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We are now in a new century. Against the background of rapid globalization, especially China’s imminent entry into

WTO, the financial sector in China will face new opportunities and challenges in the new era characterized by around
opening-up and competition.

Sincel997, the financial supervision in China has embarked on a new stage of institutional innovation. With the
establishment of system of segregation ot business operation of the three sectors of banking, insurance and securities and
separate supervision, the People’s Bank of China has strengthened its supervisory function and intensified supervision.
Visible results have been produced. A legal framework has been put into place covering market access, business operation
supervision and risk disposal: after the restructuring of the People’s Bank of China, the supervision over banking sector
has been improved with the financial supervision responsibility system put into place and the independence and
effectiveness of supervision strengthened: the mode and means of supervision are being improved all the time; strengthened
supervision has produced a clear picture of the risks in existence in the financial institutions; illegal and rules-violation
practice has been rectified: Financial Stability Program has been implemented. the main measures being setting up
AMCs to take over bad assets from state banks and rectifying small and medium sized financial institutions at locat level.
Financial risks have been effectively dissolved, and financial and economic stability maintained.

By the end of June 2001. total banking assets amounted to 16355.9 billion yuan, deposit 11493.71 billion yuan and
lending 9802.28 billion yuan. Thanks to the efforts from various parties, the banking sector in China has maintained a
good momentum of sound development. In 2000, the NPL ratio of the four state commercial banks witnessed a drop in
its growth rate, and the NPL ratio began to drop in the fourth quarter of 2000. The corporate governance has been
improved. All the banks have adopted the systems of lending authorization, separation of loan approval and extension,
auditing and personnel exchange and their risk and profitability awareness has improved. The risks in small and medium
sized financial institutions have been put under control. Financial market has become more orderly and illegal activities
have been contained effectively.

The awareness of rule based supervision should be strengthened in order to intensify supervision. The organizational
structure and division of labor with in the supervisory departments should be further improved to respond to the new
situations. and the quality of the supervisory team should be raise in real earnest. Therefore, it is necessary to build the
infrastructure and institutional structures of the banking institutions, improve rules and regulations. urge the commercial
banks to build a mechanism for sound operation, monitor and dispose of risks in a timely manner.

In order to strengthen supervision, the first task is to speed up the comprehensive reform of commercial banks. A
modern commercial bank system should be set up by the commercial banks and their self-discipline and internal control
mechanism strengthened. Secondly. the management system of the People’s Bank of China should be further reformed to
enhance the effectiveness of banking supervision. We will use two or three years” time to build a fully fledged supervision
system and framework and bring banks of various categories up to the standards as measured by the supervisory indicators
formulated by People’s Bank of China. The third task is to follow the international standard in prudential supervision,
adopt banking information disclosure practice to improve information transparency and let market mechanism effectively
constrain bank activities. The fourth task is to support and encourage financial innovation, increase the competitiveness
of the commercial banks and promote their sound growth.

At the moment. we will focus our efforts on supervision state-owned commercial banks. These state-owned commercial
banks will undergo comprehensive reform. The major reform measures are: improving corporate governance, streamlining
those chronically loss making sub-branches at county level, downsizing staff, setting up incentive mechanism, reforming
personnel system, reducing the NPL ratio to below 20%; and operation on a sound basis after absorbing loss accumulated
in the past; increasing core capital through issuing special treasury bonds and increasing subordinated capital through
issuing subordinated bonds. Other supporting reform will also be implemented to offer a favorable environment for the

state-owned commercial banks in their comprehensive reform.
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To address the weakening effective domestic demand and
emerging signs of deflation in 1998, the Chinese Government
pursued proactive fiscal policy and sound monetary policy
to stimulate domestic demand, which resulted in a significant
improvement in macro-economic performance.

