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Many positive and profound changes have occurred in China’s
financial sector in the past 3 years. When DB Research published “China’s
financial sector: Institutional framework and main challenges” in January 2004,
scepticism abounded on the solvency of key Chinese banks, the health of the
banking sector, and the future of banking sector reform.

China’s banking sector today is looking much better, with improving
financial fundamentals and structural changes, particularly in the ownership
structure. Several Chinese banks have been pursuing internal reform in earnest.
The main aim of the reform has been to prevent past mistakes due to lending
decisions made on the basis of relationships from happening again.

Plenty of challenges remain despite recent progress. Sirengthening the
credit function and internal support systems is crucial for the Chinese banks’ future
success. Given current strong credit growth rates, capital adequacy should be
raised further. Moreover, risk management, governance standards and credit
culture in general are still emerging and are yet to be tested when the economy
slows.

More consolidation lies ahead. There are synergies to be gained from
mergers and acquisitions of Chinese banks. For example, some joint stock banks
may have stronger financials, but lack regional or national footprints. Some city
commercial banks may have good local networks, but are less sound financially.
As competition intensifies, consolidation will be inevitable.

WTO opening measures will have a positive long-term impact.
Competition for domestic bonds will certainly increase, but we do not expect an
exodus of customers abandoning local banks for foreign banks. The latter still lack
branch networks and are likely to initially concentrate on corporate banking areas
such as loan syndication for large projects, treasury and private wealth manage-
ment, as well as investment banking. Further out, we foresee more co-operations
between foreign banks and sizeable local ones to tap into consumer banking,
credit cards, and lending to local companies. These partnerships are expected to
help local banks expedite the upgrade in their internal systems as well as foster
product innovation.
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I. China’s banking sector: Then and now

1. Bank lending is and will remain the Chinese
economy’s dominant form of financing

China’s economic activity is primarily financed by bank loans. As of
H1 2006, bank loans accounted for 87% of total funds raised by the
domestic non-financial sector, up from 76% in 2001 (see table 1).
The share of corporate bonds in financing has increased sub-
stantially, from less than 1% in 2001 to 6% currently. Government
bonds, on the other hand have seen their share decline from 16% in
2001 to 1% during the same period. Fund-raising by equity issues
has been erratic during this period due to ongoing reform in the
stock markets. Its share in financing fell slightly from 8% in 2001 to
6% in H1 2006.

China's domestic economy: Bank-financed
Proportion of financing to the domestic non-financial sector, %

2001 2002 2003 2004 2005 H1 2006
Bank loans 759 80.2 85.1 82.9 78.1 86.8
Gov. bonds 15.7 14.4 10.0 10.8 9.5 1.4
Corporate bonds 0.9 1.4 1.0 141 6.4 6.1
Equity issuance 76 4.0 39 52 6.0 5.6
Total 100.0 100.0 100.0 100.0 100.0 100.0

Source: PBC n

While the share of bank lending is expected to decline from its near
90% level today, bank loans are likely to remain the dominant form
of financing over the next few years. The main reason is that the
financial infrastructure to support other fund-raising instruments, in
particular corporate bonds, will take years to develop. At 34% of
GDP in 2005, the bond market size in China is small when
compared to almost 200% of GDP in the US and Japan and 150% in
the EU. A similar pattern is observed in the equity market: The size
of China’s stock market capitalisation is still slightly below 20% of
GDP compared with over 100% in the US and Japan and 75% in the
EU (see chart 2). As the authorities expedite the reform of rules and
regulations, the importance of market-based instruments such as
corporate bonds and equity issues will grow. But bank loans will
nevertheless continue to be the preferred fund-raising source by the
real sector in the medium-term.

2. “Big 4” remain key players but joint-stock banks
are making inroads

The structure of China’s banking sector has remained largely
unchanged since 2003 in terms of key players. The state-owned
banks continue to command the highest market share, although
there has been a marginal decline.

