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Executive Summary

achieved.

But the Chinese banking sector still faces formi-
dable challenges. It is suffering from the legacy of
the origin of the banks as fiscal agents for domestic
resource allocation. After years of directed lending
under the credit plan and administered interest rates,
~ gituationissuccessfully dealt with, the Chinese bank-
lated large nonperforming loans (NPLs) and arecon- -
sderedinsolvent. Theinternal organization structures,
reporting channels, and information flows that were -
created for the convenience of government agen-

the State-owned commercial banks have accumu-

cies, and the measures for implementing a central
plan are now very inadequate for managing risk, en-
hancing efficiency, and maximizing profit. The bank-
ing sector isstill heavily repressed by the Stateinter-
ventions in allocating credit to priority sectors, ex-
tensive control of interest rates, and heavy taxation.
Despite recent efforts to strengthen banking super-
vision, progress hasbeen limited. Many new regula-
tions and plans have been announced, but it is not
clear how effectively they are enforced. In part, this
is due to the significant gap between the actual bank
situation and the stipul ated prudential norms. Unless
the banking sector is rehabilitated and State-owned
enterprises (SOES) are restructured, strengthening
the prudential regulationswill remain only on paper.
The authorities abandoned the credit plan in 1998,
but effective instruments for indirect monetary con-
trol have not yet been put in place.

Without successfully dealing with these problems,
the Chinese banks would not be able to operate as

- efficient financial intermediaries. The current status
~ of the Chinese banki ng system constrains the devel -
Substantial progress has been madein reforming the :
banking sector in the People’'s Republic of China :
(PRC) during the last several years. The indepen- :
dence of the central bank in implementing a mon- :
etary policy has increased, the autonomy of State- |
owned banks in credit management has been en-
hanced, bank supervision has been improved, and
deregulation of the foreign exchange control over -
current account transactions has been successfully

opment of the real sector, and even poses the poten-
tial risk of afinancial crisis. The nonperforming as-
sets problem in the PRC ishuge in terms of size and
very complex intermsof dimension. Itisclosaly linked
with loss-incurring SOEs. Thus, bank rehabilitation
in the PRC has to be pursued in conjunction with
extensivereformsin the SOEs. Otherwise, the bank-
ing sector problem will be recurrent.

Sincethe SOES financial situationisfast deterio-
rating, the authorities should take the restructuring
of the SOEs and resolving the problem of NPLs of
banks as urgent matter. Thisis not atask that can
be accomplished overnight, but it is crucia to the
process of transforming the socialist economic sys-
tem into a fully market-based economy. Unlessthe

ing sector cannot function efficiently, the Chinese
economy cannot be fully integrated into the global
economy, and asaresult, the PRC’srolein theworld
economy will remain limited.

To address these problems, the Chinese authori-
ties should establish a decisive and comprehensive
banking sector reform program. That program,
among other things, should include detailed strate-
gieson thefollowing issues.

Reducing the large nonperforming assets.
First, a careful and rigorous appraisal of the quality
of bank assetsin relation to thefinancial situation of
SOEs must be made. An accurate appraisal of the
financial viability of the major SOEs should give a
realistic picture of the nonperforming assets of the
banks and place the authorities in a position to de-
cide on the exit of or the scope for restructuring the
SOEs. Since the PRC does hot have much expertise
inthisarea, the authoritieswill need the help of inter-
nationally recognized accounting firms. Second, the
Government should mobilize sufficient fiscal re-
sources to support bank efforts in reducing their
nonperforming assets and establish an explicit time
schedulefor the recapitalization of bankstoincrease




their capital adequacy ratio. Third, asset manage-
ment companies should be established to take over :
the bad assets from banks, and manage and resdll :
them. Finally, recapitalization should be made along :
with improvement of the banks' management and :

operational efficiency as discussed below.

distribution mix.
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and transmission of advanced banking skills. Fourth,
the high business tax imposed on the gross income
from interest and fees must be reduced to help the
banks regain profitability. Fifth, the authorities may
allow greater flexibility in setting lending rates based

- onthe risk represented by the borrowers.

Minimizing the internal constraints. First, the :
banks need extensive reorganization. Most lending :
is done at the county or below-county level, and the :
head office has little control on the loan decisions. -
The structure and the corresponding reporting chan- :
nels open the door to intervention by the local gov- :
ernment. It is necessary to reorganize the banks in :
such away that head office control over major loan :
decisionsin thelocal branchesis strengthened. Sec- :
ond, an extensive bank staff training program with a :
regular training body and adegquate commercia bank- 3
ing curriculum should be developed. Chinese banks
face serious human resource challenges. The
workforce has avery limited understanding of com- -
mercia banking. Third, strategic planning isneeded -
for the rationalization of a branch network based on -
adequate internal and externa analyses of the mar-
ket share of branches, strengths and weaknesses, -
current and projected profitability, businessmix, and
. sider introducing adeposit insurance schemefor de-

Enhancing the commercial orientation of .
State-owned banks. First, the governance mecha
nism needs changes. The authorities may consider -
establishing aboard of directorswith morethan half
of the members being non-standing directors who
are selected from the private sector for their exper-
tise in the banking sector and professional integrity. -
The committee composed of these outside members
should be given theright to select the bank president -
and to closely monitor the bank management. Sec-
ond, the decision to abolish the powers that allow
provincial governors and mayors to give ordersto -
local bank managers should be strictly implemented.
Third, foreign banks may be allowed to expand their :
domestic currency businessby easing geographic and :
other constraints so as to permit more competition :

Strengthening bank supervision. In conjunc-
tion with the rehabilitation of banks, which will re-
duce the gap between the stipulated prudentia regu-
lation and the actual banks' situation, the authorities
should enforce the rules more strictly. First, the pro-
visioning practice should beimproved. Currently, very
little provisions (far less than 1 percent) are made
despite the huge NPLs. Second, loan classification
should be strengthened to conform with international
standards. Despite the new loan classification rule
to be introduced following the US norms, the Chi-
nese ruleisstill too lax and vague. Furthermore, the
supervisory staff should be given training in under-
standing therisk characteristics of theloan portfolio.
Third, the frequency of on-site inspections must be
increased, mostly at provincial, city, and even county
levels. In this connection, the People’'s Bank of
China's (PBC) capacity for banking supervision has
to be strengthened. Fourth, the authorities may con-

posit taking in nonbank financia institutions (NBFIs)
onalimited scale, perhaps asaself-managed scheme
by the association of each type of NBFI. For abank-
ing sector dominated by State-owned banks, the risk
of abank runis very small and an explicit deposit
insurance scheme may not be necessary at this mo-
ment. Furthermore, adequate pricing of the premium
at this moment, i.e., when nonperforming assets are
large, will bedifficult.

To improve bank autonomy in financial manage-
ment, ashift toward indirect monetary control isnec-
essary. But the PBC should be able to use effective
indirect monetary control measuresto maintain mac-
roeconomic stability. First, the monetary authorities
will need to permit greater flexibility ininterest rates
in the money market and at the shorter end of the
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maturity spectrum to prepare for open market op- -
erations. Second, both the banks' required (plus |
guided) reserve deposit at the PBC and the PBC's :
credit to the banks should be reduced to broaden the

room for effective monetary control.

ing sector to the business of international lending and

while. In the meantime, foreign banks need to be
allowed to expand their local currency business, and

ing new banks or subsidiaries.

Overview

Four specia State-owned banks have been converted
into commercia banks, and three policy-based banks
have been established (1994). The State-owned com-
mercial banks, although still heavily regulated by the
Government, are gradually becoming more commer-
cialy oriented. There has also been institutional di-
versification with arapid growth in the number and
size of nonbanking financial institutions (NBFIs).
Second, the independence of the central bank in
implementing amonetary policy has been enhanced
by the passage and implementation of the new
People's Bank of China (PBC, central bank) law
(1995), and monetary control has been moving from
direct to indirect control. The law also ended PBC
financing of the fiscal deficit. In January 1998, the
PBC abandoned the credit plan applied to four State-
owned commercial banks. Third, bank regulation is
changing from amost exclusive emphasis on eco-
nomic regulation such as checking compliance with
credit plans and key financial ratios, to increasing

emphasis on prudential regulation. The PBC issued
a set of provisiona rules (November 1997) estab-
lishing a board of supervisors to oversee the asset
quality and management of State-owned commer-

~ cia banks. It is aso preparing to improve banks

Indirect monetary control. Until reasonable :
progress is made in the cited areas, the Chinese au- |
thoritiesshould be cautiousin fully opening its bank-
- staff and released a set of rules that penalize bank
borrowings. Since its risk is high, the Chinese -
economy may have to rely on foreign direct invest-
ment as amain source of foreign capital inflow fora

portfolio management by adopting international 1oan
classification standards. Recently, the PBC took a
high profilein fighting against mal practices of bank

officials for violating regulations. Fourth, the Gov-
ernment rel axed foreign exchange control by adopt-
ing current account convertibility and allowed sev-

- eral foreign bank branchesto engagein limited local
- currency business (1997); however, capital account
to participate in the ownership of domestic banksby
taking over the shares of existing banks or establish- -

transactions are still heavily restricted.
The changes being made are in the right direc-

~ tion. But the Chinese banking system isfacing abig
- challenge. In many respects, legal changes have not
- fully permeated the actual operational level. Above
Thebanking system of the People’ sRepublic of China
(PRC) is currently in transition in many respects. -
First, it hasbeen going through institutional changes.

al, the system has to deal with alarmingly large
amounts of nonperforming assets. A rigorous esti-
mate would indicate that Chinese banks are already
operating in the negative capital base. Unless the
PRC successfully addresses this problem, its bank-
ing system would not be ableto function as an effec-
tiveintermediary of national savings, and thereisthe
potentia risk that the country could face afinancia
crisis. The large nonperforming assets problem is
hugeintermsof sizeand complex intermsof dimen-
sionsinceitisclosealy linked toloss-incurring State-
owned enterprises (SOEs). The country’s banking
sector reform therefore has to be addressed in rela-
tion to the reform of SOEs.

ThePRC could safely distanceitself fromthe Asian
financial crissowinglargely toitsclosed banking sys-
tem and alarge amount of foreign exchange reserves.
But the country will soon face strong pressure to in-
troduce more competition in the banking system, es-
pecialy by opening up to foreign entry and integrating
itsalf into theinternationa capital market. Thiswill be
especidly true when the PRC joins the World Trade
Organization (WTOQ). Given the speed of economic




progress and the rapidly increasing role of the Chi- -
nese economy in the global economy, the opening of :
the Chinese banking sector and capital market cannot :
be postponed for long. The global economy would not :
remain patient in letting the Chinesefinancia system :
stay closed whileits real sector and trade volume are :
expanding rapidly; nor would it be good for the Chi- :
nese economy to continueinsulating itsfinancial sys- :
-~ ingtitutional reform of distributi ng the policy-based

tem from the global financial market.