1. Sound monetary policy has played an important role
in containing deflationary pressure and sustaining
economic growth

The Chinese government has emphasized the need to adopt
proactive fiscal policy and sound monetary policy. In his 1999
Work Report of Government, Premier Zhu called for sound
monetary policy by increasing money supply appropriately
while maintaining the stability of RMB. He emphasized that

banks must adhere to commercial principles, improve loan
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quality and mitigate financial risks on one hand and improve
and expand financial services so as to stimulate domestic
demand and export through increasing credit availability on
the other. His corresponding report of 2000 reiterated the
importance of balancing the need to support economic growth
and to prevent financial risks so that financial institutions
can strengthen their role in facilitation economic development
without undermining their financial performance. That
highlights the basic contents of sound monetary policy.

The sound monetary policy pursued in recent years consists
of three key elements. The first is to increase money supply
appropriately to strengthen the support for economic growth,
The second is to guide the direction of commercial lending
and improve the efficiency of credit allocation through central
bank’s policies, regulations and "window guidance". The third
is to further strengthen bank supervision and facilitate the
evolution of a modern commercial banking system in order
to improve transmission of monetary policy. The central bank
has made great efforts in implementing sound monetary
policy in recent years, which has proved effective in
containing deflationary pressures and improving economic
performance.

(I) Increasing money supply appropriately and
strengthening the role of monetary policy in sustaining
strong economic growth

In 1998, the People’s Bank of China (PBC) removed credit
ceiling on commercial banks and introduced asset and liability
ratio management. Since then, required reserve ratio has been
reduced on two occasions by an aggregate margin of 7
percentage points. resulting in additional liquidity of RMB700
billion yuan for commercial banks. Since June 1996, the
central bank has also lowered interest rates on seven
occasions, with an accumulated rate reduction of 5.73
percentage points and 6.42 percentage points on deposits and
loans respectively. which has reduced the enterprises’ interest

payment by RMB240 billion yuan. It has also improved
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enterprises” efficiency, encouraged capital market
development, lowered the cost of government bonds, boosted
consumption and brought detlationary pressure under control.
In the past two years. the central bank has achieved significant
progress in maintaining financial stability and supporting
infrastructure construction as well as rural economic
development through increasing the central bank lending to
financial institutions and expanding rediscount and open
market operations.

Broad money (M2) increased by 14.2% to RMB 14.8
trillion yuan in the year to end-June. decelerating by 0.2
percentage points. Narrow money (M1) was RMBS5.5 trillion
yuan, up 14.9%, decelerating by 1.1% compared with that in
2000. The rates of broad and narrow money growth have
been respectively 6.2 percentage points and 6.9 percentage
points higher than GDP growth rate for the first half of 2001.
They have broadly remained in the target range set by the
PBC at the beginning of the year. That means the growth rate
of money supply has been appropriate and consistent with
the need for financing current economic growth. Money
liquidity ratio (M1/M2) now is 37.3%.

(I1) Guiding the direction of commercial loans and
making economic structural adjustment

Since 1998, the PBC has published a series of policies and
regulations to encourage a rise in consumer credit, loans to
small and medium-sized businesses, high-tech sectors, and
agriculture sector as well as stock-pledged loans. Between
1998 and 2000, loans of financial institutions increased by
RMB3.53 trillion yuan. of which, RMB400 billion yuan was
provided by state-owned banks to projects partially financed
by government bonds. Local currency loans of financial
institutions increased by RMB1.3 trillion yuan (or 13.4%) to
RMB9.9 trillion yuan in 2000, accelerating by | percentage
point. The first half of 2001 saw another increase of 13.7%
to RMB10.7 trillion yuan. New lending mainly financed

mortgage. consumption, and national infrastructure
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construction as well as agriculture development.

(I1I) Implementing financial stability program,
deepening commercial bank reform and improving the
transmission of monetary policy.

