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Bank of Shanghai
Bank of Nanjing
Bank of Shanghai
Bank of Shanghai
Bank of Shanghai
Xi’an City Commercial Bank
Xi’an City Commercial Bank
Shanghai Pudong Development Bank
China Minsheng Bank
Industrial Bank
Industrial Bank
Industrial Bank
Shenzhen Development Bank
Bank of Communications
China Bohai Bank
Chinese Mercantile Bank
Jinan City Commercial Bank
China Minsheng Bank
Bank of Beijing
China Construction Bank
China Construction Bank
Bank of China
Bank of China
Bank of Nanjing
ICBC
Bank of Beijing
Bank of Beijing
Tianjin Rural Coop Bank
Bank of Tianjin
Bank of China
URCB Hangzhou
Huaxia Bank
Hangzhou City Commercial Bank
Guangdong Development Bank
Bank of Dalian

Huishang Bank

International Finance Corporation
International Finance Corporation
HSBC
Shanghai Commercial Bank (HK)
International Finance Corporation
Bank of Nova Scotia
International Finance Corporation
Citibank
International Finance Corporation
Government of Singapore Investment Corp.
International Finance Corporation
HSBC (Hang Seng Bank)
Newbridge Capital
HSBC
Standard Chartered Bank
ICBC (Asia)
Commonwealth Bank of Australia
Temasek (a Singapore government firm)
ING/Deutsche Bank
Bank of America
Temasek
RBS
Temasek
BNP Paribas
Goldman Sachs, American Express, Allianz
International Finance Corporation
ING Group
Rabobank
ANZ Bank
UBS
Rabobank
Deutsche Bank and Sal Oppenheim
Commonwealth Bank of Australia
Citibank, IBM, China Life, State Grid
Bank of Nova Scotia
ABN AMRO and UCBH
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European Chamber Bank Working Group

Key Recommendations 2006

1. Foreign Debt Policy

The conversion of onshore
currency loans into RMB should be
reinstated as a means to increase
access to and reduce the costs of
FIEs. Tightened foreign exchange
regulations, on the other hand,
could result in increased credit risk
in China.

2. Increased issues for new
banks entering China

Abolish the 3 year, including 2
years profitability, waiting period
for foreign banks to obtain an

RMB license, as all banks with a
foreign currency business license
should be allowed to conduct
RMB business as well. The waiting
period is restricting the growth and
maturation of the Chinese banking
market, to its detriment.

3. Quotas

Allow banks more freedom to apply
for their quota to be increased and
loosen restrictions on foreign debt
quotas as the current regulations
have the effect of adversely
restricting the growth of foreign
banks.

Source: Provided by a European Bank
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4. Liquidity Ratios

Define liquidity ratios on a
consolidated basis for each legal
entity according to international
practice. The current calculation
exacerbates operating costs,
reduces profitability and frustrates
collection of tax revenues.

5. Capital Requirements

Further reduce excessive capital
requirements and eliminate the
mandatory 30% deposit of working
capital. High capital requirements
do not provide additional
guarantees, and instead result in
inefficient allocation of resources,
reducing returns on equity and
lowering levels of investment.

6. Business Scope of
Representative Offices

Clarify what forms of business
representative offices are legally
allowed to conduct.

76



Report on the Opening-up of
the Chinese Banking Sector

Report on the Opening-up of the
Chinese Banking Sector

Published by the China Banking
Regulatory Commission, January
25, 2007
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Foreword

As an integral part of China’s
national economic reform and
opening-up as well as a natural
outcome of China’s increasing
integration into the world economy,
the opening-up of the Chinese
banking sector is instrumental in
promoting the banking industry
reform and thereby improving

the competitiveness of China’s
banking sector as a whole.

The China Banking Regulatory
Commission (CBRC) attaches great
importance to the banking sector
opening-up, and is committed to
promoting the banking industry
reform and opening-up, both
strengthening the supervision and
improving the services quality. It
is the government’s conviction
that strengthened supervision and
improved services will pave the
way for further opening-up.

Since 1980, the banking market
opening-up has rolled out from
certain regions to the entire
country. At the same time, it has
extended from foreign currency
business to local currency
activities, from foreign residents
and enterprises to local customers.

Along the process, the foreign
banks have been growing steadily
in numbers, and the range of
products and services permitted
to foreign banks has expanded
progressively. Meanwhile, the
foreign banks are encouraged

to forge business and equity
partnership with the local banks,
and thus become an important
component of the Chinese banking
sector.

It is shown in practice that the
policy of opening up the Chinese
banking sector is in line with the
overall economic opening-up
strategy, and is instrumental in
helping China build up a socialist
market economy while aligning
the Chinese banking industry
with the latest developments in
global banking market. With the
opening-up initiative, China has
not only invited in the foreign
capital needed in the economic
development and financial system
reform, but also, more importantly,
introduced new banking products
and best banking practices from
abroad. These resources have
benefited the Chinese banking
sector with notably improved
stability and competitiveness. In
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the meantime, the achievements
in China’s economic and financial
development have been well
recognized internationally, as
more and more foreign banks are
establishing themselves in the vast
and fast growing Chinese market,
or seeking extensive and mutually
beneficial business cooperation
and partnership with their local
counterparts.

Along with the fully opening-up

of China’s banking market at the
end of 2006, profound changes
will be surely witnessed in the
market competition and the overall
banking landscape. In view of

this historical opportunity and the
challenges behind it, China will,

on the precondition of national
financial safety, unswervingly press
ahead with the banking sector’s
opening-up, faithfully honor its
WTO commitments, introduce
supervisory tools and risk control
measures in accordance with

the prudential principles and
international best practices, and
thereby ensuring the sustainable
and healthy development of the
banking industry.
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History and the Status Quo

Foreign-funded banks’ presence in
China already has a history of over
100 years. After the establishment
of the People’s Republic of China
in 1949, four foreign banks retained
their offices in Shanghai city,
namely, Hong Kong Shanghai
Banking Corporation, Bank of

East Asia, Overseas-Chinese
Banking Corporation and Standard
Chartered Bank. In 1978, the
Chinese economy began to open
up to foreign participation. Since
then, the Chinese banking sector
has gone through three stages in
its opening-up process.

