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Intensive Reading

Passage 1
When Bankers’ Bets Go Bad

Has your conservative commercial bank suddenly become a day trader placing big
bets on interest rates? These days, the odds are it has. At the end of last year banks
had a gross $71 trillion worth of derivatives on their books, based mostly on interest
rates, according to the Office of the Comptroller of the Currency ( OCC). That’s double
the amount of five years ago. Much of the activity is designed to protect the value of the
mortgages they hold. But increasingly, banks are trading simply to make some money
on the side.

The tactic can be rewarding. National City Corp., a Cleveland bank, said it
earned $295 million pretax from interest rate swaps in the first quarter. Winston
Salem’s BB&T Corp. began hedging its mortgage servicing business with derivatives last
summer. It posted a $4 million loss in the first quarter, a tenth of what it would have
been without the hedging. Meanwhile, the nation’s largest thrift, Washington Mutual
Inc. , also has been “opportunistic” in its bu.ying and sélling of mortgage securities,
says bank analyst David A. Hendler of CreditSights Inc. : “It was trading Treasury and
mortgage-backed securities and taking gains when it could. ” '\ '

The gusher of easy money could be drying up. Earlier this year many banks ar-
ranged their portfolios to benefit from low interest rates, betting that those rates would
stay down most of the year. So they were caught off guard when rates spiked from their
March lows. Many were left holding low-yielding securiti.es' and were hit by losses on
complex derivative contracts that take time to unwind. “They played the trading game
for quite a while, and it worked,” says Ron Papanek, market strategist for New York’s
RiskMetrics Group. “Now they’re looking down the barrel of a Fed move. ” Adds Peter
Nerby, a senior bank analyst at Moody’s Investors Service: “It’s going to be a lot toug-
her for people to make fhoney. ”

Or worse. The runup in rates in 1994 wreaked havoc on banks’ securities holdings.

2 Unit One
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Banks were socked with losses totaling about $ 16 billion, according to the OCC. Big
regional banks such as Chicago’s Bank One Corp. and PNC Bank Corp. of Pittsburgh
took sizable hits. Cleveland-based KeyCorp lost $ 865 million, mostly in interest-rate
swaps, by the third quarter of that year.

Similar strains are starting to reappear. Shares of New York Community Bancorp
Inc. , the nation’s third-largest thrift, have been in a tailspin because of higher rates.

The bank had doubled profits in the past year via a string of successful mergers, but on

Apr. 21 it reported that its securities portfolio had unrealized osses of nearly $ 131 mil-

lion. The company’s shares have fallen 11% , to $23, since then, and it has hired in-

vestment bankers to shop the bank around. “We're considering strategies that make the

most sense if rates are going up much more aggressively and sooner than anticipated,”

says the company’s chief executive, Joseph R. Ficalora. “The [ securities ] portfolio is
very large, and there’s a large amount of leverage. We're looking at ways to deal
with it. ” "

Banks are loath to talk about their use of derivatives before
they have to do so. So until second-quarter results are released in
July, even institutional investors will be in the dark about how
badly April’s run-up in rates hurt bank profits. “It’s hard for an

outsider to analyze all these derivative positions, " says James K.

Schmidt, portfolio manager of the $2.4 billion John Hancock
Regional Bank Fund. “We have to take it on faith that these are

sophisticated institutions, and presumably they are using derivatives in a rational
manner. ”
Although Warren E. Buffett once complained that all derivatives were * toxic

waste” , they do fulfill a useful function. Federal Reserve Chairman Alan Greenspan

argues that their widespread use spreads risk among different market players, including

nonfinancial companies, making the financial system a lot safer. All the same,

Greenspan reminds banks that they need to keep pace with changes in the market and

“readjust accordingly”. Bank executives who aren’t nimble enough to sidestep rate

shocks could find themselves facing big losses or, worse, a quick sale to a larger com-

petitor.

Unit One 3
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Words & Expressions

derivative n.
mortgage n.
increasingly ad.
on the side
tactic n.
pretax a.
swap n.
hedge .

thrift n.
opportunistic  a.

treasury n.

gusher n.
portfolio n. -
unwind ».
wreak .
havoc n.
sock .
sizable a.
strain  n.
tailspin  n.
merger n.
loath a.

take on faith
toxic waste
fulfill v
nimble a.

sidestep .

Sentence Explanation

1. The bank had doubled profits in the past year via a string of successful mergers,
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but on Apr. 21 it reported that its securities portfolio had unrealized losses of nearly
$ 131 million.

i E—EPRITELEBE—FRIRINEIEERA B4 A 21 AEE
HREFRIESRRHAGEBE =T —BARTHHRE.

2. We're considering strategies that make the most sense if rates are going up much
more aggressively and sooner than anticipated.

WMRARALSE B HRITERABRS LR, RNTAEFERATHRK.

3. Federal Reserve Chairman Alan Greenspan argues that their widespread use
spreads risk among different market players, including nonfinancial companies, making
the financial system a lot safer. All the same, Greenspan reminds banks that they need
to keep pace with changes in the market and “readjust accordingly”.