Conduct of sound monetary policy entails strengthening
financial regulation, and maintaining sound operation of
financial institutions as well as increasing financial
institutions’ responsiveness to changes in monetary policy
stance. The PBC has been actively involved in implementing
financial stability program which mainly includes three
measures: establishing four Asset Management Companies
(AMCs) to acquire and dispose of non-performing loans
(NPLs) of the wholly state-owned commercial banks;
consolidating small and medium-sized financial institutions;
and supporting and coordinating with the Ministry of Finance
to issue RMB270 billion yuan of special government bonds
to re-capitalize the four wholly state-owned commercial
banks and increase their capital adequacy ratio. The PBC
has also played an important role in helping commercial banks
to improve their corporate governance and credit
management. Under the supervision of the PBC, four AMCs
acquired RMB1 .4 trillion yuan of NPLs from four wholly
state-owned commercial banks, of which, RMB400 billion

yuan have been converted into equity. Meanwhile, the PBC

has stipulated Provisional Procedures on Evaluation of

Commercial Banks. In addition, it has also actively
participated in advising commercial banks to define and
appropriate loan approval limit and improve their internal
fund reallocation mechanism. These efforts have resulted in
overall quality improvement of new lending and a reduction
of NPLs ratio.

The sound monetary policy has created a favorable
condition for conducting proactive fiscal policy. By cutting
required reserve ratio, commercial banks actually increased
their available financial resources for purchasing government

bonds and policy financing debt instrument and increasing
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loans to project partly funded by government bonds.
Lowering interest rate also reduced government debt service
burden. The effective combination of sound monetary policy
and proactive fiscal policy has resulted in steady economic
growth and created a favorable situation for increasing fiscal
revenue.

The Chinese economy reached an important turning point
with the pursuant of sound monetary policy combined with
other macroeconomic policies. The GDP in 2000 amounted
to RMBR&.9 trillion yuan, up 8%. reversing the eight-year
deceleration in growth. Continuous downward price
movement has been contained while consumer prices went
up by 0.4% and unemployment pressure was alleviated. In
2000, China’s trade recorded US$474.3 billion, up 31.5%.
The official foreign exchange reserves amounted to US$165.6
billion at end-2000 with an increase of US$10.9. The
exchange rate of RMB remained stable. In the first half of
2001, the Chinses economy maintained its momentum.

I1. Sound monetary policy is essential for sustaining
strong economic growth

In the next few years, the PBC will continue to implement
sound monetary policy to sustain economic growth. This
decision is mainly based on China’s current economic and
financial situation.

First, the level of stock and growth rate of money supply
have been already high.

China’s real GDP growth rate averaged 9.5% between 1978
to 2000 while retail price increase averaged 5.92%. The
23.5% annual broad money increase has been 8 percentage
points higher than the combination of average GDP growth
rate and inflation rate. The M2/GDP ratio has witnessed a
rising trend due to the rapid growth of M2 for many years.
The ratio increased from 1.31 in 1998 to 1.46 in 1999 and
1.52 in 2000. It is much higher than in India, Japan and some
other countries. Given the heavy reliance on bank financing

and high growth of money supply in these years, excessive
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increase in money supply would increase potential financial
risks and threaten financial stability and the economic
structural reform.

Second, high leverage ratio of enterprises, particularly
in state-owned enterprises (SOESs) results in weak demand
for bank loans

High leverage ratio of enterprises with excessive reliance
on bank loans is a significant constraint to China’s economic
development. In the early 1980s. liability-to-asset ratio
was25% in SOEs. Growing demand by SOEs for credit
together with banks’ unique role in providing working capital
resulted in a large increase in bank lending for the last decade.
This ratio for industrial SOEs reached 65% in mid-1990s in
terms of book value and 75% if bad assets were excluded.
SOESs in some sectors were actually insolvent. Last year, the
ratio for some SOEs went down to 50% from 70% through
debt-equity swap. However, their remaining heavy debt
burdens continue to undermine their ability to repay loans
and guard against market risks. Against this background, an
excessively expansionary monetary policy with a blind
increase in bank lending would surely generate new NPLs
and increase financial risks.

Third, the continuous downward price trend was
mainly caused by economic structural imbalances instead
of insufficient money supply

Inefficient investment in duplicating projects has resulted
in excess capacity, which has reached 35%, caused excess
supply for a vast majority of goods and led to a relatively
long period of price decline. In addition to increasing money
supply. a fundamental solution lies in structural reform, which
requires significantly improving credit structure rather than
Jjust increasing money supply.