First Stage (1980-1993)

During this period, the opening-up
strategy of the banking industry
was, in general, to bring in the
foreign funds and improve the
environment for foreign investment
by facilitating better financial
services to foreign business
corporations in China. In 1980,
Japan Import and Export Bank
established a representative
office in Beijing. In 1981, Nanyang
Commercial Bank established a
branch in Shenzhen, becoming

the first foreign-funded bank

doing business in China since
1949. As the domestic need for
financial services continued to
expand, the Chinese government
gradually unleash the geographical
restrictions on foreign-funded
banks by allowing their presence to
expand into the costal and major
cities from the previously opened
Special Economic Zones. After

13 years of development, foreign
banks altogether established 76
operational entities in 13 cities as
of end-1993, with their combined
assets amounting to US$8.9 billion
and their business scope covering
the foreign exchange services to
both foreign business corporations
and foreign residents.
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Second Stage (1993-2001)

During this period, significant
progress was witnessed in the
Chinese economic reforms
featured by the accelerated

pace in building up a socialist
market economy, the blooming
foreign trade, the flourishing
foreign direct investments. In
order to further encourage foreign
participation in the Chinese market
through further improvement

of investment environment, the
Chinese government adopted a
series of policies and amended
the relevant laws and regulations
to encourage foreign investment.
Along with the rapid growth of
foreign investment in China as
well as the gradual expansion

of the Chinese enterprises into
the world market, the foreign
financial services providers were
more than ever enthusiastic

in establishing themselves in
China. In response, the Chinese
government promulgated in

1994 the first comprehensive

law governing the nation-wide
activities of foreign-funded banks
in China, namely, the Regulations
of the PRC on the Administration
of Foreign-funded Financial
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Institutions. Largely based on

the amendments to the original
Regulations of the PRC on the
Administration of Foreign-Funded
Banks and Chinese-foreign Joint-
venture Banks operating in Special
Economic Zones enacted in 1985,
the new Regulations provided the
legislative guidance for the market-
entry and supervision of foreign-
funded banks. Meanwhile, the
geographical coverage allowed for
foreign banks’ business activities
was expanded from the coastal
and major cities to nationwide

and it became possible for foreign
banks to establish branches in

all Chinese cities. In 1996, the
Chinese government promulgated
the Provisional Regulations on
Foreign Financial Institutions’
RMB Business on a Trial Basis

in Shanghai Pudong Area. This
regulation allowed the foreign
banks’ access to RMB businesses
for foreign enterprises and
overseas residents, thus serving
as a boost to the development of
foreign banks in China. As of end-
1997, the number of foreign-funded
banks in China reached 175, an
increase of 99 in four years, while
their assets quadrupled in the
same time interval.

In the aftermath of Asian financial
crisis, foreign banks became
more cautious in expanding their
business in the Asia-Pacific region,
and foreign banks’ business in
China also slowed down. Several
banks even retreated from the
Chinese market. From 1998 to
2001, only 15 new operational
foreign banking organizations
were established in China. In
order to encourage foreign banks’
development in the Chinese
market, the Chinese government
adopted a series of measures,
including choosing Shenzhen

as the second pilot city next to
Shanghai to allow foreign-funded
banks to conduct RMB business;
allowing foreign-funded banks

to join the inter-bank market

to tap RMB funds; permitting
Shanghai-based foreign-funded
banks to conduct RMB business
in Jiangsu and Zhejiang provinces
and permitting the Shenzhen-
based banks to expand their RMB
business to Guangdong, Guangxi
and Hunan provinces. Though their
foreign exchange business shrank
during those years, foreign-funded
banks were able to expand their
RMB business.
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Third Stage (2002 to 2006)

During this period, China’s
banking sector underwent
profound changes. On 11
December 2001, China gained
accession to the World Trade
Organization. During the five-year
grace period allowed under the
WTO accession agreement, the
Chinese government has faithfully
honored its commitments, and
opened up more business areas
to the foreign-funded banks. The
continuous efforts in opening-up
and appropriate policy adjustments
enabled a rapid expansion of
foreign banks’ business. In the
five years following the WTO
accession, the operational entities
opened by foreign banks expanded
from 190 to 312, an increase of
122 despite of several merger
cases. Hereinafter were the major
opening-up measures taken in this
stage.

Honoring WTO commitments

Upon China’s accession to the
WTO in 2001, the customer
restrictions on foreign exchange
business of the foreign-funded
banks were immediately removed.
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In the following years, the RMB
business activities of foreign-
funded banks were gradually
expanded from the four major
cities of Shanghai, Shenzhen,
Tianjin and Dalian at the time of the
accession, to the entire nation, and
foreign-funded banks were allowed
to expand their RMB business
clients from foreign enterprises
and individuals to domestic
corporations and residents. At the
same time, the other restrictions
on the foreign-funded banks were
gradually relaxed. For instance,

the limit of RMB liabilities not
exceeding 50 per cent of foreign
currency liabilities was removed;
the limit on the proportion of
foreign currency deposits accepted
domestically by foreign-funded
banks was relaxed; the other non-
prudential restrictions on foreign-
funded banks were gradually
removed to accord national
treatment to foreign-funded banks
under the WTO commitment.