But for the PRC to open its capital market and :
integrate its banking sector into the global market :
without destabilizing the country’sfinancial system, :
many difficult problems have to be addressed in ad- :
vance. Thefirst issueis the huge nonperforming as- :
sets of the banking system. The banking sector’s :
nonperforming assets must be reduced, the banks :
have to be recapitalized, and SOEs should be re- -
structured to prevent further deterioration of thequal- -
ity of bank assets. The second issue is to improve -
the operational and management efficiency of the -
financial ingtitutions by improving the commercial
orientation of banks. Thethirdissueisto strengthen
bank supervision by enforcing atight loan classifica- -
tion, loan-loss provisioning, and on-site and off-site -
inspections. Finally, effective indirect monetary in- -
struments haveto bedeveloped. Admittedly thetasks
are not easy. Carrying out these tasks may require
many years and tremendous efforts by the Govern-
ment and the people. They have to face questions .
about the viability of the current economic system
andingtitutions. Thisisoneof thereasonswhy bank-
ing sector reform, especially the resolution of the .
nonperforming assets, has been postponed so far, -
lagging behind reformsin the trade and the real sec- -
tor. Currently, the monetary authority can relax di- -

- Current Status of

rect credit control of commercial bankswithout wor-
rying much about loss of monetary control sincethe - the Ban klng Sector
demand for credit is weak due to slow economic - ) )

activities. But by thetime the economy recovers, the - Growth of the Financial Sector
monetary authority will haveto be equipped with ef- :
fectiveindirect monetary control instrumentsto pre- :

vent areturn to the old ways of direct credit control. :

THE BANKING SYSTEM OF THE PRC

Since 1994, the operations of commercial banks
have been marked by increasing autonomy, more
freedom from obligationsto makepolicy loans, and a
strengthened legal framework. But the operation of
the Chinese banking system till needs to become
much more commercially oriented. Thisrequiresnot
only moving toward indirect monetary control but also
reducing Stateinterventionsin credit allocation. The

lending to three newly established policy lending
banks has been a significant step toward “commer-
ciaization” of the State commercial banks. But their
operation needsto be more autonomous; thereisaso
need for significant improvementsin financial man-
agement, credit management, human resource de-
ployment, accounting systems, and governance by
the bank management.

The potential risk in not addressing these prob-
lemsimmediately ishigh. The many weaknessesand
the sheer size of the nonperforming assets of banks
have the potentia to generate shocks leading to a
financial crisis. Thus, the Government should estab-
lish aclear and comprehensive plan to deal with the
banking sector problem soon. It should make acom-
mitment to mobilize a sufficient amount of public
funds to deal with nonperforming loans (NPL) and
to recapitalize the banks. Further, it should establish
anew banking environment so that bank assetsquality
would not quickly deteriorate again.

This paper briefly reviews the current status of
the Chinese banking system and the problem it faces,
and suggests improvements in the problem aresas.

Development and

Since 1984, when its foundations were set, the new
Chinese financia system has been growing rapidly
and itsinstitutional structure has diversified (Figure
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1). Appendix 1 traces the ingtitutional development -
of the financia sector. An array of new banks and |
NBFIs emerged. Bank creation occurred in three :
waves in 1986/87, 1992, and 1995 when 17 new |
: early 1980s that focused on breaking up the

banks were established.
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Asof 1998 theingtitutional structure comprised 3
policy banks; 4 large State-owned commercial banks;
14 additional commercia banks, several of which
focus regionally in their deposit taking and lending
activity; and anetwork of urban credit cooperatives,
most of which have been converted into urban coop-
erative banks. The system is till very much under
Government control exercised through the PBC, the
State Planning Commission, and other agencies, and
also through the ownership of most banks. Most
NBFls are also State-owned, with control usually
resting in the hands of the provincial and municipal
government. The banking sector dominates the fi-
nancia sector, and within banking, thebig four State-
owned banks —Industrial and Commercial Bank of
China (ICBC), Construction Bank of China (CBC),
Bank of China(BOC), and Agriculture Bank of China
(ABC)—are the mainstay. These banks together
account for over 70 percent of the total banking sys-
tem assets and more than one third of the financial
system assets. The big four have total assets of over

$1trillion; aworkforce of 2 million; and over 160,000
branches, subbranches, and business outlets.

The big four were established/rechartered as spe-
cialized banks during thefirst wave of reformsinthe

monobank system. Inthe early 1990s, the authorities
mandated that these banks be gradually transformed

from their role as State fiscal agenciesinto commer-
- cia banking organizations. Under the Commercial

Banking Law of 1995, they werereclassified ascom-
mercial banks. Policy loans were entrusted to three
new policy banks— the State Development Bank of
China (SDBC), the Agricultural Devel opment Bank

of China (ADBC), and the Export-Import Bank of

China(EIBC)—establishedin 1994. Sincethen, the
big banks have taken a number of stepsto transform

- themselves, including the establishment of asset/li-
~ ability management committees, credit committees,
* closure of loss-incurring branches, major investments

ininformation technology, and staff training.

The Chinese banking sector has grown very fast
during thelast decade (Figure 2) under therelatively
stable macroeconomic environment and the Chinese
households' high propensity to save (Table 1). The
volume of intermediation by the Chinese bank rela-
tive to gross domestic product (GDP) is among the
highest in the world, even exceeding that of most
advanced countries (Figure 3). Of course, this also
reflectsthe relative underdevel opment of NBFIsand
the securities market in the PRC.

Performance of the Banking Sector

In terms of operational efficiency and asset quality,
the Chinese banking system has many problems. By
every available measure—capita adequacy, loan-loss
reservesrelativeto assets, profitability, and the mag-
nitude of NPLs—the performance and health of the
PRC's financial sector have deteriorated in recent
years. The deterioration is particularly clear for the
largest State-owned banks, which account for more
than 70 percent of the assets of the entire financial
system. Even some of the newest institutions are




JELICIM Macroeconomic Indicators (percent)

THE BANKING SYSTEM OF THE PRC

Item 1990 1991 1992 1993 1994 1995 1996 1997
M2 growth 28.90 26.70 30.80 23.70 35.10 29.50 25.30 19.60
Fiscal DeficitGDP2 -0.75 -0.94 -0.89 -0.58 -1.20 -1.70 -1.60 -1.60
Current Account/GDP 4.00 4.40 1.30 -2.70 1.30 0.10 0.50 2.50
Economic Growth 3.80 9.20 14.20 13.50 12.70 10.50 9.60 8.80
Domestic Savings/GDP 38.70 39.20 40.10 41.70 41.90 41.10 40.30 na
CPIP Inflation 2.10 2.70 5.40 13.00 24.10 17.10 8.30 2.80

na = notavailable.

2 GDP = gross domestic product.

b CPI=consumer price index.

Source: International Financial Statistics Yearbook, 1997.
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extraordinarily weak, as reflected in the failure of

the Hainan Devel opment Bank in June 1998.

In 1985 the four largest State-owned bankshad a -
net worth equal to 13.2 percent of their assets. By
end of 1996, the net worth was egqual to only 3.1 :
percent of the bank assets. Reserves set aside by
the four banks to cover loan-loss reserves are best -

described asminuscule. Cumulativereservesat CBC
and ABC at end of 1996, for example, were 0.58
percent and 0.47 percent, respectively, of those in-
stitutions’ outstanding loans. For the largest bank,
ICBC, the number is only dlightly higher, 0.7 per-
cent. Expressed as a percent of total assets, the per-
centage figureswould be even smaller: for example,
0.3 percent in the case of ICBC. As regards the
return on assets (ROA) and efficiency measure, the
Chinese banks (especially the big four) are the poor-
est compared with banksin other countries (Figures
4,5, and 6).

Moreover, Chinesebanksvagtly overgatetheir prof-
its. In part this arises because of the practice of capi-
talizing interest payments and accruing interest on
NPLs. For example, whileloansare classified as* past
due’ as soon as any scheduled interest payment or
repayment of principal has been missed, banks are
required to accrue interest for two years after aloan
is classified as past due. Recording accrued interest
asincomeresultsin avast overstatement of real prof-
its. Equally common, loans are rolled over and the
interest due is capitadized and recorded by the banks
as income. The poor performance of Chinese banks
is caused by the large amounts of nonperforming as-
sets, low interest rate spreads, overstaffing, and op-
erational and management inefficiencies.

Nonperforming Loans

After years of directed lending under credit ceil-
ings and administered interest rates, the four big
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Return on Assets for Six Countries, 1996
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banks are confronted with a large proportion of
NPLs. The quality of theloan portfolios of the Chi-
nese banks has deteriorated in the 1990s. NPLs as
a share of their total loans are estimated to have
increased to about 25 percent at the end of 1997.

When interviewed in December 1998, Mr. Dai
Xianlong, Governor of PBC, stated that more than
20 percent of the PRC’s State bank loans are
nonperforming, with 5-6 percent of the total unre-
coverable. Standard & Poor’s Ratings Group esti-
mated that by the end of 1997, NPLs accounted for
24 percent of the PRC's total outstanding loans.
Some market watchers say, however, that the ratio
could be as high as 40 percent.

The authorities have begun to pay increasing at-
tention to improving bank soundness, by instructing
the State commercia banks to reduce the share of
NPLsintheir total portfolios, increaseloan-loss pro-
visions, and shore up core capital ratios. Each year,
the Ministry of Finance setsalimit on the amount of
bad loans that State-owned commercia banks are
allowed to write off. Thelimit for 1998 was RMB50
billion, with RMB40 billion earmarked for debt for-
giveness for bad loans arising from SOE restructur-
ing (primarily mergers and bankruptcy). This limit
wasup from RMB30 billionin 1997, and wouldrise
to RMBG60 billion in 1999 and to RMB70 hillion in
2000. Thiswill helpincrease the transparency of the
bank financial status, decrease the tax burden of
banks, and partially reduce the nonperforming as-
sets. The recapitalization plan as announced in late
February 1998 (page 48) will help thefour big banks
increase their CAR, but will not solve the inherited
problem of bad loans. While the decision to inject
additional capital may help reduce the problem tem-
porarily, the risk is that the additional capital may
turn out to be awaste of scarce resources. To avoid
thisrisk, the Government should establish acompre-
hensive planto rehabilitate the banks and implement
specific measuresfor preventing the deterioration of
bank assets quality in the future.

Internal Constraints

The organization structures, reporting channels, and
information flows that were created for the conve-
nience of government agencies and to assureimple-
mentation of the central plan are proving totaly in-




adequatefor managing risk, enhancing efficiency, and
maximizing profits. The banksare organized in ahi- :
erarchical manner, havewesk control/influence over -
their branches, have weak risk management and in- :
ternal control systems, and lack appropriate gover- :
nance mechanisms. The workforce needs training :
for better understanding of commercial banking. A :
number of diagnostic studies undertaken during the :
last two to three years revea alarge number of in- :
ternal constraintsto commercializationincluding or- :
ganizationa structure, financial and credit manage- :
ment, strategic planning, human resource develop- :

ment, and governance structure (pages 48, 49-50).

