { Figure 1.7).

Flgure 1.8 Total Assets of 18 Commaer-
cial Banks
[ 100 miliion of RMB yuas)
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Figure 1.7 Changes of Asset Shares of
168 Commerclal Banks (1998-2005 )
{ jurrmat
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In 2005, the psset structurs of the 16 commerncial
banks did not expenence amy dmstic change.
Lean and inwvestmeno atill constiooted a lion®s
share [ about 80% ) of the total assets of these
banks. Influenced by the FBC policy of lowering
the interest rate for excess reserves of deposits,
the shares of cash and deposits in the central
bank registered o slight drop o the ol assets.
The loans granted by the 16 commercial banks to
the manufacoring industry dropped [ Figure
1.8}, while the share of personal loan in total
loans incrensed steadily. More specifically | the
personal loan gramted by the Big Four rose
from 14 47% of the total loans in 1[G} 2004 to
I6 47% in 10) 200Ws; and that by the remai-
ning joint-stock commercial banks rose from
0% in 10 2004 w 12, 22% in 10Q 2006
{ Figure 1.9}, As medium-and long-term
leans constitute a high percentage of the total
loans for both types of banks { Figure 1. 10) ,
the risks maoy be exposed at a later stage.

Figure 1.8 Percentage of Loans Granted
to the Manufacturng Industry by the Bilg
Four and Jolnt-stock Commarcial Banks
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Figure 1.9 Percentage of Personal Loans
Granted by the Blg Four and Joini-stock
Commercial Banks
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Figure 1. 10 Percentage of Mid- to Long-
term Loans Granted by the Big Four and
Joint-stock Commencial Banks
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St and Quality of Loans

The NFPL ratio of the 16 commercial banks
was decreasing, and the growth mte of NPL
has been showing down. In 2005, NPL ratio
of the 16 commercial banks dropped from
12.72% in Q1 o 8 90% by the end of vear.
By the end of 2005, the balunce of louns of
the 16 commercial hanks was RMB 13. 71 tril-
lion yumn, incressing by RMB 0071 trillion
yuan, of 5. 42% on a yvear-to-year basis, The
growth rate in loans granted by the remaining
joint-stock commercial banks was relatively
high. Experiences show that a rapid growth in
loan is wsually sccompanied by the deteriora-
tion of loan quality. As a result, these banks
should pay special attention to the monitoring
of the ouistanding loans,

According o the S-caegory loan classification
system , 3s of December 31, 2005, the NPL
of the 16 commercial banks was EMB
1,21% 7 billion yuan, decreasing by RMB
495, 5 billion yuan compared with that at the
beginning of the year. The muain reason of
the decrease in both the balance and percent-
age of NPL of the 16 commercial banks at the
end of 2005 was that in the second quarter,
ICBC stripped off and wrode off large sum of
MPL. Iis percentage of MPL was maintained
within the range of 10% -10. 5% . However,
the end of this year saw a slight increase.
The percentage of NPLs of joint-siock com-
mercial banks showed a slight decreasing
tremd , and the level was maintxined at lower
than 5% throughout the vear.

Figure 1. 11 demonsirates the number of hanks
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that suw either un increase or decresse | com-
pared with the level at the beginning of the
year) in the NPL in 2004 and 3005, In 2005,
the number of banks with an incresse o the
MPL as compared with that of previous year
remained unchanged from the level at the end
of the previows yvear, The stip=off of NFL by
BOC, CCB, and BOCDM was tuken into
consideration in compiling the 2004 data;
while the strip-off of NPL by ICBC was taken
inte consideration in compiling the 2005 data,
The loan strecture was oot ddeal in that the
growth in medium-pnd lopg-term loans was
too rapid and the loans continued to concen-

trate in big cities, large enterprises, large pro-
jects and menopolized industries,

Figurel, 11 Increase or Decrease of the
Balance of MPL of the 18 Commerclal
Banks as Compared with Year-beginning
Lewel

s Mumber of banks sxperivncing an merenss
Mumler af banks experiencing & decrease

ﬂTﬂ%ﬁ
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Number ol Ranks
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Froomon Coverage

By the end of 2005, the provision coverage™
of the 16 commercial banks differed greatly
from one another. However, the overall sitoa-
tion is betier than that of previous vear and the
level of provision of all banks was drastically
increased, ‘The provision coveruge of ICBC,
BOC and CCB witnessed a significant rise.
The average level of joint-stock commercial
honks was 53, 3%% , or a growth of &, 13 per-
centage points compared with that in previows
year,

Liguidity and Capital
Ratio ( CAR)

The liquidity of the 16 commercial banks was
high and the CAR increased. Some of the
mnin methods of the bunks to replenish capital
and reduce historical indebtedness include the
introduction of strategic investors, joint stock
reform , overseas listing , provision allocation
and reducing the shortfall of provision.

The Liguidity of the 16 commercial banks was
high. Except for the ABC, whose liquidity in
20 and 4 2005 was slightly lower than the
standard level of 25% | the liquidity of the rest

of the 15 commercial banks was higher than
the standard lewel,

Adequacy

22 Prowisdon Coversge = Loan Loss Proviskos” Halince of BPL = HWMR .
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The Lguidity assets of the 16 commercial
banks mainly included the reserves deposits
and bonds that may be sold at any time ar the
secondory market in China. These two types
of assets represented 69. B5% of the total lig-
widity assets of the 16 commercial banks. The
liguidity Labilites of the 16 commercial banks
mainly included current deposits, representing
B87.37% of the total liquidity liahilities.

CAR

At the end of 2005, both the core capital ade-
quacy ratio { CCAR) and the CAR of most of
the 16 commerciol bunks rose from the levels
at the beginning of the year. The mumber of
banks that met the CBRC requirements on

CCAR apd CAR rose from 10 at the end of
2004 to 12 at the end of 2005.

The major reason for the morease in both
CCAR and CAR was the nise in net core cap-
ital. Om the one hand, 1CBC and CITIC Bank
filled their shorfall of loan loss provision
through many means, which greatly decreased
the overall shorfall of the 16 commescial
banks as compared with the level at the end of
2004 ; on the other hand | the successful listing
of the BOCOM and CCH at the Hong Eong
Stock Exchange grealy enbanced their CAR.
By the end of 2005, five banks =il hod huge
shortfalls in provision, and the pressure to fill
the gap ia sl heavy,

{ By Zhao Zengde, Yan Xiandong, Liu
Ke, Sun Tao and Hong Bo)
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he veur 2005 witnessed o sustained
T and rapid sconomic growth in differ-
ent regions in China®™. Growth was
achieved In investment, consumption, import
and export; economic and industrial restructu-
ring was deepened; and the gap between re-
gions in terms of economic development was
reduced. Al the same time, the financial sec-
tor developed smoothly. Growth in the bank-
ing, securities and insurance sectors was stnk-
ing; financial markels transactions were ac-
tive: and many innovative financial products
were launched. Thonks to the progress in fi-
pancinl reforms and the financial ecology , ma-
jor financial instiutions across the regions
fve become stronger; therr corpomie govem-
ance structures and internal control mecha-
nisms have been consclidated: and the risk
prevention and aversion capacity has im-
proved. In shom, regional financial stability
has heen maintained. Purther, finamcial infra-
structure , such as the payment system, credit
syalem , anb-money laundering sysiem, has
been improved ; the legal framework for the fi-
nancial sector has been strengthened; and pru-
demtinl financial supervision has been en-
hanced, They also contribued to the sound
operaiion of the financial sector.

While the economy and financial sector have
been growing steadily | the regions still face
some common risks and problems dee to the

deep-rooted structural economic and financial
problems, a5 well a3 the inadequacy of the fi-
nancial institwtion and financial marke:. Spe-
cifically , these problems inclsde : excess ca-
pacity in some industries and the declining
profits in indusirial enterprises; the sustained
high propeny price and the over-depemdence
on hank credit in the development and invest-
ment of real estate projects ; increase in dogey
financial operations due to the low investment
vield in the money market and the over-com-
petition in morked for commercial bills; the
renewed pressure in MPL in the banking sec-
o, concentration of credit risk, and the
weak nsk-prevention caopacity of small-and
medium-sized local financial instittions; =s
securities companies are becoming more di-
versified , the competition has been intensified
in business and prodwct inpovation, and the
operntional risk of these companies needs to
be further reduced; the integrty, image and
credibility of the insurance sector have to be
improved ; the pressure on the business opera-
tons of insurance companies has been in-
creased doe to the rapid growth of insurance
withiirawal from life insurince policies and
declining profitability of propemy insurance
business etc.

The diverging level of economic and financial
development, financial resources and the fi-
nancial ecology in different regions has trans-

2% The Fasicen Region consists of [} geovinces | swesdcipaditiss ) |, mcluding Beijing, Thanjin, Hebei, Shanghi, Rangsu,
Fhegtang, Fujisn, Shasdong, Gungdong , sl Heinan | the Cemml Begion comsiss of & provinces, mcluding Shansi, Anbei,
Henen, Huobel, Honan, and Tesgd; the Westem Reglon ooesdars of 12 provinces { anionomons regioms mmdcipalities) . mcluding
Gumgyl, Chongging . Sichean , Goldboo, Yennen, Tibet, Shend, Ganss, Kngeis, hne Mongolie, Clinghal, mnd Xmjang;
nnd e Morkeastem Reghon oonslsts of 3 provinpes, icloding Lsonieg, Helloogjimg , ond Tlin
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lated into differing msk factors, which could
affect the financial smhbility in different re-
gions, Different level of economic and finan-
cinl development should have different focus:
the Eastern Region should focus more on the
opening up of the financial sector, the growth
of foreign financial mstmons , and cross-bor-
der and cross-region capital flow; while the
Central Region is undergoing rapid industriali-
zation and urbanization, the financial support
for county-level local economy has grodually
shifted to small-and medivm-sized financial in-
stitutiong, amd therefore the credit risk has
been  incressed; the Western Region  and
Monheastern Region have witnessed rapid
prowth in investment, but problems arise in
the long-term fund allocation, increasing bank

loans of local government and new MPL in the
hanks.

The vear 2006 marks the first vear of the
Eleventh Five-year Plan. The regions will face
both challenges and opportanities. Local gov-
emments should make best use of the favora-
hle sconomic environments ot homes  and
abroad, While carrying owt policies o pro-
mete industrial wpgrading, the povernments
shall further improve the quality of economic
growth, opiimize the economic stucture,
mend the weakness in the economic and finan-
ginl systems |, curb the unhealthy and instable
factors in the sconomic and financial ssctors,
and establish & long-erm and effective mecha-
mism o maintdin fnancial stabdlity,

Box 18 Regional Financial Stability in China: Concepl and Framework for

Analysis

In theory , pronounced differences in finan-
clal risks should not exist among the re-
gions in 3 upified economy. In other
words , the * regional financial stability ©
does pot stand &% & concepl on 18 owil,
Due w this meason, there are Hmited
amount of literatures and discussions on re-
gional financial stability in other countries,
Monetheless , megional difference hos been
a salient feature in the Chinese sconomy.
Due to different economic level develop-
medit and uneven financial resources distri-
bution , the financial nisks differ gready from

one region o another. If we messure ac-
cording o the credit quality of financial
gssets , we may discover that difference
in the ratic of non-performing assets
may be more than 10 tmes befween the
worst region and the best. Accordingly,
we noed W introdoce the concept of re-
glonal financial swability in the framework
of muintaining Chine’s financial stubility ;
we should focos om regional  financial
risks; and construct an evaluation frame-
work for the analysis of regional fnancial
stahility.
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Figure 2. 1 Framework for the Analysis of China's Aegional Financial Stability

Regional financial stability is cenainly not &
sector specific concept. Rather, it entails
velopment of the local Anancial market and
the financial sector. The essence of regional
financial stability is the healthy operation of
the local economy; the stable development
of the finuncial sector; the improvement in
the financial market, the financial infrastue-
ture, and the firancial ecology; a3 well as
the contimied enhancement in the capacity

Regional Economic Performance
and Financial Stability in China
Overvie of Regronal Economie Ferformance

In 2005, the policies of macroeconomis man-
agement have resulied in concrete improve-

China"s Finamcial Subdlity —h- Mlaeanvrmamos P comane-
l 3o | Lscal Finsscisl Deerlopmens
Hegionul F 1l Sealiilets
P | Heginnal Finsncinl Fenmysiem
| Foxtrrmal Shiseks sred Frovesrgeniy
|ETRI

i prevent and averi fnancial risks. Al
branches of the PBC endeavor to maintain
the financial sahility of their respective re-
glons; conduct comprehensive evaluation on
the stability of local financial systems;
siudy the weaknesses in bocal economic and
financial systems; take prompd measures o
deal with problematic finoncial mstituGons
that may lead w0 more widespread systemic
risks; and maintain the overall sahility of
the financial sysiem,

ments ; the sconpomy of different regions were
growing steadily and rapidly ; economic opera-
tops were becoming more stable; break-
throughs were achieved in the reform in some
key areas and sectors; and regional economic
integration accelerated,

In 2005, the GDP of the Eastern, Central,
Western and Mortheastern Regions were EMB
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10 90 trillion yusn, EMB 3, 71 trnllion yusn,
BME 3. 34 million yusn, and BEMB 1. 71 mil-
lion yuan respectively , and the weighed aver-
age prowth rates were 13 1%, 12 5%,
12.8% , and 12% { Table 2.1). Some new
features of China's regional economic deve-

lopment include; the growth mies of some prov-
inces and municipalities in Cenmal and Western
Regions surpassed those of the coasal areas in
the Enstemn Begion, and the overall growth rate
of northern aneas surpassed that of the cemtral
and southem areas in the Easiern Hegion.