Initiatives independent of the
WTO commitments

China also took a series of
liberalization initiatives independent
of its WTO commitments in order

to meet the reform and market
needs of the Chinese economy.
First, in a bid to encourage the
foreign banks to branch in the non-
coastal areas, namely, the central
and western and northeastern
regions of China, which remain
under-banked, a number of

cities including Xi’an, Shenyang,
Harbin, Changchun, Lanzhou,
Xining were opened ahead of
schedule to the RMB business

of foreign-funded banks, while
foreign banks applying to set up
new establishments and open new
businesses in these regions are
entitled to expedited review and
approval procedures. Second, the
minimum requirement on foreign-
funded banks’ operating capital
was appropriately lowered, so as
to ease their liquidity constraints.
Third, the foreign-funded banks
were allowed, like their local
counterparts, to engage in trading
of financial derivatives, QDII
investments, offshore wealth
management and custodian
business and insurance agency
business. Fourth, according to
the Closer Economic Partnership
Arrangements (CEPA) with

Hong Kong and Macau Special
Administrative Regions, the
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banks in Hong Kong and Macau,
including foreign banks located
there, will enjoy comparatively
favorable treatment when seeking
to establish branches or open
new businesses in the mainland.
Fifth, in order to promote the
participation of foreign banks

in the domestic banking sector,
China permitted and encouraged
qualified overseas strategic
investors to acquire equity in the
Chinese banks on a commercial
and voluntary basis.

In general, the opening-up of

the Chinese banking system has
evolved around three strategic
hubs, covering the Yangtze River
Delta, the Pearl River Delta and the
Bohai Economic Zone, with the
opening-up extended gradually
nationwide and into increasingly
diversified market segments.

Steady improvement of legal
framework

In line with China’s WTO
commitments and by taking into
account the Chinese realities,

the Chinese government has
amended or promulgated a series
of laws and regulations. The major
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legislations include the Law of

the PRC on Banking Regulation
and Supervision, the Law of the
PRC on Commercial Banks, and
the Regulations of the PRC on

the Administration of Foreign-
funded Financial Institutions

and its Implementing Rules.

These regulations provide a solid
foundation for the continuous
opening up of the Chinese banking
sector. In December 2003, the
Chinese government promulgated
the Administrative Rules Governing
the Equity Investment in Chinese
Financial Institutions by Overseas
Financial Institutions, which set
forth the qualification requirements
on the overseas investors with
respect to their asset scale, capital
adequacy and profit earning
capacity, as well as the upper
limits on such equity investment.
This legislation provided additional
impetus to the cooperation
between Chinese and foreign
banks.

Expanded market presence of
foreign banks

As of end-December 2006, there
were 14 locally incorporated wholly
foreign-funded banks and Chinese-

foreign joint venture banks in
China, which opened 19 branches
and sub-branches. In addition,

74 foreign-funded banks from 22
different countries and regions
established 200 branches and 79
sub-branches in 25 Chinese cities;
186 foreign-funded banks from 42
countries and regions established
242 representative offices in 24
cities. Among all the operational
entities, 168 were established by
Asian banks, making up 54 per
cent of the total, and including 102
from Hong Kong, 19 from Japan,
and 17 from Singapore, etc.; 77
were established by European
banks, accounting for 25 per cent
of the total, including 21 from

the UK and 15 from France; 32

or 10 per cent of the total were
established by north American
banks, including 26 from the USA
and 6 from Canada. In terms of the
locally geographical coverage, 100
of operational entities of foreign-
funded banks were located in
Shanghai, making up 32 per cent
of the total number; 40 located

in Shenzhen, accounting for 13
per cent; 37 located in Beijing,
making up 12 per cent; 28 located
in Guangzhou, making up 9 per
cent; 17 in Tianjin, making up 5
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per cent; 16 in Xiamen, making

up 5 per cent; the rest located in
other cities accounted for 24 per
cent of the total number. In recent
years, foreign-funded banks have
accelerated their pace in entering
into the western and northeastern
regions of China, where 30 foreign-
funded banking entities were
established, accounting for 10 per
cent of the total foreign-funded
banks in China.

Larger business scope and scale
of foreign banks

According to the existing Chinese
laws and regulations, foreign bank
branches, the wholly foreign-
owned banks and the Chinese-
foreign joint venture banks are
collectively called as operational
foreign banking entities, and

are allowed to take in deposits,
make loans, engage in clearing,
custodian and insurance agency
business. If the operational foreign
banking entities are able to fulfill
such conditions as the length of
operational period, profitability
and other prudential requirements,
they will be permitted to apply

for conducting RMB business. At
the same time, China has been
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encouraging financial innovation,
allowing foreign-funded banks

to engage in derivatives trading,
QFII custodian business, personal
wealth management, offshore
banking service on an agency
basis, and electronic banking

etc, so that their product scope
has been further diversified and
expanded. As of end-December
2006, the number of products
permitted to foreign banks
exceeded 100, and 115 foreign-
funded banks have already gained
the permission to provide RMB
services. The foreign-funded
banks altogether owned US$103.3
billion in assets, accounting for
1.8 per cent of the total banking
assets in China. Meanwhile,

their total deposits amounted to
US$39.7 billion, and the loans
totaled US$61.6 billion. To be
specific, their foreign currency
assets amounted to US$67.6
billion, foreign currency deposits
totaled US$17.8 billion and foreign
currency loans totaled US$35.9
billion. Their RMB assets amounted
to RMB278.8 billion, the RMB
deposits totaled RMB170.6 billion
and RMB loans totaled RMB200.3
billion.

Improved risk-based supervision

Against the background of

gradual opening-up, the CBRC
has been persistently learning
from international best practices
and expertise to strengthen the
prudential supervision of foreign-
funded banks. Accordingly, the
CBRC strengthened the ability

to conduct off-site surveillance
and analysis, and improved the
planning and conduct of on-site
examinations. As the result, the
quality of supervision has been
significantly improved which has in
turned contributed to the healthy
development of foreign banks in
China. As of end-December 2006,
the NPL ratio of the foreign-funded
banks in China recorded at 0.70%,
while the banks had adequate loan
loss provisions and have been
consistently profitable for years.

