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A Profile of Chinese Banking Industry

Unit One Central Bank and It’s Function

Reading
Passage One

Development of the Central Banks

Among the most important players in financial markets throughout the world are
central banks. The central bank is the financial institution designed to regulate and con-
trol the money supply of a nation, with the goal of fostering economic growth without in-
flation.

The oldest central bank in the world is the Bank of Sweden, which was opened in
1668 with help from Dutch businessmen. This was followed in 1694 by the Bank of
England, created by Scottish businessman William Paterson in the city of London at the
request of the English government to help pay for a war. The U. S. Federal Reserve was
created by the U.S. Congress through the passing of the Glass-Owen Bill, signed by
President Woodrow Wilson on December 23, 1913. The People’s Bank of China was es-
tablished on December 1, 1948, and in September 1983, the State Council decided to
endow it with the power of a central bank.

It is generally agreed that the concept of the modern central bank did not appear
until the 20th century as problems developed in the commercial banking system. Thus,
the central bank’s modern function emerged in response to an already present commer-
cial banking structure.

Between 1870 and 1914, when world currencies were pegged to the gold standard,
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maintaining price stability was a lot easier because the amount of gold available was lim-
ited. Consequently, monetary expansion could not occur simply from a political decision
to print more money, so inflation was easier to control.

The central bank at that time was primarily responsible for maintaining the convert-
ibility of gold into currency; it issued notes based on a country’s reserves of gold.

At the outbreak of World War I , the gold standard was abandoned, and it came
apparent that, in times of crisis, governments, facing budget deficits ( because it costs
money to wage a war) and needing greater resources, would order the printing of more
money. As governments did so, they encountered inflation. After World War I , many
governments chose to go back to the gold standard to try to stabilize their economies.
With this rose the awareness of the importance of the central bank’s independence from
the political machine.

During the unsettling times of the Great Depression and the aftermath of World War
Il , most governments favored a return to a central bank dependent on the political deci-
sion making process. This view emerged mostly from the need to establish control over
war-shattered economies; furthermore, countries with newly-acquired independence op-
ted to keep control over all aspects of their countries. Soon after the effects of World
War II, however, the independence of the central bank from the government came
back into fashion in Western economies and has prevailed as the ideal way to achieve a

liberal and stable economic regime.

Passage Two
Central Bank’s Functions

The central bank has been described as “the lender of last resort” , which means
that it is responsible for providing its economy with funds when commercial banks cannot
cover a supply shortage. In other words, the central bank prevents the country’s banking
system from failing. However, the primary goal of central banks is to provide their
countries’ currencies with price stability by controlling inflation. A central bank also
acts as the regulatory authority of a country’s monetary policy and is the sole provider
and printer of notes and coins in circulation.

A central bank can be said to have two main kinds of functions: (1) macroeco-
nomic—when regulating inflation and price stability and (2) microeconomic—when
functioning as a lender of last resort.

Macroeconomic Influences. As it is responsible for price stability, the central bank



Chapter One A Profile of Chinese Banking Industry 3

must regulate the level of inflation by controlling money supplies by means of monetary
policy. The central bank performs open market transactions that either inject the market
with liquidity or absorb extra funds, directly affecting the level of inflation. To increase
the amount of money in circulation and decrease the interest rate ( cost) for borrowing,
the central bank can buy government bonds, bills, or other government-issued notes.
This buying can, however, also lead to higher inflation. When it needs to absorb money
to reduce inflation, the central bank will sell government bonds on the open market,
which increases the interest rate and discourages borrowing. Open market operations are
the key means by which a central bank controls inflation, money supply, and price sta-
bility.