Table 2. 1 China's Regional GDP Data and Growth in 2005
Regional GDP _ e
{ 100 millions o RME yuse) 17 129, 52 T O B BT s 9 39 250 71 196 545,
Percentage | e ) A, 72 55, 46 I a5 16. 97 1ML (0
Crowils Fste | pereeni ) | L] 12 50 1Z 8 12 —
e g 15 924, 44 2% B25. 06 L T, O 0 981 261 15 05%. A9

P [ﬂ."ﬂ_'rlm!]

Source; Staimbcal bureaus of the provinoes, municrpalities and asonomons regeons in China; groecth mabe calculal-

ed by simple weighted average.

In 2006, tofnl fixed-pssets investmenti in the
Eastern, Central, Western and Mortheastern Re-
gions reached RMB 4.73 willion yusn, RMB
1. 63 wrllion yoan, BMB 1. 77 mllion yuan, and
EMB .78 milbon yuan rmespectively, mose
227T%, 288%, 28 1% and 37.6% compared
witl dhat g 2004 ( Tablel, 23, Siice the growth
of investment m the Eastern Region was heavily
affected by neal estate sector, total investment

slowed down in this region following the central
govemment's mEoecopomic  ghtening  poli-
cies, The abaolute size of investment in the
Wegtern and Mortheastern Regions were smll,
but the growth mates were high, reflecting the
pelicy orientation of the development of the
Western Region and the rejovenstion the old in-
dustral bases in the northeast.

Table 2, 2 Total Fixed-assets Imvestment, Heal Estale Investment and Percentage of He-

gions across China In 2005

Toial Fixed-asses Invesmnent

i S ) T.ODLSE 47,020 1626674 17, TALAS 137. 87
Percentage { parmi ) f 75 53, i 18 25 1% 90 LU
Ciroenh Rate of Inecsiment
i Pinad & ; : 57, 64 22, 65 26, 80 28,09 26, 02
Investment in Real Estate Projects - - = -
i o 1. 335, B3 955521 2,218 85 2 64R 57 15, 759, 27
Peroentage | e ) f, 441 A, A 14. 08 16 &1 R
Corarch: Rt of Emvemtoman 3, 12 60 a2 62 2z 49 19,

im Real Estate Projects | paee )

Source ; Stmistical bareams of the provinces, municipalities and nutonommes regions in China
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Table 2. 3 Size of Import/Export, Size of Utilization of Forelgn Capltal and Growth Rate of

Reglons acress China in 2005

Tutulh'q:ultnrd!‘.mnt‘i’uhq‘:

7L 11 12 T84 15 415. 59 454, 21 14, 227, 06
[ MM mailian af L50)
Total Impont Vlims
25135 5 085, O JEEEN LS 2068, 53 i, R, 5
[ MM mililden g [EDY)
Total Expon ¥
Lt IO 76 f, 0 17 296,50 230, 6 T.617. 11
[ 10 endlion wyf 1500)
CGirowth Rate of Total [mpoer
16 9% .43 18. 91 22,47 23, 0
FIH o P milling o [T5D) S R 47, T1 RLIRLE 43, T A 40

Source; Statistical baresss of the provimces, mumiczpaldlies and aunlonomous regeons in China.

In 2005, the wial volume of the Eastern Re-
gion imports and exponis of was still the lar-
gest in Ching, but the difference in growth
rales bhetwesn regions was relatively small,
The total volume of impons and exporns in the
Enstern, Ceptral, Westerm and Mortheastern
Regions were USD 1, 278, 615 billion, USD
41. 5359 hillion, USD 43, 421 bilbien, and
USD 57,111 billion respectively, op 23. 4% ,
18. 9% , 22, 5% , and 18. 9% respectively o-
ver AWM. China's Central, Western and
Morheastern Regions became the new ™ hot
spots”  attracting foreign capital inflow. In
2005, the wilized foreign investment in the
Eastern, Central, Western and Nonheastern
Regions reached UUSD 64, 771 billion, USD 9
billion, USD 4. 379 billion, and USD 5. G9&
billion respectively | Table2. 3). As the key
regions of economic growth designated by the
central government, the Western and Morth-
eastern Hegions were more and more attractive

1o foreign capital. In pamicular, the growth
rates of the utilized foreign investrment in Inner
Mongolin, Guizhou and Lisoping wers
89.0% , 64. 8% and 172. 7% respectively.

Overall, the primary, secondary amd tertiary
industries developed healthily in all the re-
glons, The growth rate of the secondary in-
dustry was higher than that in the primary and
tertiary industries, It is fair to say that the eco-
nomde growth was mainly driven by industrial
grovwth [ Table 2. 43, Due to China's Favora-
ble policies on agricultural development, the
cutput of grain continued o increase, the
comprehensive prodiuction capacity mproved |
and farmers” income increased relatively rapid-
Iy, The imduostrial producton also increased
rapidly, In 2005, the growth rates of the val-
uwe-pdded of induswy in Enstern, Ceniral,
Western and Northeastern Regions reached
19. 8% , 21. 4% , 19.6% and 16. 6% respec-
tively.
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Table 2.4 Size and Structure of the Primary, Secondary and Teriary Industries of He-

glons across China in 2005

Prmary Industry
2 138, 10 B, 438, 85 A, 155 54 5, BB, 02 2 oe03. 11
[ 400 million of RME ysan )
12. 45 7.7 16 62 17.63 11. 50
| peremnr )
% uy R, 482. 78 o, A2, B 17, 375 83 14, 256 08 o6, 376 &1
{400 miliion of RME vaan)
49, 52 51. 61 45 O 42 74 20, 0
{ puereent )
T ’ : f, 514, 0 44 318,18 1% 515 97 IN, 2145 77, 354, A
[ 1687 miliing of RME yann )
il L R 4. 65 e 4 oL 30 45
{ puereent )

Seurce ; Suatbstical boreans of the provieces, manba palites and auronomons. regeond 5 China

Because of rising prices in upstream products
such a5 raw materials, fuel and power, the in-
dustrial profits of resources rich provinces |, in-
cluding Shandong, Inner Moengolia, Shansi
and Shaanxi, experienced very strong growth,
The ssrvice industry wis growing steadily,
ploving 0 more and more important ol in
economic growth. The share of the service
sector was quite high in some areas in the
Esstern Region. For instance | lertiary industry
aceounted for over 50% of the economy in
both Beijing and Shanghai, while the growth
mate of the tertiary industry in Shandong , Jian-
g2 and Zhejiung exceeded 14%

Concerns tn the Regional Econome FPerform-
ane

The economic structure 15 imbalanced and the
quality of economic growth is low. Excess ca-

pacity and declining profits existed in some in-
dusiries. In 2005, total retail sales of consum-
er goods in the Eastern, Central, Western,
and Monheastern Regions  increased by
14.2% , 14. 1% , 13. 9% and 13. 4% mespec-
tively. The actual growih rate was higher than
past vears, with consumption playing a more
important role in economic growih, However,
the economic growth of ol regions still relied
oo much on investment and expon. Problems
such as imbalanced economic stmcture and
lovw guality of growth are sfill very serious.
Apainst the bockground of excess capacity in
somee indusiries, many enterprises were oper-
ating below capacity and profits were decli-
ning in industries like steel, automobils, alu-
mimm, cement, coal, elsctnony amd textbe,
As the expansion projects constructed eardier
are gradually put into operation, the supply of
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these products will further excesd market de-
mand. As a resule of the central govemment's
macmoeconomic management policies | the -
vestment in some over-hested industries was
under control, and the financial instmutions
were more prudent in granting loans to these
industries.

On the ope hand, many companies in the
steel | non-fermous metal and cement sector in
some provinces and municipalities are very
small-sized with outdated techoology, They
cannot produce high-end products, of which
demand remained strong, while their low-end
products are over-supplied in the market. Ciiv-
en the supply-demund imbalonce and the mac-
roeconomic management policies | these entes-
prises will find it more and more difficult to be
profitable , and some small enterprises of them
will probably go bankrupr. On the other hand |
some induswies had a track record of high
profitability, and therefore, they were granted
buge sums of loans by financial institrions in
the past. Civen the government policy wving
io reduce capacity in over-heated industries
there is @ high possibility that loans to the
bankrupt enterprises may oof be able o be re-
covered. These are some worrying develop-

ments.

Real estate investment and credit o the sector
roge significandy, while property prices in
some megions have besn rising too gquickly,
Diespite the drastic slowdown of real estate in-
vestment growth in the Yangure River Dela
Area dunng 2005, the investment growth
picked up in some provinces/municipalities in
the Central and Western Regions. In 2005, all

provinees” municipalities, which recorded over
30% real estate investment growth, wers locs-
ted in Central and Western Regions. Current-
ly, China"s real estate development still relies
beavily on bank loans, The demand for real-
eatate-related loans has been rising in some ar-
eas, and the outstanding loans aré growing.
Consequently , the risks of the real estate mar-

ket flucteation are concentrated in the banking
SR,

While the real estate prices in most cities wit-
nessed a slight decline, the property prices in
some cities in Hebel and Guangdong provinee
atill recorded substantial increase, In 2005,
the avernge prices of propeny and residential
property in Hebei rose 16.5% and 18. 6%
year-on-yeur respectively; wand the average
property price in Guangdong rose 7. 7% year-
of-year, In pamicular, the average prces of
newly built residential property units in Goan-
gzhou and Shenzhen rose 10, T% and 17, 4%
year-on-year respectively. In contrast, the re-
ducing transaction has resulied in tghtening
capital condition for real estate developers as
well as the slowing growth of residential mort-
goges in Shonghsi snd some other cities,
“ Collective refusal by buyers o honor the pur-
chase agreements and defoult of loan repay-
ment” took place in some property projects.
Al the same time, expectation of further EMB
appreciation induces foreign copital inflow into
ihe marker , which s becoming a new risk fac-
ftor to the propery market.

There are upcertainties in some expon-oriented
regional economies. In the aftermath of the
foreign exchange reform, the exchange mie of
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EME is becoming more flexible and the possi-
bilicy of international wade friction has in-
creased, which leads to more uncertmntes,
Firstly , trade frictions are more frequent while
mare irmding  partners and products are in-
volved., Risk manngement capability of the
labor- intensive amd low-valoe-added export
enterprises in the textile, garment and shoe in-
dustries is weak in coping with such frictions
and uncertainties. Secondly, the susmined
fuctuation in the exchanges mie of BMB di-
rectly affects the foreign exchange income and
pricing of export products | thus adversely af-
fect the profitsbility of these enterprises.
Thirdly, due o imensifying competition and
rising labor cost, the profitability of some for-
eign companies in the low-entry-barier and
nop-resource industries has declined, within
which a cemain portion of them is becoming
loss-making. This will reduce the imterest of
foreign investment in these seciors , and reduc-
ing size of utilized forsign capital there,

Analysis of the Regional Financial
Stability

The Eastern Region is the most economically
developed area in China. It is the region where
the three most active economic spheres; loca-
ted—Bedjing-Tianjin-HeBel Boconomic Sphere,
Yongize River Delta Economic Sphere, and
Pearl River Delia Economic Sphere, In 2005,
the economy of this Hegion witnessed sus-

tained and rapid growth, and all economic in-
dicators were healthy. The growth mie of n-

vestment in real estote and fixed-assets has
slowed down; the pace of the industrial up-
grade sped up; and the macroeconomic map-
agement policies witmessed remarkable suc-
cess, As a result of its booming economy , the
Eastern Region has the largest size of financial
asgets as well as the largest mumber of finan-
cial instiotions aod fAasncial professionals in
China. In 2005, the financial sector in the
Esstern Region maintsined rapid growth. It
has attracted more Chinese and foreign finan-
cial instintions ; the size of the financial mar-
ket was prowing; more financial tools are
available; financial innovation was active;
and the financial reform made greater pro-
gress, With the development of the expon-
onented economy in the Eastern Hegion, the
financial sector has been more open; foreign
financial instinuions have grown more rapidly ;
and the size amnd frequency of cross-bonder
capital flow hove incressed.  All these may af-
fect the regional financial stability.

