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Preface

Preface

This book was initiated by the Commission of Financial English Certificate
Test. Although originally designed as reading materials for those preparing for
“the Financial English Certificate” test, it is also intended for to benefit both

practitioners and supervisors.

Textbooks on financial practices abound. However, many were written for
financial environments significantly different from that in China or became out-
dated not long after publication. This book incorporates the current international
practices with application in the Chinese background as well as its anticipated
dramatic evolution in the context of China’s entry into the World Trade Organiza-

tion and the rapidly changing global environment.

Much of the book is devoted to the introduction of the institutional setup of
the financial industry, the regulatory and supervisory standards and the foreign
exchange system as the knowledge of the environment is critical to the success of
financial institutions. The brief overview presented in the first part encompasses
the evolution of the financial industry over the past five decades, the recent re-
form progress, the presence of foreign banks, the existing constraints and pros-
pects of the sector. The part on financial supervision captures not only pruden-
tial standards and practices currently prevailing in the international financial
community, but also potential changes that may significantly affect the behavior

of financial institutions worldwide.

The introduction of traditional business such as commercial lending and in-
ternational settlement as well as basic communication and accounting skills is
complemented with an overview of intermediary business, which is becoming an

increasingly important source of revenue in the industry.
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Preface

This book is the result of concerted efforts of a diverse group of authors and
experts, including practitioners, supervisors and the academia. These efforts
would not have succeeded without the organizational and administrative support

from the training center of the People’s Bank of China.

While the challenges brought about to the financial sector by China’s WTO
membership are real, the potential opportunities cannot be taken for granted un-
less those working in the sector are well prepared, especially in terms of skills
required to compete and succeed in the increasingly globalized and competitive
environment. Indeed, this book attempts to contribute to the difficult, but deter-

mined, process of such a preparation.

He Jianxiong

fo (o

Oct. 12, 2006
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Part One Overview of the Financial Industry in China

Part One

Overview of the Financial Industry
in China

l. Banking Sector

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 fi-
nance productive investment, transmitting monetary policy, providing a payment system
and transforming risks.

First, banks serve as a principal depository of liquid funds for the public. The safety
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 fa-
cilitating efficient allocation of scarce financial resources.

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

Fourth, the banking sector provides the indispensable national payment mechanism 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 reform
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 re-
form, particularly significant strengthening of the central bank’s capacity for maintaining
financial stability and macroeconomic management, substantial improvement in the manage-
ment of the commercial banks, and greater openness of the banking industry.

The evolution of the Chinese banking system can be broadly divided into four phases.

The establishment of the People’s Bank of China ( PBC) in December 1948 marked the

o
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beginning of the first phase, which was characterized by the mono-bank engaged in both
policy and commercial banking operations. It was dictated by a highly centralized planned
economic system.

The second phase began in 1984 when the State Council decided to make the PBC 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 establish-
ment of the four specialized banks—the Industrial and Commercial Bank of China (ICBC),
the Agricultural Bank of China ( ABC), the Bank of China ( BOC), and the China Con-
struction Bank (CCB), later known as the big four wholly state-owned commercial banks
when distinction in their line of business became vague and the joini-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, institutions and
instruments. The government introduced a comprehensive package of measures aimed at re-
storing financial order as well as addressing the inflationary pressure and signs of overhea-
ting, particularly in the real estate sector and the stock markets.

During this period, a number of important structural measures were taken with particu-
lar significance for the banking sector. The first was the unification of the Renminbi (RMB)
exchange rates and foreign exchange markets in January 1994. Second, the passage of cen-
tral bank and commercial bank laws in 1995 provided a legal basis for the banking system in
China. Third, the acceptance of the obligations of Article VIII of the Articles of Agreement
of the International Monetary Fund in December 1996, namely commitment to RMB current
account convertibility, officially removed the remaining restrictions on international pay-
ments for trade and service transactions. Fourth, the establishment of a unified inter-bank
money market in 1996 facilitated better liquidity adjustment for financial institutions. Fifth,
the gradual shifi from direct to indirect monetary policy instruments greatly improved trans-
mission of monetary policy and effectiveness of macroeconomic management. Finally, the
segregation of banking business from securities and insurance business contributed to the sta-
bility of the financial system in a transition period characterized by massive institutional
changes, inadequate regulatory resources and insufficient self-discipline.

In addition, three policy banks ( the State Development Bank, the Agricultural Devel-
opment Bank of China and the Export and Import Bank of China) were established in 1994
to facilitate the separation of policy banking from commercial banking operations. These pol-
icy banking institutions are playing a special role in financing major infrastructural projects

and promoting agricultural development and intemnational trade and investment.
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