Forth, monetary policy stance is subject to fiscal
constraint

By lending to commercial banks, the central bank injects

base money into the market. However, firms’ ability to borrow
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is subject to their equity and fiscal appropriation. In recent
years, the Chinese government has increased its bond issuance
to finance more projects, which in turn led to growing demand
by supplementing financing by banks. However, the increase
in government bonds issuance and money supply is subject
to certain limits.

The central bank must pay attention to the latest
development and fresh problems arising from economy. In
conduction sound monetary policy, following relationships
should be dealt with properly:

(I) The relationship between direct and indirect
financing

In rccent years, the PBC has taken effective measures to
standardize funding channel between money market and
capital market. It has also played and active role in boosting
the development of capital market.

Although the development of capital market has created
conditions for commercial banks to expand intermediate
business, it also brought new challenges. Against the backdrop
of expanding direct financing, a significant amount of
household savings has now been channeled into the stock
market, which could possibly reduce sources of funding for
banks. Therefore, loan increases should be controlled to avoid
over supply of money resulting from simultaneous expansion
of direct and indirect financing. In 2000, loans of all financial
institutions increased by RMB1.33 trillion yuan while
capitalization through domestic and overseas capital markets
reached RMB324.9 billion yuan. The M2 growth outpaced
GDP by 6 percentage points. Enterprises” deposits with all
financial institutions recorded RMB4.14 trillion yuan, up
RMB700 billion yuan. acceleration by RMB230 billion yuan.
All the above figures show that money supply is sufficient.
Under the current circumstances, the central bank needs to
watch closely the economic and financial developments and
adopt a variety of policy instruments to adjust money and

credit supply. The PBC also needs to strengthen supervision
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on bank lending activities so as to prevent bank funds from
being used for illegal speculation in the stock market and
avoid potential risks of economic overheating as well as large
asset price fluctuations.

(I1) The relationship between financial innovation and
reducing financial risks

In recent years, China’s banking sector has already been
actively involved in providing consumer credit and various
intermediate business in the context of an evolving buyers’
market. However, the PBC needs to be vigilant against
financial risks arising from financial innovation.

Since the beginning of 2001, the PBC has published

Provisional Procedures on Intermediate Business of

Commercial Banks and Provisional Procedures on Internet
Banking Business aiming at supporting commercial banks to
develop new business. Meanwhile, Procedures on real estate
lending have been standardized to avoid duplication projects
and blindly expanding consumer credit, and therefore, causing
fresh financial risks.

(IIT1) The relationship between local and foreign
currency interest rates

With the approval of the State Council, the PBC has cut
RMB interest rates for seven times since 1996, and the current
interest rates reached record low level since open and reform
policy was adopted in 1978. The US Federal Funds rate has
experienced significant tightening and easing cycles since
1999. Generally speaking, the spread between local and
foreign currency interest rates has reduced, which would have
an impact on financial institutions” foreign exchange deposits,
corporate demand for foreign exchange loans and capital
flows. In this case, commercial banks transferred a significant
amount of foreign exchange deposits overseas. Thus, the PBC
must strengthen coordination between local and foreign
currency interest rate policies, taking into account the impact
of'the spread between foreign and local currency interest rates

in the domestic market as well as the interest rate spread
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between domestic and international markets.

I11. Implementing Monetary Policy in a Stable,
Continuous and Forward-Looking Way and Sustaining
Economic Development

This year marks the beginning of the Tenth Five-Year Plan.
The Chinese government will continue to pursue the policies
to expand domestic demand for the next few years, and SOEs’
reform and open policy will also enter into a new phase. From
international perspective, world economic growth rate and
international trade have already slowed down. However, the
Chinese economy is projected to grow rapidly for the next
few years. During this period of time. the PBC will continue
sound monetary policy in a stable, continuous and forward-
looking way while boosting domestic demand and
maintaining the strong economic growth. Meanwhile, the
central bank needs to monitor the trend of price change
continuously, adjust money and credit supply by employing
a variety of monctary instruments, and keep the stability of
RMB while expanding domestic demand and containing
deflation. We must prevent possible economic overheating
and inflation, promote the stability of financial market and
sustain economic growth.