Foreign financial institotions have grown fap-
idly. The Eastern Hegion is China's first re-
gion that opeped up o the outside world. It
also had the largest number of foreign finan-
cial institutions and related business transac-
tioms, Most of the foreign financiol institutions
coming to China have chosen this Region to
establish representative offices or major bosi-
ness venpes. The majority of foreign fAnancial
institutions can be found o Beipng, Shang-
hni, and Guangdong | especially in Shen-
zhen ). For example, by end 2M)5, around
320 foreign-funded financial insuminons were
established in Shanghai. In the Last few vears,
the businesses of these institufions have been
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growing rupidly with expanding murket share,
By end 2005, the outstanding deposits and
Ioana | including both KMB and foreign cur-
rency ) of foreign fnancial instogions in
Shanghai rose 32, 8% and 32, 9% over 2004,
The respective growth rates were 17.4 and
23, 6 percentage points higher than those regis-
tered by domestic Anancial institotions, While
infroducing new operation expertise and finan-
cial product ideas for their domestic competi-
tors, foreign financial institutions also intensi-
fiedd the competition between Chinese and for-
eign fnancial institwbons. The pressure faced
by Chinese financial instiutions has been
growing and market uncertainties have in-
creased. In the meantime, i is incressingly
mor: challenging to supervise the overall nsk
of foreign banks due two the multi-business
platforms of the foreign banks" parent corpora-
tons , the sharing of customer resources , and
the centralized business manngement of their
Chinese branches.

Cross-bonder capital flow  has  incressed,
China's Eastern Region hos hod the most ac-
tive cross-border capital flow in the country,
and this rend sccelerated in 2005, On the one
hand, the Region withessed increased capiial
inflow. For example, in 2005, the surplus of
capital and financial accounts in Shanghai
grew by 33. 41% over HHM, sales of foreign
exchange under the capiial pccouwnt rose by
4. 32% , and foreign exchange purchasss de-
creased by 7. 91% . Also, in Beijing, =sales of
foreign exchange in 2005 reached LISD 66.
192 billion, surged 77, 97% over 2004, and
equal to the aggregated amount in 2003 and
2004. In partscular, foreign exchange sales

under the capital sccount reached USD 27, 02
billion, rose 199 42% . On the other hand,
domestic and intemational financial markets
have besn increasingly imegrated with the
growth of the export-onented economy in the
Eastern Region. With the strafegy of “ going
glokal™, Chinese started to invest overseas.
Some Chinese banks with the stams of desig-
nated foreign exchange trunsaction have be-
come majpor players in the intemationzal finan-
cial market, leading to more uncertainties.

The Region witnessed a substantinl increase of
finance in other locations. Over the past few
vears , the trend of economic and financial in-
fegration has become more and more evident
in the Eastern Region—particularly within the
Yangtze River Deltn Economic Sphere, Pearl
River Delta Economic Sphere, and Bedjing-
Tianjin-HeBei Economic Sphere, Inter-region
capital flow has become more frequent. In
particular, inter-region credit flow has played
an important role in the regional economic and
financial development.

Central Region

In the strategic framework of “ Rise of the
Central Region”™ | the growth potential of this
rerion is stamed to become realized. The eco-
nomic renmm has increased and the guoality of
economic operations has improved drastically.
Al the same time, banks, securities and insur-
ance sectors in the Central Region have been
developing in 8 coondinated manner. The fi-
nancial marker has been operating smoeothly
and steadily. The reforms of the finamcial in-
stitutions have besn intensified and the busi-
ness management patiern has been changed.
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The financial infrostructure and ecology have
been improving, laying o solid foundation for
the stable growth of the financial sector. By
end 2005, there were 16, 498 secondary bran-
ches of Chinese banks in the Central Region,
an increase of 2, 245 = compared with the end
of 200, The total sssets of Chinese financial
instirutions [ both BMB and foreign cumrency
denominated ) reached EMB 5, 008, 19 billion
yuan, up 16. 7% year-on-year; and the total
reported profits | for both RMEB and foreign
currency businesses) reached BEMB 17, 67 bil-
lion yuan, surped 37. 3% vear-on-year. As a
result of prolonged weak A share market, the
mumber and assets of securities and fuores in-
stitutions are shrinking , and their role in Anan-
Cing economic activities 15 declining. The trend
of declining profit of securiies and futures
comipanies,  however, has been curbed. In
2005, for the insumnce sector, the prémium in-
come in the Central Kegion meoched RMB
87. 996G billion yusn, up 11. 1% year-on-year;
and the indemmity expenditure reached RMB
17. 34 billion yuan, wp @ 1% year-on-year.
Twenty-eight provincinl-level subsidiaries were
established in 205, Owerall, the sector was
developing smoothly. However, some prob-
lems still exist in this Begion,

The majority of financing for county level eco-
nomic development was by small-and medi-
um-gized finencial institetions, which implies
1 growing credit nsk. Economic development
at the coumty level is the comerstone of the
*Rise of the Central Region” strategy. Unfor-
mnaely , though, afier the adjusiment of buosi-
ness strotegy from late 19905 onwands, most
of the state-owned and joint stock commercial

bunks have given up this relatively unottractive
marker. According o statistics, by end 20065,
the loans for county kevel economic develop-
ment in Hunan province accounted for 27, 5%
of total cusianding loans of the province | or a
drop of pearly 10 percentage points compared
o 2000, In Henan province . the number of
county-based outlets of state-owned commer-
cial banks and pelicy banks has been decrea-
gng—down 15 7% from 2002 onwards, The
market ghare of local small-and medium-zized
finuncial institutions has been  expanding,
which also implies higher risks,

After a breakthrough in direct financing, the
consequent “ crowding out” effect hos posed a
new challenge for risk management and buosi-
ness expunsion capacity of fimncial instim-
tions in the banking secter. In 2005, EMB
11. 7 billien yuan was raised in the Central
Region through short-term corporate debt, and
the percenitage of debt financing rose by 2.1
percentage points compared to 204, indica-
ting & breakthrough in direct financing. The
eoordinated development of direct and indirect
financing is conducive o improving market af-
ficiency and reducing the dependence of enter-
prises on bank loans. However, at the current
gage, ooly domestic large and high-gquality
enterprises are likely to pet the approval to is-
sue bonds, After successfully raising funds ai
the bonds and stock market, some high-guali-
Ty enterprises would immediately repay a large
amount of their loans, thus crowding owt the
" high=quality loans™ of " premium clients™ of
financial institntions.

The non-tradable share reform has been mmple-
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mented in the Central Begion, but it is faced
with many hurdles. By end 20065, there were
250 domestically listed companies in the Cen-
ral Region, within which 76 completed the
non-trtoble share reform or started the reform
procedure. This represents only 18, 3% of all
listed companies in the country, which have
cither completed or in the process of undergo-
ing The favorable policies of such as reintro-
duction of re-financing and new share issue
will ke introduced fo areas with more mpid
implementation of the non-tradable share re-
form and companies that have compleied the
reform process. If the pace of reform in the
Central Begion sill lags behind | the develop-
ment of its capital market will be adversely af-
fected by the non-tradable share reform,

Western Region

Cwer the past few vears, the economy of the
Western Region has been growing rapidly
thanks to the fuvorable policies and investment
of the central government. As a result, the fi-
nancial sector in the Begion has witnessed a
positive trend of growth. The increase of as-
sets in banking svstem s substantinl—usset
growth of banks in Shaanxi, Guangxi, Inner
Mongolin and Tibet excesded 20% ; and the
cutstanding depesits and leans by end 2005
were BME 4 6 trillion yusn and RMB 3, 2
million yuan respectively, up 17.4% and
13, 1% respectively compared o 2004, After
the experiences during the stock market down-
wrm in last few vears , the securities companies
have adopisd more prudent operations. The
non-tradable share reform is progress smooth-
ly. The insurance industry has been growing

rupidly , and the premium income rose 13, 1%
year-on-year, second only to the growth mee
in the Easiern Region. Transactions of the fi-
nancial market have become more active, with
more and more local financial institutions par-
ticipated in money market trading , and the net
cagh inflow from =och trapsactions has im-
creased. In 2005, the net cash inflow from
money market trinsactions o the Western He-
gion reached RMB 2. 4 frillion yuan, or RMB
1.5 trillion yuan more than that of 2004,
Overall, however, the economic and financial
infrastructure of the Western Region is still
very weak; the financial market is growing at
a slow pace; the financial instifutions are weak
at risk mansgement ; and the penetration of in-
surnnce and financial services is still low. In
2005, the Western Region was especially tmog-
bled by such problems sz the matrity mis-
match, the increase of bank loans of local
governments , and the concurment risk sxposure
by securities companies.

The problem of mamrity mismatch has been
more evident, and the percentage of medium-
to long-term loans is too high, By end 2005,
leng-term loans accounted for 51% of the todal
loans in the Western Region, 6, %, and 10
percentage points higher than that in the East-
em, Central and Mortheastern Regions respec-
tively. In particular, long-term loans accoun-
ied for 59.2% , 68. 1% , and 52% of wdal
bank loans in Guangxi, Chinghai and Inner
Mongolin respectively. At present, shon-term
savings deposits still is the major part of the li-
abilities of commercial banks in the Western
Region, and the contmbution of tme deposits
to banks’ liabilities has been declining. The
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growing pementoge of medium-to lopg-term
lpans and the declining percentage of longer-
term tme deposits imply more problems in the
matmnty mismatches betwesn assets and Labil-
ities, In pariicular, under the existing mechs-
nism, the banks cannot replenish medium-to
long-term Habilites, Mor can they increase the
liquidity of assets through securitizaton. All
these mean higher potential Hguidity and inter-
est rufe risk

The substundard operation of some local secur-
ities companies gave rise o copcumrent risks
exposure, In 2005, many cases of nsk expo-
sure of securities companies broke out in the
Western Begion. Five companies were placed
under administrative control by CSRC, one of
which submitied a restructuring plon; and 8
companies registered a loss, The potential risk
of securities companies i3 huge.

Bank loans of local govemnments increpsed
mpidly , which could make the banking system
more fragile, Owver the past few vears, the
ccopomy and iovestment in the Western Re-
glon have been growing rapidly. Al the same
time, government indebtedness hos also been
increasing. According to a survey conducted
in some provinees, debts owed by provincial
governments have accounied for over 10% of
outstanding loans of the local banks. The
debin of some provincial govemnments could
even be comparable to their fiscal revenue. As
the government's role is changing . more and
more bocal governments are obtpining credit
indirectly from banks to finance the needs of
lecal economic development, resulting in the
rapid growth of loans to local government-

eontrolled companies, The substuntial incresse
in the debts of local povernments may make
the hanking sector more fragile.

Northaustern Region

In 2005, the ecopomy of the three northeast-
em provinces contineed iR rapid growth. The
rejuvenation of the old indusinal bases in the
northenst achieved some preliminary suceess,
paving the way for the financial stability. At
the same time , the financial market developed
quickly , the overall quality of financial instin-
tions improved, the finoncinl infrastructure
wis consolidated , some high-risk financial in-
stitutions were placed onder close regulation
and the financial sector remained stable, How-
ever, comparsd with other regions in the
country , the Monheastern Region is still tmou-
bled by such problems a5 the excessive growth
of fixed sswel invesiment, inferior quality of
fixed-assets , imbalance between dirset and in-
direct financing, amnd the emergence of high
quantities of pew NFL. These problems may
adversely affect the regional financial stabili-
ty, and therefore demand our close attention.

The rejuvenation of the old industrial bases in
the northeast has led to a substantial increase
in fined nsset investment in the Region, which
may easily result in excess capacity in some
industries and a pew round of MPL, In 2005,
the weighted average growith rate of fized aset
investment in the Northeastern Region was as
high as 40% , or 0. 7 percentage points higher
than the level of 2004, The conwribuwtion of
fined assess o GDP growth in Lisonong, Jilin
and Heilonggjiang reached 137, 3% , 162, 9%,
and 56. 1% respectively. In particular, the
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fined asset investment growth in Livoning and
Jilin was 14.4 and 28.1 percentage points
higher tham the npational average. The
economis growth driven by investment may
result in overheated industries and ecopomic
fluciuations, which in twm, would affect the
overall profitability of the ecopomy and the
capacity of sustaingble development. Also,
due to the price fluctuations in energy and raw
materials, since May 2005, the ial profits of
industrial enterprises started to decline on a
year-on-year basis. It is expected that in next
few months, the pressure from a higher de-
mand of loans and growing NPL will increase,

Direct financing has been developing slowly,
and direct and indirect financing s out of pro-
portion. By the end of 3005, there were 114
domestic listed companies in the Mortheastern
Region— & compades less than that in 2004
This is only B 16% of the national total,
Twenty companies had completed the noo-
tradable share reform or saned the procedure,
cnly amounted to 4. 8% of national total. The

development of the stock and bopd markets
still lags behind. In 2005, a toml of RMB 3.2
billion yuan was raised in this Region through
short-term  finaocing  bonds,  representing
1. 7% of the pational total Mo funds wers
raised from the A-share market. The enterpri-
ses in the Morheastern Regon have relied ex-
tensively on bank financing , and result in the
concentration of financial system risk in the
banking secior,

Mew MNPL is still substantial , and some com-
mercial banks are experienciig serous loss,
The decline in both the absolute amount of
NPL and MPL ratio in the three northeastern
provinces was mainly atribuied o the trang-
fer of large ameunt of NPL by ICBC o s
assed management company. Emcloding this
factor , the absolute WPL and WNPL ratic in
major banks in Lisoning , Jilin and Hei-
longjiang would incresse significantly. The
banking sector faces huge pressure from rs-
ing MPL.