The four big state-owned commercial banks, namely Agricultural
Bank of China (ABC), Bank of China (BOC), China’s Construction
Bank (CCB), and Industrial and Commercial Bank of China (ICBC),
together accounted for 52.5% of the banking sector’s assets in H1
2006, down from 55% in 2003 (see chart 3).
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Big 4 still dominate
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Mirroring the small decline in market share of the big 4 is the
increase in market share of the joint-stock banks‘, which accounted
for 15.9% of the banking sector’s assets in H1 2006, up from 13.8%
in 2003. This seems to suggest that joint stock banks are expanding
at the expense of the big 4. The latter have been constrained by
their large non-performing loans legacy, which prevents them from
expanding lending activities as quickly as their competitors.

City commercial banks® accounted for another 5.7% of the sector’s
assets as of H1 2006, up slightly from 5.3% in 20083. The share of
assets held by other financial institutions has remained largely
unchanged at around 26% (policy banks: 8%, rural credit co-
operatives 11%, postal savings: 4%, foreign banks: 2%, other 1%).

Going forward, it is likely that the turf war for China’s banking sector
assets will continue to be fought between the big-4 banks and the
joint stock banks. The relevance of other domestic institutions will, at
best, remain stable. Rural credit co-operatives will be undergoing a
major consolidation exercise, which may see their market share
decline further. Policy banks, meanwhile, are unlikely to show a big
market share increase since the central government’s policy thrust
has been to reduce their role in the financial system. In contrast,
foreign banks’ share will possibly see an increase as the remaining
restrictions on RMB businesses are lifted by WTO accession
requirements in December 2006, as we discuss below.

In terms of deposits, the market shares are similar to those by
assets. The big-4 banks, well supported by their extensive nation-
wide network, command the largest shares of retail deposits.
Smaller banks compete for corporate deposits, which tend to be a
more volatile source of funding.

3. Big 4, big reforms: Towards a commercial credit
culture

Three of the big-4 banks have undergone major structural reform
aimed at promoting a commercially-driven business culture. Reform
has been implemented in the CCB, BOC and ICBC. Reform in ABC
has been slower as its main assets comprise mainly loans to the
agricultural and rural sectors, the restructuring of which will likely
only be possible under a broader rural sector reform.

The reform roadmap for the CCB, BOC and ICBC comprises four
main steps: recapitalisation, reform of internal structure, strategic
partnership and stock market listing®.

Recapitalisation

The recapitalisation exercise started in December 2003 with a
capital injection of USD 22.5 bn each into BOC and CCB by the
central bank, the People’s Bank of China (PBC). The PBC
transferred the funds from its international reserves to a newly
created entity, the Central Huijin Investment Company (Central
Huijin), which acts as the holding company for the government’s
shares in BOC and CCB. A similar exercise was conducted in April

Banks incorporated as joint-stock limited companies under the PRC’s Company
Law. Most still have predominantly state-dominated shareholding structures. For a
more detailed description of China’s financial sector institutions see S. Hansakul
(2004). China’s financial sector: Institutional framework and main challenges.
Current Issues. January 9, 2004. Frankfurt am Main.

City commercial banks evolved from urban credit co-operatives. The scope of their
business usually concentrates in the city in which they are located.

Moody’s Special Comment. Reform of China’s State Banks: Moving Beyond IPOs;
Positive Rating Actions Likely. November 2005.
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least 40% in most Asian banking systems, the exceptions being
China and Taiwan"".

Among Chinese banks, LLR coverage varies. It is higher among
listed national banks (above 70% on average). For most other types
of banks, the LLR ratio is below 40%. A number of domestic banks
still have LLR coverage even below 20%. Low loan-loss reserves
may be evidence that a great number of Chinese banks are still
capital-hungry.

7. Bank credit expanding rapidly, consumer loans gain
in importance

Financial institutions’ credit growth remains high and has actually
accelerated. It reached above 15% yoy in September 2006, up from
13% at end-2005 (see chart), despite various efforts by the authori-
ties to slow lending activities. Strong loan growth to overheating
sectors remains a key concern to the authorities. PBC instituted two
interest rate hikes in four months this year, as well as a hike in
reserve requirements and tightening measures for lending for
property purchases. The government’s bias to slow down especially
long-term loans was evident in the interest rate hikes in August
2006, when interest rates for longer-term lending were raised more
strongly than 1-year lending rates.'® This reflects the authorities’
growing concern over a possible mismatch between long-term
lending and short-term funding, given that demand-deposit growth
has been picking up while time-deposit growth is moderating (see
chart). Overall, despite strong loan growth, liquidity is not a problem.
In fact, the loan/deposit ratio has been falling from 77% at the
beginning of 2004 to around 67% currently, due to even stronger
deposit growth (see chart).