Interest Rate Spreads

In the PRC, the margins between deposit and lend- :
ing fluctuated. On several occasions, deposit rates 3
exceeded lending rates of similar maturity. This, with
other factors, impaired the commercial banks' prof-
itabil ity.2 Recently, however, interest ratesweremore -
frequently adjusted, and the margin betweenthelend-
ing and deposit rates was expanded. However, it -
decreased againintheadjustment in July 1998 (Table
2). Under the current circumstances, theinterest rate -
margin may have to be widened for awhileto help -

increase the banks capital base.

Opening the Banking Sector |

- transactions. It has also partially opened up the
. banking sector since April 1997: foreign banks have
The history of the opening and liberalization of the
Chinese economy is short, as is the history of the
modern Chinese banking system. Compared withits
short history, however, the development of the Chi-

to Foreign Competition

BELIEIP Major Interest Rates (percent)

THE BANKING SYSTEM OF THE PRC

nese banking system has been impressive, in terms
of both the volume of intermediation and the modes
of operation. Butitisstill far from internationa stan-
dards in many respects.

Theofficia total foreign debt of the PRC amounted
to $131 hillion, equivalent to about 14 percent of GDP
at the end of 1997. Of this amount, the short-term
debt was 14 percent (Table 3).3

Total foreign borrowing by the commercial banks
is about $50 billion in 1996, or about 40 percent of
thetotal foreign debt.” However, thisisequivalent to
only 5 percent of the total liability of the deposit
money banks (DMBSs) and about one third of DMBs

~ borrowi ng from the central bank (Table 4). The Chi-

nese banking systemisrelatively much less exposed
to the foreign borrowing and lending business than
banksin other countries.

On the other hand, the PRC's official foreign ex-
change reserve at the end of 1997 was $141 hillion,
about 8 times the short-term debt (or 217 percent of
the short-term debt after adjusting the missing gap),
that distinguishesthe PRC from other crisis-affected
countries (Table 5). This effectively bars any imme-
diate possihility of acurrency crisisinthe PRC, but it
al so exertsless pressure on the Chinese economy to
reform its banking sector.

The Chinese Government has deregulated the
foreign exchange control over current account

been alowed to conduct a limited range of local
currency business. So far, nine foreign banks have
been permitted to conduct local currency businessin
Pudong, Shanghai. In May 1998, eight of the nine

Item 1993 1994 1995 1996 1997 19982
Lending RatesP (A) 10.98 10.98 12.06 10.08 8.64 6.93
Deposit Rates® (B) 10.98 10.98 10.98 7.47 5.67 477
A-B 0.00 0.00 1.08 2.61 2.97 2.16

a Asof July.

b 1-year working capital loans (ordinary).

€ 1-year household savings deposits.

Source: International Financial Statistics Yearbook, 1997.
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IELCICH External Debts

Item 1991 1992 1993 1994 1995 1996 1997
$ billion
Long-Term 50.26 58.48 70.03 82.39 94.68 102.17 112.82
Short-Term 10.30 10.85 13.55 10.42 11.91 14.11 18.14
Total 60.56 69.33 83.58 92.81 106.59 116.28 130.96
Foreign Exchange Reserves 21.71 19.44 21.20 51.62 73.60 105.03 140.90
Percent of total debt
Long-Term 83.0 84.4 83.8 88.8 88.8 87.9 86.1
Short-Term 17.0 15.6 16.2 11.2 11.2 12.1 13.9
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Source: People’s Bank of China. 1997. Almanac of China’s Finance and Banking.
JELICEM Liabilities of Deposit Money Banks (percent)
Item 1993 1994 1995 1996 1997
Liabilities to Central Bank/Total Liabilities 25.29 20.50 17.51 17.54 14.68
Foreign Liabilities/Total Liabilities 5.94 7.53 6.58 5.23 4.47
Source: People’s Bank of China. 1998. Quarterly Statistical Bulletin, 1998-1.
BEVINS Foreign Debt and Reserves? (percent)
People’s Republic Republic
Iltem of China of Korea  Thailand Indonesia  Philippines  Malaysia
Foreign Debts/GDP 14 22 46 47 54 39
Foreign Reserve/Short-Term Debt 777 55 109 73 84 284

2 Figures are for end of 1997 for the PRC and end of 1996 for other countries.
Source: People’s Bank of China. 1997. Almanac of China’s Finance and Banking.

were alowed to enter the national interbank market.
They can now participateininterbank borrowing, and
bond trading and bond purchasing through anational
trading and information network. Other foreign banks
concentrate mainly on syndicated lending and trade
finance. The Government still strictly controls for-
eign capital transactions. According to one foreign
bank branch manager in Shanghai, although local
business represents only 2 percent of that bank’sto-
tal business now, it accounts for about 15 percent of
itstotal profit. Thismay indicatethegapin efficiency
between foreign and local banks.

The Chinese economy has grown very fast dur-
ing the last 20 years and will continue to do so. Its
roleinthe global economy has also changed signifi-
cantly during the last decade. Through the Asian fi-
nancial crisis, therole of the Chinese economy inthe

global economy will be further enhanced. These
changing internal and external circumstances would
not alow the Chinese banking systemto remain closed
for long. The fast growth of the real sector and the
increasing role of the Chinese economy inthe global
market will lead to the faster transformation of the
Chinese banking system. The pressure will come
from the domestic sidetoo, as Chinese firmsbecome
moreinternationalized.

But Chinese banks asyet do not seem to be ready
to open fully to foreign competition. Currently their
rate of return to assetsisfar lower than that in banks
in other countries. Their capital/asset ratio, even if
based onbook value, isvery low by international stan-
dard and deteriorating rapidly (Table 6). It isknown
that at least 5 or 6 percent of their total loan is al-
ready bad debt, which needsto be written off. If full




provisionismadefor loan|oss, their real capital may -
- sure, the authorities opened the banking business.

be negative (Table 8).

BEVEN Capital/Asset Ratio of Chinese Banks?

Year Percent
1993 4.90
1994 4.64
1995 3.78
1996 3.31
1997 2.77

2 Deposit money banks.
Source: People’s Bank of China. 1998.
Quarterly Statistical Bulletin, 1998-1.

theinternational banking business.

It may be useful to study the experience of Korea -
at this point. The Korean authorities protected the
domestic banking system from foreign competition -
and used it asatool to support industrial policy goals. -
However, after its economy and trade volume had :
grown fast, it faced increasing pressure from abroad :
aswell asfrom domestic industries to accelerate the -

THE BANKING SYSTEM OF THE PRC

opening of thefinancial market. Succumbingto pres-

But they did so without cleaning the NPLs, strength-

: ening the prudential normsand regulations, andimple-

menting reforms needed to improve the governance

- structure, credit management, and accounting stan-
- dards. When foreign creditors noticed the substan-
-~ tial nonperforming assets of the banking system —
- which had been concealed under the poor account-

ing practice — and inadequate banking supervision,
Korea found itself enmeshed in the financial and

: currency crises. This suggests that it is highly risky

Theimmediate cause of the currency crisisin East :
Asian countriesincluding Indonesia, Korea, and Thai- :
land was the banking sector problem. The increased :
nonperforming assets of the banking sector prompted :
foreign creditorsto deny the revolving of short-term 3
credit. The Chinese banking sector, which is bur-
dened with nonperforming assetsnot lessthan those
of other countries, wasshielded fromthecrissmainly -
because it was closed and, as aresult, its short-term -
foreign debt was small. If the Chinese banking sys-
tem were as open as those of, say, Korea and Thai-
land, and if it had been allowed to borrow freely in -
theinternationa banking community to meettheavid
investment demand of its domestic clients, the PRC .
could have faced a situation similar to that of the .
East Asian countries. Thisimpliesthat akey todeal- -
ing effectively with nonperforming assets is to se- -
cure the stability of the banking system and reduce
the risk of a currency crisisin amore open and lib-
eral financial market environment. If the PRC fails
to address the problem of nonperforming assets, its -
banking system will have to remain protected from -

to fully expose the currently troubled Chinese bank-
ing system to the international financial market.

Policy Issues and
Recommendations

The problems of the Chinese banking sector are a
combination of the legacy of its economic system,
poor management, and misguided incentive structure.
As aresult, it is not easy to fix these problems in
isolation from other economic problems. The Gov-
ernment should address the banking sector prob-
lem in the context of a comprehensive economic
reform strategy encompassing reformsin the SOEs.
Otherwise, the banking sector reform will be only
partially successful, with therisk of the same prob-
lems recurring.

With respect to reforms in the banking sector in
particular, it is recommended that the Government
establish acomprehensive plan covering the foll ow-
ing areas:

* It must deal with thelarge nonperforming assets
and poor capital/asset ratio through a rigorous
reappraisal of the financia status of banks and
their recapitaization.

* It must provide a more commercialy oriented
banking environment by (i) further reducing in-
tervention in banks' allocation of loansto prior-
ity sectors, and (ii) allowing more autonomy in
credit decisions.
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* It should try to relax the internal constraints of -
banks, which limit the latter’ s efficient operation. :
* It should strengthen banking supervision, and

accounting and audit standards.

* |t should promote the devel opment of the money
market and increase the flexibility of short-term -
interest rates to make more market-based mon-

etary control possible.

Dealing with Nonperforming Assets

In the PRC, the bulk of the nonperforming assetsin
the banking system islinked to SOEs. Thus, dealing -
with NPLs becomes complicated since it has to be -
done in conjunction with reforms in the SOEs.” It ;
appears that the financial situation of the SOEs is
fast deteriorating. Data on the scale and quality of -
enterpriseliabilitiesare scarceand unreliable. Given -
the poor quality of enterprise and bank financial -
records, few are adequately audited. It is therefore -
difficult at this stage to determine the scale of bank -

indebtedness due to the troubled SOEs. The PRC
currently has more than 300,000 SOEs. It is esti-
mated that the proportion of loss-incurring SOEsgrew
from 10 percent of the total in 1985 to 47 percent in
1997. In thefirst quarter of 1997, the SOE sector as
awhole operated at aloss. Various studies suggest
that thefinancia situation of the SOEsisfast getting
worse, and it is highly leveraged. According to Wei
and Wang (1997), “the debt-to-asset ratio of the SOEs
was 60 percent in 1990 and has now reached an
alarming 82 percent.” The debt ratio of loss-incur-
ring SOEs was close to 80 percent in 1995 accord-

AELICWA Industrial Liabilities and Asset, 1995

ing to an industrial census (Table 7). A national in-
dustrial censusin 1995 revealed that for more than
900 major industrial products, the rate of capacity
utilization was below 60 percent (Lardy 1998). For
example, for photographic film the rate was 13.3
percent; movie film, 25.5 percent; color television,
46.1 percent; telephone sets, 51.4 percent; video re-
corders, 40.3 percent; soap, 42.2 percent; and house-
hold air conditioners, 33.5 percent. The low rates of
capacity utilization were not confined to consumer
products and consumer durables. Capacity utiliza-
tionin cold rolled steel was 53.0 percent; refractory
materials, 26.2 percent; chemical pesticides, 41.6
percent; internal combustion engines, 43.9 percent;
and mator vehicles, 44.3 percent.6

Thesituation causes problemsfor both enterprises
and banks. About 80 percent of the debtswere owed
tothe State-owned banks(Li 1995). The main mecha
nism through which loss-incurring SOEs are kept
afloat is generous lending made by the State-owned
banks. The relations of SOEs with banks and other
creditorsreportedly further deterioratedin 1995-1997,
asloansincreasingly had to be rolled over and “tri-
angular debts” " between enterprises increased.