[ By Chen Jing)
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Table 3.1  Selecied Economic Indicaiors
{ Year-end Balance )
{ 160 milline of RME yeon unbes sthenwior misd)
Bein 2001 i 2K MMk 2
Croes doanestic plulﬁl:! O, o33, 102, 398 0 116, G () 136, 515.0 182, 3210
Indirivial valies added 42600 45,9350  SL,6020 GLEIS0 6 1900
- e ey S 16,898, 0 43,020 55,1180  TLOTLO  BR6M4D
Hetail sales of consumer gooids 37,595, 2 ik, F10 0 45, B42. 0 53,9500 0 6T, 177.0
Uihan 23, 543,4  25,895.0 29,77.0  35,57R0 45,0950
County & halow 14, 51, 8 15,0130 16, (RS, ) 1R 377.0 22080
Export & Import { 100 million of USD) 5, 097.7 B0 BSIZO 11,480 14,2200
Rxpat 26616  LBED 40 S.030 TAND
Tq'u'ﬂ T 438, 1 289520 4. 1280 S.6140 fi, &0, 0
Pk 224, 5 3k, 2560 200 10190
Foreign direct imvestment | 100 milkion of
d68. 5 2T 0 5350 (). X1 ] [ L]
USD
Forelgn avchage 100 million of
el | MR 21217 L8840 4000 600 & 189.0
usD)
N )
Cotaamcon: yelow-Jder pormion. yos 100, 7 99,2 101.2 103, 9 101, &
ID:]":I
W RIS ey P 16, 3710 1K, 914 iy 21, Gl i 26, 355.9 31.62K.0
Covernment sxpeadituss I8, 844, 0 2010 4,600 28,3608 33,701
Fiscal halumee -2 T30 -3, (4.} —2. 916 (b -2 kLD -2 Mk 1
[ Y T, L b R, S 0 o 4220 10, 493, 1
income { yuan '}
Per capits. rumsl Wousshold met inceme
. e ' 29660 24756 2,620 03RO 3,255.0
[ yuan )
Number of smployed persons i orban
g 4 MT R 2564 26 B 273, 3]
O I P N o 7900 #00. 0 - =
erwtive im urbas wws (0 theousand )
Totel poqulation {milkion) 1,276 3 1,285  1,2923  1,200.9 13005

Soupee s The PRC.
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Table 3.2 Selected Financial Indicators (1]
{ Year-end Balance )
I:II'.'I'J mullinn nf WA _'plm:l

Items 20001 a0 3 200 2005

Money & Qunsi-maney [ M, ) 158, 301.9 85,0070 221,222 R 254, 107,0  298 7557
Money (M, ) ML ETL 6 T, 281 8 B4 118 6 95, 969, T 107, 378, 8

Currency in cirenlation (M, ) 15, GRE 8 17, 278 0 1%, 746, 0 21,468, 3 24,031, 7

Totnl deposits with finaneial instibstions 143, 617.2 170, 917.4 308,085 6 ML 48,3 267 1605

Urbam & muml bousehelid deposits T3, 7L 4 BH.OIOLT 103,617.T7 119, 53554 141, 051, O

Enierprise deposits 51, 46 & i1, 028, & T2, 4H7. 1 Bd 669, 5 06, 143.7

Total lesding by financial instinecionss 112, 314. 7 131,280.9  156,996.2 174 197.8 154, F2. 4
S The PRI

Tahle 3,3 Selected Financial Indicators (2

¢ Crowth Bates)
{ povveal
limr A LIS 2003 N4 el 1
Money & Cuamsi-maney | M, ) i4.4 16 & L0 14,7 17.6
Money (M, ] ir7 16 & 187 3.6 1.8
Cuswerncy in cirealation [ M, } 7.1 11 4.1 BT 11.9
Totnl deposits with financinl instingions 16,3 189 LT 16.0 19,0
Urthan & rorsl bouseholi] deposits 4.7 17. 8 9.2 I5.4 1R. b
Emerprse degeins 16,3 16,3 a8 146 8 13. 6
Tutal lesling |y Brmmeial inetitiom 11.6 15 & 1.1 14.5 13.0
HNoge; Grooth mites hove been ndpasted to reflect recent chamges in oovemge,
Souri . The PRI

Table 3.4 International Liquidity

{ Mildions of (502}

liesmms Ll LI 2 il ]

Toml reserves | mimss gold ) 291, 128 408, 129 13, 725 #2154
Epecial drawing rights { S ) GRIE 1, &N 91z 1,251
Reserve positions in [MF 1, 723 3,708 2. 432 1,391
Fareign exchonge ‘2R, T 403, 751 Gk, 932 B1E, BT2

Ceodd | millions of mumes ) 1620 29 19,29 19. X

Gl { mational valustion ) 4,074 4, 04 4,074 4,074

Other labilities of deposit monetary hanks B 45, 489 55,655 41, Wl

Noter; The PRC male sljusiment o date on galill am] RMB purchass of gold anl silver in December 2000 amd Decem-

bier M.
Saree; The FRC.
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Table 3.5 Gold and Foreign Exchange Reserves

s Crollid feserves Foreign exchange rescrves  Change in foreign exchange
(1P thosand of aunee ) { MO0 owitlian o [S0) reserves | peeoml )
1993 1 267 212 (b N
L] 1, B61 362 141 5
1955 1, M7 T30 4L &
1906 1, 267 1,05 3 417
1947 1, 47 1,148.9 332
1958 1. 357 1. 440, & 1.6
1a6a 1, 257 1,546 8 i7T
N 1, 157 1, 6557 T
20 1, 608 2. 131.7 281
202 1,529 2,0 350
ol E] 1, w2 i, 32 5 &L H
il ) ] 1, WG G, I 3 513
AW 1, 528 £ 1887 34,3

Motz: The PRC made adpastment b datn of gold reserves in December 2000 and December 3002,

Sourcey The PRC,

Tahle 3.6 Consolidated Balance Sheet of the Financial Sector in China

[ Imcleding foreign currencies )
{ December 31, 2005}
[ 40X milfing of RME ywan ]

Trems Toial halases

Current assets 243, 476, 39
Long-irm assets 242, AKe 37
Fimes| nsmets f, 283, I8
Imtangilide & other pares i, 571, 26
Totnl nxsets SIE, T4 30

Carrent linhilities 206, 6l 0
Long-term linkilities 209, f21, 06
Toial linhilities 476, Eu, 17
Chamees”s ety G, 504 1R
OFf which: Paid-up capital IT, 94N
Total lsbilides and owner's equity SOZ, T30, 30

Sonrce, The PBC.
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Table 3.7  Depository Corporations Survey in 2005
{ Quarter-end Balance)
i 1K) maltin. of RME yuas |
R e Qumster 2 Qramtter 3 Quarter 4
Furelgm asssts (net ) 3E,477. 4 65, 420. 2 G5, 28T, 0 ThTIL S
Domnestio credit 229, 149 K 232 BRS. T 241, 467. & 245, 560k 3
Claim on gevernments | net ) 13,22 6 10, 492, 7 11, 539. 6 13, 1540, 0
Claim on non-finemoinl sectors 197, B2 0 10H, 6275 03, 350K MIE, 952 5
Claim on other finamcial sertors 19, 100 2 X3, TR 5 26,5772 28 407, 7
Money & (ussi-maney 261, 444, 3 272, S22 6 4, 152 1 295, 507, 6
Mumey B4, TIR, 1 oR, 37, 3 10K, 9640 5 107, 275, 6
Currercy in cirealabion 21,230, O X, B4R R 2.ITLY 24,031, 7
Demamil deposits T, 494, ] TT, TAE_ 5 TH, 6RT. & B3, 2d3.9
(s i=mrney 16, T, 2 173,925 4 183, (FFL. & 188, 232 1
Time deposits 5, TG T T i, TR 45,224, 7
Housebudd deposdia 12, 250, 4 132,339, 1 136, 316,13 1400810
ehee depositz 1,740 1 1, B1E 3 2,73 1,956, 4
Deposit not included in b, 12,854, 3 13102 12, 1607 1L 3619
Baomnals 16, X715, 3 17, 114.4 1R, R&T. 3 20, ATR. B
Pasd-im capital 10,491, 2 11, 7559 1 13001 10, 046, 3
Ouhier Mems | et ) = 13,421, 4 =16, 186 0O =14, 455 6 =13, 761 &

Sourcep The FBI
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Table 2.8 Balance Sheei of Policy Banks in 205
( Quarter-end Balance )
{ FiX) mitiion of RHE pean |
Tems (rasrier | Duarter 2 Quiarier 3 (uarier 4
Foreign assets 2T | 205.2 3355 864
Rereren amsin 430, 4 i S, 1 oA, |
Hequired reserves 4ZH. 1 125 .3 S o T 3
Cash i vanlt r 23 32 1.9
Cloims om government 18. 2 181 fd 289
Central bank bonds 1.4 236 0 107, 5 I, 5
Claims om wthes dopositony corpomiions 9A. 3 x25. | 1502 483.2
Cloms om other finamimial comporatins 1 00, 1, Ok, 3 1, CHM, o 1, M i)
Claims on nos-financial corporsmins 25,1707 24,4477 25, 340 7 26, W67 6
Claims om other mesident sections 4.4 g 10,4 15,1
Othier assets E1 R IRR. 7T M5 120 8
Tolal mssels 25, 6IW. I 6, B4 3 IT, TeL 1 %9 T 7
Liakilwles w0 non-flsanclal issdodons  and
S 1, 56 0 3 ml4a 6 1, a9, 4 2 1270
Digpoalt Included n M, L1352 1,495 % 1, %52 1 1, fiG. 4
Enterprize demand deposit 1, ek ) L, H 6 1, 262 1 L 468 T
Enterprise time deposit 95, 3 109, 3 L1 B 1%, 7
Houschold savings deposi
Dieposil nod incladed i M, i Sl 0 k. 3 Sle 8
Megotinble deposit 126 7 i T | L &
Oitver depoaies il 3 124 % 125, 3 126. 2
Chiteer |Linhilsises 4.0 BT Lo i
Liabsliies 1o central bank o, BT 5, AR i) 5, 230,40 5, 5. 0
Liabilities to other depositary corpormtions 194, 8 224.0 L. & 491, 0
Linkelgties 1o other financial corporations 34
Dieposlts includad in M,
Foresgn lishililies T, i} 697 4 TO. & FML 5
Bond issuance 14, 667, 3 15, 514k O I, 845, 8 A, 071 6
Paidl-in capatal 65, i T11.5 7150 7.9
Onleer labdlites | S | 1, 56 3 2, 188, 3 & 7
Taotal lahiliHes 25, 629, 2 26, B49. 3 IT, T6L 2 9,717

Semece; The PBC.
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Toble 3.9 Balance Sheei of Stuic-owned Commercinl Banks in 2005

