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Chapter 1 Banking Industry

1.1 The Evolution and Role of the Banking Sector in China

Although banks share many common features with other profit-seeking businesses,
they play a unique role in the economy through mobilizing savings, allocating capital
funds to finance productive investment, transmitting money policy, providing a payment
system and transforming risks.

First, banks serve as principal depository of liquid funds for the public. The safety
and availability of such funds for transactions and other purposes are essential to the sta-
bility and efficiency of financial system.

Second, by channeling savings to productive investments, banks play a key role in
facilitating efficient allocation of scarce financial resources.

Third, banks serve to transmit the impulse of money policy to the whole financial
system and ultimately to the real economy.

Fourth, the banking sector provides indispensable national payment mechanism for
the development of modern financial and business system.

Fifth, the banking system as a whole reduces risks through aggregation and enables
them to be carried by those more willing to bear them.

Through nearly six decades of evolution, particularly more than two decades of re-
form and opening up to the outside world, China’s banking sector has entered a stage of
vigorous development. The past few years have been a marked acceleration of China’s
banking reform, particularly significant strengthening of the central bank’s capacity for
maintaining financial stability and macroeconomic management, substantial improvement
in the management of the commercial banks, and greater openness of the banking indus-
try.

The evolution of the Chinese banking system can be broadly divided into four pha-
ses. The establishment of the People’s Bank of China (PBC) in December 1948 marked
the beginning of the first phase, which was characterized by a mono-bank engaged in

both policy and commercial banking operations. It was dictated by a high centralized
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planned economic system.

The second phase began in 1984 when the State Council decided to make the PBC as
a central bank. The decision, which was made in response to the increased role of market
forces in the economy, promoted diversification of financial institutions with the estab-
lishment of four specialized banks, later known as “big four” wholly state-owned com-
mercial banks when distinction in their line of business became vague and joint-equity
commercial banks emerged.

The third phase began in 1993 when the State Council issued the decision on financial
reform, recognizing the urgent need for developing new financial markets, institution and
instruments. The government introduced a comprehensive package of measures aimed at
restoring financial orders as well as addressing the inflationary pressure and signs of o-
verheating, particularly in the real estate sector and the stock market.

During this period, a number of important structural measures were taken with par-
ticular significance for banking sector. The first was the unification of the Renminbi
(RMB) exchange rate and foreign exchange market in January 1994. Second, the passage
of central bank and commercial bank laws in 1995 provided a legal basis for the banking
system in China. Third, the acceptance of the obligation of Article Wl of The Article of
Agreement of the International Monetary Fund in December 1996, namely, commit-
ment to RMB current account convertibility, officially moved the remaining restrictions
on international payment for trade and service transaction. Fourth, the establishment of
a unified inter-bank money market in 1996 facilitated better liquidity adjustment for fi-
nancial institutions. Fifth, the gradual shift from direct to indirect monetary policy in-
strument greatly improved transmission of monetary policy and effectiveness of macro-
economic management. Sixth, the segregation of banking business from securities and
insurance business contributes to the stability of the financial system in a transition peri-
od characterized by massive institutional changes, inadequate regulatory resources and
insufficient self-discipline.

In addition, three policy banks were established in 1994 to facilitate the separation of
policy banking from commercial banking operations. These policy banking institutions
are playing a special role in financing major infrastructural projects and promoting agri-
cultural development and international trade and investment.

China’s accession to the World Trade Organization (WTO) ushered in a new era of
the evolution of the banking system. With the Chinese economy integrating into the
world economy further, China’s banking sector is fronted with many unprecedented chal-

lenges and opportunities and required to adopt a number of effective measures to promote
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the steady development of banking. The reform since then has been focusing on develo-
ping a sound and robust financial system to guard against and dissolve financial risks,
cleaning up the balance-sheet of the banks improving their ownership structure,
strengthening their corporate governance, development market infrastructure, enhancing
supervisory capacity, and further opening the banking sector to foreign participation.

Through more than two decades of reform efforts, China has developed a diversified
and competitive banking system, which includes policy banks, wholly state-owned com-
mercial banks, joint-equity commercial banks, city commercial banks and urban / rural
cooperative banks. Moreover, the non-banking financial institutions mainly consist of
trust and investment companies, finance companies, leasing companies, asset manage-
ment companies, as well as securities firms and insurance firms.