The preceding statistics suggest that the rational -
ization of the Chinese banking sector cannot be
achieved without relevant reforms in the SOE sec-
tor. Simply recapitalizing the banks without restruc-
turing the SOEs and improving the environment of
the banking business can mean waste of taxpayers
money. The rehabilitation of the Chinese banking
system can be carried out following these steps.

Liabilities (RMB billion) Liability/Asset Ratio (%)

Item Assets (RMB billion)

All Industrial Enterprises? 7,923

Profitable Enterprises 5,936
Loss-Incurring Enterprises 1,987

All Industrial SOEs 4,747

Centrally Owned 1,685

Locally Owned 3,062

5,175 65.3
3,664 61.7
1,511 76.0
3,125 65.8

997 59.2
2,128 69.5

2 Asset levels for petroleum and textiles are nearly identical.
Source: StateStatistical Bureau. 1995. Industrial Census.




RIGOROUS APPRAISAL OF THE SIZE OF
NONPERFORMING LOANS

Thefirst step toward bank rehabilitation should beto :
make an accurate appraisal of the financial viability :
of the major State enterprises. Since the PRC does :
not have expertise in this area, the authorities may :
contract internationally recognized accounting firms :
to make a rigorous appraisal. On the basis of the :
appraisal, the authorities should decide on the exit of :
the SOEs or the scope for their restructuring. The :
authorities may then have a redlistic picture of the :
NPLs of the banks, and the amount of adequate pro- : B e " e ———
: Rehabilitate the Four Big State-Owned
of Finance sets limits on the amount of bad loans - Commercial Banks (RMB billion)
that State-owned commercial banks are allowed to -
write off. Thelimit for 1998 was RMB50 billion, up :
from RMB30 billion in 1997. This rose to RMB60
billion for 1999 and RMB70 billion for 2000 to ad- -
dressthe currently estimated NPLs. But thisamount -
would be far smaller than that required, considering -

visioning needed. Asmentioned earlier, the Ministry

the current level of NPLs.

MOBILIZATION OF ADEQUATE
FISCAL RESOURCES

Fromtheredlistic diagnosis of theloan portfolioand -
adequate provisioning, the authorities will haveto
decide the amount of fiscal resources to be mobi- .
lized to restore the soundness of the banking sys- -
tem. More recently, and directly in response to the
financia crisisin Southeast Asian countries, theau-
thorities announced their intention to provide
RMB270 billion asfresh capital to thefour big banks .
in stages through i ssuance of special treasury bonds.
The objective is eventually to reach the 8 percent -
capital adequacy ratio (CAR). While the decision
toinject additional capital may bein responsetothe -
market's perception of the fragile financial posi- -
tion of thefour big banks, it isnot considered suffi- 3
cient, nor isit being undertaken in the context of an -
overall framework for reforming these banks. Asa :

result, there is the risk that the additional capital
may be wasted.

THE BANKING SYSTEM OF THE PRC

Table 8 gives a rough estimate of the total fisca
resources that will be needed to rehabilitate the four
big State-owned commercia banks. Currently, the
capital and reserve of the four big banks are about
RMB270 hillion. For these banks to have 8 percent
capital asset ratio, they need approximately RMB600
billion after writing off loan losses. Assuming vari-
ous nonperforming assets ratio (20 percent and 30
percent) and loan-loss ratio (30 percent and 70 per-
cent), it is estimated that around RMBL1 trillion-1.8
trillion is needed to rehabilitate the four banks.

Capital and Reserves (A) 270
Total Loans? (B) 7,213
Total Nonperforming Loans (NPLs):
(C) (= (B) 20%) 1,442
(C) (= (B) 30%) 2,163

Loan Losses:
Assumed Loan Losses (%)
(D) (= (C) 50%) 721

(D) (= (C) 50%) 1,082
(E) (= (C) x 70%) 1,010
(E) (= (C) x 70%) 1,515
(1) Capital Deficit after NPL Losses
(F)=(A) - (D) -451
(F)y =) - D) -812
©) =@ -(E) -740
(G) =(A) - (E) -1,245
(2) Amount Needed to Recapitalize to 8% CARD 600
Total Required Resources
@ - (P 1,051
@ - (Fy 1,412
@ -(@© 1,340
@ - ©) 1,845

2 Total loan of financial institutions in 1997. Bank of China.

b cAR= capital adequacy ratio. Total asset of four State-owned banks was about
RMB1 trillion in 1997, and itis assumed here that 25 percent of it is risk-free asset.

Source: Author’s estimates.

If we assume that the NPL ratio is 20 percent
and about half of NPL is recoverable, then the total

-~ fiscal implicationwill be about RM B1trillion.” If we
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assume, however, that the NPL ratio is 30 percent -
and only 30 percent of NPL is recoverable, then the |
total fiscal resourcesrequired will be about RMB1.8 :
trillion. Thesefiguresdo not include theinitial costs :
of the purchase of the nonperforming assets by the :
Government or by asset management companies. If :
other commercia banks and deposit-taking NBFIs |
are included, the total fiscal resources needed to re-
habilitateall troubled financia ingtitutionsinthe PRC
may well go beyond RMB2 trillion, which is 25-30 -
percent of GDP. Most of these funds must be mobi-

lized by issuing Government bonds.

ESTABLISHMENT OF ASSET MANAGEMENT
COMPANIES

assets or assets of different industries.

RECAPITALIZATION OF BANKS

Once the nonperforming assets are carved out and
losses are written off, the Government can identify
the amount to be supplied to recapitalize the banksto
the minimum CAR of 8 percent required by the Bank
for International Settlements (BIS). The recapital-
ization of individual banks, however, should be con-
ditioned on their plansto improvetheir management,
organizationa structure, human resource deployment,
credit analysis, risk management capacity, etc. The
authorities should ask individual banks to submit a
detailed and credible plan to restructure themselves
and should link Government assistanceto theimple-
mentation of this plan. Otherwise, the recapitaliza-
tion may have to be repeated. The authorities may
also consider allowing temporarily higher interest
margins (page 43).

Enhancing the Commercial
Orientation of Banks

Four State-owned banks account for more than 80
percent of total bank assets and two thirds of finan-
cial assets. The condition of these banks affectsthe
health of the entire economy. Transforming these
banks into genuine commercia banks is therefore
essential to improve the efficiency of alocation of
financial resources in the PRC.

ENHANCEMENT OF AUTONOMY
In addition to the burden of large nonperforming as-

- sets, the four banks are currently constrained by

heavy Stateinterventionsin their asset/liability man-

- agement. Recapitalizing these banks is necessary,
To carve out bad assets from the banks effectively,
Chinese authorities will need to establish asset man- -
agement companiesthat will purchasebad assetsfrom -
the banks, manage them efficiently, and then resell
them. Considering the hugesize of nonperformingas-
setsand the geographic diversification of the country,
theauthoritiesmay consider the establishment of mul-
tiple companies, each dealing with adifferent typeof
- Zhu Rongji’s statement in early 1998 that, under the

but isnot asufficient condition for ensuring that they
operate on commercia terms. A substantial part of
investment lending is still alocated to projects se-
lected by the State Planning Commission, and the
rest is subject to considerable informal government
influence, especialy inthe provinces. The autonomy
of the State banks in their credit decisions will have
to be further enhanced. A promising signis Premier

new system, the power of provincia governors and
mayorsto giveordersto local bank managerswill be
abolished. Autonomy can a so be enhanced by chang-
ing the governance structure of the banks.

GOVERNANCE
There is no formal, transparent governance mecha
nism for State-owned banks. The banks do not have
agoverning body through which ownership rightsare
exercised, although BOC has a board of directors.
There are no ingtitutional arrangements to separate
the roles of the Government as owner, regulator,
tax authority, and primary borrower. Thislack ag-
gravates the potential conflicts of interest inherent
in these roles.

Theauthorities may consider establishing aboard
of directors, half of whose members are indepen-
dent outside directors who are respected for their




expertise and integrity. The committee composed of
these outside members should be given the right to :
select the bank president and to closely monitor the :
bank management. The Government, rather than di- :
rectly appointing the bank managers, may appoint :
the bank managers following the recommendation :
of thiscommittee and get into detailed contractswith :
the professional managers on the performance cri- :
teriaand compensation. In thisway, the Government :
may enhance the autonomy of State-owned banks :
- thecentral bank’ ssupervision capacity makefull-scale

and, possibly, their management efficiency.

INCREASE OF FOREIGN PARTICIPATION

operational efficiency.

IMPROVEMENT OF TAXATION

Thetaxeson banksneed to berevised. Chinesebanks
are currently paying extremely high taxes for two
reasons. First, poor and inadequate loan-classifica- -
tionand loss-provisioning policiesresultinabigover-
estimate of profitsonwhichtheincometax islevied.
Second, the business tax is levied on the grossin-
come from interest and fees. The combined busi-
ness and income tax is estimated to be about 75 per-
cent of the reported income of Chinesebanks (Lardy -
1998). Asaresult, even though banks may beincur-
ring losses (in astrict sense), they are subject to high -
taxes, further eroding their capital base. The situa- -
tionwill be corrected once proper loan classification
and loan-loss provisions are made and accounting -
practices are improved. Nevertheless, the high busi- :
nesstax imposed on the grossincome of interest and :
fees (currently above 8 percent) needsto be reduced :

THE BANKING SYSTEM OF THE PRC

to improve the financia status of Chinese banksin
thelong run.”

INTEREST RATE DECONTROL

Reform of theinterest ratepolicy will alsobeaninte-
gral part of the process of “commercializing” the
banks. The Chinesefinancial sector may not yet beat
thestagewhereit canimplement full liberalization of
interest rates. Thecurrent statusof thefinancial insti-
tutionsaswel |l asthereal sector’sfinancial health, and

interest rate liberalization risky. But the interest rate

: policy needsto be more flexible than it is now. The
A substantial increase in competition in the banking :
sector will induce more commercial-oriented lending :
decisions of the banks. In thisregard, the authorities :
may allow foreign banks to expand their domestic 3
currency businessby easing the geographic and other
constraints imposed on these banks. The authorities
may also allow foreign participation in the existing -
banks or establishment of new foreign commercial
banks to improve the governance of banks and their -

Government hasalready taken stepsintheright direc-
tion by reducing the number of officially determined
interest rates, introducing treasury bill auctions, and
adjusting interest rates more frequently in line with
inflation. Buttheauthoritiesshouldallow greater flex-
ibility insettinglendingrates. A wider interestratemar-
gin between|oansand depositsfor ashort period will
helpimprovethefinancial performance of the banks.
Oncesubstantial progressismadeinthebanks' finan-

- cial situation and banking supervision, theauthorities

may consider expandingliberalizationtodeposit rates.

