Chapter 16: International Trade


Introduction
1. 2005: World's 3rd largest trading nation (Exports are 64% of GDP)
2. Current degree of openess is exceptional for large continental economy
3. Insane trade growth in past 30 years
4. Trade is now fueled by FDI
Background
1. Open to trade mostly to Soviet bloc (48%) the rest to communist countries
1. High imports of machinery for big push and GLF.
2. Trade fell sharply due to industrialization failure and break up with Soviet Union
1. Relied on food imports from Canada, Australia and Argentina
3. Post CR, exports increased again for light industry and oil. Used foreign currency to import technology
1. Fell through after oil failed
Trade Reform
1. Introduction
1. Double Air Lock Soviet System
1. Air Lock 1: Centrally controlled foreign trade monopoly. 12 national foreign trade companies have monopoly over imports and eports
2. Air Lock 2: Foreign exchange system. Value of RMB is set and cannot be converted. Need government authorization to convert
2. Reason for Double Air Lock
1. Keep domestic and foriegn market seperate
2. Keep domestic prices stable
3. Problems
1. FTCs have to cross subsidize to balance prices. Profitable goods in foreign markets may not be set to be profitable in local markets as SOEs were made to be profitable
2. Caused by Import Substitution Industrialization (ISI) strategy to again protect SOEs.
4. Reasons for Reform:
1. Need foreign currency urgently
2. Initial Reform Steps
1. Guangdong and Fujian (1978-1979)
1. Trade links opened with these provinces to make use of their proximity to Hong Kong and Taiwan
1. Hong Kong firms allowed to sign export processing (EP) contracts with Chinese firms in Pearl River delta
1. EP is just outsourcing of work into China.
2. Creation of EP Zones (EPZs) 
1. Allows China to selectively promote exports within a ISI system.
3. Special powers given to Guangdong and Fujian incentivized local governments to promote trade further as they could retain foreign currency
2. Guangdong and Fujian grew quicker than all other areas in China.
3. Liberalizing the Foreign Trade System - Moving the Guangdong/Fujian experiment Nationwide
1. Devaluation
1. Devaluation say RMB drop from 1.5 to 3.5 ratio to USD.
1. Exporting became valuable
2. Importing was checked due to high cost
2. Coincide with dual exchange rate regime where producers outside the plan can sell foreign exchange earnings in less regulated secondary markets
3. Coincided with Japanese Yen appreciation
2. Demonopolizaition of Foreign Trade Regime
1. Number of companies allowed into foriegn trade expanded dramatically
2. FTCs were easier to set up and there were 5000 FTCs for every SOE
3. Direct import and export rights were granted to 10,000 manufacturing firms.
4. Target setting and contract system (From Chap 13) were applied.
3. Changes in Pricing Princples
1. Exposure to greater competition both local and foreign made FTCs more cost conscious. They began to work with C.A TVEs
2. World price signals were now transmitted into domestic economy
3. Agency System to Price Imports: Domestic Price = World Price + Commission paid to importer / distributor.
4. Trading companies now adapt to opportunities caused by world prices
4. Creation of Tarrifs and Other Trade Barriers
1. Fear of mistakes, import surges, currency debt caused policy makers to adopt barriers.
2. Similar to other highly protected developing economies (tarriff = 43%)
3. Non Tariff Barriers:
1. Limited extension of trading rights. Import only for your own production needs.
2. Trade only in a limited product range
3. Central government FTCs had monopoly on imports of sensitive commodities like grain
4. NTBs prevented domestic firms from participting in EP contracts
5. Import Substitution and Export Promotion
1. 1980s: From Planned Trading to Barrier filled Trading
2. ISI held some advantages for China:
1. Trading becomes more centered on profit making in world prices
2. Flexibility was created that helped in later domestic reforms. Easier to harmonize both foreign and domestic sectors
3. Tariffication allowed China to negociate with WTO about entry. They had something to lower and provide as an exchange.
3. To counter some antiexport measures, China allowed a partial system of rebates of VAT for exports. Banks also provided preferential interest rates for exporters
4. Also the creation of a seperate export processing regime allowed exporters to simply bypass old centralized foreign trade monopoly
A Dualist Trade Regime: The Export-Processing System
1. Coastal Development Strategy
1. All firms including TVEs can handle processing and assembly contracts
2. Foreign investors allowed to take control of components and raw materials that they imported duty free. (Cost advantage)
1. 