One of the recent noteworthy trends was the increase in importance
of consumer loans in overall bank lending. The share of consumer
loans in total loans rose from 6% in 2000 to almost 11% in 2005.
Individual mortgage loans make up around 84% of total consumer
loans. The growth rate of consumer loans has moderated in recent
years, due not least to the authorities’ attempts to cool down
property speculation. Nevertheless, consumer loans still increased
by 10% yoy, and mortgage loans by 16% yoy in 2005. Consumer
loans are likely to become a growth area for Chinese banks. In
comparison with corporate loans they present better asset quality
and usually higher risk-adjusted returns, as well as a more stable
stream of revenues.

8. Regulatory capability and quality have improved
substantially

Better reporting/monitoring systems and more focus on
prudential regulations

One of the more visible improvements in China’s banking sector
over the past few years has been the improving regulatory capability
and quality. Considering that the China Banking Regulatory
Commission (CBRC), the banking sector’s key regulator, was only
set up in 2003, it has made tremendous progress. The CBRC has
been successful in encouraging almost all Chinese banks to adopt a
5-category loan classification system (as opposed to the previous
payment-overdue system). The CBRC has stepped up banks’

" Standard & Poor’s Asia Pacific Banking Outlook 2006, January 2006.
"2 The lending rates hike of August 2006 was: 27 bp hike for 1-year lending rate, 36
bp hike for 3-5 year loans, 45 bp hike for over 5-year loans.
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construction and purchase of low-price ordinary housing, as well as
home ownership.

Commercial properties are also expanding fast as the current
capacities in several key cities are deemed insufficient after several
years of strong growth and the current pace of corporate expansion
plans by both domestic and foreign firms.

All in all then, banks’ real estate exposure will likely remain
substantial. While there is strong, genuine demand from both
residential and commercial projects, the authorities’ cautionary
measures to stem speculation in the real estate market seem
warranted, especially in light of a possible economic slowdown in
2007.

4. More consolidation ahead in the banking sector

Further consolidation in China’s banking sector is likely in the
foreseeable future, especially among joint-stock banks, city
commercial banks as well as rural banks/rural credit co-operatives
(RCC). The big-4 banks will be more stable in that regard since they
are likely to concentrate on improving their internal efficiency rather
than on acquisitions. Joint-stock banks, city commercial banks, and
rural banks/RCC, in contrast, will gain from synergies through
mergers and acquisitions. For example, joint-stock banks may have
stronger financials, but they lack a national or regional footprint and
thus may gain from a tie-up with either a city commercial bank or
rural bank/RCC. The WTO liberalisation measures from December
2006 may accelerate the consolidation trend as the competitive
landscape will change. A strong financial position, adequate size as
well as networks with clients will now matter more. More con-
solidation should be positive for the banking sector as a whole.

Restructuring plans are also said to be considered regarding policy
banks. There are three policy banks i.e. China Development Bank
(infrastructure financing), Export-Import bank of China (export and
import financing), and Agricultural Development Bank (strategic
reserves and agricultural products financing). The key question is
whether or not these banks should start to run on a commercial
basis or continue to serve primarily the policy lending roles, which
may entail losses and more state support in the future. For now the
consensus that emerges appears to be to keep the policy banks
wholly-owned by the government. Given the current priorities to
expand infrastructure developments and social services to the far-
flung provinces as well as to improve the livelihood of the rural
population, the time does not seem ripe for the central government
to transform policy banks into a joint stock structure as they have
done with 3 of the big four.

5. Government financial support will remain crucial

In the foreseeable future, financial assistance from the central
government to the banking sector will remain crucial. The capital
injection into three of the big-four banks, which marked the first step
in their restructuring plan, is a case in point. Large capital injections
to restructure the remaining of the big four banks, ABC, as well as
the rural banks and RCCs appear likely.

In addition, as mentioned in the previous sections, the need for
banks to raise capital will continue to be sizeable due to their low
capital-adequacy ratios and insufficient loan-loss provisions.

Last but not least, the banking sector’s large NPL legacy is yet to be
disposed of. By official account, non-performing loans as of June
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