The banking sector has been playing an important role in facilitating the implemen-
tation of the stabilization and structural measures as well as sustaining strong economic
growth. The macroeconomic stability and structural improvement in turn have enabled
the banking sector to develop vigorously. Although capital market development is expec-
ted to speed up, banks are likely to continue playing a leading role in financing economic

and technological development as well as the economic reform in the foreseeable future.

1. 2 Institutional Overview of China’s Banking System

There are five types of banks in China: wholly state-owned banks, commercial
banks, postal savings banks, credit cooperatives, and foreign banks.

@ Wholly State-owned Banks: They in turn comprise state-owned commercial
banks and policy banks.

a. State-owned Commercial Banks: There are four state-owned commercial banks,
commonly referred to as the “big four”. They are the most dominant, influential and for-
midable players in China’s banking sector. Together they account for around 60% of the
banking sector’s total assets. How they evolve will determine the direction of the sector
and the pace of the economic reform. The “big four” are:

Industrial and Commercial Bank of China (ICBC): ICBC is originally mandated to
provide working-capital loans to the industrial and commercial sectors in the urban areas.
With the development of the banking sector, ICBC gradually became a full service com-
mercial bank., On April 21, 2005, the Chinese government formally approved ICBC’s
plan of shareholding structural reform. On October 28, 2005, ICBC was officially trans-
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formed from a state-owned commercial bank into a shareholding company and renamed as
ICBC Limited, which indicates a beginning of another important new stage of the devel-
opment of ICBC.

Agricultural Bank of China (ABC): ABC is originally set up to provide loans to the
agricultural and rural sector. At present, the branches and banking offices of ABC have
covered urban and rural areas of China, which enables ABC to become a large state-
owned commercial bank with the largest number of the branches and banking offices and
widest range of business. The scope of business has developed from the original rural
credit and settlement to a wide range of financial businesses with RMB or foreign curren-
cy.

Bank of China (BOC): In 1949, BOC became the state-designated specialized foreign
exchange bank. In 1994, BOC was converted into a wholly state-owned commercial bank
with the deepening of the reform of the financial sector. Together with the other three
wholly state-owned commercial banks, it constituted pillars of the country’s financial in-
dustry. BOC London Branch, the first overseas branch of the Chinese banks, was estab-
lished in 1929. From then on, BOC successively opened branches in global financial cen-
ters, and has built up its network in 27 countries and regions. BOC is initially mandated
to specialize in international transaction, e. g. foreign exchange service and trade cred-
its. At present, its businesses cover commercial banking, investment banking and insur-
ance. Members of the group include BOC Hong Kong, BOC International, BOC Insur-
ance and other financial institutions. The bank provides a comprehensive range of finan-
cial services to individual and corporate customers as well as financial institutions world-
wide. In 2003, BOC was named by the State Council as one of the pilot banks for joint-
stock reform of wholly state-owned commercial banks, and on August 26, 2004, BOC
Limited was formally incorporated in Beijing as a state-controlled joint stock commercial
bank.

China Construction Bank (CCB): The history dates back to 1954, when the People’s
Construction Bank of China was founded as a wholly state-owned bank under the direc-
tion of the Ministry of Finance of the PRC to administer and disburse government funds
for construction and infrastructure related projects under the state economic plan. In
1979, the People’s Construction Bank of China became a financial institution under the
direction of the State Council and gradually assumed more commercial banking functions.
The People’s Construction Bank of China gradually became a full service commercial
bank following the establishment of China Development Bank in 1994 to assume its policy

lending functions. In 1996, the People’s Construction Bank of China changed its name to
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CCB. In 2003, CCB was named by the State Council as one of the pilot banks for joint-
stock reform of wholly state-owned commercial banks, the same as the BOC. On Sep-
tember 17, 2004, CCB Limited was formally incorporated in Beijing as a state-controlled
joint stock commercial bank.

b. Policy Banks: The government established three policy banks in 1994 to relieve
the “big four” of their state-directed lending role.