3. Export promotion trade grew quickly
2. Size of EPZs were huge and much larger than SEZs
3. This policy enabled China to tap the expertise of FIEs from export experts Hong Kong and Taiwan
1. FIE share of exports increased 
2. Domestic firms did not enjoy the same growth
Toward An Open Economy
1. Introduction
1. Reforms for WTO reduced the dualism in trade regime. Lure of WTO pushed many reforms through.
2. Currency Convertibility
1. Secondary 'swap' market established in 1994 for foreign exchange
1. Exchange rate now near unified
2. Better access to foreign currency
2. National taxation system moved to reliance on VAT
1. Takes advantage of the rule that rebates can be claimed by exporters on VAT.
3. No complete convertibility of currency yet probably also influenced by 1997 Asian crisis where China decided to prevent depreciating its currency
3. World Trade Organization Membership - Changes Adopted
1. Hampered by Tienanmen massacre
2. Hampered by dumping nature
3. Due to service orientated trade from developed countries, China had to grant broader and fairer access to its economy
4. China required to reduce duality of trading regime
5. Tariff rate quotas were introduced (tariffs reduced from 43% to 17% (1999) then 9.4% in 2004)
4. Openness (Total Trade to GDP) Revisited
1. Imports: 
1. Imports as a share of GDP increased 
1. Most trade came from EP share till the mid 1990s
2. OT surged after WTO membership


Outcomes: Rapid Growth & Structural Change
1. Exports
1. 1979-1985: Mostly petroleum
2. 1985-1995 : Coastal Development strategy and increased participation of FIE greatly increased trade. Export commodities mainly from light industry
3. 1996-2001: Trade growth slowed due to financial crisis + 30% appreciation in RMB. China begins focusing on domestic demand. VAT rebate reduced
4. 2002-Now: Second surge mainly in electronics and machinery exports. Garments continue to be robust
2. Imports
1. Capital intensive products: 66% of imports. Mostly targeted at overcoming lack of land endowment. Also for heavy process technology industries
2. Skill intensive products: Machinery for transport and electronics
3. High Technology Trade
1. Not a technology exporter. Tech is under EP, all China did was to process and package. Final stage of production only, thus non high tech.
Regional Composition of Trade Within China
1. Coastal benefits again 
1. Easier to trade due to better location
2. Caused by policies like the Coastal Development Strategy
2. Lower Yangtze is eclipsed and resurges
1. 1980s giant sees share decline from 34% to 21% but swings forward in 1990s with FDI inflows
2. Resurges back to 38% and eclipses the southeast
3. Northern continues to decline steadily since 1980s 
1. Dips below 20% in 2003

Conclusion
1. High trade to GDP ratios is due to economies being part of a global production network. Thailand, Malaysia and China included. 
1. Trade to GDP ratio is thus a degree of openess and not a measure of the trade sector
2. China's differences from the rest of the world gives it tremendous C.A.


Chapter 17: Foreign Investment


Introduction
1. FDI pours in after 1992 and increasing steadily
2. China holds 33% of LDC FDIs
3. 3 Characteristics of FDI in China
1. FDI is China's main arm of accessing global capital
2. FDI goes into manufacturing instead of resource extraction
3. FDI comes from other East Asian economies
FDI in the Chinese Economy
1. First accepted in 1978 when China established SEZs
2. Policy became more localized and FDI seeped into individual regions
3. FDI floods in 1992
1. Caused by Deng Xiaoping's Southern Tour. China had already built some credibility with investors a decade before. The tour reassured investors after Tienanmen
2. China also allowed FDI into more sectors than just the manufacturing sector
4. Fits SEA pattern in reliance on continual FDIs
5. FDI impact is multifaceted:
1. Contribution to overall investment and structural change
2. Brings in management experience and marketing channels with technology
'Zones': The Gradual Liberalization of the Investment Regime
1. Every wave of liberalization is done via zones = Permission of incremental progress within a rigid system
1. Testbed crucial due to Nationalist mistrust of foreign involvement. Zones enhance credibility of reform process
2. Wave 1: SEZs went beyond normal Asian EPZs as they also serve domestic reforms and attract non local Chinese back to China
1. Teething problems include smuggling and corruption with FDIs leaking to surrounding areas like the Pearl River Delta
3. Wave 2: Economic and Technological Development Zones (ETDZs) encouraged aggressive bargaining and trade with foreign investors to facilitate investments
4. Wave 3: SEZs opened in Pudong (East Shanghai), smack in the center of China's heart.
1. Experiments allowed in housing and retail sectors
5. Wave 4: Extension to Western areas
The Investment Regime Today
1. Favourable:
1. Moderate taxes
2. Investment protection agreements
3. Apparatus for arbitration is available
2. Investment regime is decentralized and discretion is held by local government officials = favourable for high FDI intake.
1. Difficulties spring as it is not claer who has ultimate power to approve. Foreign investors have to navigate choppy inter-governmental relationships. Also hampered by some ineffective low quality governments.
2. Also problems with enforcing intellectual property rights
3. Contractual Joint Ventures (CJV)
1. Flexible agreements to share profit. Useful in investments that span multiple sectors
2. Largely illegal
3. Tailored for oil exploitation. 
4. Equity Joint Ventures (EJV)
1. A legal entity where foreign and local firms have a stake
2. Not successful due to differing aims for locals (employment, firm expansion, technology transfer) and foreigners (profit margin)
Sources of Investment in China
1. Group 1: Hong Kong, Taiwan, Macau and Free Ports / Tax Havens (60%)
2. Group 2: United States, Canda, Japan, EU (25%)
3. Group 3: Korea and Singapore
4. Special Focus - Hong Kong
1. Not foreign as it is part of China. But kept foreign due to different administration and development status
2. Hong Kong's development cycle sees the land too tiny for manufacturing firms prompting firms to enter China for production
3. Proximity to China also means that Hong Kong is very aware of policy shifts and exploit them quickly.
4. China signs 'Closer Economic Partnership' with Hong Kong - earlier access for Hong Kong firms to new zones