At the same time, the preventive
and enforcement measures against
infringements of the laws and
regulations were applied strictly
and fairly. There were a few cases
involving large-amount fraudulent
transactions, transactions out

of business scope, connected
lending in violation of regulatory
requirement, or other misconducts,
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which resulted in the removal of 9
senior executives and a total fine of
over RMB200 million.

Major Contributions:
Contributing to the growth of
foreign trade and investment

In comparison with the Chinese
banks, foreign banks have
considerable competitive
advantages in a sense that they
are the first mover in business
innovation and they have ample
product experience, especially in
such areas as international trade
and settlement infrastructure,
syndicated lending, cash
management and wealth
management. The entry of foreign
banks has enriched the products
in Chinese banking market,
improved the quality of banking
services, including those in the
under-banked regions such as
western, central and northeastern
China, and thereby contributed

to promoting foreign trade and
introduction of foreign investment.
On the other hand, the foreign
banks can use their international
network to support the Chinese
enterprises to trade and invest
abroad. Through direct investments
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in China or capital allocation to
their Chinese establishments or
strategic investments in Chinese
banks, foreign banks bring in
the foreign capital needed for
economic development.

Contributing to deepened
financial markets in China as well
as the restructuring and reform of
the Chinese banking sector

As the Chinese market is gradually
opened to foreign participation,
foreign-funded banks have been
growing in both number and
business scale. As an integral part
of the Chinese banking sector,
these banks have helped raise
the quality of banking services

at all levels, liven up the market
competition, and deepen the
banking sector’s capacity to
respond to market needs. In
order to improve the overall
capacity and competitiveness

of the Chinese banking sector,
China has firmly introduced a
series of reforms to support the
opening-up process. The National
Financial Working Conference in
2002 clarified and affirmed the
direction and objectives of reform
of the state-owned banks. At the

end of 2003, China Construction
Bank and Bank of China were
selected for pilot restructuring into
shareholding banks, with a total
of US$45 billion infused into their
capital base. At the end of 2005,
Industrial and Commercial Bank of
China received a capital injection
of US$15 billion. Currently, except
for Agriculture Bank of China,

the other state-owned banks

have already completed their
restructuring, introduced domestic
and foreign strategic investors,
and been successfully listed in
the stock markets. At the same
time, small and medium-sized
commercial banks and rural credit
cooperatives are also undergoing
restructuring and reforms. These
reform measures, together

with the participation of foreign
financial institutions as strategic
investors, have contributed to
better corporate governance,
better risk management, deepened
innovation capacity and enhanced
competitiveness. In general, the
opening-up of the banking sector
has served as a boost to the
sector’s reform.
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Contributing to product and
business innovations

The entry of foreign banks

also brings in the advanced
management skills and technology,
as well as mature and market-
tested products and services,

and helps the Chinese banks to
raise their financial innovation
capacity. At the organization level,
the Chinese banks are already
strengthening their internal
management through optimized
management structure, exploring
and implementing the line
management models. In the area of
business process and procedures,
many Chinese banks have placed
the customer-relationship function
at the core, streamlined the
business process and procedures
to facilitate effective risk control,
and established front-office, mid-
office and back-office systems to
strengthen internal controls. They
have accelerated the upgrading

of their IT systems with a view to
improve their business information
analysis and business management
capacity. Concerning the operating
model, many Chinese banks

have adopted new assessment
models, such as EVA and RAROC,
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and accordingly identified fee-
based income, consumer services
and profit-oriented sectors

as their strategic directions of
development. Most appropriately,
they have improved their capacity
to innovate and introduce new
products and services to meet the
competitive challenge.

Contributing to wider and
deepened cooperation between
Chinese and foreign banks

Since the opening up of the
Chinese banking sector, the
cooperation between Chinese and
foreign banks has deepened in all
respects towards a win-win result.
Through the business cooperation,
the Chinese banks are assisted by
their foreign partners to develop
new products or services as well
as improve their risk controls,

and the foreign banks benefit
from a larger source of RMB
funding, more efficient settlement
services and a larger business
and customer range. Based on
the business cooperation, both
Chinese and foreign banks are
actively proceeding with the
equity partnership. As of end-
December 20086, 29 foreign

banks invested a total of US$19.0
billion in 21 Chinese banks.

Such equity investments not

only strengthened the capital

base and international standing

of the Chinese banks, but also
changed their unitary ownership
structure. More importantly, such
equity participation has helped
the Chinese banks improve

their corporate governance and
benchmark with international rules
and best practices. At the same
time, the foreign banks are able to
benefit from the fruits of Chinese
market development and establish
a niche position in the Chinese
market.

Contributing to improved
supervisory capacity

The Chinese government attaches
great importance to mitigating
the risks arising in the process of
opening-up through prudential
supervision. By drawing upon
the international supervisory
standards and best practices,
China has endeavored to create
a fair and transparent supervisory
environment, and has made
notable progress in integrating
the supervisory standards and
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requirements for both local and
foreign banks. China also keeps
improving its supervision of
foreign-funded banks, including
adopting a risk assessment
system, together with the
systems of ROCA and SOSA for
the supervision of foreign bank
branches. In addition, China

has endeavored to strengthen

the cross-border supervision
through supervisory cooperation
agreements with many countries
and regions. As of end-December
2006, China has signed bilateral
memorandums of understanding
(MOUs) with 22 overseas regulatory
counterparts including those from
the United States, United Kingdom,
Canada, Germany, South Korea,
Singapore, France, Australia, Italy,
Hong Kong SAR, Macao SAR,
France, Australia, Italy and other
jurisdictions. The MOUs cover
information exchange, licensing,
on-site examination, confidentiality,
supervisory consultation, etc. As
a representative of the developing
countries, China also actively
participated in the negotiations
and consultations on the Core
Principles of Effective Banking
Supervision and the New

Basel Capital Accord, and has
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been working actively on their
implementation domestically as
part of the efforts to upgrade the
professionalism and international
standing of China’s banking
supervisory authority.