{ Cuarter-end Balance)
{ MM mlfiinn. nff RHE e

Tiems (ranrter | Quarier 2 Duarier 3 Claarier 4
Frevign nsscts 1 415, 5 11,204, 5 11,194, 2 13, 850, 0
Heserve asseis 16,950, 3 16,352, 5 17, B30, 9 16, 4061, 9
Hequized meserves 15, KEA, 1 15,428, 4 16, TO07. 5 15,434, 2
Cash i vamls 1.5, 1 G4, 00 1,123, 5 g6, T
Clarms sm govemment 1y, 024, 7 1, 26, 2 11,075 3 11,418, 3
Central bank bomds BAT4. 4 15,4920 18, 357. 3 20, 698, 7
Clatms em ather cleposiiony corpomivms T, 360, 3 12,000, 7 13, 384, O T4, 2660, &
Claims sm other lnancial corporstions A, 164, 4 B, 154, 2 T4 B 357, 8
Claims om nom-Goancial inssiutions a1, &0, 4 s, 953, 0 A7, 437, 8 BT, 423, 4
Claims am other resident anctions 15,512.7 15, 763, 2 15, R95. 3 I6 , 085, 9
(kher assits 9,000, 2 103, 4501, & 11, 105, 3 11,837, 3
Tatal asels 180, 684, 1 IRT, 300 1 195, 3929 2, XL &
Lishilitses 1o non-financial instisons  and
B 151, (e, 2 155,875 8 Leidd, 400, 7 LA, i, &
Deposit included i M, 142, M2, B 146, 552, 4 152, 126 3 154, 547. 6
Enrerprise demand deposic 43, a5, 2 45,4707 465, F00 5 47, 508, 9
Enrerprizs time deposin Lk, 300, B 1, 0ct4, 3 o, 4ot 7 1%, %7, 8
Hiaasehold savings deposit A1, 735, 9 HEL, A, 4 05, 18, ) £7, (M, 9
Diepoaln mot inchaded in ¥, &, 99, 1 R, 700, & H, 139, 5 R, 287, 5
Megtiahle deposit 1,640, 5 1,684 5 L, 4 & 1,630, 6
Oither depasits 7,2R5. 5 7,006 T i, L 41 fi , 55, 9
Other Liahilities 10, 1222 132, 26,7
Liahilities 1o centrsl bank 2 367,10 1, ok, 2 LES4 5 1, W2, 0
Liahilitees 1o oihier deposilory corposabios 5, 084, 2 4,740 5 34 4 5, 542 1
Liahilstses 1o other fnancial comporations 5,564, B &, DBT. T 7,420, 3 7,57L 0
Deposits inchaded in M, 190, 1 954 4 L 112 & 086, 2
Foreign liabilines L, 564, 2 L, ¥F 5 L, 35 8 4710
Bond {ssuans 1, M, 4 1, 0, 4 I, %512 1,333, 8
Paid-in capital S.643,0 fh, 507, & 4, T35 8 5, 240, 5
Chiher lishilines 4, 00, 4 1, 2687, 8 13, 128 4 14, TE, 6
Tatal lishiltes 180, 684, 1 18T, 3 1 195, M2 9 200, 35L&

Source : The PRC.
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Table 2. 100  Balance Sheet of Joint-stock Commercial Banks in 2005
( Quarter-end Balance )
{ 4N} milfing of RME yman )
Tems (rasrier | Duarter 2 Quiarier 3 (uarier 4
FPoreign misets 1, 657, & LY97TL B 1, Tdik O 1.935.0
Reserve assets 4,942 T 5, 585. 6 55351 5,824 1
Hequired reserves 4, Bl 4 54154 5 30k 4 15, 626 5
Cash im vamlt 173 189, 7 214, 7 1906
Clamms om government 3,064 6 3,065 0 33153 14046
Central hank |lks 1,407.2 1, 454, 8 L5106 26187
Clarms om ather eposiony corpaomismns 4, 5689 5,14 2 fh, 4245, 3 7008, 4
Claims vm b lmsmeial oot oms EELE | 407, 3 A0b, 508, T
Claims om non-financial isstiiutions 25, 687. 8 2B, T5L 4 30, 455, 8 A1, 291.3
Claims om qiles resilent snrtinns 3,461 6 1 A6R3. D LRIA 2 4,014, 3
(ehir aesets 2,87 2 4T6 2 1 4318.2 2,08 3
Total mssels 45, 519, 2 53,170 2 55, 674 2 SH, 999, 4
Liabil#ties 1o non-financial imstbations and
i T | 41, 1801 6 43, dnl, 9 45 7710
Deposit included in M, 25, 147. 8 38, 329, 6 A0, 528, 3 43,2738
Enterprise demand deposic 14, 728 5 15, 873, 9 L5 TUT, 16,97, 2
Enrerprirs time deposit 12, 437. 7 148, 8, G 15, 6lf, § s, 2,
Household savings deposi 7,991, 6 8 5708 o, 104, 0 10, 00, 3
Dieposit not included in M, 2, 460 5 2, 706 4 2 4T 0 2, 425 6
Megotinhle deposit S 2 il 2 B | AL 5
Oither deposits 1, Sl 8 2145 2 Z NA. 9 I |
Ohiheer Linhiluises 4T B A fill, TLG
Linbslsties 10 central bank 142 130 12. 4 B
Linbalities (o other depositony conportsomn 22N T 2913 % T LR T H2 G
Linhulsties 1o other fnancial corportions 4, 052 | 3, 065. 0 1 1 O 3, 402 4
Dieposits imcluded in M, TH. 8 739, 1 w97 a2
Forcign |iabilities 13 5 L5&. &5 Lo i 1Tk B
Bond issuance Sivh. 2 Sl T L 9 #1541
Paid-in capsal 09 4 1,029, 9 1L.ida.n 1, 187. 0
Cither liahilities 2,940, 2 3,42 5 A 5332 ki -
Total Hahilities 44, 519, 2 53 1 2 556742 SH, 999, 4
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Table 3.11 Halance Sheet of City Commercial Banks in 2005

{ Cuarter-end Balance)
{ 1) milding. f RME mann )
Tiems (ranrter | Quarier 2 Duarier 3 Claarier 4
Frreign assets. ar.5 15 R iR GE. 6
Heserve assels 1, 3%, 1 1, SHE T 1, 5934 2. 186, 6
Hequired reserves 1,288. 5 1,494 5 1, 494 T 2,03, &
Cash in vamlt Q1.5 24,2 GE T 1. 1
Claims om povenment 10228 2,008 1 L1843 2,460, 2
LCentmal bank bills 1%3.2 240, 0y 184, 2 257
Clatms em ather cleposiiony corpomivms 1,944, 5 2,410 7 2 5408 L6 8
Clatms om atber fnancial comporstions 21,2 20, & 2L & 258, 5
Claims om non-lnancisl nsstutions E.657.0 9.212.4 4, 785, 1 1, 113, 0
Claimis o other resident spctiane b L grLg ORZ 4 1. 002 4
Eher assein 1,070 1,143 3 1, 1739 1,221.4
Tatal assets 16, 526, 3 17,901, 4 18, 766, 20,270, 2
Liabalstees 1o non-financial insblulsons
L 1%, 540, 2 14,5308 15, 382 3 L, WL B
Deposit included m M, Lk 391, 5 14378 5 15, 205, B Iis, T84 9
Enterprise demand deposic fa, 0700, 3 iy, 520, 2 i, T4, 4 T.052, 2
Enserprise time deposic 22705 4,615 A, 950, 6 4,171
Huousehold savings deposit 4,141, fi 4,058 4, 536, 8 4, W, £y
Depoalr nod incladed in M, 16 2 145 8 16 16,
Megotiahble deposit 4]1. % 49,1 S50 5
Ciher deposits G 9 G 2 145 1 1% 5
Dither Liabilities 12,7 L s 1a 5 H, 1
Liabilsies to central bamk or.8 TET 62 2 . B
Liahilities to other depositary corporbions 1L, 354, 6 1,631 0 1,502 & 1.342.0
Liabilstses (o other fnancial corporations A6l 8 Kot 364 0 3.4
Deposits mehaded i M, A 3 W7 BT a9
Forsign liabilites a4 Rl 5 4
Bond {ssoam: Fh 6 LR ) A0 FERL
Paid-in capital A, 6 Hl. A 487, 7 541, fi
Chher lishilities i, 2 T4 5 B R a0, 2
Tatal liahilites 1, 52, 3 17, 901. 4 18, 7o, 0 20,2, 2

Source : The PRC.
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Table 3. 12  Balance Sheet of Forcign-funded Banks in 2005
( Quarter-end Balance )
{ JtX) milling of KME yean )
Tems (rasrier | Duarter 2 Quiarier 3 (uarier 4
FPoreign misets 1. 563 & 1, 569. 5 1,356 5 1, 547, d
Reserve asaets 1RY. 5 ha 3 34k 3 364 1
Hequired reserves 1RE. ¥ & 5 319.13 3636
Cash in vamlt n7 0. & Lo L3
Cluims om gevernment 120 8 1364 &L 4 1. &
Central hank hills
Clarms om ather eposiony corpaomismns TR B2 3 A, & 8522
Claims o ather fnsncial oomguorstons M6 2. & L& 26,4
Claims om non-financial instiiutions 1.683.4 29 6 30316 1, 1837
Claima o athes mwaildent sirtinn .4 12,0 116 151
Ochier nesetn 115.2 137.0 157.0 16l 5
Total assets 5, 485§ 5 3R 7 5, B6S, | 6, 3530
Linbslities #0 non-fAnmncial instibations  and
ARG 1, 450 % 1, 536, 0 I, A, 5 1, 7.0
Dieposit. included in M, fis5. 2 T4 1 i, 4 o0, 2
Enterprise demand deposit 2.0 ani, 2 0, 5 0
Enterprise time deposit a0 AL A 476, G Al &
Houschold savings deposi nz i, [ i 4
Dieposit not incladed in M, T T T % Tk, 4 HIE T
Megotinhle deposit S 6 Sl4 5 A58, 6 479, 1
Oither deposits b | 21T 4 269 AL A
Chther Linilities
Liabilities 10 central bank
Linhilities to other depositary corpoctions 4616 4752 5000, 4 08, 4
Linhulsties 1o other fnancial corportions B 6 el BL & e 5
Dieposits incladed in M,
Forcign |iabilities &, Thi W o e £ B 3 A T A |
Bond issuance LB 1.8 | Rl 2L1
Paid-in capsal 443, 5 510 2 543,16 5714
iher liahilities 7.2 205 5 2y A0l 4
Tatal lishiliiles 54055 5 BT £ BaS 1 i, 3550




Table 3.13  Balance Sheet of Urban Credit Cooperatives in 2005

{ Cuarter-end Balance)

{ 1) milding. f RME mann )

Tiems (ranrter | Quarier 2 Duarier 3 Claarier 4

Frreign assets.

Heserve assels 165. 5 186 1 1785 3304
Hequired reserves 1507 170 & 16l 2 3113
Cash in vamlt 14. % 155 i7. 3 11

Clarms sm govemment 4.6 47.1 5L& a4

LCentmal bank bills 3.4 ia Al e 12

Clatms em ather cleposiiony corpomivms EHL AT 7 153 3 L3

Clatms om atber fnancial comporstions f.# B0 B 1.3

Claims om non-lnancisl nsstutions 1,018, O 1,088 1 L. 049, 1 11157

Claimis o other resident spctiane 2R 0 287 L 1x 7

eher assetn 138 0 140 5 l4d. 2 144 R

Tatal assets 1,726.8 1,846, & I, §17. 8 2,850, 3

Liabalstees 1o non-financial insblulsons  and

L L5802 1,640 2 1, 60 & 18141
Deposit included in M, L, 539, 2 1,639, 1 1, #68, 1 1,813 1

Enterprise demand deposic 476, 5 5317 L | AL 4
Enserprise time deposic B5.4 257. 4 2450 o
Huousehold savings deposit E26 0 B0 849, 0 R 5
Deposit not incladed in M,
Megotiahle deposit
Other depasits
Dither Liabilities 1. (¥ L1 oy L%

Liabilsies to central bamk 218 20 & 18. 9 16

Liahilities to other depositary corporbions 9.9 12 3 110 7 108, 3

Liabilstses (o other fnancial corporations 1 4 L5 - [
Deposits inchaded in M, L4

Forsign liabilites

Bond ssuam:

Paid-in capital 45. 2 4.5 45 2 S

Chher lishilities 1% 4 ann mT 58 4

Tatal liahilites I, 726 8 1,846 8 LEIT. & 2,050 3

Source : The PRC.
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Table 3. 14 Balance Sheet of Rural Credit Cooperatives in 2005
( Quarter-end Balance )
{ JiK} milfing of RME yean |
Dwms Quasrier | Duarer 2 Qunrter 3 Duarier 4
FPoreign misets 169 I7.0 6.9 kT
Reserve assets 32L& L9098 5 3 R 4 4, T T
Hequired reserves 2 6H5 & 2, 4HT. o L5120 4, 314 1
Cash im vamlt 526, 0y L1 S, 4 455 6
Clamms om government 1,5 8 1, (60 RE3 A 1,008 &
Central hank |lkss 540 1220 6,2 k|
Claims vm ather deposiiony oorpomions 4, (6. 5 4, 8L 3 3 956, X 33T 2
Claims vm b lmsmeial oot oms 121. 5 116 0 116, 3 115 &
Claims om non-financial isstiiutions 19, 7L 0 19, 8329 18,375, 2 18, 550 9
Claims om qiles resilent snrtinns 5176 S50. 0 404 K 456. K
Ochier pesets 2,516 % 2, 948, o 1506, K 1, 410 6
Total assets 31,353, 9 31, 907, 2 3,278 4 31,754, 3
Liabil#ties 1o non-financial imstbations and
SRR 27,748 2 27,874 8 27,5862, 1 27,6048, 1
Diepaxil includes] in M, Zi.60E 5 27, bk 0 i 29 1 27,645, 0
Enterprise demand deposir 4,571 3 4,633, 5 4,361, 0 4,436, 1
Enrerprirs time deposit 1, 455, % L4y I, 457, A 1, S 4
Hmzsehold savings deposs 21, 640 2 21, 6. B 20,476, 8 21, 746, 6
Dieposit not incladed in M, A6 350 41. % it I
Negotighle deposit 20 2.1 L& 2.0
Oither deposits EE 329 . 1 ZT. %
Cither Linbilitses Zr 9 pig X 2.8
Linbslsties 10 central bank o607 a937. 4 5. B a9, 6
Lihilities 1 other depositary corporisons A2 2 7.9 764, T ME T
Linhulsties 1o other fnancial corportions 1001 L =4 6o B
Dieposits. incladed in M,
Forcign |iabilities
Bond issuance
Paid-in capsal 1, fi 2 1, B, 2 L. 5, 1,717 &
(hiher liakilities 137 5 ke, ac i | 446 B a1 R
Total Hahilities 3,35 9 31, 907. 2 M O2TR 4 51,754 %
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Table 3,15 Balance Sheet of Postal Savings & Remittance Burcaw in 20405

{ Cuarter-end Balance)

i XD miftinn nf RHE )

Tiems (ranrter | Quarier 2 Duarier 3 Claarier 4

Frreign assets.

