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Preface

This book was initiated by the People’s Bank of China: Although originally designed
as reading materials for those preparing for“the Financial English Certificate” test, it is

intended to benefit both commercial banking practitioners and banking supervisors.

Textbooks on banking practices abound. However, many were written for banking
environments significantly different from that in China or became outdated not long after
publication. This book incorporates the current international banking 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 Organization and the rapidly changing global

environment .

Much of the book is devoted to the introduction of the institutional setup of the
banking industry, the regulatory and supervisory standards and the foreign exchange
system as the knowledge of banking environment is critical to the success of bankers. The
brief overview presented in the first part encompasses the evolution of the banking industry
over the last five decades, the recent reform progress, the current institutional
composition, the presence of foreign banks, the existing constraints to the development of
the banking sector, and envisaged reform strategies. The part on banking supervision
captures not only prudential standards and practices currently prevalent in the international
banking community, but also potential changes as reflected in the proposed new Basle
capital accord that may significantly affect the behavior of bankers worldwide.

The introduction of traditional banking business such as commercial lending and
international 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 bank revenue.

This book is the result of concerted efforts of a diverse group of authors and experts,
including commercial banking practitioners, bank supervisors and the academia. These

efforts would not have succeeded without the organizational and administrative support of




Preface

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

While the challenges brought about to the banking sector by China’ s WTO
membership are real, the potential opportunities cannot be taken for granted unless those
working in the sector are well prepared, especially in terms of skills required of bankers in
the increasingly globalized and competitive environment. Indeed, this book attempts to

contribute to the difficult, but determined, process of such preparation.

He Jianxiong
December 2001

e

'/ MODERN BANKING PRACTICES




CONTENTS

CONTENTS

Part One Overview of the Banking Industry in China ---++rereeeeessmssninnnieerinninnn.. 1
I. The Role of the Banking Sector in China «++++sssssssssssssssamssiintinsmiintieniiniseennn, 1
11, 4/The Contril Bank: Rafihh «ssfess 1> sassss sisesassnsassppesnonssosinnnsisssunesis S CHEINNERENEE o 3
M. Vigorous Development of the Commercial Banking Sector +++«+++sssssesssusssssissessinieins 4
IV. Increased Openness of the Banking Sector =+«++=++==sssssesssssnsssmeniisiessiiiisisinnasen 5
V. Strengthened Banking SUPEIvISion «+++++«=++++sssssseeemsiimimtimiiiiiitteiiiiit i, 6
VI. Priorities of the Further Banking Reform  +++++++essesssssesssinimiesiiniiiiesinnn, RREE 7
Part Two Banking SUpervision «+++-+++«++s+ssestessrummmmtimtmiiiiiiiiittt i s 1)
I. Importance and Objectives of Banking Supervision «+++++«++ssssseessssmseniinieiinniiniienns 9
|.. Characteristics of Banks and Importance of Banking Supervision +++++++++++++sssssesssssseens 9
2. Objectives of Banking SUpervision +++++=++++++++++sssstsestssintitetniniiiittiiiiiittenniiiesnn, 10
3. Preconditions for Effective Banking Supervision — ++++=++++++++ssssssssesssisietiisiiiiiinnn, 11
T1. Licensing Process «++++sssssstssesssssestmmitutttie sttt iee sttt ettt s e 12
1. Phases of the Process ++++=++++=+++=ssssesssssunsstttmttntitttee ettt 12
2. Factors Evaluated by the Chartering Authorities —+++-++++==++==ssssssssssssssssanaisinsiaennn, 13
3. Basle Committee” s Requirements on Bank Licensing — -++++++++++=sssssssssssssesessssuiesannn, 13
11 Arrangements for Ongoing Banking Supervision =+s«+++=+ssssseessssnsstemssnsiietiniiiieienn, 16
1. Risks in Banking +++++==++++++=sssssseseessssunte ettt ittt 16
2. Development and Implementation of Key Prudential Rules and Requirements +=<=+++=+>====== 18
3. Methods of Ongoing Banking Supervision «++++++++++++=+ssssssesessssiretiiiiiisiiiniiiieenn, 25
IV. Resolving Problem Bank Situations and Dealing with Failing Banks ~+:«ceccecceserernenecieces. 35
Resolving Problem Bank Situations ++=++=+==+=+t+ssssssesssessssssssssstassssssssssssassasssssnns 35
2. Dealing with failing banks ++++++++++++sssssessssnttteiiniiit i 37
Appendix: List of Core Principles for Effective Banking Supervision
Issued by Basle Committee in September 1997  =++ssseeesssssremseresiiuniasaniiiiinins 39
Part Three The Chinese Foreign Exchange System ----+++«-sseesesesssssrsnmerininnnniiinen. 42
0§ e P O e e S T TR R = TR BT R R T B 42
II. Exchange AITangement «++«+-++++++++ssssssssssesimsmmmmmuuuiiiiiitiitiittiiiiiitstiaaassaaes 43
II. Foreign Exchange Operations of Financial Institutions =eceessereerreneesrrsenceencnieneeee. 43
IV. Supervision of Foreign Exchange Accounts —«+++sss+s+ssssssessssssssssnsssssunsssssiiennnes 44
G e LT e Tt I S R e o P T TRPRRRTRRLS 46

