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ABSTRACT

CHINA’ S FINANCE AFTER THE IMPLEMENTATION OF
BASLE AGREEMENT

This book is to provide the foundations for the study of the
Basle Agreement for Chinese readers. Rather than giving a superfi-
cial coverage of a wide range of topics, we have chosen to concen-
trate our analyses on influences of the Basle Agreement upon Chi-
nese bahking industry in the international perspectives and alterna-
tives of financial reforms in China. Through probing the outcome
of the implementation to China » the authors try to formulate a
framework of systematic study and, through analysis of a number
of relevant possible solutions, suggest the fundamental principles
for resolving China’s existing problems of banking supervisions and
financial reforms. _

The Basle Agreement is a Chinese abbreviation of the Basle
Committee on Banking Regulations and Supervisory Practices " In-
ternatio’nal Convergence of Capital Measurement and Capital Stan-
dards” endorsed by the Group of Ten central —bank Governors in
July 1988. As the Agreement has required, the target standard ra-
tio of capital to weighted risk assets set at 8 percent (of which the

core capital element is at least 4 percent) has been observed by in-




ternational banks in member countries as a common minimum stan-
dard at the end of 1992, the transitional period ends. In addition,
banks in member countries have to limit their general loan loss re-
serves or general provisions at end — 1992 to 1. 25 percentage
points, or exceptionally and temporarily up to 2. 0 percentage
points, within supplementary elements. Although the document is
a framework setting out the details of the agreedaccord for measur-
mg capital adequacy and the minimum standard, the national su-
pervisory authorities represented on the Basle Committee to imple-
ment the Agreement in their respective countries dominate an out-
standing resource of banking capitals to developing countries and
have the power and right to discriminate any baxnks conducting
significant in international business which have not intended to con-
sist with them in the light of the arrangement. No matter whether
it will be able to strengthen the soundness and stability of the in-
ternational banking system and diminish an existing source of com-
petitive in equality among international banks the minimum levels
of capital for internationally acitve banks, and the standard assess-
ing capital in relation to credit risk, interest rate risk and invest-
ment risk and other risks, inevitably, have brought and will bring
shocks to banks and countries® foreign borrowing terms outside the
G—10,the European Community and the Organization for Econo—
mic Cooperation and Development. As far as China is concerned,
the terms and conditions of external financing through its own
credit institutions such as Bank of China, maybe the Industrial and
Commercial Bank of China, the Construction Bank of China, China
Investment Bank and the Bank of Communications, and other po-
tential banking borrowers, will become rather tough and strict in
8




the circumstances which have been already unfavorable to China in
many respects. Furthermore, the above impact upon Chinese banks
in respect of foreigh borrowing is less serious than what they will
face in conducting future significant international business as they
try to step out China and defend against foreigh banks’ competition
after domestic financial service open to foreigners. In this sense,
the Basle Agreement means both a challenge and an opportunity
owing to its existing framework for banking supervision and regu-
lations.

The opportunity lies at the heart of the Basle Agreement’s
contributions in how to measure capital risk and capital adequacy
with the view to arrive at a set of principles which are fair, highly
consistent and conceptually sound in its application to.different
banks in many countries. Thus, it is out of the question that China
can make full use of the experiences from the Accord, either in how
to deal with banks’ capital quality and risk problems, or in deter-
mining what solution can be found to smooth its financial reform
and financial deepening.

Over the last decade, China’s financial reforms have disman-
tled the old mono—banking system and increased the variety of fi-
nancial institutions, as well as the volume and scope of financial
transactions and instruments. The pronounced shift away from
budetary support of investment has reinforced the importance of
the financial sector in mobilizing and allocating resources. As in-
vestment decisions are increasingly subjected to the more profit—
making calculus of the reformed enterprises and to the profit —fo-
cused and risk evaluations of financial institutions and outside in-
vestors. In order to assure that these judgements are consistent
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with a more efficient mobilization and allocation of resources for in-
vestment, the banks and other financial institutions are also ex-
pected to behave as profit —motivated enterprises and to take full
responsibility for their own respective profits and losses. It is quite
important to understand the difference between the present re-
formed financial system and the one that has existed for the past
three decades, though it is necessary to have a thorough knowledge
of the features of China’s present banking systems. For much of
the period to 1979, China had a virtual mono — banking system.
The People’s Bank of China (PBC) acted both as the controller of
the overall liquity in the economy and as the holder of depositors
and distributor of financial resources. Banks were conceived as a-
gents of the government planning systems executing and monitor-
ing the financial flows required for fulfilment of the plans. In a se-
ries of steps beginning in 1979, the ordinary banking activities of
the People’s Bank were separated out and assigned to newly created
specialized banking institutions including the Agricultural Bank of
China (ABC), recreated (for the fourth time) in 1979, and the In-
dustrial and Commercial Bank of China (ICBC) established in
1984. In addition, the People’s Construction Bank of China
(PCBC), founded in 1954, continued as the government’s fiscal a-
gent in the distribution of bugetary funds for capital construction
and as the exclusive bank of construction enterprises. Beginning in
1981, however, the allocation of budgetary funds has been made on
a loan basis, repayable with interest different from former prac-
tices. PCBC can also accept deposits and intermediate resourses on
its own account. As the sole institution traditionally involved in in-
ternational business, the Bank of China (BOC) has remained the
10



principal vehicle for foreigh exchange transactions. However, in
1979, the China International Trust and Investment Company
(CITIC) was established under the State Council to promotre joint
ventures between Chinese and foreign enterprises and to provide
foreign funds to China. A number of similar institutions have since
created at the provincial level. Still another intermediary for for-
eign lending, the China Investment Bank (CIB), was founded in
1981, initially as a channel for the World Bank loans to the indus-
trial sector. Later, the Communications Bank restored as China’s
first comprehensive banks in Shanghai. In Shenzhen——one of the
four economic zones—— in southern China, there appeared some
commercial banks of which Shenzhen Development Bank had un-
precedently its shares sold on Shenzhen Stock Exchange. Up to
now, there are specialized banks, comprenhensive banks, share—
owned commercial banks and a variety of regional development
banks and credit institutions coexisting with non - banking finan-
cial intermediaries in China.