RERFE TR - BAETBRRRER, ENTTETR) M) 2 ER 8T B
aHG EARA R, 8FEEBA RN, FBERAALZLTIFE. F
i, AR R B RAT R A T AL, B < AR AR,

Notes

1. Office of the Comptroller of the Currency (OCC): FHIR ISR, IFREH4R
TR R REE, OCCHIIRMEYTRENSMA, RSB MET
BB ST, H I BRI EMR AT LA B BUF ARIE R &SN —3 40 |J
AL BY B BUN BUS & , i R T IR B S E '

2. National City Corp. ; E R AT4EIT.

3. hedging: ERHMRE. MAFMEMATRBRNEE G, AR5 %
S BR] 4t 45 22 5 T 8 32 45 2% AR XU o

4. Washington Mutual Inc. . #EESE0 H B/ F]

5. Moody’s Investors Service; BBl ¥R E AR, XEEHAR FREE TS
FERFN TN BE R, Bl 1909 F£AI8 T RE — Ko bEH R G ILe
Moody’s Investors Service , 3 %f Ziif £ H 250 4K RIdb M 15 A WA & . Bl
SO & MRS MRETEE R, ESHXF R Bl E,

6. PNC Bank Corp. of Pittshurgh; G2 ERKTH.

7. Alan Greenspan: 3R - ARMRETHE, EHRGE )%, 1998 4E 7 A, # AR E Bt
BETFXE“MPL4EE" %, 2002 F 8 A, EE L FRTFRAKTEBL” EHHK
S, UREZMI REFRENA L TR,
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Background Information
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H IXURS: SR B0 . 56 [ b T S A i B R ) BB 05, SRR A T RE BB R 7
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B, —SB4RATHF 458 R s AR S S A TR

Passage 2
Creating Government Financing Programs for Small and
Medium-sized Enterprises in China

It is widely recognized that the growth of small and medium-sized enterprises
(SMEs) is a key ingredient for the sustainable economic development of a nation. Cav-
alluzzo, and Wolken (2002) , for example, conclude that small enterprises serve as an

important engine of growth in the US economy. In China, as a result of the economic

reforms and market opening measures, SMEs have enjoyed remarkable development and

have grown to become an important force in contribuiing towards sustained and rapid

growth of the Chinese economy. As of 2003, there were over 39. 8 million SMEs in Chi-

na. They comprised 99 percent of total business entities, earned 60 percent of total bus-
iness revenues and provided 75 percent of total employment in China. Furthermore, the
average annual growth rate of industrial output for SMEs in China was about 30 percent
compared with about 20 percent for all manufacturing enterprises in 1999 through 2002
(see Li and Cheng, 2003). Zhou and Zhang (2002) argue that SMEs will play a very
important role in the economic growth in China. In particular, Chinese SMEs are typi-
cally classified under the label of labor-intensive firms. - So they may absorb a substantial
excess labor to reduce the unemployment rate.

However, SMEs in China are facing problems and difficulties that restrict their

ability to grow and contribute to the Chinese economy. One major problem is how SMEs

6 Unit One
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can more easily obtain financing in China’s financial markets to start and support growth
( Small and Medium Industries Development Corporation, 1998 ). The financing of en-
trepreneurship and small business is a common issue that each nation must solve with
solutions that are appropriate for the economic, legal and social circumstances of that na-
tion. Zhang (2002) argues that commercial banks in China tend to focus on the long-
term relationship with good quality large firms while ignoring the relationship with
SMEs. Since SMEs have weaker transparency, SMEs have less access to banking finan-
cing. The SMEs are frequently the targets of credit rationing from large banks.
Currently, the government owns most of the commercial banks in China and there
were only five publicly listed commercial banks in China at the end of 2003. The priori-
ty of their loan decisions is to follow government policy and prevent the loans from be-
coming non-performing. The default risk of larger state-owned enterprises (SOEs) tends
to be lower than the smaller enterprises, and managers will be less likely being blamed
for corruption as a result of making a problem loan to large SOEs. Therefore, the risk-a-
verse managers have less incentive for providing leverage to SMEs. In addition, corrup-
tion problems and “guan-xi” are two major obstacles of offering loans to SMEs in China.

The question that this paper investigates is;: What types of financing programs are

the most appropriate for the government of China, if it wants to make more capital avail-

able to SMEs? This paper seeks to be informative in three respeets. First, we introduce
and utilize a theoretical framework for determining the effectiveness of government pro-
grams that provide financing to SMEs. The theory is “country-neutral”, and the key
variable is how similar SMESs’ loans are to other investments that the lenders can make.
Second, this paper describes two types of US government programs that have operated to
assist financing of small businesses, and the experience of these programs. Third, this
paper relates the outcomes of the US programs to the theory presented, and discusses
the implications for the government and SMEs of China.

The problem of providing more credit to a particular group or sector of the economy
is similar to the problem examined by Penner and Silber on morigage financing programs
(Penner and Silber. 1973; also see Bradford, 1979). We use their basic approach
extend their approach to consider direct subsidized loan programs, and place the analy-
sis in the context of lending to SMEs. The programs to finance small business loans are
categorized as follows.

1. Interest Rate Subsidized Programs. Programs that provide interest rate subsidies

by creating a difference between the rate of interest received by the lender and that paid
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