Reserve assels H, B2Z 4 BT E B, 391.0 B 635 3
Hequired reserves H, a5 6 B A50.4 B, 230, 1 B 2502
Cash in vamlt 167. & 1301, 4 L& 9 iTh. 1

Claims sm povemment 170 1411 211. 5 541,13

Centml bank bills G, 2 Q0. 0 Bal. 8 L0, &

Clatms em ather cleposiiony corpomivms 5 007, 4 L4TL & 2,654, 2 49,2

Clatms om atber fnancial comporstions 1.0 4,8 .2 44,7

Claims cm non-Bonncial inssiutbons 67 6T 15,4 &, 1

Claims am aiber resident apctians

her amsiin W T =i, B 499,10 =15 5

Total asets 11,920 4 12,388 & L1, %0, @ 13, TB6, B

Liabalstees 1o non-financial insblulsons  and

A L1, A52. 6 L2 284, 6 12, 595, 1 18, 5%, 0
Deposit inclided m M, L1, 352 & 12 264 & L2 594.9 13 5599, 0

Enterprise demand deposic

Enrerprizs time deposin

Hiaasehold savings deposit L1, 852, & L2 284, 6 12, 504, 9 12, 509, 0
Depodin mod incladed in M, 0.2

Negotiahle deposit

Cither deposits 0.2
Other Linhilities

Liahilsties 1o central bank b 1.2 i1 0.2

Liahilstses o other depository corposibines 1.0 a0 4n.n 138. 9

Liahilstses (o other financisl comporations 126 14.1 141 .0
Deposits inchaded in My

Forsign liabilites

Bond ssuam:

Paid-in capital

Ot lishilities 1L & 36 4 8 42,8

Total lishiltes 11,920 4 12, 558, 5 12, 6540, 0 13, TR, &

Source : The PRC.
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Table 3. 16 Balance Sheet of Finance Companies in 2005

( Quarter-end Balance )
{ JtX) milling of KME yean )
Dwms Quasrier | Duarer 2 Qunrter 3 Duarier 4
FPoreign misets 16 6 15. 5 13. 1 13 B
Reserve asaets bl ZUE. 4 20, B 3264
Hequired reserves IR 2081 200, B 3264
Cash in vamlt i i1 i, 1 i1
Cluims om gevernment 207.5 3EL 8 283, 1 266, 0
Central hank hills 144. 5 1357 127.0 516
Clarms om ather eposiony corpaomismns 1, 0H3 % 1,619, & 1. 682, & 1815 T
Claims o ather fnsncial oomguorstons ir.e 104, 3 ini, X 176, 5
Claims om non-financial instiiutions 2. 1300 L3465 L5184 L6 3
Claima o athes mwaildent sirtinn 1.1 IL G 13,1 4. 2
Ochier nesetn LA L5 dd K Ro. K
Total assets 4,011 4,808, 3 5, 076, 4 5,378 4
Linbslities #0 non-fAnmncial instibations  and
ARG a0 4 3,745 8 3897, 4 43508
Diepaxil includes] in M, 0007 3684 4 kTHYL Z 42405
Enterprise demand deposit L, 780 & 2, 106, T EONF, &, 553, &
Enterprise time deposit L2 % L5287 I 780, 1 1600 &
Houschold savings deposi
Dieposit not incladed in M, 0 I6s. 7 e, 5 . &
“egoeiahle deposit w5 o0 W, T o4 R
Oither deposits R i 7 2R fi s
Oither Linbilities T arv an i
Liabilities 10 central bank 2l T.4 33 1.9
Linhilities to other depositary corpoctions 206 1 72 422 3L 0
Linhulsties 1o other fnancial corportions .5 J9 B 1. 1 18.9
Dieposits meladed in M, 4 i
Forcign |iabilities 0. & 1 ) (1) {1
Bond issuamce
Paid-in capsal % A4 4 am, 1 H02, 1
iher liahilities 21 4 246 264, fu 22 4
Tatal lishiliiles 4,01% 1 4, 808 3 078 4 53R 4
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Table 3.17  Statistics of Securities Market

Vemr 1z JRLTES JEET 165 LU 14T
Mumber of domestic Baed compenics
| 1H3 =l ] b 745
[dhiee= &, B)
Mumber of domedic liged fomign compsanis:
{ Share 1) 1 Hl 55 T 5 1
Misiher of grecrss lided compimics | S H) —_ L 15 i3 25 k-]
Mumber of shares feaind | L) miffior of shares ) 68, /T 5HT. T3 &, HMEE LI5S 1,967
Of which; Negotiable shimes
(100 o of ak ) 21, 18 RIS ] T, g ), &6 429 1S AT
Toinl marketinmion of shares
1, D4, 15 8,581, M A6 B 474 W B2 F 17, 52934
{ milfionr of RME puse ]
Of which; Marketization of negotinble shares
Ral, A B AR ey, i
{100 mitderes of RATE v} &2 B ne By BIH, 42
Mumber of shares smecied
TG 20 b e e T = = | 54700 LA 1 [l
{ mtons of shares) a, : L, T, 253, ik,
Tiu] Srachimg volume
. a5 o, BT, (e 127 e s, 87 21282 18 B T30 B4
{1001 ettt o RASE yusm ) ' 4, 4, 4 \
Zhanghai Composiie Index | Closmg | Tk, 5 HE, &7 Y 555,00 gl 1, 1o L
Shenzhem Composite Index { Closing | 241,21 258 X7 PRI 113 24 397 45 Bil. 3o
Number of invesior scomnis | L feousomd ) 2L6. 65 Huas. 17 L L 10 48308 3, 40026
Average P'E
Fhanghai — (= .45 15, i 51 52 L]
Shenchen — e 6 10, 34 Q86 85, 42 L 34
ﬁwmm{m]
Shaiighal - — 1,13 &R =28 72 18, &3 TH. BE
Shenizhen - _— e 4. hR2 1. 35k 55 RH17. 43
Treesmiry bonds issmance
45k, TH BH1. X 1, 1X7. 55 = His 1.847, 7T 3 ]
[ 100 vty o RAMH yman 1.5 1. 510, z, 411
Enterprise bomds issusnce
AL Tl 235 B 1AL Th 2D, H 2nH. U= a5s. 13
[ 1001 o o RE joucan §
Trading voleme of bonds | 10 teomsmd smide} —_ —_ _ T, o, B0 174 207, 1T 16l, T A
Trading tumover af hods
—_ — — T Bl [ LU 1 AT B0
{ 1001 pmidlons o RAEE jeucaa = e -
Tresary bomde spot imsection Tumreor
[ 100 mitiion of RME pum )} T.1E B (2 4t a7 TR0 50002 35075
Tezsmry bomls repo ransiction Temover
ik il 42 . D4 B3 L% 004 61 10, BT 06
[ 10K proaiieen o AP yuam L
Mumber of securily investmest funds —_ - —_ - - -
Bepurity invesimend fund scale
[ 1K) pereifihorn o RAEE yicm
Trading furnover of ssoorties nvesmen fund . - .
{1000 it o RAEH o )
Teading vedeme of Tesres | 1 tousaad anir) - L& 12,1000 72 6 &L 07 BLOIN6. 7T 16, HTH A2
Trading tomaowver of fumres £ £ 3
—_ Laal. H1, 800 &1 D0, 585 00 =4 L1w 18a AL, 170 A
{ M0 itions af RS joucan §

Sowrce; CSRC



Appendix [[[  Statistics

1588 1583 Ll =il BN b 1] it G

=l RETE 1, 1, dei 1Lz 1, =7 1,377 1,341

10 1k Il4 112 111 111 110 T

43 £ L] 52 & = ot 111 123
2,536, T 5, (6 U5 5 T 7] a8, 218 0] 5. 875,45 h, A Ty 149 48 T, 6249, 51
Al L, 079, RS 1, 354, 26 LEIR 17 2, (66, Wi 2, Bhh, U 2,577, IR 94 TT
14, 506G, 64 26, 471, 1T A, TR, g 48, 5F 2y AR, 239 18 &2, 457,72 A7, 0E5 BY B2 441k 2R
5, T45. A% H, Z18. U7 16, D7, 52 H15, I8 Th 12, 484 55 L%, 1T A2 11, 55 = i, BHIE 5]
918, 410 NF A EH TR, B0 00 A1, TR TR S0L ALY 80 AL6, AL MF GBHE, TTA M 2 ATH 2
28, 544,95 AL, A1 Al L, B, A5 BLAE LB 2T, WG #2115 27 2 3 e Al ond TR
1, L4 T L, A, R 2,071 & L, &S o7 1, 357,658 1, 45T ieg 1, 35 50 I, Inl. 08
.05 4R, 18 &5 78 475 g 88 Th I 62 815 H]l TS
&, B0 mm &, Bl A% 6, 17 34 [T 6, BiL e i, EL. 38 T, 215 e T, A6, o7
3480 L H AN 58 22 78 | 34 48 36,54 2.3 16, 5%
3281 a7, 56 56, 08 L a6, o7 36 1% b 68 16, 55
453, /3 471, & 402, 0T =60, 38 =14 0N} 50, 76 =R Tl 274, 57
4t B 434, R2 =0, T =7, B 15 T 214. 10 R B Bl 8
5. mE 7Y A, L5, W &, ERT, W 4, TR W &, 4. B0 i, ZA0. 1k i, U= T, (2, i
147 0% 158 30 Hal, 1N 147 (MK A5 MK R )] =T Db 2 i B0
o3, 1AL & 1L Ti& 23 107,976 00 S04, TOT AR 220,352 0n Ao, IS4 4l Sid, 218 G0 =L Y14 BA
a1 a8l TH 18, =4, 12 19, 11% 16 i, 417 76 23, 240 R4 A2, 14 o6 NI, TEL S T AAT.ES
[ &, M gy & 157, 80 4 @15 5o i, T B 5, TES 11 2, W An 2 To &
15, 54 ne 12, B, 58 14, THL 6t 15, 487 63 24, 410 68 53, o jn &, (5 6] 62117
[ 2 L2 5 7l o0 151 Z1H, 0
1200, AWk 5100, 1y B Ed. 28 L, 518 85 L &14 67 R, BiE T 4. Tl& 18
5ah. A8 1,623, 12 2,455, ™ 2,551, BE 1, 165 GH Lo T B T8, 15
L, 455, 57 7, . W R, 4l 17 12, s AR 15, ™43 87 27, 48 1, B T B2 7. 40
AT 94 T oA MW 1, 82, 3 B, 1448 B, 400020 LOE, 396 5% LA, UAS A 134 464 3R
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Table 3. 18 Stock Market Capitalization v GDP Ratio
{ 0 miliiin qf RHE msas anless sohereiee sobil )

Year Gl o — Ghp PR M
Capitalizaion  { percent) Capstalization  { percent )

J RE 2, A3 10 1, D 13 303 26, h3d, 10 —_ —

15 4, 84 40 A, 510 1. 2 A4, 64, 40 = =

174 46, TA%, 40 3, ML il . 45, 758, 40 Tod, H2 206
1005 ML 4TH 1D &, 47400 5.0y 58 474, 10 07, 04 1. Hll
1954 67, Bl &0 o, B42_ 3T 14 50 67, 1B, 60 2 AT, 08 4 2=
1997 T4, T2 40 17, 520,22 XM T4, 772, 40 5, 4, 43 1,
19 T49, 352, A0 19, M5, 64 2452 T%, 552, B0 o, 745, 59 7.2
kLt B2, 054, 00 X5, 471,17 A2 3 A, 064, 00 8, 213, 97 LLEREH |
2NN B, 4kl (W) A, (. D) G T9 A5, 404, D0 16, (687, 52 17. 99
20l G5, SEH. (4 43, 52 19 5. 37 U3, R, 14, 43, 16 15 08
2002 12, T (W L, 20 12 7. 43 ICE, S35, 1k 12, 484, 55 1 19
2003 L1, 6. () 42, 457, 72 Aa, 48 115, 65, 1k 13, 174, 52 1L 29
2 134, ST (0 &7, 055 57 nn 159, 58T, M0 11, 6, fd 7. a2
N5 LES, 192 (4 32, 45026 17.70 LR, 152, My 1, 650, 51 o fin