PRIVATIZATION

Privatization of the four State-owned banks does not
seem to be a realistic option because the quality of
their assetsis very poor and massive rehabilitation
will be required before privatization. Since asset re-
structuring and rehabilitation will take substantial time,
privatization does not seem to be on the immediate
agenda. Once substantial progress has been achieved
inbank and SOE restructuring, the Government may
start selling its bank share in the capital market and
reduce its ownership gradualy.

Dealing with Internal Constraints

Themajor internal congtraintsthat the Chinese bank-
ing system currently faces and on which substantial
improvements are needed can be summarized as
follows:
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* Organizational structure. The five-layer organi-
zationa structure—head office, provincia branch, :
prefecture/municipal branch, county and :
subcounty branch, and banking offices and de- :
posit-taking units—of the banks mirrors that of :
the Government. Functional units within each -
vertical level replicate the organizational struc- |
ture of the next level and report directly upward
without significant interaction horizontally or di-
agonally with other departments. Such segmen- -
tation hasresulted in relatively isolated compart- -
ments, limitationson dataquaity, inefficient flow -
of information, confused line of authority, and
the inability of managers to supervise activities -
within their areas of responsibility. Head offices
seem to have very little control over the opera-

tions at the branch level.

tion, equity accounting, foreign exchange trans-
lation, and income recognition and |oan classifi-
cation. Asset quality, capital, and profitability
seem grossly overstated. Mideading and funda-
mentally flawed information has been used by
bank management to makerisk control and other
business decisions, and by the Government to
make tax and prudential decisions.

Strategic planning. Business plans, investment
plans, and annual budgets are based on Govern-
ment targets for loans, deposits, and tax pay-
ment, instead of on in-depth analysis and inde-
pendent projection of economic trends, and the
banks' market position and performance. It is
possible that the ongoing reform initiatives such
as the rationalization of a branch network are
being carried out by the banks without adequate
internal and external analysis of their market

Financial management. A proper management
accounting system is absent. The financial ac-
counting system is designed to meet statistical
reporting and other regulatory requirementssuch
as credit quota, interest rate control, and capital
expenditurelimit. It doesnot follow international
norms for income/expense accruals, deprecia-

share, strengths and weaknesses, current and
projected profitability, business mix, and distri-
bution network, etc. which are usually devel oped
in astrategic business plan.

* Credit management. The organization of the
credit function in the four banks reflects their
history. Different departments process credit
transactions based on either the type/maturity of
loans, or the currency in which aloan isdenomi-
nated, rather than on market segment, borrower
convenience, or risk characteristics. It is often
difficult to aggregate total exposure to asingle
borrower sinceloans may be distributed among
several departments at different levels of the
banks. The banks are unable to identify desir-
ablerisk customers or bankable projects, in the
absence of active portfolio management and ap-
propriate credit standardstoidentify market seg-
mentsand industry viability. In addition, systems
that are common internationally, such as cus-
tomer risk grading and collateral security, do
not exist.

e Human resource development. Due to the
Government’sfull employment policy and theri-
giditiesin housing patterns and traditional social
practices, the management of the banks haslittle
autonomy over recruitment, retention, discipline,
rewards, and rotation of staff. In the banks, the
business strategies and the human resource de-
velopment policies are not aligned, resulting in
high-cost, low-returntraininginitiatives.

There should be appreciableimprovementsinthe
above areas so that the four State-owned com-
mercial banks can successfully be transformed into
genuine commercial banks. The banks need overall
changesintheir organizational structures; products
and services; and credit analysis, management ac-
counting, and risk management systems. Most |end-
ing isdone at the county or below-county level. The
authority and autonomy of abranch are determined
not by its business characteristics or financial posi-
tion, but by its administrative rank. The structure




and the corresponding reporting channels open the
door for local government intervention. It isthere- :
fore necessary to reorganize the banks in such a :
way that the control of the head office over major :
loans analysis and decisions of the local branches :
can be strengthened. The Chinese banks face se- :
rious human resource challenges. The workforce :
has a very limited understanding of commercial :
banking and needs extensivetraining. Training pro- :
grams so far have been biased toward formal and :
classroom education. An extensive training pro- :
gram with a permanent staff and an adequate com- :
mercial banking curriculum should be devel oped. :
Unless the banks address the internal constraints -
and strengthen their internal management systems :
and controls, the additional capital to be provided :

may just be wasted.

Strengthening Bank Supervision

department.
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the result of extensive training and experience ac-
quired over time.

The PBC issued in November 1997 a set of pro-
visiona rulesestablishing aboard of supervisorsll to
oversee the asset quality and the management of
State-owned commercia banks. The major respon-
sibilitiesof the board include supervising and assess-
ing the banks' asset/liability management; protecting
and developing State assets; ensuring the quality of
bank |oans; eval uating the performance of the banks
board of directors and bank chiefs; and advising on
the appointment, removal, and sanction of bank se-
nior officials.

To further strengthen its supervisory power, the
PBC announced in January 1998 that the central
banking system would be transformed into a system

- similar to the Federal Reserve System. In the cur-

rent system, PBC branches are under the supervi-

- sion of both the central PBC and the local govern-
To prevent further deterioration of the banks assets
quality, the authorities should strengthen banking su- -
pervision. Inthe past, banking supervisioninthe PRC -
had focused onthebanks' compliancewith key policy -
targetsand ratios. But since 1994, thefocushasbeen
gradually shifting to the observance of prudential
norms. Some progress has been made in a number -
of areas, including loan classification, definition of
past-due loans, loan-loss reserve, and disclosurere-
guirements. Measures to strengthen banking super-
vision have aso included greater resources at the .
PBC for off-site inspection and the stipulation that
every commercial bank establish an internal audit

ment where they arelocated. Under the restructured
system, regiona headquarters will be formed over
the next threeyearsby combining provincia branches.
Thiswill strengthen the PBC’ s supervisory and regu-
latory authority because the banks' local branches
will report to the regional headquarters of the PBC.
More importantly, this will break the traditionally
strong relationship between local governments and
the local PBC branches. To prepare for the reorga
nization, the PBC has appointed senior headquarters
officials (director level) to head some strategic pro-
vincia branches.

Recently, the PBC took a high profilein fighting

. against malpractice by bank staff by releasing a set

The PBC plans to improve the banks' portfolio -
management by adopting international loan classifi- -
cation standards based on new accounting measures -
and afive-category risk-based grading system.10 The
systemwastried in Guangdong Provincein mid-1998.
The new system divides loans into five categories; -
normal, special attention, substandard, doubtful, and :
loss. However, such aloan classification system re- :
quires judgment by bank staff. Expert judgment is :

of rulesthat penalize bank officialsfor violating regu-
lations, such asraising interest rateswithout official
approval, placing public funds in private accounts,
loose cash management, use of bank capital for
speculation in stock markets, and violation of foreign
exchange control. Overall, bank supervision hasbeen
strengthened in recent years as reflected in the clo-
sure of alarge number of unauthorized institutions;
closure of a large number of trust and investment
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companies, many of which seem to have been oper- -
ated in violation of central bank regulations; and the :
first closure of afailed bank, the Hainan Develop- -

ment Bank, in June 1998.

Nevertheless, banking supervision in the PRC :
needs further improvement. Although many new :
regulations and plans have been announced, it is |
doubtful whether they are enforced. For instance,
- the banks. Firgt, the provisioning rule should be im-
tional People's CongressinMay 1995 and whichtook
effect on 1 July 1995, stipulated anumber of impor-

the Commercial Bank Law, approved by the Na-

tant prudential ratiosfor commercia banks:
» The CAR must not be lower than 8 percent.

percent.

* Theratio of liquid assetstoliquid liabilitiesmust
- following normsin the United States (i.e., pass, spe-
~ cia attention, substandard, doubtful, and loss) has
ceed 10 percent of a commercia bank’s total

not be lower than 25 percent.
* Loans to a bank’s largest borrower cannot ex-

capital.”

tion. But at the time the Commercial Bank Law
was passed, none of the four large State-owned
banks were anywhere near compliance with the
loan/deposit prudential ratio. Thesituationissimilar
with respect to concentrated lending. Although sev-
eral State-owned banks are known to have unusu-
ally largeloans outstanding to single borrowers, not
asingle Chinese bank publicly reportsitsloan con-
centration ratio.

Banks already in existence when the Commer-
cial Bank Law was passed, but which did not meet
the specified prudential ratios, weretemporarily ex-
empted. The PBC was to later specify when those
banks had to comply with the new regulations. It is
not clear whether or not the central bank has pro-
mulgated a specific timetable for compliance. The
capital adequacy of the largest State-owned banks
has plummeted since 1995. The loan/deposit ratio
of thelargest bank, the |CBC, has not fallen signifi-
cantly in recent years and remains far higher than

the prudential ratio specified in the Commercial Bank
Law.”

It is true that the current financia situation of
Chinese banks is so poor that the international pru-
dentia norm may not be strictly enforced. But in
conjunction with the rehabilitation of banks, the au-
thorities should enforce the rulesmore strictly to pre-
vent further deterioration of the financial health of

proved. Currently very little provisionsare made. Far
less than 1 percent of total loans has been provi-

~ sioned, despite the huge nonperforming assets. Sec-
- ond, loan classification should beimproved. Currently,
* Theratio of loansto deposit must not exceed 75

loan classification in the PRC relies on the payment
basis, not on the evaluation of the risk characteris-
tics of borrowers. The new loan classification rule,

not yet been implemented. Implementation on the

" operational level requires training the supervisory
These basic ratios were an important develop-
ment in the Chinese system of prudential regula-

staff in understanding therisk analysisof loans. Third,
the frequency of on-site inspections will need to be
increased, mostly at provincial, city, and even county
level. Currently, on-siteinspectionisdone every three
years. The PBC's capacity for banking supervision
has to be improved through training of its staff.

In addition, theinfrastructure for effective bank-
ing supervision has to be improved. This will re-
quire the adoption of modern accounting systems,
new financial reporting methods by the banks, and
a focus in financial accounts on the overall risk
borne by individual financial institutions. Account-
ing and auditing standards need to be rigorously
implemented in all banks. Weaknesses in key fi-
nancial data will defeat any efforts to strengthen
supervision. Since Chinese expertisein thisareais
scarce, the PRC should rely alot on technical as-
sistance from foreign institutionsto makeimprove-
mentsin banking supervision.

Thefundamental difficultiesinimplementing pru-
dential bank regulations in the PRC lie not only in
weaknessin technical design or experience, but per-




haps to a larger extent in the legacy from the large -
State sector. Thus, here again, the reform of SOEs :
isthekey factor in enforcing sound prudential regu- :
lation in the banking system. Without adequately ad- :
dressing the issue of SOEs, the regulation that re- :
guires banks to reduce risky loans is unlikely to be :
- was achieved through restraints in the PBC's lend-

effectively implemented.

Currently, the off-balance-sheet transactions of :
Chinesebanksarevery limited because of strict regu- :
lations on these transactions by the PBC, thelimited :
access of the banking sector to international busi- :
ness, and slow development of derivative markets. :
But over time, the off-balance-sheet transactionsare -
expected to increase fast and the PBC must be pre- :
pared to exercise effective supervision. In the case :
of NBFIs, especially trust and investment compa- :
nies, the off-balance-sheet transactions seem sub- 3

stantial through guarantees.