Fundamental Principles and
Strategies in a New Stage

At the end of 2006, the Chinese
banking sector will step into a new
stage. China will steadily push
forward the opening-up process,
upgrade the level of opening up,
enhance the risk management
capacity of the banking sector,
safeguard the overall stability of
the banking system, and thereby
promote the sound and stable
development of the national
economy.

In formulating the opening-up
strategy in the new stage, the
Chinese banking sector should
adhere to the following four
fundamental principles.

First, the opening-up strategy
shall respond to the needs of
economic development with an
optimized framework. With the
growth of Chinese economy, the

financial needs of enterprises and
consumers become increasingly
diversified. Enterprises in China
will need a whole range of financial
products and services, including
risk hedging, corporate banking,
trade financing and local and
overseas investments. In particular,
the small and medium-sized
enterprises will need better access
to credit and financial advice.
Consumers will require more
mortgage finance and better asset
management and financial advisory
services. Many parts of China are
still under-banked, particularly

the rural areas. The opening-up
strategy must therefore meet the
development needs of Chinese
economy.

Second, the opening-up strategy
shall be able to promote the
deepening of banking reforms,
fair market competition,

mutual benefits and enhanced
competitiveness of Chinese
banking sector. Through
competition and cooperation with
foreign banks, Chinese banks will
be able to improve their corporate
governance, service quality and
their management and innovation
capacity, strengthen their internal
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controls and risk management,
adopt and introduce modern IT
systems and in general raise their
competitiveness. The opening-up
process will boost the financial
innovation and enable the banking
system to better support national
economic development through
the enhancement of its overall
strength.

Third, the opening-up strategy
shall honor our WTO commitments
and further dispark the domestic
banking sector. China is a large
and responsible country. In this
new stage, China will continue

to honor its commitments to the
WTO and practice prudential
supervision within the framework
of the WTO rules, so as to prevent
cross-border contagion and
systemic risks. Moreover, China
will continue to actively participate
in the bilateral and multilateral
negotiations, and take part in the
review and formulation of WTO
rules so as to promote the healthy
development of trade in financial
products and services. This is also
to ensure that Chinese banks will
progressively meet international
standards and foreign banks will
be able to expand their business
in China on a fair and level playing
basis.

Fourth, the opening-up shall

be accompanied by prudential
regulation in order to maintain the
stability of the banking system and
to safeguard the financial security.
International experience shows that
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financial liberalization does carry
risks and that the effectiveness
of financial supervision during the
opening-up process is crucial to
the maintenance of the overall
financial stability. Hence, China
will continue to strengthen its
supervisory capacity in this

new stage, improving both off-
site surveillance and on-site
examination and integrating

its supervisory standards with
international rules. In this new
stage, China will also actively
consider a deposit insurance
mechanism so as to protect the
interests of depositors.

In accordance with the above
fundamental principles, China
has adopted the following
policies:

Honoring its WTO commitments
and opening wider to the outside
world.

In line with its WTO commitments,
China removed the customer and
geographic restrictions on foreign-
funded banks doing RMB business
on 11 December 2006, as well as
all the non-prudential restrictions
on foreign-funded banks. In

the meantime, with a view to

carry out the State development
strategy, foreign-funded banks are
encouraged to conduct business in
Northeastern, Western and Central
China, where they will enjoy
preferential treatment in setting up
new establishments and gaining
market access.

Adopting the local incorporation
oriented policy to meet the
development needs of foreign-
funded banks

In line with their business
strategies, foreign-funded banks
may choose the legal form of

their business operations in

China on a voluntary basis. In
order to promote the all-around
development of foreign-funded
banks, protect the interests of
Chinese depositors and follow the
international banking trends, China
encourages foreign banks to set up
locally incorporated subsidiaries
or convert their existing branches
into subsidiaries. These locally
incorporated entities of foreign
banks are allowed to offer full
foreign currency and RMB services
to all customers, enjoy the identical
treatment with the Chinese banks
in terms of registered capital and
working capital, and are subject to
the same regulations as domestic
banks when determining the
interest rates for deposits and
loans, the rates of service fees,
depositing required reserves and
drawing loan loss provisions.
These subsidiaries shall also

meet the same requirements as
the Chinese banks in their asset-
liability management activities,
including capital adequacy and
large exposure requirements, and
connected lending activities.
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Providing an enabling
operational environment for
foreign bank branches

While implementing the local
incorporation oriented policy,
China has also given foreign bank
branches greater flexibility in their
operations. The major elements of
this policy include: foreign bank
branches may continue the current
business, and are allowed to take
in a RMB time deposit of no less
than RMB1 million yuan from
Chinese citizens; the business
approval process is further
streamlined and the working
capital requirement is lowered;
the requirement that “the foreign
exchange deposits taken by a
foreign-funded bank shall not
exceed 70% of its aggregate
foreign exchange assets within
the Chinese territory” is removed,
and; foreign bank branches may,
if they wish, convert into locally
incorporated subsidiaries at

any time according to their own
business development strategies.

Encouraging foreign-funded
banks to adopt diversified
operational forms to develop in
China

China continues to support
foreign banks to set up new
establishments in China, and at
the same time refine the policy to
encourage their equity investment
in Chinese banks. With the aim of
boosting the overall development
of the Chinese market, promoting
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fair market competition and
expanding the scope of financial
services, China will continue
pushing forward the development
of foreign-funded banks that can
either buy shares in Chinese banks
or operate via their own locally
registered entities. Meanwhile,
conflicts of interests and monopoly
behaviors will be closely monitored
and supervised.