5




CONTENTS

VI. Capital Account Transactions «+««==+++=+«s=ssssstsassusettnmmutnttittetti et 47

| Ol)erseas Investment ++-+r+ rcerrereterttiiiiiiiiit ittt ittt st te ettt tat s s tsestasaaanns 47
2. Extenal Borrowing in [oans «-=++++===++==ssssstessssettunstmmiiittiii ittt 48
3 &wm Guarantee ................................................................................. 48
4. Registration System for External Debt +++++++++++ssssssssssssssssssssasisasinsisinnsiiniiieninnn. 49
VII. Reporting of Balance of Payments Statistics =+++++#«+ssssssessssssssssusumaantiniiniaiiiiin, 50
VIll. Definitions it the Section +++«- -+ e, B8 UONNDIE SHESINN 001 10 wairn e 2L 50
Part Four Intermediary Services ««-«--«----sssseseremmiiimmmmimmemii e 52
I- Intem]edia!-y SerViceS ................................................................................. 52
1. Relationship between Bankers and Customers —=+++=+++===ssssessessssssmesninsisnnnee e 52
2. Settlement— Payments and Funds Transfer «+++++++=sssssssesssssseessnsisiminine e, 54

O R R i vt e S e # T v SRRSHTRESR S o s ws Ao 1. 50 B AR SR F A At WA Sy 60
T e T T R R RO e S Rl S S S e 61

5 . Facmn:ng .......................................................................................... 62
1L Financla] Markets .................................................................................... 63
l A Imroducu;on ....................................................................................... 63
2. Money Market «+++++++++++++++sssesssnrtntnntrette ettt e 65

3 X Capml Markets .................................................................................... 71
IH. Invest!nent Bankmg ................................................................................. 75
L. Backgrounds —+++++++++++++++essesssssstnntst sttt 75
2' Immm Banklng Actu)uws ..................................................................... 78
IV. Banking on the Intemet =«««+=++=++s+=esssesrmmeetmrrtit et 82
1 Bal.'kgmm ....................................................................................... 83
. On_une Ba"klng P"Odu,cts ........................................................................ 85
3. The Challenging ISSUCS m Internet Bankl'ng ...................................................... 87
4. m Futm PrOSpeCtS Qf‘ On_Line Ban]i:mg ...................................................... 87
L o At ot bl iyt g S VAR 5 949 SN ST 55w SR R B ¥ RS S F i3 n o pE DS 90
I.Categories Of I.Da.ns .................................................................................... 90
B e e vdrviisntinn oS Snkimehion s ¥ss e s wERED S0 80 R DA £0a LA s RENERTSAS P # A SRS 90
2. Particular Loam .................................................................................... 96
I Credit Planning «+««++++ssssesssenmnnsentnnten ettt 09
1. Assets and Liabilities Management — +++++++++++s=sssssessssuuessssiuniesiieies i 99
2. Profitability and Budgetary Control «++++++=++++++==sssssseessiiunsenaiins e 103
III . BOI'I'OWCI‘ Screemllg ................................................................................. 105
1. Credit and Finance Analysis «+++++++++++++++sssssesessssssisennintee et 105
2. Feasibility Study and Project Appraisal of Long-Term Lending — ++=+=+=+==ssesrssessencances 112
IV.CIE(i]t stk Management ........................................................................... 120