Sincethe majority of deposits are with the State- -
owned financial institutions, thereisanimplicitde-
posit insurance extended to most deposits in the -
PRC. Therefore, the need for the establishment of
an explicit deposit insurance scheme does not seem -
to be crucial at this moment. Given the size of the -
nonperforming assets of the banking sector, itishard -
to expect any reasonable pricing of insurance pre-
miums even if the deposit insurance schemeises -
tablished. However, the authorities may carefully
examinethe potential benefit and cost of establish-
ing a deposit insurance scheme for NBFIs, which
take deposits. The scheme may help contain the
systemic risk that can be transmitted from the non-
bank financial sector to the banking sector, but it -
may also increase a pervasive moral hazard effect -
on the NBFIs. Unless prudential regulation and su- -
pervision on NBFIs are significantly tightened, a -
deposit insurance scheme may entail substantial
public cost to compensate depositors since with -
thebanks poor asset quality, the premiumswill never
be sufficient. One aternativeisto encourage a self- :
created and managed deposit insurance scheme by :
- credit plan istheright step.

each type of NBFI.

THE BANKING SYSTEM OF THE PRC

Indirect Monetary Control

The monetary authority has been successful in con-
trolling the monetary base during the past several
years. Thiseffective monetary control hastaken place
despitealargeincreasein foreign capital inflow dur-
ing the period. Sterilization of foreign capital inflows

ing to the banks and the sale of PBC bondsto finan-
cial ingtitutions (Table 9). As a result, the share of
foreign assets in the total assets of the monetary
authority increased while that of domestic assets
decreased (Figure 7).

The situation was helped by some institutional
changes. The Budget Law passedin early 1994 stated
that the budget deficit can be financed only by issu-
ing bonds. Asaresult, PBC'slending to the Govern-
ment was frozen at the level of end-1993." PBC's
lending to the four State-owned bankswas also con-
trolled reasonably well although there was a sub-
stantial increase at the end of 1996 in relation to the
PBC’ssupport to agricultural procurement. Thegross
PBC claimson financia institutionsincreased mod-
estly. They followed the standard seasonal pattern
of declininginthefirst half of theyear, thenrisingin
the second half mainly on account of lending for ag-
ricultural procurement. The net PBC claimson banks
have been falling each year, and are now negative.

In January 1998, the PBC abandoned the credit
plan, withdrawing from direct control of credit ex-
pansion. The credit plan, apart from being akey in-
strument for allocating resources, was the principal
means by which the PBC influenced aggregate de-
mand and controlled the money supply. But it was a
relatively inflexible instrument, difficult to adjust in
the face of the changing macroeconomic situation.
It had also been eroded as an effective control on
total bank lending because banks were giving loans
in such a way as to keep them outside the credit
plan. Each time the authorities issued new regula
tionsto stem such unauthorized flows, new channels
and techniques were created. Thus, abandoning the
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IELICECH Balance Sheet of the People’s Bank of China (RMB billion)

Item 1993 1994 1995 1996 1997
Foreign Assets 154.95 445.13 666.95 956.22 1,322.92
Claim on Government 158.27 168.77 158.28 158.28 158.28
Claim on Deposit Money Banks 960.95 1,045.10 1,151.03 1,451.84 1,435.79
Others 93.40 99.82 86.17 80.34 224.33
Total Assets 1,367.50 1,758.82 2,062.43 2,646.68 3,141.32
Reserve Ratio? 22.36 21.31 21.10 22.19 21.61

2 Required reserve plus excess reserve/Total deposit.

Source : People’s Bank of China. 1998. Quarterly Statistical Bulletin, 1998-1, Volume IX.
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However, the PBC should be able to use effective
indirect monetary control instruments. Right now, the
Chineseeconomy isslow andthedemandfor creditis
weak. But when the macroeconomic circumstances
call for atightening of the monetary stance, thereisa
danger that the PBC will have to resort to old mea-
suresfor direct control of credit or el seloosen mon-
etary control. Theimplicationisthat thePBCwill need

to quickly develop other instrumentsto control mon-
etary aggregates. Certainly, the PBC isaready in a
positiontousereserveratios, asset/liability ratios, and
the rediscount facility more actively to reduce or in-
jectliquidity intothefinancial system. Overtime, how-
ever, additional fine-tuning of themonetary policy will
requiretheuseof openmarket operationstomakeshort-
termadjustmentstoliquidity. Forthis, themonetary au-
thority will needto permit somewhat greater flexibility
of interest ratesinthe money market and at the shorter
end of the maturity spectrum to prepare for open mar-
ket operations. Without suchflexibility, itwouldbediffi-
cult for open market operationsto get off the ground.
For thepurposeof a soincreasingtheautonomy of com-
mercial banksintheir asset or liability management, a
shifttoindirect monetary control isessential .
Currently, the PBC requires a high reserve de-
posit for monetary control (Table 10).15 At the same
time, itisgiving alarge amount of loansto commer-
cial banks. Since the PBC's lending rate is substan-
tially higher than the interest rate paid to reserve
deposit, commercia banks are paying a substantial
cost for keeping large reserve deposits. In the fu-
ture, both the banks' reserve depositsand the PBC's

JELICNIV Balance Sheet of Deposit Money Banks (percent)

Item 1993 1994 1995 1996 1997
Liabilities to Central Bank/Total Liabilities 25.29 20.50 17.51 17.54 14.68
Reserve /Total Deposit 22.36 21.08 20.69 22.19 21.61
Required Reserve/Total Deposit 11.07 11.05 10.97 10.61 12.14
Guided Excess Reserve/Total Deposit 11.29 10.03 9.72 11.58 9.47

Source: People’s Bank of China. 1998. Quarterly Statistical Bulletin, 1998-1.




credit to banks should be reduced (i.e., the asset and
liability sides of the PBC should offset each other) :
s0 as to broaden the scope for effective monetary :
control by the PBC. Currently, the PBC is lending :
RMB1,436 billion to DMBswhileit takesRMB1,611 -

billion as areserve deposit (Figure 8).

SI-RH People’s Bank of China (PBC)
Credit vs Reserve Deposit
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Source: People’s Bank of China, Quarterly Statistical Bulletin, various issues.

balance shest.

Nonbank Financial
Institutions

Parallel to the development of the banking system, a -
range of new NBFIs emerged over the 1980s and
the 1990s, becoming an important part of the finan- -
cial system. NBFIsincluderural credit cooperatives
(about 60,000), urban credit cooperatives (about -
1,500),16avariety of trust and investment corpora-
tions, finance companies, leasing companies, insur- :
ance companies, and securities dealers (Table 11). :
Most of the NBFIs are State-owned, usually with :

THE BANKING SYSTEM OF THE PRC

control resting inthe hands of provincial and munici-
pa governments. Many of the urban credit coopera-
tives have recently been merged and converted into
urban cooperative banks. Many of the trust and in-
vestment corporations and most of the largest secu-
rities dealerswere set up aswholly or partially owned

subsidiaries of the State commercia banks.

Therapid growthinthe number and sizeof NBFIs
is one of the bright spots on the financia landscape.
NBFIs contributed to the rapid expansion of the ac-

-~ tivitiesof the private sector whose accessto the bank-
- ing sector had been limited. Thegrowth of theNBFIs

is necessary to further mobilize financial savings, to

: develop ingtitutional investors, and to increase the
- competitive force in the PRCs financia sector.

But such growth also harbors considerable risk

~ tothebanki ng system. The excessive growthinthe

number of NBFIs and their indiscriminate business

- operations constitute another potential threat to the

In other words, the PBC is lending to banks to -
support their policy loanswhile taking large reserve -
depositsto offset the monetary impact—the bottom -
lineisthe squeeze on commercial bank profitability -
(eventhoughinterestispaid to thelatter) and putting -
constraints on indirect monetary control. The PBC
should gradually reduce both lending and reserve
deposits, and in thelong run should consider remov-
ing the lending for policy loans altogether from its -

stability of the financial system. By attracting de-
posits from local residents and paying a dlightly
higher interest rate than the commercial banks, ru-
ral credit cooperatives have expanded very fast.
Many of them are now operating virtually as banks
in that they take deposits and provide lending be-
yond their regional boundaries. They have contrib-
uted to the rapid development of the town and vil-
lage enterprises.

Thereisadanger that therisky financial activities

. of NBFIs can transmit large systemic shocks to the
. banking system. The weak regulatory oversight has

meant that the probability of financial failure among
large NBFIsis high. At this point, the trust and in-
vestment corporationsare the most troubled and need
massive restructuring. Most of them have not ad-
hered to the provisional regulationsissued in 1986,
which require them to have capital equivalent to at
least 8 percent of their assets, to limit loans to a
single enterprise to less than 30 percent of the
borrower’s fixed assets and less than 20 percent of
the lender’s capital, and to hold fixed assets at less
than 30 percent of the corporation’s capital. Many
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IELICHER Total Credit of Banks

Iltem

1993 1994 1995 1996 1997

Banks
State Commercial Banks
Other Commercial Banks
Nonbank Financial Institutions
Rural Credit Cooperatives
Urban Credit Cooperatives
Finance Companies
Specific Depository Institutions®
Total Credit

Banks
State Commercial Banks
Other Commercial Banks
Nonbank Financial Institutions
Rural Credit Cooperatives
Urban Credit Cooperatives
Finance Companies
Specific Depository Institutions®

RMB billion

3,516.1 4,500.3 5,463.1 6,614.4 7,991.6
3,319.5 4,182.1 4,994.6 5,947.1 7,213.5
196.6 318.2 468.5 667.3 778.1
742.3 1,030.1 1,360.3 1,914.1 2,292.9
375.0 505.3 679.1 870.7 1,012.2
118.2 216.9 306.0 374.8 498.9
16.3 27.7 49.0 82.0 100.5
232.8 280.2 326.2 586.6 681.3
4,258.4 5,530.4 6,823.4 8,528.5 10,284.5

Percent of total credit
82.6 81.4 80.1 77.6 77.7
78.0 75.6 73.2 69.7 70.1
4.6 5.8 6.9 7.8 7.6
17.4 18.6 19.9 224 22.3
8.8 9.1 10.0 10.2 9.8
2.8 3.9 4.5 4.4 4.9
0.4 0.5 0.7 1.0 1.0
5.5 5.1 4.8 6.9 6.6

2 Including financial trust and investment corporations, leasing companies as well as the State Development Bank of China and the Export-Import Bank of China since 1996.