Prudential Supervision

A higher degree of opening-up will
not only significantly transform

the Chinese banking system, but
also bring along certain risks. The
Chinese government recognizes
that different types of risks will

be encountered in the opening-

up process, so that it would

be necessary to enhance the
overall supervisory capacity, use
more systemic, diversified and
specialized supervisory methods to
ensure the safety and soundness
of the Chinese banking system, so
that the opening-up could proceed
more smoothly.

Opening-up must be in parallel
with strict prudential supervision
benchmarked with international
standards and best practices.

The basic principle of China’s
banking supervision is to “practice
consolidated supervision, manage
risks, improve internal controls and
raise transparency” while the focus
is placed on monitoring the major
risks in commercial banks and the

systemic risks in the entire banking
system. This approach aims to
enhance commercial banks’ own
risk management and control
systems, and require a higher
degree of transparency to impose
market discipline on the banks.

In the next stage of opening-up,
China will raise the professional
standards of supervision and its
effectiveness from various aspects.

First, efforts will be made to
accelerate the pace in unifying

the supervisory standards for

the Chinese banks and for

the foreign-funded banks, in
particular the locally incorporated
foreign banks. The intention is

to create a level playing field for
competition. Second, efforts

will be made to benchmark the
Chinese supervisory and regulatory
practices with international rules
and standards. In this respect,
China is in the process of moving
towards the Core Principles for
Effective Banking Supervision
issued by the Basel Committee

on Banking Supervision, with an
objective to focus on raising the
effectiveness and transparency of
supervision. Last but not least, the
implementation of the international
accounting standards in China will
be pushed forward so as to create
better external environment for
sound banking supervision.
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The laws and regulations relating
to opening-up will be further
improved.

The Chinese government has
always stressed that opening-up
and banking supervision should
be in strict compliance with the
laws. In that case, the build-up of a
sound legal framework is always on
the top of the opening-up agenda.
First, banking supervisory rules
and guidelines should adapt to
the update development of foreign
banks’ business in China. For
instance, in accordance with the
newly promulgated Regulations on
Administration of Foreign-funded
Banks and related Implementation
Rules, the supervisory rules and
guidelines will be further improved
with respect to the corporate
governance of foreign-funded
banks, cross-border transactions,
asset transfers, and support from
the parent bank to the locally
registered banks or branches in
China, so as to build a solid legal
basis for the opening-up as well
as the healthy development of
foreign banks in China. Second,
the supervisory framework will

be further improved to enhance
the adequacy and effectiveness
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of supervision and improve the
rating systems of foreign banks’
subsidiaries in China. Third, the
off-site surveillance framework
and methodology will be improved
so as to raise the evaluation and
assessment capacity while, at the
same time, efforts will be made
to improve the effectiveness

of on-site examination and the
enforcement and sanctioning
powers.

The risk-focused supervisory
methods will be further improved
to highlight prudential and
effective supervision.

Given the above-mentioned
supervisory principles, legal and
supervisory frameworks, China
will place equal importance on
protection of the financial stability
at a macro level and the healthy
operation of individual banks at

a micro level, combine both the
compliance oversight and risk-
based oversight, in order to ensure
sound and healthy development
of foreign banks in China. From
the micro perspective, China will
push forward comprehensive risk-
based supervision, overseeing the
exposures of foreign-funded banks

both within and outside China,
arising from both in- and off-
balanced sheet activities, and from
both local and foreign currency
businesses. China is also to
perform consolidated supervision,
looking at the overall risks of a
single bank’s all branches within
China in order to prevent regulatory
arbitrage. China will also follow the
risk-based approach to focus the
regulatory attention on high-risk
areas, encouraging foreign banks
to continuously update their risk
management and internal controls
in consistency with their business
activities in China. From the macro
perspective, China will closely
follow the international banking
and supervisory practices and

the development trends in order

to monitor and prevent global,
regional and national risks that
could spread contagion through
foreign banks into China. With the
supervisory information system in
operation, China can monitor the
foreign banks’ cross-border capital
flows to screen out unusual or
large-amount cross-border capital
flows. China will also conduct
specialized and systematic
examinations on high-risk and

new businesses. In addition, China
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will organize special examination
taskforces to supplement normal
surveillance and examination
cycles, particularly to capture non-
compliance and illegal activities.

Different levels of prudential and
preemptive measures will be
adopted to maintain the safety
and soundness of the Chinese
banking system.

With respect to foreign bank
branches, China has requested
under the market entry conditions
that the parent bank of foreign-
funded banks should guarantee
without conditions the liabilities
of its branch in China. The former
requirement that ‘the foreign
exchange deposit taken by a
foreign-funded bank shall not
exceed 70% of its aggregate
foreign exchange assets within
the Chinese territory’ has been
abolished, and replaced by the
requirements that the domestic
assets of a foreign bank branch
in China should not be less than
the domestic liabilities of the
branch, so that the interests of
depositors will be protected at
times of crisis; that 30% of the
branch’s operating capital should
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be placed with the Chinese banks
in deposits or in Chinese treasury
bills with a maturity of no less

than 6 months. With respect to
the locally incorporated foreign
banks, under the conditions of
market entry relating to capital, the
minimum daily capital adequacy
ratio shall not be less than 8%,
and its capital level should be
commensurate with its business
size and risk profile at any point of
time. Where a locally incorporated
foreign bank or a foreign bank
branch transfers assets into the
territory of China, it has to obtain
a prior approval so that high-risk
assets or illegal trading assets are
not imported into China. Moreover,
China will develop appropriate
contingency plans to address
different types of risks arising from
emergency cases, natural disasters
or systemic failures.