Despite significant changes over the past years, the role of
China’s financial system is still limited. In the past, the banks
mainly provide payment services and short —term loans to enter-
prises and operated without taking risks into consideration. In the
reformed decentralizing economy, with independent enterprises re-
sponsible for profits and losses and subject to competitions from
other enterprises, the role of banks and other financial institutions
have to change considerably. Most importantly, if the government
refrains from bailing out less efficient enterprises and the financial
institutions that lend to them, as it must if the enterprise reforms
are to succeed, banks will be faced with the possibility of suffering
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from nonperforming loans. As banks are increasingly faced with
the risk of nonperformance of their loans (or of the newer types of
assets now appearing in China, such as commercial paper, enter-
prise bonds, leases etc. ), they have to become increasingly sophis-
ticated in the conduct of their business.. As long as banks were fol-
lowing the instructions of the planning commissions and other bod-
ies, they had largely clerical and accounting functions to perform.
To change this patterﬁ, the Basle Agreement cannot provide any-
thing but the framework in banking regulations and supervisory
practices. The solution lies in the transition of directly ordered
planning finance towards market-—oriented banking practices.

It is quite encouraging that China has already taken measures
in this respect though there is still a long way to go before a profit
—focused mechanism established in banks and other financial insti-
tutions. We cannot make sure how long it will take, but it is no
doubt that, with the introduction of risk resulting from competition
and responsibility for their own profits and losses bank lending de-
cisions will have to and is having to change to being reasoned, pru-
dent, and entrepreneurial. However, the market does not guaran-
tee the soundness and stability of banking system automatically
brought by dismantling the existing regime. In fact, it is realistic
to realize what it will result in with accompanying benefits, espe-
cially in the possible instability and unfairness among banks. Al-
though it is not widely recognized in China that specialized banks’
asset problem has gone beyond expectations, it is confirmed that
the authority concerned has chosen to resolve capital crises ‘that
have happened in banking system in the latest years, such as the
sharp decline of savings from specialized banks, capital shortage,
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heavy burden of losses resulting from politically — — intended
loans, and backwardness in financial service vehicles, most of them
brought about by misleading guidelines and inefficent bank man-
agement. Out of them, it is fairly outstanding that capital adequacy
and risk exposure had appeared among ICBC, PCBC, BOC and
ABC,regional development banks, a number of newly —established
credit cooperatives and urban savings institution. According to the

limited information on the quality of the loan portfolio, past—due

loans and arrears in four specialized banks averaged as high as -

20%, and problem assets amounted to over 90% in some credit in-
stitutions without being supervised by any banking authorities in
the year 1992. It is fortunate that some banking supervisory offi-
cials and authorities have steped in towards adopting the standard
of the Basle Agreement. For instance, the Branch of the People’s
Bank of China in Shenzhen Special Economic Zone has decided to
implement capital risk management in accordance with the Basle A-
greement starting in 1993. By the end of 1992, BOC (Bank of Chi-
na') has raised its capital amount to meet the minimum ratio of capi-
tal to weighted risk assets, which was required in member coun-
tries and encouraged in banks outside the G—10 by the Basle Com-
mittee on Banking Regulations and Supervisory Practices, so as to
make it easier to conduct international business after 1992. Simul-
taneaously, the policy —makers in the central banks try to explore
the feasibilty of facilitate financial reforms and carry out something
of the Basle capital management and standard requirement in banks
countrywide, or experimentally in some regions where it is found
not so hard to implement certain quasi—Basle standards and capital
ratios. In the beginning of 1993, e. g. , the People’s Bank of China
13




had announced that it would experiment with capital asset ratio or
asset — liability ratio control and capital adequacy supervision in
Guangdong, Henan, Shanghai, Fujian, and Shenzhen. However,
up to now, only in Shenzhen have carried out this kind of quasi—
Basle arrangements in all its banking system, since the Branch of
the People’s Bank of China there had authority enough to make
branches of specialized banks and other banks in Shenzhen observe
its arrangement. In other regions, the conficts of interest lack of
corresponding supervisory authority, those PBC branch officers did
not enjoy complete independence from local governments and
branches of specialized banks were put in the dilemma between lo-
cal governments and their headquarters in Beijing. The reality is
that it is system obstacles that hinders furthering implementation
of similar reforms.

The systematic problem in financial mechanism exposed to the
public is of course, a time —consuming task to be accomplished in
the long run. Nevertheless, it cannot be an excuse for carrying out
any other reforms associated with systematic environments leading
to failure. Actually, it is some fundamental reforms in banking su-
pervision means that can be a breakthrough of the whole financial
system reforms. The Basle Agreement is of this characteristics, in
the sense that it gives the target of banking regulations and super-
visory practices and the details of the internationally agreed frame-
work for measuring capital adequacy and the minimum standard to
be achieved in a country’s banking systems. As enterprises and
banks in China become independent units appropriate solutions will
have to be found for the problem of "own” funds or capital, be-
cause otherwise enterprises including banks would not be able to
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