Source: People’s Bank of China. 1998. Quarterly Statistical Bulletin, 1998-1.

trust and investment companies have currently
smaller assets value than liabilities and are thusin-
solvent. To ensure the soundness of these institu-
tions, the authorities need to follow similar restruc-
turing steps suggested for bank restructuring in the
previous section. They should start with a rigorous
appraisal of the asset quality of trust and investment
companies, take steps for the closure or merger of
troubled institutions, and strengthen supervision of
theseinstitutionsin linewith theinternational norms
of investor protection and information disclosure.
The Government is separating NBFIsfrom banks
to protect banks from the risks arising in the non-
bank financial sector. With the same objectiveinmind
and to tighten control over monetary aggregates, the
PBC may asorestrict bank lending to NBFIsthrough
theinterbank market or through other channels. While
thefinancial failure of alarge NBFI will undoubtedly
have repercussions for the banking system, the ef-

fectscould be dampened by introducing such firewalls
between the two types of ingtitutions.

Despite the many problems of NBFIs, the PRC
may encourage their growth as a way to increase
market competition and the overall efficiency of the
country’s financial system. Since the State-owned
banks are ailing due to huge nonperforming assets
the reduction of which will take substantial time, the
Chinese banking system will function poorly for a
while. To infuse new blood in the financial system,
Chinese authorities may encourage the devel opment
of sound and efficient NBFIs. Indeed, thereis merit
in encouraging the entry and development of NBFIs
in that they can complement the intermediation role
of the ailing banks, bring about more competitionin
the financia system, and serve those dynamic firms
that are not served well by the incumbent banks.

But there is also arisk. For instance, Korea en-
couraged the expansion of NBFIs when the Gov-




ernment found itself in adilemmabetweentheneed -
for banking reforms and the difficulties of imple- :
menting them. By the early 1980s, the commercial :
banks were heavily loaded with NPLs as a result :
of the Government’s strong push for heavy and :
chemical industry development. The Government :
recognized the necessity to liberalize these banks :
to make them more efficient alocators of fund
while also using them to rehabilitate troubled indus- :
tries. It chose to postpone reforms in the commer- :
cial banks, while encouraging the expansion of :
NBFIs as an alternative to bring more competition :
and market-based transactionsin the financial mar- -
ket. Asaresult, NBFIs grew fast, much faster than -
the ailing banks, and by the early 1990s had over- :
taken the banks in total volume of financial inter- -
mediation. But the NBFIs also posed a tremendous 3
moral hazard: they took advantage of the high in- -
terest rates that they could offer and charge, while
shifting the ultimate default risk to the banking sys- -
tem. Even though a benefit was that the financial
system as awhole became more commercially ori-
ented, the banking system continued to berepressed -
and burdened with alarge amount of nonperforming -
assets (Cho and Kim 1995). The NBFIs were less
tightly regulated and supervised by the regulatory
authorities. When Korea faced financial and bank- .
ing crises, it was discovered that many NBFIshad -
been badly managed and had already wiped out their

capital base.

The PRC also has experienced arapid growth of
NBFIs and their subsequent widespread insolvency .
especially for many trust and investment companies. -
The implication of the Korean experience is that -
NBFIs should be put under close prudential regula- -
tion and supervision. Although the growth of NBFIs
can complement the banking sector and contribute
to the efficiency of thefinancial system, it should not -
be an alternative to reforming the banking sector. In
other words, banking sector reform, although a hard :
task to address, hasto be decisively implemented for :

the long-term health of the Chinese economy.

THE BANKING SYSTEM OF THE PRC

Conclusions and
Recommendations

Financial sector reform in the PRC has shown some
significant progress. Deregulation of foreign ex-
change control over current account transactions has
been successfully achieved, the independence of the
central bank in conducting monetary policy increased,
the autonomy of State-owned banks in credit man-
agement has been enhanced, and bank supervision
has been improved. Neverthel ess, the Chinese Gov-
ernment facesanimmensetask: rehabilitate the bank-
ing system and improve its function as an efficient
financial intermediary. The Chinese banking sector
issuffering from thelegacy of the origin of the banks
asfiscal agents of domestic resource allocation. Af-
ter years of directed lending under the credit plan
and admini stered interest rates, the State-owned com-
mercial banksare confronted with alarge proportion
of NPLs and are considered insolvent. The internal
organization structures, reporting channels, and in-
formation flows that were created for the conve-
nience of government agencies and the measures
for implementing a central plan are now inadequate
for managing risk, enhancing efficiency, and maxi-
mizing profit.

In a sense, the PRC has done the easy part of
banking and financial reforms so far, and the rea
challenge till liesahead. Addressing the alarmingly
largeamount of NPLs, whichisclosely linked toloss-
incurring State enterprises, and transforming the four
State-owned banks into genuine commercial banks
are problems that the Chinese authorities still have
toresolve. It isobviousthat without successin deal-
ing with these problems the Chinese banks would
not be able to operate as efficient financia interme-
diaries. Nor could they be safely opened to foreign
competition and foreign capital transactions.

But inthe PRC, the Government cannot deal with
the NPLs of the State banks without resolving the
problems of SOEs. Since the SOEs' financia situa-

: tion has been deteriorating fast, the authorities should
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take the restructuring of SOEs and addressing the
NPLs of banks as urgent matters. Certainly, those |
are not tasks that can be accomplished overnight. :
But unlessthey are successfully dealt with, the Chi- :
nese economy cannot befully integrated into theglo- :
bal economy and its role in the world economy will :
remain limited. The current status of the Chinese -
banking system puts constraints on the devel opment
of thereal sector and carrieswith it the potential risk -

of afinancid crisis.

With respect to sequencing, the Chinese authori-
tiesshould addressthe domestic banking sector prob- -
lem with decisive and comprehensive programs be-
forethefinancial systemisfully opened. First, acare-
ful and rigorous appraisal of bank assets quality in
relation to thefinancial situation of State enterprises
has to be made. Second, based on the appraisal, ad-
equate |oan-loss provisioning should bemadeand an -
explicit time schedulefor recapitalization of banksto -
increase CARs should be established. Recapitaliza- -
tion should be done along with themitigation of inter-
nal constraints. For instance, improvements haveto
be made in management efficiency, human resource
deployment, organizational structure, governance

mechanism, and credit management. Third, theoverall
banking environment should be improved through
reduction of Government interventionin credit man-
agement, increase of competition by allowing greater
foreign participation in the banking bus ness, enhance-
ment of management autonomy, etc. Fourth, in con-
junction with improvement of the banking environ-
ment, bank supervision and prudential regulation
should be strengthened. Finaly, effective indirect
monetary instruments must be devel oped.

Until reasonable progress is made in the cited
areas, Chinese authorities should be cautiousin open-
ing its banking sector fully to the business of inter-
national lending and borrowings. Since its risk is
high, the Chinese economy may have to rely on
foreign direct investment as a main source of for-
eign capital inflow for a while. In the meantime,
foreign banks should be allowed to expand their lo-
cal currency business, and to participate in the own-
ership of domestic banks by taking over shares of
existing banks or establishing new banks or subsid-
iaries. Giving foreign banks entry to the banking
system will enhance competition and improve the
efficiency of the system.




Notes

1Thefour big State-owned commercial banksare 100 per-
cent owned by the central Government. All other banks,
with the exception of Minsheng Bank, are jointly owned
by the central and local governmentsand SOE conglom-

erates.

20ther factors include excessive expansion of bank
branches and spiraling increases in operating costs such -
as salaries and bonuses and the price of rented real estate. .

SHowever, there is gap between officia statistics based :
on the balance of payments and those in the Bank for
International Settlement (BIS). Such divergence between -
officiad and BISnumbershasexistedinthepastinthe PRC .
aswell asin other countries such as Thailand and Repub- -
lic of Korea. One adjustment of about $40 billion (of which
$20 hillion was short-term) isfor unrecorded liabilitiesto
foreign banks. Another adjustment of about $20 billionis -
for short-term, trade-rel ated debt. With these adjustments, -
the PRC'stota external debt could be $191 hillion at the
end of 1997, compared with the official estimate of $131 -
billion. Of that, the total outstanding short-term debt could
be $65 hillion, compared with theofficial estimate of $18

billion (World Bank’sinformal estimates).

4People’sBank of China. 1998. Quarterly Satistical Bul-

letin, 1998-1.

SThis situation is similar to the Korean case where the -
bulk of nonperforming assets is due to the insolvency of

large corporate firms (chaebols).

63tate Statistical Bureau, China Satistical Yearbook 1997,

pp. 454-455.

"This means trade credit among firms, i.e., accounts pay- _

able and receivable.
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8| nternational experiences suggest that the recovery rate
could be much less. Especially considering the large ex-
cess capacity and declining growth rates, nonperforming
loans could further increase.

%The Government should find alternative tax revenue
sources from other areas. Tax revenue from the banksis
not one of the major sources of revenue. Thus, a reform of
the tax systemis also required.

10The current system classified nonperforming loansinto
three categories: (i) “overdue’, or loans that have been
overdue for less than two years; (ii) “idle”, or loans that
have been overduefor morethan two years; and (iii) “ bad”,
or loansthat can be recognized asloss and are allowed to
bewritten off.

I ncludes representatives from the PBC, the Ministry of
Finance, the State Economic and Trade Commission, the
State Auditing Administration of State Property, and com-
mercial banks, aswell as economic and legal experts.

127honghua renmin gongheguo shangye yinghang fa
(Commercial Bank Law of the People's Republic of China),
1995. Beijing: Chinal egal Publishing House, article 39.

131 1996, the ratio was 0.94, not significantly different
fromthe 0.98 prevailing in 1995 (Almanac of China’s Fi-
nance and Banking. 1997, p.502).

141t temporarily increased at the end of 1994, but soon
returned to the original level.

I5Currently there are two types of reserve deposit. Oneis
the required reserve and the other is guided excess re-
serve. But the PBC forcesthe banksto put excessreserve,
through the guidance of excess reserve.

16see |. Islam and A. Chowdhury. 1997. Asia-Pacific
Economies: A Survey. New York: Routledge.
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Appendix 1

Institutional Development
of the Financial Sector

The Agriculture Bank of Chinawas reestablished as :

aseparatefinancia ingitutionin 1979; in March 1979

the Bank of China was separated from the People’'s

Bank; and in October 1979 the Construction Bank
was separated from the Ministry of Finance and also
madeinto anindependent financial instituti on. Even
moreimportantly, in 1983 the State Council approved
the creation of a separate central bank. Institution-

ally thiswas accomplished by simply designating the :

People’s Bank as the central bank and establishing

the Industrial and Commercial Bank to take over the -
deposit taking, lending, and other banking functions :
of the People’'sBank. Inrecent years, growthinthe 3

number and type of financial ingtitutions hasresumed

as the authorities sought to gradually increase the -
commercial orientation of thefinancial sector. Laws -

on central and commercia banking were enacted
and three policy banks’ were established in 1994 to

THE BANKING SYSTEM OF THE PRC

take up the policy-directed lending activiti es of Spe-
cialized banks, which wereredesigned as* state com-
mercial banks.” Two nationwide commercial banks
werelicensed, alongwith six other commercial banks
of regional significance and two “housing savings
banks.” In addition, some of the urban credit coop-
eratives (UCCs) and rural credit cooperatives
(RCCs) were merged and consolidated into city and
rura united banks, respectively.

The growth in the number of nonbank financial
institutions slowed down in recent years, however,
as the authorities have sought to separate banking
and nonbanking business and banks have been re-
quired to divest themselves of their nonbank sub-
sidiaries.”