1. Credit Porifolio Management +++=++++++=++++++++sssessssnsssensinniiinnii e 120




2. Credit Origination and Management ++++++++++++++seesssssisminiiiiiinmiiiiiii 123
3. Credit Approval and Control +++++++++++++++ssessessetaetmminiiiiiiiiiiiii e 125
4. Problem Recongnition and Remedial Measures ««+«+++s+esssessesrssssssasasinssniisunnnsnna, 126

Part SIX ACCOURLIME «++ww++++sessessssesesmiemttiitit bbbttt et b 128

1. Financial ACCOUREINgG ++=+++++++=+sssssessnsunttestiitttie sttt ettt et 128
1. Definition ==+++++++++=+ssssssmeseeens ettt e et e 128
2. Users of Accounting Information =+++++++++++++++++=sssssssssssasssiiiiiiiiiaseniiiiaisiae e 128
3. Specialized Accounting Services —-+++++++++++ersresssisntitet i 130
4. Accounting Concepts and Principles ~— +++++++++++++ssssssstssseesiniiuiuiiintnsiniiniinnissinns 131
5. ACCOUNting EqQUQLion +++++++++++++++ssssssststesttmmisiinitittstassistiitttes st 134
6. Classification of Assets and Liabilities — +++++++++++++++ssssseessnnssesniisiniiiiiniiian 135
7. The Double-Entry BmHmeping System  ++++eeeeeerereetete s 136
8. Fintncial SIatements -+« +vsesesssessacrasarsssnsuivnonosiabtsotisedvos i o iR SMIITANINIE, 137

I1. Managerial ACCOURLING =+++++++===="s+sssssnnssessnnsttee st ts sttt 143
1. The Use of Break-Even Concept and C—V—P Analysis ~+++====+=+=ssssssssessssssusesennn. '143
2. Present Value and Internal Rate of Return(IRR) +++++++++sssssssssessssnnsssassnnnnnnannn. 147

TIL. Bank ACCOURLNE +++++=+++++sssessnnmsmsttsstoiiuttttstts s bbbttt sttt 151
1. ACCOUNLInG Basis —+++++++==+++ssssetstssssuteseseststtstestitttts sttt bttt 151
2. Accounting Comtrols =+++++++==++s=ssssssssmsesensite sttt 152 -
3. The Chart of Accounts of a Bank +=+++++=+++=ssssessssssssesanaiiietianiiiiiie e 152
Bl At T Btk sins s o shhusbnsms s patatnses akienssinsbs s issahonn et iees kRO Ao TIT] 154
5. Types of Income and Expenditure of @ Bank =+++++++==+ss+ssssssusessssssiiiiinniiiiiicnnnn, 156
6. Assets and Liabilities of @ Bank ++++++++++++svs+ssssseesssstaesssststnintiaittasisie e 159
T Bed onid Doubtﬁd Philte- iz trfiansassintntipn e s ayses Oy wr sy vt ok OUNEA nay s ona Ly LRs T AL s o3 162
8. Foreign Exchange Transa Clions —«+++++++=»++++ssssssnnttsssmnntansiniiittstiisise s 163
9. The Cash Flows of @ Bank — +++++++++=++ssssesetsusuuusnsiatiitiiiiiiiiiiii e 166
10. Budgeting — -++++++++=++++++==sssnsseessnnttee et e 168
APpendices — =++++ssnreeee s 169