(I) Maintaining appropriate increase of money supply
and bank lending

During the Tenth Five-Year Plan, if the GDP grows at
7-8% annually and inflation around 3%. the growth rate of
moncy supply should be targeted at 14-15% taking into
account decreasing velocity of money. With the development
of direct financing, part of households® deposits with
commercial banks will be diverted into the stock market, the
asset portfolio of commercial banks will be diversified. In
the next few ycars. the average growth rate of loans of
financial institutions will be lower than that of the Ninth Five-
Year Plan. Meanwhile. commercial banks also need to explore
effective ways to expand financial resources and restructure

their balance sheets.
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The central bank will continue to increase money supply
in 2001 with M1 expected to grow at 15-16% and M2 at 13-
14%. Loans of financial institutions are projected to increase
by RMBI.3 trillion yuan. by the same magnitude as last year.
However. loans should be closely watched to avoid new credit
risks. At the same time. significant progress should be made
in the areas of payment and clearing system as well as
individual credit history system.

(1) Improving Operation of Monetary Policy

Open market operations should be given a greater role in
timely adjusting liquidity of commercial banks and money
market interest rate. Mcanwhile, rediscounting should be
encouraged to promote the development of commercial paper
market and reduce inter-enterprise debts. In the next few
years, the PBC will expand the floating band of interest rates
on loans while strengthening its ability to influence market
rates through open market operations. Self-discipline of
commercial banks will be strengthened to create conditions
for intercst rate liberalization. Steady progress in market
oriented interest rate liberalization will be made.

(I1) Strengthening credit supervision, deepening SOE
reform and promoting strategic structural reforms

Consumer credit, especially mortgage loans and student
loans will be encouraged. New loans should also be extended
to small and medium-sized businesses, particularly high-tech
companies. Efforts will be made to strengthen the role of
rural credit cooperatives in supporting rural economy by
increasing credit to rural areas and thereby boosting rural
income and demand. More financial support will be given to
western arcas for infrastructure construction and improvement
of environment. Meanwhile, we should continue to extend
loans to projects partly financed by government bonds and
speed up the construction process.

It is important to strengthen credit supervision and avoid
new risks. Loan projects should be carefully appraised to

prevent duplicating projects. Repayment of bank loans will
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be enforced and deliberate defaults will be disclosed.

(1V) Further strengthening financial supervision and
deepening reforms of wholly state-owned commercial
banks so as to transform them into modern financial
institutions; and improving the transmission mechanism
of monetary policy

After the establishment of four AMCs and transfer of part
of non-performing loans, average NPL ratio of the four wholly
state-owned commercial banks declined by 10 percentage
points. There are now several new features of NPLs of
commercial banks: first, NPL ratio in terms of book value is
close to the real level; second, the ratio of bad debt to total
NPLs has decreased; and third, the ratio of NPLs to total
assets is declining. Following the first decline in 2000, the
NPL ratio dropped further by 2.1 percentage points in the
first half of 2001, Greater efforts would be made in
strengthening supervision on state-owned commercial banks
in 2001. They are required to reduce NPLs ratios by 2-3
percentage points annually in the next few years and raise
their capital adequacy, The PBC will strengthen its
examination on assct quality, capital adequacy and operational
performance of the big four banks and urge them to improve
quality and disclosure of information and increase
transparency.

During the Tenth Five-Year Plan period, the PBC will
further reform and improve banking supervisory system,
improve efficiency and specialization of banking supervision.
Comprehensive reform of wholly state-owned commercial
banks would go step by step in accordance with the principles
of good corporate governance. At the initial stage, they will
be supervised as wholly state-owned financial intermediaries
and participants in money market. At a later stage, they will
be transformed into state-controlled joint-equity banks.
Lastly, we will continue to support reforms of small and
medium-sized financial institutions while strengthening their

financial functions. Self-discipline of the commercial banks
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