They are:

Agricultural Development Bank of China (ADBC), which primarily took over the
policy lending role of the ABC. As a policy financial institution under the direct leader-
ship of the State Council, ADBC has seriously implemented the policies of the govern-
ment on grain and cotton procurement and other relevant economic and financial policies
to play an important role in safeguarding the national food security, protecting the inter-
ests of the farmers and promoting development of agriculture and rural economy. Since
the 16™ National Congress of the Communist Party of China, agriculture, rural areas and
farmers have become the top priority of the new leading group of the CPC Central Com-
mittee. According to the scientific theory on development and a new thought about com-
bing rural and urban economic development, the guidelines of “more support, less tax
burden and more liberal attitude” in rural areas have been put forward and the strategic
readjustment of agriculture and rural economy has been advanced. Facing a speed-up of
reforming marketing system of grain and cotton and rural financial system, ADBC is con-
fronted with both opportunities and challenges.

China Development Bank (CDB), which primarily took over the policy lending role
from the CCB and to a certain extent from the ICBC. CDB is under the direct jurisdiction
of the State Council. At present, it has 32 branches and 4 representative offices across
the country. Over the past decades, CDB has conscientiously followed China’s macroeco-
nomic policies and carried out its macro-control functions in support of national economic
development and strategic structural readjustment. CDB has been a major player in long-
term financing for key projects and supportive construction in infrastructure, and basic
and pillar industries, which are vital to the development of the national economy (CDB
was changed into commercial bank in 2009).

Export-Import Bank of China, which primarily took over the policy lending role
from the BOC, particularly the trade financing function, is solely owned by the central
government. It is a state policy bank under the direct leadership of the State Council. Its
international credit ratings are compatible to the national sovereign ratings. At present,

the bank has 7 business branches, 6 domestic representative offices and 2 overseas repre-
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sentative offices — one for Southern & Eastern Africa and the other is Paris Representa-
tive Office. It has established and maintained correspondent relationship with 140 foreign
banks worldwide. As an important force in the backup system of foreign trade and econo-
my and a significant component of the financial system, the Export-Import Bank of China
has developed into a key channel of policy financing for both Chinese export of mechanic
and electronic products, complete set of equipment, and high-tech products and under-
taking of offshore construction contracts and overseas investment projects. Meanwhile,
the bank is also the major onlending bank of foreign government loans and the sole lend-
ing bank for Chinese government concessional loan entrusted by the Chinese govern-
ment. The bank is playing a more and more important role in promoting the development
of the open and export-oriented economy of the country.

Policy banks fund themselves primarily through the issuance of bonds, and they ac-
cept few deposits. The combined assets of the three policy banks have grown rapidly and
now make up around 10% of the total banking sector, which bears evidence of the con-
tinued presence of state-directed lending in the banking sector.

@ Commercial Banks: Equity ownership of these banks is distributed among the
state and private investors. There are currently 120 commercial banks, together account-
ing for 18% of the banking sector’s assets. While not as prominent as the “big four”,
they are nevertheless an important group within the banking sector, and their market
share is growing. Commercial banks are divided into 2 sub-groups.

a. The Shareholding or Joint-stock Commercial Banks: These banks incorporated
as joint-stock limited companies under The People’s Republic o f China’s Com pany Law.
Most, however, still have fairly concentrated and predominantly state-dominated share-
holding structures. There are currently 11 shareholding banks, including well-known
names such as Bank of Communications, China Minsheng Bank, China Everbright Bank,
China Merchants Bank, Shanghai Pudong Development Bank and Shenzhen Development
Bank. They are allowed to engage in a wide variety of banking service including accepting
deposits, extending loans as well as providing foreign exchange and international transac-
tion service. Given their smaller size and a corporate culture oriented more to the private
sector, they are more nimble than the state-owned counterparts and have been successful
gaining at market share at the expense of the “big four”. They have made inroads partic-
ularly into the small and medium enterprise (SME) loan market, the area in which the
state-owned banks are traditionally weak. They also tend to be more profitable, record-
ing higher ROA (Return on Assets). Joint-stock banks have recently been the preferred

joint-venture partner of international banks trying to gain access to China’s budding pri-
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vate sector, particularly the SME segment, which is essential for laying a firm founda-
tion for the market economy in China.

b. City Commercial Banks: City commercial banks have evolved from urban credit
cooperatives. Due to their history, mandate and capital strength, the scope of city com-
mercial banks’ businesses tend to be concentrated in the city where they are located.
They are thus unable to operate on their own on a national or regional scale, unlike the
joint-stock commercial banks, which is a major comparative disadvantage for their future
expansion.