Microeconomic Influences. The establishment of central banks as lender of last re-
sort has pushed the need for their freedom from commercial banking. A commercial
bank offers funds to clients on a first come, first serve basis. If the commercial bank
does not have enough liquidity to meet its clients’ demands ( commercial banks typically
do not hold reserves equal to the needs of the entire market) , the commercial bank can
turn to the central bank to borrow additional funds. This provides the system with stabil-
ity in an objective way; central banks cannot favor any particular commercial bank. As
such, many central banks will hold commercial-bank reserves that are based on a ratio
of each commercial bank’s deposits. Thus, a central bank may require all commercial
banks to keep, for example, a 1:10 reserve/deposit ratio. Enforcing a policy of com-
mercial bank reserves functions as another means to control money supply in the mar-
ket. Not all central banks, however, require commercial banks to deposit reserves. The
United Kingdom, for example, does not have this policy while the United States does.

The rate at which commercial banks and other lending facilities can borrow short-
term funds from the central bank is called the discount rate (which is set by the central
bank and provides a base rate for interest rates). It has been argued that, for open mar-
ket transactions to become more efficient, the discount rate should keep the banks from
perpetual borrowing, which would disrupt the market’s money supply and the central

bank’s monetary policy.
Key Terms and Expressions

I central bank  HSR4RAT, S I TR BIVEBITIRESL 0020 SL4RAT, RN
RS SR ARATHRAIR A HOHAT , B SE B 50 TR

2. inflation SEIEMAK, HEP MRS B4 AR 2400 DR RE R -9 . oK Ay
THEMR . KITERIFE, W4 8%RHS (demand pull) A9E I, R
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AHEZ) (cost push) HIIE R EIKFLZFEX.

3. monetary policy FHER, M (PEARBITE) ME, REKTHE
R BARRARR R T M EMERRE, HUURESFK, RIFHERERENA
BREFPIH BRI E, MIMRREARTICENREE .

4. fiscal policy BB, XFRIMABIR (budgetary policy), J&H| M EL
WS B BE P HE R BEAL R B . A 3L DA R RS SOAT, AT itk 6
7, AHEBRFERIETSEN, FRNgENMOASERERE, SHtSAIE, #t
Tk E %R . S aE AU KEBOARZT Hini F B, REUNFHITENE
rEMmERE I,

5. gold standard A7, F§—EANIH T (standard money) LI—EREE
FORHIE TR, FERHIET, —ERRMETMS —EBESER/FEFN KR, IF
SR A b AR ES, HAFRSEENINE ERs), & EEICERF
Hrib & EAM R T — B EERMZORE. v

6. open market operations AFFHIFERAE, S P RARFTHE M 6% T AL 49 BUR
Zz—, FEHPRRTEERMRSINCT S EFEsem, DA mytng, i
RATESRAFEINL, BRERDEUK; W EWRERTEZE,

7. great depression #§ 20 142 30 AR LT K%, BT 1929 4210 A 29
HEEBETGEmms, RSETIARSE, ERFR% SN0 sh R IR m
BB Z B fablo

8. lender of last resort fx)GfEEk A, B IBITHIRGEZ —, P RBITERE
WARATIRMEESE R, HATHRIRELRITEE BB RMEEIL, PURUEREF §
F 25 FARATHIME 2, FRHRIERE MRITER RO E M.

9. commercial bank  FMLARAT, —MARWMCAEER . AR G RFI S A v )
AV 55 195 RIS REHLA o

10. liquidity sk, 5L 4R1T RERE AT i 2 % 5 32 B A A0 B A HY R 5K
M SATRE S, BAE V= AR S R B TS N E & o W TS e B
1T, o R SRRATRIME R . RATRBUE BIfF R . RS

Learning and Practices

1. Word-building exercises
Directions ; Match each word or phrase in the left-hand column with those clo-

sest in meaning in the right-hand column.
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Column A Column B

1) a central bank a. a financial institution designated by the central government to formulate
2) implement and implement monetary policy and to supervise and regulate the financial
3) monetary policy industry

4) administer b. to manage

5) license . official document giving permission

6) supervise . carry out

7) financial institutions . a general term for banks, securities, futures and insurance companies
8) financial market policy for currency
9) gold reserves . a government body to oversee foreign exchange

10) State Administration of For-

B eth 0. A O

. gold put aside for later use

eign Exchange . market for money and finance

. watch or check

[

Il . Listening practices

1. Directions : Listen and write down the statements you hear.
1)
2)
3)
4)
5)
6)
7)
8)
9)
10)
2. Directions : Listen to the dialogue and give an answer to each question.