Conclusion

The objective of the Chinese
banking sector’s opening-up is

to enhance the sector’s overall
competitiveness and help build up
a healthy and developed banking
system. China, as always, will
press ahead with the opening-

up of its banking market. By
drawing on the past experience,
China will mobilize the resources
offered in both domestic and
overseas markets, take more
proactive approach to promote
international cooperation and
market competition under the win-
win principle, elevate the opening-
up to a higher level, and thereby
ensuring the healthy development
of its banking sector.

Appendix: A Chronology of Key
Events

First Stage

1980 Japan Import and Export
Bank set up the first foreign bank
representative office in Beijing.

1981 Nanyang Commercial Bank
set up a branch in Shenzhen as
the first operational foreign-funded
bank since the adoption of opening
up and reform police.

1983 The Regulations for the
Establishment of Representative
Offices in China by Overseas
Chinese and Foreign Financial
Institutions was promulgated.
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1985 The Regulations on the
Administration of Foreign Banks
and Chinese-foreign Joint-venture
Banks in Special Economic Zones
of the People’s Republic of China
was promulgated, allowing foreign
banks to set up operational
branches in Shenzhen, Zhuhai,
Xiamen, Shantou and Hainan.

August 1990 The Regulations

on the Administration of Foreign
Financial Institutions and Chinese-
foreign Joint-venture Financial
Institutions in Shanghai was
promulgated.

Second Stage

1994 The Regulations of the
People’s Republic of China on the
Administration of Foreign Financial
Institutions was promulgated as
the first regulations standardizing
foreign banks behavior in

China, including market access
requirements and supervisory
standards for foreign banks
operating in China.

1996 The Provisional Regulations
for Foreign Financial Institutions
to Undertake RMB Business on
A Trial Basis in Shanghai Pudong
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Area was promulgated, allowing
foreign banks to undertake RMB
business to foreign enterprises
and residents on a trial basis in
Shanghai Pudong area.

March 1998 The Circular of
Issues Concerning the Approval
to Foreign Banks to Engage in the
Inter-bank Borrowing in China was
issued, allowing foreign banks
access to domestic inter-bank
offering market, and to engage in
RMB inter-bank trading and cash
transaction.

August 1998 Shenzhen was
approved to be a second trial city
where foreign banks could start
RMB business.

July 1999 The Circular about
Expanding Foreign Banks’ RMB
Business Scope in Shanghai and
Shenzhen was issued, relaxing
the geographical and volume
restrictions of RMB business for
foreign banks, and allowing them
to borrow RMB capital from other
banks with the maturity of more
than one year.

Third Stage

December 2001 China joined
the WTO. The geographical and
customer restrictions on foreign
currency for foreign banks were
removed. Foreign banks were
allowed to undertake foreign
currency business to Chinese
enterprises and residents, and
to undertake RMB business in
Shanghai, Shenzhen, Tianjin, and
Dalian.

December 2001 The Regulations
of the People’s Republic of China
on the Administration of Foreign
Financial Institutions (Amended)
was publicized.

January 2002 The Rules for
Implementing the Regulations of
the People’s Republic of China
on the Administration of Foreign
Financial Institutions (Amended)
was publicized.

December 2002 RMB business
was opened to foreign banks in

five cities i.e. Guangzhou, Qingdao,

Zhuhai, Nanjing and Wuhan.

December 2003 RMB business
was opened to foreign banks
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in four cities i.e. Jinan, Fuzhou,
Chengdu and Chongqing. Foreign
banks were permitted to undertake
corporate RMB business in all the
cities where RMB business was
opened to foreign competition.

December 2003 The Regulations
on Equity Investment of

Foreign Financial Institutions in
Chinese Financial Intuitions was
promulgated, stipulating the
qualifications of the investors and
the proportion of shares they could
hold in the Chinese banks.

December 2004 RMB business
was opened to foreign banks in
five cities i.e. Kunming, Beijing,
Xiamen, Shenyang and Xi’an.

December 2005 RMB business
was opened to foreign banks in
seven cities i.e. Shantou, Ningbo,
Harbin, Changchun, Lanzhou,
Yinchuan, and Nanning.

November 2006 The Regulations
of the People’s Republic of China
on Administration of Foreign-
funded Banks and its implementing
rules were made public.

December 2006 The geographical
and customer restrictions of RMB
business on foreign banks were
removed, thus allowing foreign
banks to offer RMB business to

all kinds of customers. The non-
prudential restrictions on foreign
banks’ operations in China were
also removed.

Source: China Banking Regulatory Commission

Foreign banks in China
PricewaterhouseCoopers

91



Chinese banks ranked by Tier 1 capital and assets
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China Construction Bank (12/05)

Industrial and Commercial Bank of China (12/05)

Bank of China (12/05)
Agricultural Bank of China (12/05)
Bank of Communications (12/05)
China Merchants Bank (12/05)
China CITIC Bank (12/05)

China Minsheng Bank (12/05)

Shanghai Pudong Development Bank (12/05)

Industrial Bank (12/05)

China Everbright Bank (12/03)

Huaxia Bank (12/05)

Bank of Shanghai (12/05)

Bank of Beijing (12/05)

Guangdong Development Bank (12/03)
Shenzhen Development Bank (12/05)
Bank of Tianjin (12/05)

Shanghai Rural Commercial Bank (12/05)
Hangzhou City Commercial Bank (12/05)
Shenzhen Commercial Bank (12/05)
Bank of Dalian (12/05)

Shenzhen Rural Commercial Bank (12/05)
Ningbo Commercial Bank (12/05)
Chongging Commercial Bank (12/05)
Bank of Nanjing (12/05)

Source: The Banker, July 2006
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Partnhers In success




About
PricewaterhouseCoopers

PricewaterhouseCoopers provides
industry-focused assurance, tax
and advisory services to build
public trust and enhance value for
its clients and their stakeholders.
More than 140,000 people in 149
countries across our network
share their thinking, experience
and solutions to develop fresh
perspectives and practical advice.