The China Circle - PRC, Hong Kong & Taiwan
1. Chinese officials sort to emulate the success of Hong Kong and Taiwan in their labor intensive manufacturing exports during the 1960s and 70s
2. When China opened up, HK and Taiwan's labor became more expensive and migrating manufacturing to China was an easy solution (Shoes and PCs later)
1. High FDIs between the circle funded the change
3. Proximity including common language and customs made things easy and kept costs low. Easy to spread production processs without high transportation costs.




FDI In Context
1. Sectoral Composition of FDI: The WTO Impact
1. High FDI penetration into manufacturing 
2. Services only stand at 27%
1. Caused by government safeguarding some services
2. FDI only find place in real estate services in China. Unlike other countries where FDI can find areas in retail, transport, communications and finance.
3. WTO commitments will reverse that in time
2. Modes of Capital Inflow
1. 1980s -1990: Funding came from governments and international organizations
2. 1990- now: FDIs dominate
1. Caused by slow financial markets
2. China reacts by placing limits on foreign borrowing leading to tiny foreign debt
3. China maintains the lid on capital account convertibility to prevent large sales of currency
1. But BOP shows that high amount of funds are still moved via other channels, this is seen in the large 'errors and omissions' section.
2. Capital controls do not work. Funds still flow freely when anticipating devaluation, etc just like in East Asian economies before 1997.
3. Better to legalize and open it to prevent greyness of the black market
Conclusion
1. China was smart to prevent 1997's crisis from affecting them by:
1. Ensuring long term commitment of FDI
2. Ensuring invested assets cannot be quickly liquidated.
2. China should liberalize capital account convertibility and allow FDI to flow into more sectors


Chapter 18: Macroeconomic Trends and Cycles


Introduction
1. Difficult to maintain stability in transition to market economy
2. Fiscal and monetary policy subject to extraordinary challenges
3. China has been able to do so:
1. Short periods of hyper-inflationary episodes
2. Value of household savings maintained
3. No extreme uncertainty
Trends in National Saving
1. High national saving under planned economy and during reform. Changes are who are the main savers
1. Planned: SOEs saved. Business had 0 savings as they turned all profits over. Low household incomes = low household savings
2. Market: Financial and household savings increase dramatically due to higher incomes, less certainty over old age care (1 child policy) and greater household investment opportunities. Also households were trustful of banks to keep the value of their savings constant unlike Soviet Union's catastrophe. SOEs savings fell after losing protected status
2. Fall in Government budget due to reduced profit handovers was a serious cause of concern for macroeconomic stability