1) What does the customer come to the bank for?

2) From the conversation, do you know what the action of the central bank is?

3) What influences does the central bank’s action have to the customer?

4) Has the commercial bank raised its mortgage rates by the time of having the
conversation?

5) How much will the mortgage rate probably go up?

3. Directions : Listen to the passage and decide whether the following state-
ments are TRUE or FALSE.

1) Macroeconomic policy is divided into two broad types: fiscal policy and mone-
tary policy.

2) Fiscal policy is a more powerful weapon than monetary policy in controlling in-
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flation.

3) Fiscal policy solutions to fighting unemployment require government to take un-
popular actions such as reducing spending or raising taxes.

4) To fight economic decline, the monetary policy will decrease the amount of
money in circulation, thereby raising interest rates.

5) When facing a “liquid trap” , the government should adopt more aggressive fis-
cal policies.

4. Directions : Listen to the passage and try to fill in the missing information.

China is 1) efforts to rein in money laundering across its banking, secu-
rities and insurance sectors. The People’s Bank of China, the country’s central bank,
issued on August 24th, 2006 its 2) anti-money laundering report, saying it
has laid the groundwork for the country’s anti-money laundering legal system.

3) , China’s legislature, the Standing Committee of the National People’s
Congress, is debating the draft of anti-money laundering law, which was 4)
to the top legislature for first reading on April 25th 2006.

Money laundering is already a (n) o . The central bank issued China’s
first regulations on money laundering in 2003, which require financial institutions to report
suspicious 6) . The State Council also issued regulations governing 7)
management, penalties for financial irregularities and illegal financial organizations.

China is widening the net to monitor the 8) of illicit money in a special
bill to combat money laundering and its upstream 9:) , such as smuggling,
drug trafficking and bribery.

With the gradual perfection of the anti-money laundering monitoring and 10)
systems, banking authorities will be able to better detect questionable transactions. Sus-
pected 11) activities will be reported to the police for further investigations.

Throughout 2005, the central bank and the State Administration of Foreign Ex-
change 12) investigations into 1, 614 suspected cases of money laundering.
They also provided police with 2, 790 pieces of 13) in criminal cases. With
assistance from the two organizations, Chinese police 14) down on more than
50 money-laundering cases involving more than 10 billion yuan. These cases involve
underground banking, illegal foreign exchange 15) , embezzlement of public
funds, drug smuggling, and illegal lotteries, and other illegal financial activities.

II. Oral activities

1. Directions : Based on the knowledge of the central bank , make a presenta-
tion to a group of students , trying to tell them the function of the central bank , and
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its policy influences to commercial banking sector.

2. Directions : As a mortgage specialist, you are trying to explain to Mr. and
Mrs. Roberts, who plan to buy a new home, the effect of the central bank’s deci-
sion to raise interest rates and increase minimum amount of down payment.

Unit Two China’s Banking System

Reading
Passage One

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 investments, transmitting monetary policy, providing a pay-
ment system and transforming risks.

First, banks serve as a principal repository of liquid funds for the public. The safe-
ty and availability of such funds for transactions and other purposes are essential to the
stability and efficiency of the 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 impulses of monetary policy to the whole finan-
cial system and ultimately to the real economy.

Fourth, the banking sector provides the indispensable national payments mecha-
nism for the development of modern financial and business systems.