Part Seven International Settlement «--------+-+sresrsrsnesesraroresuassraaroraseesanas ol 173

I 3 Instmments .......................................................................................... 173
1. Bill of Exchange —++++++++++++ssssssssssnssssntstsitssitit ittt 173
2 Cheques ............................................................................................. 174
3. Promissory O R S, R R SRy, i St ey At 175

11 Means bEilihemmationil Soltletieiit s 1 tss (95ine s+ 06ensspnne -t n sy aas snsadied sineis s sk s wsgasioiiis 176
§ T e s e o G N A 8507 ki S AR e i s e R 176
o R P T S P ol I LSS LI RS T Tt T SrOR [ SIS e T 1 178
3. Documentary Credit —«++++==+++++++==ssssnassssmsssssssittts sttt 181
4. Standby Letters of Credit — +++++++++++=ssssssssssssssnstesminnttnsisiis sttt s 189

MODERN BANKING PRACTICES ">/,




CONTENTS

5 Bonds ............................................................................................. 192
6' Facmnng .......................................................................................... 199
III.DOCUmentS Used iI] Intemational Trade ......................................................... 2(X)
1 < COWTC’:GI Imice .............................................................................. 2(X)
2. Transport DOCWMS .............................................................................. 2(X)
3. Insurance Docwmms .............................................................................. 205
4. Other DOCl”nentS ................................................................................. 206
IV £ Trade Finance ....................................................................................... 206
1. Negotiation QfDOClmlemaTy Collections ......................................................... 206
2. Facilities Available in Connection with Documentary Credits —«=«:=wt=ctereersersesrneeeseacen: 207

3 Z FOlfaithg .......................................................................................... 209
4_ Other FaCilltles .................................................................................... 212
V.CuStOInS and Practices Of Intemational Trade ...................................................... 213
1. Imroductb'on to ICC .............................................................................. 213

2 4 UCij .......................................................................................... 21 4

3 = U RRsz 5 .......................................................................................... 216

4 2 U RC_SZZ .......................................................................................... 218

5 : ISP98 ............................................................................................. 221
6. InCOtennS Zam .................................................................................... 224
Part Eight Bank Le“ers and Telecommunicatiom ................................................ 228
I' Bank I_ﬂtters .......................................................................................... 228
l. Main Pans Ofa Bank [etter ..................................................................... 228
2- anl«ng Styles .................................................................................... 229

3 : Sa'@le [ftters in Dlﬂérem Banklng Transaftions ............................................. 231
MR 55 vosse s voasbor aridns owspabeismnnate UL I L Loty s vus s dns vh kg sk oh nssv R AL T e D sb e as 240
1. Main Pam Ofa Telm: Message .................................................................. 240

2 ) Language .......................................................................................... 241

3 3 Sa"?ple Telex Messages ........................................................................... 241
III : SWIFT ................................................................................................ 245
1 3 Message Types .................................................................................... 245

2 ) Fiezds ............................................................................................. 247
3‘ Structure Ofa SWIFT Message .................................................................. 248
4_ Sa”q)le SWIFT Messages ........................................................................ 249

. *  MODERN BANKING PRACTICES

/




Part One  Overview of the Banking Industry in China

Part One

Overview of the Banking Industry
in China

|. The 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 investment, transmitting momentary policy, providing a payment system and
transforming risks.

First, banks serve as a principal repository 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
facilitating 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 payments mechanism for the
development of modem 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.

Following five decades of evolution, particularly more than two decades of reform and
opening to the outside world, China’s banking sector has entered a stage of vigorous
development. The past few years have seen marked acceleration of China’s banking reform,
particularly significant strengthening of the central bank’s capacity for supervision and
macroeconomic management, 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 three phases. The
establishment of the People’s Bank of China (PBC) in December 1948 marked the beginning of
the first phase, which was characterized by a mono-bank engaged in both policy and commercial
banking operations. It was dictated by highly centralized planned economic system.

The second phase began in 1984 when the State Council decided to make the PBC function
as a central bank. The decision, which was made in response to the increased role of market
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