@ Postal Savings Banks: As the fifth largest commercial bank of China, the estab-
lishment of the PSB on March 20", 2007 indicates another essential step of the reform of
the postal savings system of China, after the setting up of China Post Group. Besides
traditional banking business, PSB engages in intermediaries and focuses on developing
various financial products.

@ Credit Cooperatives: The cooperatives typically provide credit and service to
SMESs and individuals. The cooperative sector is divided into urban credit cooperatives
and rural credit cooperatives. Together there are close to 50 000 of them, accounting for
around 11% of total banking sector assets. The rural credit cooperatives were formerly
supervised by the Agricultural Bank of China (ABC) and then by China’s central bank,
the People’s Bank of China (PBC). A new regulatory agency, the China Banking Regula-
tory Commission (CBRC), has taken the supervisory function in 2003 and also supervi-
ses the urban credit cooperatives. Due to their collective-ownership status, both types of
credit cooperatives are subject to state control, thus their loan extension is still influ-
enced by local policy considerations. Some private analysts estimate that the non-per-
forming loan (NPL) level at rural credit cooperatives will face heavy losses when China’s
agricultural sector opens up under WTO requirements. Given the significance of the rural
sector in China, with around 800 million people (almost two-thirds of the total popula-
tion) living in rural areas, the government has been explicit about its intention to provide
financial support for the rural cooperatives in need.

@ Foreign Banks: There are close to 200 foreign banks operating in China, most of
which are branches of foreign banks, and the rest is a handful of locally incorporated
banks (either joint ventures or wholly foreign-owned banks). Foreign banks currently
account for only around 2% of total banking-sector assets as their role is still constrained
by China’s domestic law. However, WTO requirements will gradually allow foreign
banks greater access to China’s domestic banking business.

The local currency business (based in Chinese yuan— CNY) was until some years
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ago closed to foreign banks. The original role of foreign banks was to provide foreign
currency intermediation in order to facilitate the operation of foreign investors and manu-
facturers in China. The CNY business has been opened only gradually since 1996 when
foreign banks were first allowed to provide CNY services, but only to foreign companies
and individuals in Shanghai and Shen-zhen. Since China gained WTO entry in December
2001, the geographical restriction has started to be phased out, while rules on the types
of customers to whom foreign banks can provide CNY services will start to be relaxed
soon. By December 2006, all geographical and customer-related restrictions had been lif-

ted.

1.3 Regulatory Agencies

1. China Banking Regulatory Commission (CBRC)

The CBRC is a new institution established in April 2003 to take over the regulatory
function of the banking sector from the PBC in order to leave the PBC free to concentrate
on moneta-ry policy matters. It must be noted, however, that the exact division between
the CBRC and the PBC was formalized when the proposed revisions to The Law of the
People’s Republic of China on the People’s Bank of China and The Law of the People’s
Republic of China on Banking Regulation and Supervision were passed by the National
People’s Congress in December 2003,

The CBRC reports to the State Council and it is entrusted with the regulation and
supervision of financial institutions. The key objective of the CBRC is to protect the in-
terests of depositors and consumers through prudential and effective supervision, main-
tain market confidence through prudential and effective supervision, enhance public
knowledge of modern finance through customer education and information disclosure and
combat financial crimes.

The main functions of the CBRC are as follows: formulate supervisory rules and
regulations governing the banking institutions and their businesses; authorize the estab-
lishment, changes, termination and business scope of the banking institutions according
to the laws, rules and regulations; conduct fit-and-proper tests on the senior managerial
personnel of the banking institutions; conduct on-site examination and off-site surveil-
lance of the banking institutions; take enforcement actions against rule-breaking behav-

iors; compile and publish statistics and reports of the overall banking industry in accord-