The Fiscal System & Financial Reform
1. The Tax Reform
1. Fiscal revenue declines dangerously from 1978 to 1990s
2. Fiscal reform in 1994: Replacement of traditional revenue remittance system with a modern Western styled tax system. 
1. Allowed the government to better focus on public goods and services instead of worrying how much firms will remit.
2. Government did not have to bother with complex system of negotiated tax rates via case by case.
3. Central government also did not have to bargain with local governments that were primary collectors
4. New tax follows an assignment of different categories to local and central governments through an automatic 17% VAT tax on manufactured goods, 33% on profits. Minor taxes to control undesired goods were also uniform.
1. Central: Consumption tax, custom duties, direct and indirect taxes on central government controlled sectors (railroads, financial institutions, etc)
2. Provincial: Direct taxes from local enterprises, modest taxes from real estate, property, pollution and resource fees.
5. Change in direction: Now the central collects the bulk and distributes instead of the past where locals handed over.
2. Reversing Fiscal Erosion
1. 1996 - 2005: Budgetary revenues increased yearly to 17.5%
2. Expenditures also increased that targeted funding activities similar to other market economies (administration, education, social security)
3. Broadening the Tax Base: Horizontal Equity
1. Uniform taxes matched the need to create a level playing field for competition
2. Major sources of unequal treatment reduced:
1. Profits taxes now equal and not based on type of ownership or contract
2. Product and business tax unified to VAT. Variation in tax burdens reduced
3. Geographical equity improved due to centralized tax base
3. Easier to understand and managed tax system allowed government to redeploy officials to more pressing needs
4. Restructuring Central-Local Relations
1. Central has very strong bargaining position 
1. Before: Central relied on local government to transfer taxes. They spent more than local governments but took in less than 20%.
2. Now: Improved to equal spending and collection. Now even better as they collect more than they spend. Local governments now on the losing end as they need the central to transfer revenues.
2. Central also has power to set rates and define bases for all taxes
3. Local governments still control the bulk of the expenditure
The Fiscal System Today
1. Prelude
1. National level fiscal dilemmas resolved but not local.
2. Intergovernmental Fiscal Relations: Principles
1. Massive problems with allocation of assets among different levels of governments
2. Centralization of taxes does not match decentralization of expenditures
3. Decentralization often believed to be a good thing as the local government will better know the ground
4. Effective decentralization requires (all not fully found in China yet): 
1. Accountability of local government
2. Autonomy of local government operation
3. Clarity and transparency of central government mandates and entitlements given to local governments
4. Capacity of local governments to collect revenues and deliver goods
3. Inadequacy of Local Government Revenue in Rural Areas
1. Rural governments that do not have strong agricultural performers struggle to get funds
2. Problems with extra-budgetary funds, irregular fees and allowed transfers from central
4. Extra-budgetary Funds (EBF), Levies and Charges
1. EBFs are different from normal budgetary funds in the following ways: 
1. They are under decentralized management and are allocated by different agencies and organizations
2. They are earmarked for specific uses
2. Important components of EBFs: 
1. Fees collected by public institutions
2. Township unified levy and village retained funds
3. Contributions to social insurance funds
4. Fee for local financial bureaus
3. Problems of EBFs 
1. Reliance on EBF creates further inequality between regions. EBF generation from each region is vastly different
2. Local government may practice financial manipulations to classify more funds as EBF to avoid taxation against the center
3. Local governments may levy high EBFs that are hard to stop. TVEs face more than 100 types of fees. Corruption is rampant.
5. Abolishing Local Taxes and Stepping Up Transfers
1. Solution: Heavily reduce local taxes and increase central to local transfers for rural areas.
2. First used in Western Development Programme: 
1. Central money used to cover deficits in local social security, payment of government officials, providence of education. Mostly goes to urban personnel
3. Moved to rural areas in a new policy in 2005.
6. Arbitary Nature of Transfers
1. Transfers are pragmatic but not consistent as it has to adjust with many gray variables
2. Transfers are not effective in transferring income to lower regions as high income regions benefit from similar transfers
3. Transfers are not rule driven so local government have strong incentives to put up a needy front to get more funds. It does not encourage improvement of governance and living conditions of the population.
Fiscal Deficits and Fiscal Policy
1. China's fiscal policies adapt to conditions rather than shape conditions. Their cautionary nature keeps deficits low.
2. Changed in 1998 when government used more aggressive fiscal policies to cope with unemployment. Such aggressiveness was quickly cut back when economy was overheating
3. China is feareful of unsustainable increase in government indebtness as they have looming large expenditures ahead with debt ridden state banks and welfare payments to pensioners. China's debt can be as high as 55% of GDP.
4. China needs to continue reforms in in tax system and create more vibrant capital markets to raise more money via taxes and private sector financing.
Inflation and Macroeconomic Cycles
1. Reform and post reform eras show moderate inflation.
2. However, China is laden with persistent boom-bust cycles.
3. Policy makers on average are able to control inflationary impulses with conservative policy lines.
4. 1993-1994 and later inflationary surges were matched by rise in incomes so the real benefit could still be felt by citizens
5. Cautionary policies have led to soft landings in ending inflation.
6. Deflation has occurred but mostly minor and expansionary processes soon took place.
Monetary Policy
1. Unlike Soviet's Big Bang stabilization of prices, China adopts a more gradual adaptation to the needs of the market.
2. Household demand for money have increased post reform as money now has a real value unlike the days of the planned economy.
3. Monetary policy has adapted to the cyclic nature of the China's economy. During expansionary stages, money is injected and during austerity phases, credit creation is brought to near 0.
4. Monetary policy has been affected by the widespread changes in the finacial markets (next chapter).
5. Problem that interest rates are not flexible to adjust to conditions. Government adjustments have been too slow usually. Real interest rates have been negative during times of high inflation and high in times of low inflation - automatic de-stabilizers!
Conclusion
1. Fiscal and monetary policies have not been useful instruments of growth.
2. They adapt rather than shape in the main focus of ensuring stability.
3. Stability in growth has to be attributed to such a cautionary stance.