At present, the financial intermediaries include
the 4 state commercial banks, the policy banks, 4
nationwide banks, several other commercial banks,
around 60,000 RCCs and 1,500 UCCs, trust and
investment companies, finance companies, securi-
ties firms, insurance companies, and leasing com-
panies.

Overview of China’s Financial Sector

State Council
People’s Bank of China

r
Policy lending banks

State Development Bank of China
Agricultural Development Bank of China
Export-Import Bank of China

Nonbank financial Institutions

- Trust and Investment companies
- Finance companies

- Finance leasing companies

- Rural credit cooperatives

- Urban credit cooperatives

1The Agricultural Bank had been a separate institution in two
brief periods in the 1950s and again in 1963-1965. At other
times, it operated as the Rural Bank Management Bureau of the
People’s Bank.

2The policy banks are the State Development Bank of China
(SDBC), the Export-Import Bank of China (EIBC), and the Agri-
cultural Development Bank of China (ADBC).

1
State commercial banks
- Industrial and Commercial Bank of China
- Agriculture Bank of China
- Bank of China
- People’s Construction Bank of China

Nationwide commercial banks
- Bank of Communication

- China ITIC Industrial Bank

- China Everbright Bank

- Hua Xia Bank

Other commercial banks

- Guandong Development Bank
- Shenzhen Development Bank
- Pudong Development Bank

- Shenzhen Merchants Bank

- Fujian Industrial Bank

- China Investment Bank

- Yentai Housing Savings Bank
- Bengbu Housing Savings Banks
- Merchant Bank

- Minsheng Bank

Swhile there is no uniform definition of policy lending, policy
loans tend to meet the following criteria: they are made at the
request of the Government to promote its economic, industrial,
and sectoral polices and to ensure funding for priority activities;
and they may or may not meet banks’ commercial criteria for
loans.

4The divestiture process was largely completed in 1996.

61




62

A STUDY OF FINANCIAL MARKETS

Appendix 2
Financial Reform Measures

Central Bank Independence

Under the old system, the People€' sBank of China :
(PBC, central bank) performed both central and com- :
mercia banking functions. Bank loanswereallocated |
onthebasisof directivesreceived from the economic
bureaucracy in line with planned targets. Therewas
no effective control of money supply asboth the State -
and any sick State-owned enterprises (SOEs) could
- determined rates. Thus, themarginal lending ratewas

Although the PBC was formally entrusted with -
central banking functionsin 1984, itscontrol over the
money supply was weak. In the face of intense de-
mand for financing from provincial governments,
which became increasingly powerful, bank credit
expanded rapidly at an annual average rate of 23.6 -
percent during 1987-1992. The PBC put up minimal -
resistance to the breaching of annual credit targets -
asgovernmentsat al levels and SOEs pursued their
- dlized. Bank interest rates have been frequently ad-

borrow from the bank almost without limit.

aggressive development strategies.

The process of thoroughly overhauling the bank-
ing system beganin 1993. The programincluded the

transformation of the PBC into a kind of Chinese
Federal Reserve. A very bold attempt was made at
the National People’s Congress in March 1995 to
make the PBC independent from the executive arm
of the Government and to remove it from the politi-
cal influence of the Communist Party. However, in
the face of strong opposition, acompromise Central
Bank Law was passed. The new law renders local
branches of the PBC independent of the local gov-
ernment.

The new PBC Law is an important landmark in
monetary policy development, giving the PBC the
power to perform the central bank functions of mon-
etary policy management and supervision of the fi-
nancial institutions. Whilethe new law still givesthe
State Council a leadership role in formulating and
implementing monetary policies, it also guarantees
the PBC a high degree of independence from other

levels of government and individuals. The PBC is

endowed with its own capital and must publish its

balance sheet and profit and loss statement on an

~ annual basis. Losses sustained by the PBC are to be

offset by State allocation, and the PBC is not to fi-
nance the budget except under exceptional circum-
stances.

Interest Rate Control
The State commercial banks can only adjust their
lending rateswithin aspecified band around officialy

not fully market driven and open market operations
(the sale and purchase of Government bonds to in-
fluenceliquidity) operated less efficiently than would
otherwise be the case. The regulated interest rates
werewell below potential market rates and negative
inreal terms prior to 1995-1996.

However, policy reform has been moving rapidly
since 1994. By mid-1996, interest rates in the short
term and the interbank markets had been fully liber-

justed to reflect the inflation rate, and are now posi-
tivein rea terms.

Credit Control

Until 1996, the main monetary policy tool wasthe
credit plan, under which the PBC set credit limitson
the State commercial banks, thereby controlling the
volume of new credit. Before 1994, the central of-
fice of the PBC set credit limits, but the local PBC
branches could adjust their credit ceiling by 7 per-
cent on either side of thislimit. Since 1994 the local
PBC branches have lost their right to adjust their
credit ceiling. However, local branches do have the
right to determinethedistribution of credit quota. Until
recently, the credit plan operated in conjunction with
more indirect instruments like open market opera-
tions and the interbank credit market.

In 1994, credit ceilingson financia ingtitutionsother
than specialized banks were eliminated and replaced
by regulations regarding assets and liability and risk




management. The credit plan applied to State-owned -

commercial bankswas abolished in January 1998.

Bank Supervision

every three years for domestic and foreign banks
and nonbank financial institutions (NBFIs).

Measures taken in recent years have sought to :
place more emphasis on prudential, rather than eco- :
nomic, regulation of the banking system. In addition :
to theintroduction of the asset/liability ratio manage- 3
ment system, the PBC hasinstructed all commercial
banks to form an internal audit department to moni- -
tor risks and improve internal controls. Since 1996, 3
supervision of the rural credit cooperatives has be-
come the direct responsibility of the PBC, and ef-
forts are being directed toward increasing the qual-
ity and frequency of on-site examinations of al fi- -
nancial institutions. To this end, the PBC has estab- -
lished a training institute to upgrade the prudential -
- branches established by the above bank categories,

The PBC dso conducts off-site monitoring of fi- .
nancial institutions' asset/liability ratios on aregular -
basis. Thefocusof off-site supervisionison monitor-
ing bank compliancewith 16 prescribed asset/liability
ratios, based on monthly and quarterly reporting by
the banks of some850items, including both prudential

supervision skillsof its 12,000 bank supervisors.

indicators aswell as other statistical information.

Capital Adequacy Standard

The capital adequacy standard was first adopted -
in Shenzhen, the testing ground of the PRC’s eco- -
nomic reform. This system requires banks to have -
sufficient capital, and uses capital to restrict liabili- :
ties. The purposes are to ensure the quality of assets :

and to restrict the risks involved.

THE BANKING SYSTEM OF THE PRC

Inthetransitional period (over thenext few years),

~ the PBC will concentrate mai nly on adjustment and
- control of the credit ceiling and the proportions of
: deposits and loans of commercial banks. Its guide-

Thefocus of supervision has been shifting toward :
prudential supervision and strengthening the finan- :
cia institutions' internal system of risk management :
control. The national supervision plan isformulated :
a the PBC head office, and on-site inspections of :
financial institutions at the national level are carried
out. Regular on-site inspections are scheduled once :
: percent of total loans (70 percent in 1994). For

lines are as follows: for the specialized banks, the
growth of credit loans (i.e., loansincluded within the
credit ceiling) should be less than 75 percent of the
average growth of deposits during every 10-day pe-
riod; for other commercial banks, credit loansshould
not exceed 20 percent of deposits; and for urban
credit cooperatives, credit loans must not exceed 75

NBFls, there is aso a requirement relating to the
percentage of loansvis-a-visdeposits; trust loans (in-
vestment) are not to exceed 20 timestheir total capi-
tal, and trust loans from their own resources must
not exceed 75 percent of their deposits.

Criteria for Entry

Currently, Chinese bank regulations have some
provisions dealing with the capital requirement for
banks and NBFIs. The required minimum paid-in
capital areasfollows: (i) national bank with branches,
RMB2 hillion; (ii) national bank without branches,
RMBZ1billion; (iii) regiona bank, RMBO0.8 billion; (iv)
cooperative bank, RMBO.8 hillion; (v) autonomous

30 percent, or 50 percent of that of the parent banks.
If the above categories of banks wish to engage in
the foreign-exchange business, 30 percent of the
minimum paid-in capital shall beinforeign exchange.

However, unlikeregulationsin Western countries,
Chinese bank regulations have not yet stipulated the

- qualifications of management, the development of a

reasonable business plan and projections, and thefi-
nancial strength of the proposed owners.

Separation of Commercial Banking from

Investment Banking

The1992-1993financial chaosdueto many banks
involvement in investment in the securities market
led to the recent regulation requiring all banksto di-
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vest themselves of investment banking affiliates. The
Commercia Bank Law stipulates that commercial |
banks are not allowed to engagein securitiestrading :
and underwriting, investment in nonbank financial en- :
terprisesand productive enterprises, and trust invest- :

ment.

Asset Diversification and Loans to Insiders

than 10 percent of the bank’s capital.

The Chineseregulator should consider reachinga
proper balance between prudential control, which
requires prohibition of insider lending, and develop-
ment, which suggests close ties between banksand
nonfinancial firms. Currently, the problem of SOES'
nonperforming debt is the biggest headache of the

State banking system. Debt-equity swaps, which al-
low the banks to turn themselves from creditors to

sharehol ders of the SOEs, can substantialy increase
the banks' power and incentive to closely monitor
the firms' management. Thisis at least an option to
be tried. Once a bank becomes a large shareholder
of afirm, naturally it tends to give favorable treat-
ment to this related firm. A certain degree of risk

~ associated with lending to insiders is a necessary
expense in restructuring SOEs at this difficult mo-

In the PRC, commercial banks are not allowed to
invest directly in productive enterprises and to own -
equity innonfinancial firms. Hence, theissueof lend-
ingtoinsidersor related parties does not exist. How-
ever, if the PRC adopts the suggestion of debt-eg-
uity swap (for the purpose of cleaning up bad debt
accounts due to nonperforming loans borrowed by
SOEs) made by some economists recently, it would
have to decide the extent of lending that would be
permitted for insiders. Currently, the PRC's Com-
mercial Bank Law stipulatesthat acommercial bank -
cannot lend to asingle borrower the amount of more

ment. In many Western countries, alending limit of
15 percent of the bank’s capital is generally consid-
ered reasonable; and in high-income countries, the
limitisnormally set between 15 and 20 percent. The
PRC's 10 percent limit stated in the Commercial
Bank Law seems somewhat over-restrictive. In ad-
dition, under the current system, each firmisallowed
to borrow from only one bank. Without changing this
arrangement, the 10 percent limit is unlikely to be
met by most bank branches.

Financial Opening

Foreign bankshave been alowed to open branches
in Shanghai and in 13 other cities, and eight foreign
bank branches were permitted in early 1997 to en-

. .. . 1

gage in limited local currency business. Currently
nineforeign banks are granted permission to engage
inloca currency business.

1A joint-venture bank was also granted permission to engage in

local currency business.