Mot ; GDF for the vear 3004 and 2005 has been adjusted acconding to dacn from the first economic survey of pecur-
ithes seconr as conducted by Mational Buresu of Statistics of China.
Source; CSRC, Mational Burean of Statistics of China.
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Table 3. 19 Domestic Stock Funding o Bank Loan Increment Ratio
(100 millise of RME ywan unkss sthaneis: satad )

ear Domesise Siock Fomding Loan Increment i
{ percent )
15 El4 54 i, 335, W &G
1 AR 065 7, 216, a2 1.9
| LUEE INELR 9, A, BT | M)
15Hw 1. 52 10, fER, 35 im
1957 o3 a2 Im, 712 43 B T2
R B0A. 57 11, 450, 54 fi,
1955 BT, 39 10, 6. 36 i 27
20Hx) I, 5. 022 18, 346, 61 1L 55
il L 1A 13 12, 339 41 oL 50
Ll T TS 18, 979, 20 &1l
2(HE 23 10 27, 702, ¥ 2497
200 BAE. 6T 15, 201, & & 49
) TR 1% 16, 492, &0 20

Moty Domesise stock fanding includes share 4 and B fumding.
Soorce, The PBC, CSRC, and Mational Busean of Starlabes of Chisa



Table 3. 20 Statistics of Stock Market

Year L b 15¥ Lws 5] Lt
omber of domestic lised comperes ( Shae &, B & i< i | ] ]| Tis
Of which; 5T companes - - - - - -
M small -gived. compames: - - - - - _
Womber of domestic liswd foreign compamies (| Shers B ) n 4 A Ll L] iITS
Of which; 5T companms - - - - - _
Mumber of whars: S | millions of sharm ) TAZLM  MLERLGD AL WT R TRSALIL 11D 086 ITLIIA N
Of which; Mofinm asdl-siaed - - - - - -
Market capitafization | mllions of EMA wam ) IekAle 9 554 15,07 568 6L A6 ST 437,60 W 2SA.6G 0 LTEREL TR
Of which; Mofinm asdl-siaed - - - - - -
Megetiisle kel copitalizstion | milloms of RME wean) - BAIMLUT U6 ENL1] B ETLW WS TNl 53R T
OF which: Medinm amsdl-slaed = - — - - -
Taal LA TR &G AT 1N, 31EN WmEaTm 5L114.4a 254, 1. &9
Valume |milfione of tharer)  Dady average 4.4 HT, 12 e 12 .18 1085 L, 165 51
Slstium amal-saed - - - - - -
Tzl S UE. T B4R TR AR HER TROHY A MG 77 R IMOMT 4 5073 188 W)
Tarnorver | millions of sheven ) Dady average i, 52 L4n. & 1, =3 2% I, f1H. 5% E, a8, bl e
Mo srmnl-saned - - - - - -
Sharghai - - 1, 154 65 ia. 1 414, @ L E1
AVETRgE CTRYETSEON CrE }
et - - SR1 R A LEnE fIT,
{ perrent)
Wlreli arn Bl - = = = = -
Surghai = .8 i 15, 5.8 10 &6
Averige B'E Shemtle — . n 1k BT Ly o a2 A0 &
Atroll B - = - - - -
Teing - HE. 14 =L 57, 72 551, 2 UL
Hsgtes Lase ol LE0E L oEn oAl LI L, GbiL 18
e [ty LY TR 1 T Ve P T VT . T R R N o (M 1219
Shangtai Compostis bndex Lowen M Tk 34 125 09 Fril N Al m HIL 1R
D LA 12]sE DR IwN RARIRE AT [
Averipe G 31 LAl &74 14 AT, 1 Thi. i L 175 59
Clming - 1. 1 (TR ) ARG 4171 L 15 1o
Uipeming. 11k 33 il 21 AL IR 159, 2 112,55 a6 34
Higrhent i A5 4 L L 473,18 alT el
Tharr: 1 A L | Py AT P | o= [ v N LR
Shemhes Compodie ludss Lawest 1017, 18 A, 1 Wi 55 112. /@ G, B4 BlG &l
Te M2 OAILE 21 12751 O0CTLHES TR TN
Awsrie 5 T If.6l I BS 181 34.m MR 16
Closing 24091 . 28 Lk, 2 i1a. 25 am. s mL

Source; Shenghe end Shemvben Siock Exchanges.
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1mEs FELLY HHHE 200k 2z A L 25

Hal s L. [IHH 1, 1) 1,24 1 I 1,37 1, 34l

= 5 fil LT b1 G 1 115

—_ — — — == = R S

14K 1 114 1z 111 111 100 L)

! 11 11 T 15 1s a 15
T A5 6 IS BAS. 19 6L AT 05 SRS EIS. 68 G4 L 21 SR TR RS ATL 4T 31 T1h, 55 115
— = - - — - &, ZEL 36 Ay 6l &1
L. 953, 160 21 267, 117,53 & &6, (Fkk, &3 & 353, 230, 59 5, 833, W1R &6 & 5 TTLO6 3 TOS, 556 62 1, 248, (6. 14
— = - — — - &1, Bk 1é &, 115. 15
74, AET. BRI, 5 A8 1, 608 Th]. 96 L, &40, AT 1K 1, 244, 455 &5 1, 31T, BRL. 70 1, 16H, Al 96 1, D6, 051, 489
E — —_ — — — 11, . ¥ 1R, 529 H4

205, 24, 10 Fat el 4Th, HBH. 21 H1R ZEE TH B0, A1V 4% 416 BDH, Wl RHZ, TTO. 2 B2, BT, 20
RAR. B9 1,236 W 1, \FHL, T 1. ZE0, &5 1, 272 65 1, 727, # 2, W5 35 2, 73718
= = = = — = 5, 915, 57 18, e UG

2,H53, TAL 48 A 1AL, 06035 A, (S AL S5 B, HBML SRR 00 Z T (iR 51O, 210 52700M 4,943, 34 T3 A LA, 4TT. RS

1, 7100 B 1H, Dk 44 =5, 8l 48 15, S () L1, HlL 2E 1& A25. M) 13, 421 B4 18, (e 62
= — = — — = 2, Bl O 13, . 37
AL A £71 4n AR o 214 (b EHk TS =71 L B
. G A 52 HHEL 10 27,1 14, T 214 18 o 36, 43
- — - — - — al7. 75 S, T
b i 58,13 o, EE .7l Shk A6 54 o 16 33
B B B&, 00 M. 04 A ™ BhWT M 19 =4 63 1% By
-— — -— - - — 3.8 4 40

1, N1 95 1o 144 5% L, i, &9 2,077, 1, 4. 4% 1347, 48 1,482 72 1, 260, THI

L, 422 e 1,756, 18 ¥ 198 T2 2 3500 L, T4 B 1, Gk, ) 1, TEL ] 1,2 58

Lty e 1SR Lt | LRE L1/ s 18N Loy 5NN LTS % 14 Lk LR A N LB 108

L, {Heh DX L7 na 1 a6l 21 1, 515 i L, B34 20 L, 7, 1,289 44 LT e ]

LA L AT LR RNl OLECENE OEEE 090 AL L L

L, 260 L &T7. 88 L, e, i 1, G54, ik L, ST ER L dad. 75 1 482, 015 1, 155 55

L, Lt T8 L, & SR 2 UTAL 1, s, o L, A57. &5 L dse i L, 36, 50 1, 16 7
S, B85 b g, 71 L #7514 i 6 a7, s 158l
L 4 5514 i, 57 Lo W 512 %R L #7155 AR IR

(W ATEL 145 R 13 IGTAEN ROEVINE IS T I AL AT S
2171 AL &5 RN A, S BETL.T% RA0. T4 A1A. 17 87. IR

R/ 18 156 1R T 196 LU S ] ] 123 22NN 1L/IRNTR 10 I I/ HATh
ST #IT. 6T 5T9. fil RRLW 450 ik HEL H AT A% P

HeAL Mz 18 s T 75 W BT a7E e #15. 1l ITHL TH
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Table 3.23  Statistics of China’s PEC Insurance Development in 2005
[ 10 thusand of BWY youse sl odbeaiee oo )

Claim Payment

Total 12, R27, 360, BT 14. 08 &, 910, 943, 48 I8 71
Enterprise propesty insuanee 1, 497, 520, 99 7.0 926, TE3, 0] 3L 4
Ausnmohile insmanoe A, 570, 144, Al 1% A2 3, B34, 929, 34 16,70
Liability insumance 453, 793, 16 35 71 175, 542, 39 —1, 62
Accident insumnce 464, 322 02 4540 156, 514, N2 5. 64
Shor-term health insurance 51, 41A, 6T 85, 56 25, 571, 40 o0, 68
Oheers L, T, TR, A2 o 07 THL, 348, 1% 1. 42

Mote; [re o different saatistics caliber and timing, data provided here may differ from those in Table 3, 22,
Source ;. CIRC.

Table 3. 24 Statistics of China’s Life Insurance Development in 2005
[ 1 phusand of BME yuse s odbsmaiee nonal )

Payment Tor
Frmium Anmnumity i
¥ Eemth Imjury.
Income Paymeni Fayment : i
Mlledical Care

oG, LR, A0 06 1, 16, 365 0 1, 270, 120 46 1, 402, 91R M 6ld, 144 A0

Pﬂmm] Inmﬂm ZH, ST, 207,592 M0, 5Th G2 THA, GE2. 50 TR 303 38 505, 403 38
Oroup insurance T.406, 151,04 TI4. GOA AR 401 WS BT 626 52055 102, 7400, 51
Professional agend L T
[Hamision

Indiviclual agent 19 542, 225, 95
Channeds
Part-time ngess 2RT, 1. 81

Mopte; [roe to different statistics caliber and tming, data peovided here may differ foom those in Table 3, 22,
Sourcs ; CIRC,

Tahle 325 The Insurance Business by Provinces, Autonomoms Reglons and Municipalities in 206
[ Midlien o BNE yuss pnimr oihemeee oo |

“ Property Insuramee Personal [nsuramce

Increass | ' LngTease
Premium
Yeoi-Y 2 Y-i-Y Shure
lseome
| AT | { pevesm | { et ) { paroeni )
Begjing 42, 69123 TA 08 &, o6 11 L &l 13.48 4290512 9722 6. 52
Hamgin 4%, 383 a7 1 B4 9 351.53 1L598 31.58 33.962 14 140 TE. 42
Cuangdong 39, 152 TR 152 1L EB13.17 15, 02 317 27 339 6l 14. 2B no. 13

Shangshai &%, 404 17 i TA 0LE4T. 6T 1A 2 2. 40 24 554 54 .0 Y |
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Tuble 225 The Insurunce Busines by Provinees, Avtonomous Regions and Municipalities in 205

[ ssininue )
“ Properiy Insurande Personal Insurandoe

uih ) . Increnss ) Imcreass Mlurkes
K e Preminm Premium Preenimm
Yo% YooV Shure
Imewme Lncome Incoeme
el | w5 L | Pl |

Shamdong 29, 124, 44 T.50 0y 313 15 18, B 2473 . ¥WMM 0 424 T 2T
Thejlang 26, 24, TY T i, Bk 1% 22 G M I i E & I i, 19
Heibesi 21, T3], 32 S i a3, ka6l 42 7. 68 5.3 1h 36799 521 Th 65
Heinan 21, a0z 07 S 3, 665, S 11. 37 17. 30 17, 636, 57 429 HZ 10
Sichunm 18 98509 1H 53 4, B8R 87 1.7l 5.A  lidA X2 ZRER TL 1B
Liaonimg 16, 7T2%. 90 B 89 &, . 31 14 49 IR 57 12 TEA. 6T T.27 Th 33
Heilongjiang 13, 564. 32 9. 41 2, 152 97 Z1. 49 I5. 42 11,811 35 1. 46 4. 58
Hubei 15 472 456 1L 51 3, 6 33 L 2. o9 o, i, 11 A | Tk
Aunhaai 1&, 25, 53 G0l &, 1Ak A2 17,11 H.TH I, 156, T fi, Tl Th 2
Human 12, 724, A2 . i 2,970, 15 19, 56 b e 2 b i N & T i
Fujian 12, 577. 67 0. 6 & 1379 I, 24 05 049 T 93 TG
Shamgxi 1X ITR T3 16 92 & 157, 53 9, 1 5. 98 O 005, 20 19 04 407
Ehenzhen 10, R 200 D16 0% &, A 52 13, 25 47, 08 .00 6 1AL A2 SE 92
Shangxi G, THD 20 1T.95 2, 191, 4 9, i 34 55 T.848 16 3,94 Th4S
Tiamjin O,064 20 69T 2, 181, ¥ 17. 78 2407 o, AE2, B0 10, 30 TR0