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 seen a marked acceleration of China’s
banking reform, significant enhancement of the central bank’s role in maintaining finan-
cial stability and facilitating macroeconomic adjustment, substantial improvement in the
management of the commercial banks, and greater openness of the banking industry.

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
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the beginning of the first phase, characterized by a mono-banking system with the PBC ,
under the highly centralized planned economic system, engaged in both policy and com-
mercial banking operations.

The second phase began in 1984 when the State Council decided to make the PBC
function as a central bank. The decision was made in response to the increased role of
market forces in economic activities, and resulted in the diversification of financial insti-
tutions with the establishment of four specialized banks, namely, the Industrial and
Commercial Bank of China (ICBC) , the Agricultural Bank of China (ABC) , the Bank
of China (BOC) , and the China Construction Bank ( CCB). These four banks were lat-
er on known as wholly state-owned commercial banks when distinction in their lines of
business became vague and the joint-stock commercial banks emerged in succession.

The third phase began in 1993 when the State Council announced the Decision on
Financial System Reform, recognizing the urgent need for developing new financial mar-
kets, institutions and instruments. The government then introduced a comprehensive
package of measures aimed at restoring financial order as well as addressing the infla-
tionary pressure and signs of overheating, particularly in the real estate sector and the
stock markets.

In addition, three policy banks ( the China Development Bank, the Agricultural
Development Bank of China and the Export and Import Bank of China) were established
in 1994 to mark the separation of policy banking from commercial banking operations.
These policy banking institutions have since then been playing a special role in finan-
cing major infrastructural projects and promoting agricultural development and interna-
tional 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 confronted with many unprecedented
challenges and opportunities and required to adopt a number of effective measures to
promote the steady development of banking. The reform since then has been focused on
developing a robust and resilient banking system, cleaning up the balance-sheets of
banks, improving their ownership structure, strengthening their corporate governance,
developing 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. As of the end-2007, China’s banking system com-

prised three policy banks, five state-owned commercial banks, 12 national joint-stock
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commercial banks, 113 city commercial banks, a number of rural and urban credit co-
operatives and cooperative banks, and China Postal Savings Bank with a large network
nation-wide.

The banking sector has played an important role in the implementation of the mac-
ro-economic stabilization and structural measures as well as the promotion of sustained
and strong economic growth. The macroeconomic stability and structural improvement
have in turn enabled the banking sector to develop vigorously. Although efforts are be-
ing made to accelerate the development of the Chinese capital market, banks are likely
to continue playing a leading role in funding the economic development and technologi-
cal advancement in a foreseeable future. In the first half of 2006, for example, banks
accounted for 86. 8 percent of the financing for the non-financial sector, while the stock
market, the government bond market and the corporate bond market each made up 5. 6

percent, 1.4 percent and 6. 1 percent respectively.

Passage Two
PBC’s Role in China

Although a central banking system began taking shape in 1984, the transformation
of the PBC into a full-fledged central bank has turned out to be a lengthy process. The
PBC did not have a clear legal status until the enactment of the Law of the People’s
Bank of China in March 1995. This law, as amended in December 2003, provides that
the PBC’s key functions are to conduct monetary policy, prevent and dissolve financial
risks, and maintain financial stability under the leadership of the State Council. The
law clearly states that the objective of the monetary policy is to maintain the stability of
the currency and thereby promote economic growth.

Specifically, the PBC undertakes to formulate and implement monetary policy; is-
sue currency and regulate its circulation; manage the official international reserves; reg-
ulate inter-bank money market, inter-bank bond market, foreign exchange market and
gold market; act as fiscal agent; maintain payment and settlement system; combat mon-
ey laundering activities, and participate in international financial cooperation on behalf
of the state.

In recent years, there has been a significant improvement in the conduct of mone-
tary policy with greater reliance on indirect monetary policy instruments. The central
bank used to rely on credit ceilings for commercial banks as a major tool for monetary

policy. This direct instrument has been abolished while such indirect instruments as re-