“PricewaterhouseCoopers” refers
to the network of member firms

of PricewaterhouseCoopers
International Limited, each of which
is a separate and independent
legal entity.

PricewaterhouseCoopers is the
leading professional services
organisation in mainland China,
Hong Kong and Macau with a total
staff strength of 8,000, including
over 270 partners. Our offices in
mainland China comprise: Beijing,
Chonggqing, Dalian, Guangzhou,
Qingdao, Shanghai, Shenzhen,
Suzhou, Tianjin and Xi’an.
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Complementing our depth of
industry expertise and breadth of
skills is our sound knowledge of
the local business environment
in mainland China and Hong
Kong. PricewaterhouseCoopers
is committed to working with our
clients to deliver the solutions that
help them take on the challenges
of the ever-changing business
environment.

PricewaterhouseCoopers is the
leading professional services
provider to the world’s top financial
services organisations. We have
an industry-focused practice
dedicated exclusively to the
banking, investment management,
capital markets, private
banking/wealth management,
mutual fund, insurance and
brokerage communities.
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Financial Services

The ongoing transformation of the
financial services industry, through
the key drivers of technology and
capital markets, is dramatic and
complex. As legal barriers fall
between the various components
in the industry, the financial
services sector is being shaped by
megatrends such as convergence,
consolidation and globalisation.
Each of these megatrends has a
significant impact on the way our
clients manage and think about
their businesses.

We have the largest specialist
financial services practice in
mainland China and Hong Kong.
Our strategy is to bring significant
business advantage to our

clients through combining our
global multidisciplinary teams,
integrated across industry sectors,
geographies and functional skills
to bring our global best practices
and creative problem-solving skills
to bear.

Financial Services

Mervyn Jacob
Tel: [852] 2289 2700

Banking & Capital Markets

Simon Copley

Tel: [852] 2289 2988
Raymond Yung

Tel: [86] 10 6533 2121
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PwC China has been at the
forefront in working with banks

in mainland China to reform

their governance standards and
systems, whether as auditor or
advisor. To guide these and other
banks through the challenging
process of restructuring, we

have developed the China Bank
Reform Roadmap, which outlines
the operational restructuring,
financial reengineering and
financial reporting changes needed
to prepare banks for the new
environment, including policies and
procedures that will create true
transparency.

At an international level, PwC has
recently launched a series of global
and Asia focused reports issued as
part of our global financial services
thought leadership programme,

in conjunction with the Economist
Intelligence Unit including:

Insurance

David Campbell

Tel: [86] 21 6123 3228
Peter Whalley

Tel: [852] 2289 1192

e Creating value: Effective risk
management in financial
services (issued February 2007)

* Market Reporting in Asia’s
financial sector: Bridging the
gap between perception and
reality (issued December 2006)

¢ Winning the battle for growth:
Building the customer-centric
financial institution - Focus on
Asia (issued November 2006)

Other relevant
PricewaterhouseCoopers
publications are:

e “the journal” (international
banking and capital markets
publication issued bi-annually)

e “Banana Skins 2006” - the
CSFI's annual survey on the
risks facing banks sponsored
by PricewaterhouseCoopers
(issued June 2006)

Investment Management

Robert Grome

Tel: [852] 2289 1133
Alex Wong

Tel: [86] 21 6123 3171
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Banking & Capital Markets contacts

Hong Kong
Assurance

Simon Copley

Tel: [852] 2289 2988

simon.copley@hk.pwc.com

Tax

Peter Yu
Tel: [852] 2289 3122

peter.sh.yu@hk.pwc.com

Advisory

Simon Copley
Tel: [852] 2289 2988

simon.copley@hk.pwc.com

Guangzhou/Shenzhen

Charles Chow
Tel: [86] 755 8261 8988

charles.s.chow@cn.pwc.com
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Beijing

Assurance

Raymond Yung

Tel: [86] 10 6533 2121

raymond.yung@cn.pwc.com

Tax

Rex Chan
Tel: [86] 10 6533 2022

rex.c.chan@cn.pwc.com

Advisory

Tim Pagett
Tel: [86] 10 6533 2352

tim.pagett@cn.pwc.com

Shanghai
Assurance
Jimmy Leung

Tel: [86] 21 6123 3355

jimmy.leung@cn.pwc.com

Tax

Matthew Wong
Tel: [86] 21 6123 3052

matthew.mf.wong@cn.pwc.com

Advisory

Matthew Phillips
Tel: [86] 21 6123 2303

matthew.phillips@cn.pwc.com
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Services we offer

PricewaterhouseCoopers provides

industry-focused services for
public and private clients in order
to build public trust and enhance
value through the application of

what we call Connected Thinking.

Audit and Assurance

e Actuarial services

¢ Assistance on capital market
transactions

e Corporate reporting
improvement

¢ Financial reporting

¢ Financial statement audit
e Sustainability reporting

¢ |FRS reporting

¢ Independent controls & systems

process assurance
¢ Internal audit

¢ Regulatory compliance and
reporting

e Sarbanes-Oxley compliance
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Crisis Management

Business Recovery Services (for
services primarily outside the
us)

Dispute Analysis &
Investigations

Human Resources

International assignments
Reward
HR management

Change and programme
effectiveness

Performance Improvement

Governance, risk and
compliance

Financial effectiveness

IT effectiveness

Tax

International tax structuring
Compliance

International assignments
Mergers & acquisitions

Transfer pricing

Transactions

Accounting valuations
Advice on fundraising

Bid support and bid defence
services

Commercial and market due
diligence

Financial and business
economics

Financial due diligence
Independent expert opinions
Markets entry advice

Mergers & acquisitions advisory
(buy and sell)

Modelling and business
planning

Post deal services
Private equity advice
Project finance
Privatisation advice

Regulation, competition and
merger economics

Strategy and structuring
services

Tax valuations
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