Tiamgi BOoM. 0 112 Lelrls 17 o, 24 T 160 B Bk HA T T
¥unnan fomd 04 R4 2, Wit 47 i, i3 a5, 5186, 47 688 il i
ilin 51851 .89 L4537 75 1477 1%, 25 6, 105, T =0, 77 n
Chongging 7, 000, %2 a0 2,000, 6 19,83 EA, o h219.m AW 7140
Cruangxi T,311. 42 o84 2,m8. 9 1365 a0, 504749 B A5 oL
Kinjiang T, B0 44 n4l 2,13, a2 fi, 7 =, a3 15712 A4 Tl 18

bnner Momgolla 6, 066, 67 L4 22 L, T34 15 A0, 54 2 56 4. 348, 53 i 50 TL 4
[ralkan a3, Tk Ky K (HD 1, G, (WF L4, Xk . 45 B 100, xF dk R TL 55
Hinzho 3, 1T Wy w0 2, 232 3 19, 34 A3, 62 L oHES 40 I 39 o, 38

imgdan LTI S ] L, o5, (Kb 1y, 76 L 24 i, dod, KF -3, B LA
Cramay 4, TEW (M 1.72 L35l 25 1Z. 14 2. 22 3. 437, B3 Ly TL T8

Grizkou & 8L 8 2L 4 L, kL. ERLL S 2640,95 24,55 b,

XKiameng 233117 1=322 F2. {2 11. 45 A5, 6 1 50L& 1265 fid. A
Ningxia L 57393 13.90 dalk 37 10, 28 9, L 115 56 15 45 TL.
Hainan L 497, 43 3. 21 2 Th 9. 85 346, 25 S 67 -k 25 L A
Qiimghai Tik 30 66 o 35 11 Dok 45, A0 00 ALY
Tibet 156, 97 O, 36 156, 97 o, Tk (¥

MNote; Do o differest statismes calibes, data prosdided hess may differ slightdy from those of CLRC.
Source; Pearbool of China’s Inourance 20604,
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Table 3. 26 Siatistics of the Businesses of 25 Property Insurance Companies in 2005
{ Mitdions of RME yean )

Emirrprise Cargn iram

inhilily G
raspTly r;nrrl:-ltilul

Immarwnce | infussnce
[T T | P

PICC PR 0L, WAL G R, GIH 36 44 06 19 I MR AT 2,584 12 T 2,0 R & 9TH. &4
CFIC PRC 14, 566 MWy 2, 36, 5 e, TO Tl 210 LN | (18- |} GBE7. 1 1, L 30
Fing An Pl 1L, 6T A1 LTIV.IR 7.%WK. 57 M4l ATT. 21 1, ik A, 50 ], &l 05
Chins Unfied
DL, 450, T 4703 B 855 49 124 By IE Wh 248 Al d7l.H3 BT
Propesty Insumnce

Tin An n=iance h REL 4 L9158, 15940 . &% L. b i, ik Fil. 51 5 AT
Chine Confinene [Pl RoElA G DGR DR 04 1OA 47 B b i Lk HE. W 121 &7
Chima. Insirance &, X1 Nk TER A 1, 415 00 LN 4l 14k i (NERLIT 55, (M
Yooy An ssmcs 3, 162 Wk D31 52 L 6UR ES T =T i, ik 122, 55 157.5
Sinoasfe narnc: L1329 IDlA2 LT, 40 149. 57 PN i, DNk 152, &1 11721

Taiping Insunmes 1. 391, 31 178 2 Ul 5 TH. & kk 55 I, 1k &7, 55 1015, af
Hiuamal PR 1, 176 T% 17H, (¥ i, 5 1258, 87 R AT T, ik b, {E2 150, o3
Dazhomg P& 1, 0 71 141, 97 TRE. &4 45, s s L 45, Bh 1351
Anlsing P& 1, (HIL, 1K1 L3, i T, (% L= 2= Th T, 4k 2. 87 &7
Al ST Wk LHE 4. 58 154 i 154, 2 1. 11 JH 3 L I
Tokio Marins
=0 5, HY H Az 113 3z 2 15 (L 1] 1. Hh 3011
Kichido Shenphai
Ming An keirence o+ DR T LU - i, BS L B 5 1.17 .13
Sunshine Agrioulmre
B i.1u2 b % AL 0 Z9 B 4.13 1L 5
hysrani
Bumilreno Mitsui Shanghsi 156, 30k 5], 64 LI B2, [ 16 14 1, [k ]| L
All Trisl sirance 1334 &7, 21 h, L& L 43 i ik .24 S5
dArmim Agriceles s 132 &2 7.51 20 LI LIS - LI E 3.72 & Zl
Hameung Fire &
114 W} Ak, 1k i1, 0T, ¥ 4 32 M. Wk Ik, H2 2.8
Felarae [nsiimance
Winrertiiig 1is e
TH.HE F- 0 12, 40 2 2L ET
Shanghsi
Rayal & Sum
Th1.7d EH. ‘HH AL 0k L. 54 24 . Ok b 32 ML 53
Allinnce Shamghni
Allianz To. 54 = 1T LI E o U] I'T. 1k Ik, fidy 25 TH
BOC Insurmee 6il. 73 & 2458 T Ik 25 o056

Moz Ming An eurance inclndss Ming An Insumance Shenzhen wnd Mg An Insssisce Hsloun, AT melodes AN Shosgghiag |
Sowroe | Yearbook of China'r femrance 2006
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Claim Paymend
Enterprise Carge
A bmmuohile Agriculiure Aocudend
Taidal pruperiy irunsparindion
insurino: iriFurney N iy
| isaa e o ra e

39, 518, 05 5,40 1h IR M4, 0 I, 20, &5 1, 191. 56 159, 28 Gih, 5R 2, 34T, 14
T, 45L. 3% 1, 150 7R 5, (w9, T 241.T1 154, 1 [0, W} 191,97 b, 13
s, 173,52 542 44 4 (i, Th 143, TS i, g i W &7, §R TI1 &0
4 5K%. 33 333 nll 1 BLhS, 59 33 33 45 30 168, Rk 1E3, RR I3 54
3,014 48 E e 1] LG TS 17. 3% i G (Ll b HY v
1, X574 10831 1, 143. 79 19, 19 13,74 o ik T L) 1311
1, TR 0 259y T21.00 f#. 00 K08 00 i 4,00 197, oo
1, 454, i 5017 1, 325, &0 585 Q. HG (N1 Lo 67 41.82
1, 19102 A 51 1,022, 3% . i1 543 (LN 1 4 TLHd
550, 69 55 11 7. Th ah. 18 9. G (L1 . 93 B, 62
537.72 Td. B 354, 6 40,01 L1 0, Wk 4, ki .
ROL. 97 14]. 44 04, 63 13, 6% 12, 9 1. 32 T, i
., 62 . 58 28, 57 0, 0 i, 34 i, 13 i, M
117. 63 He 45 I, B9 0. 35 T 36 LR (] 165
B i H_i2 18 anh, a8 430 (L1 {17 1 Teh
110 B4 008 2590 0T 1.7 k.41 1. 4%

153, 63 [ER ] i 19 0. o1 133,23 [k 16
E 13 S0 k. (¥} 20 T o7 0, (W Ik, {Hi | M-I
15 34 1805 i 14 LR . i (LR LR 114
9. 1% 3. 66 011 0, o3 0, i 513 . 30 1. o
4, 54 I7. 1% (LR LI R, T o, 17 00, T} LD 0, 24
55 1. 3k 4.13 1. 56 1. s
12,323 . e I, W1 4, 0 135 L Tk, T} 02l
EN (LN 1k, {H} LI i (LN (k.4 G0

17 426 . 50 0. 33 {12 L0
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Table 3. 27 Siatistics of the Businesses of 25 Personal Insurance Companies in 20405
{ Mitdions of RME yean )

Perwonal Insarunce

Chins Liffe TeWln, S Wk 134, i 0N HiLR RS, QL (Wb T A, W5 (M

Pleg An Lifs RH, B4R WY AW, D4R 30 0, 175, Wh 10 ] 14, FAG. 75 17, 45
CPIC Life B, 200 @WF B4, T3A. 11 L1, S, S L4, TS5 B9 L6 fil 2. &1

Hew Chine Life 21,077. 57 17, B2 04 T, % 14, TIL. ¥ ET0LH] AR
Gememlly China Life 19, 97145 i &5 T ik e 17 1665, 1 . i
Tui Kemg Life 17, BG. 1 S, 30 259 L1, F 85 2,7, A58 . Xk
Tal Ping Life TOENL AL 8 HEL K Lf T7 3, TS Il T, 4. 16
Alld 6, 453, I 5 M4, 5 1,617, 10 1, 300, 25 Z23h. 10 155, 3

S Life Inspes B, 245 WD 2 48600 Lv, 2, 750, 2 2, 1 .
CITIC-Pradential L, 5. 85 1. 064, W TLal 210 S 17 b LA
Aviva-Coleo Lifs B 71 B, 35 AR 17747 447, 2.0
Pucific-Anm| Life TLL B 0. 68 BHT. i L U, 4l 17, 40
Blnulile-Smochem T 5 623, 1% Tl 56, 55 &= 67 1247
Minsheng Lide Ly (W dag. 55 ik w1l L i, 181 35 17
Unien Lifi STo i S, % 25, T3 5430 i, ¥l 116
AN Mimmersals g 47 2. 48 Al T I5 . Bl 1
Allianz Dazhong o TR 1 i, B i 1, 1 100 (K
AFGON-CROOC Life b 241, 31 12 o .12 13, 18 2518
S Life Evertripht A5 195, 11 2T 1] L R50
Haler Mew Yerk il 5. 295, 91 m.4a 204 Hi} i, 1) A3
NG Capitel Lifl oML 217, BL 15 1AL 5y #5. 23 -
Chins Life-Ch0 %77 212, 6% 597 BT 1310, O 5
Heng Ax Standard 2uw a1 217, 42 217. 57 i 24 L =0
Cathey Lile Insume 1T H5 117,77 214 115, 63 0, LB
Bt Blancock Tiess 155, 125, 14 il = RER 14, i2 2w

HWide: AlA inclades AlA Shanghai, AlA Gusngihen, Al Shanshen, AlA Beijing, AlA Sufhon, AlA Dongguan md Al Femgmen,
Soarre; Yearbaok af China's ferrance S8
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Cligrimnani e Pariicipaling
insuranie prodhocie proufuiia

I, i (D 22, 4T Wh 1, L, i 21, (., (W LN L, LiHE, ) 5, B8 0

LI, RAL 4% 5, 07, 42 1, ML 1T H, 950, 04 . a2 Ahfi. TR I 167T. 45

171 s i, ST Al 5 T 48 g, 0 HET. 21 Sk b BL
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Table 3. 27 Siatistics of the Businesses of 25 Personal Insurance Companies in 20405

[ vovitlongt )

Pervonal Insurunce

Faymeni [or death |  Paymend at
Clalm payment :
injury, msdical care expiraion

China Life 18, 270, o 2, (0, (i 4, 217. 00 Alh. 0 &, B, )

Ping An Life R, TR0, 57 O, Ml Q&0 TH 3, 8148 15 342,680
CPIC Life 4, v, 2 219, 2 TR TS 194, 05 aTh, 34

Mew China Life LTI o T3 131, 54 & i, e
Crenerall Chins Life I 374 53 i it Z. 11 a7l L 75
Tal Kang Life | L 135, 24 135, T8 116 41 155,
Tal Ping Life 217, &a 3. U e B 01, [} 0, B
AlA ol T 197, By . T AL 62 a9, 41

Simo Life Insarance 13, 3k L 1 £, 10 (1. 1} 01, Mk
CITHC - Prudential. 8. a2 31 52 2. 46 072 01, Mk
Aviva-Colfoo Life .91 21 . 7m0 (1. (@} 0.1
Pacific-Antas Lifes oL m o6l 1867 (1. ] £, 43
Mamidife- Sinochem . 0 an. 10 b2 L 50 12. T7
Minshemg Life 4. 9 o 2R 1.29 (1. 1 01, Mk
Union Life . T1 ) 44 . k4 (1. () 01, My
AXA Minmentals 14, 07 LE 1. T8 G,
Allianz Dazhong 9, X8 : 56 2 0a 2w 1. 72
ABGONSCHNOODE Life b 1. A8 10 0, B4
Sum Life Everhright A, Th L&T xm 0, 1
Haier Mew York Life L4 L A5 i, 249 f1, 1w i, 1K
MG Capital Life A L. 47 0, %2 2 81
Chiina Life-ChG 2. 47 1 M. 94 L A& i1, 1K1
Heng Am Standard il 41 . 41 i1, 1w i, (¥}
Cathay Life Insurance il 13 I {1 M, 0 i1, 1) i1,

Johm Hancock Tianan 3 L . &7 i1, .44
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Gronp Insurance

i Hrmeh Faymenl for deaih Faymenl ai
imjury metical care expiration
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20, ik 267 2,850, 19 T, 32 ifi, 475, M5
172, B 315 AT i, Gy 2, T, 50
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