Chapter 19: Financial System


Introduction
1. China's financial system lags behind rest of the economy.
2. Over protected and regulated banking sector.
3. Innovations have failed and new institutions have limited roles.
4. WTO commitments now see China attempting to liberalize financial system. Overseas banks now allowed.
The Financial System in the Planned Economy and Under Reform
1. Planned Economy
1. Shallow: Government run banking system made up the entire financial system. 
1. Financial considerations were never part of planning. All they did was to facilitate physical flows of funds that planners arranged
2. Large retail banking network including rural credit cooperatives in all townships for residents to keep their savings.
2. Now
1. China has nearly all functions of a modern market economy.
1. Central Bank (People's Bank of China) sets monetary policy and provides credit to banks
2. Commercial banks, government policy banks and independent banking institutions set up
3. Capital markets introduced after Shanghai and Shenzhen Stock Exchanges were set up
2. Financial system has become deeper with more functions but narrow due to the continual dominance of the banking system.
1. Increase in household savings spurred financial deepening embracing the banking system. Means there are more sources for investment.
2. Unlike other systems, inflation did not hit with deepening and values of savings were preserved. Interest rates were also pegged with considerations to CPI. This allowed savings to increase.
3. Problems
1. Officials tempted and have tapped into bank resources to fund SOEs. Even non performing SOEs were funded. This was the downside of 'reforms without losers'.
2. Continued reliance on banking system leads to high protection and regulation. Officials were worried about borrowings that were large.
3. Banks hold 80% of share in funds with stock markets only 4%.
The Banking System
1. Prelude
1. Banking system contains a core of state owned institutions stemming from planned economy
2. Accounts for 75% of banking system assets.
2. State Owned Commercial Banks
1. The big 4 are descendants of the planned economy was formerly all under a single government bank.
2. Ranks among the top 50 largest financial insitutions in the world in terms of assets
3. The Big 4:
1. Industrial and Commercial Bank of China (ICBC): Lending and deposit taking in cities
2. Argicultural Bank of China (ABC): Same as ICBC but for rural
3. Construction Bank (CCB): Project financing and retained personnel who were planned economy planners.
4. Bank of China (BOC): Handles foreign trade and foreign exchange transactions. Had overseas branches during planned economy.
4. Burdened with legacies of old system:
1. Overstaffing
2. Lack of skills
3. Absence of business orientation
4. Provided credit when government called for it.
5. Now restructuring since 1994 to match economic reform
1. Protection of individual decision making
2. National credit plan where government influenced lending was abolished
3. Reserve requirement now reduced.
4. Central bank lending to commercial banks cut down.
3. Joint Stock Commerical Banks
1. Younger and have better trained staff
2. Unburdened by past legacies.
3. Been a welcome form of competition in banking system and have been gaining market share.
4. But, not free from entanglements. Each have their own unique relationships with local government officials and local interest groups.
1. They are usually  owned by SOEs, government agencies and other enterprises.
2. Their listing on the stock market only sees about a 4% share of public ownership
4. City Banks
1. Created from urban credit cooperatives set up in the past.
2. Controlled by local governments and operate within local zones
3. Smaller than JSCBs and have weaker management and weaker assets
5. Other Banks
1. Policy Banks
1. Created to take over government directed landing after Big 4 was liberated
2. Types:
1. China Development Bank (CDB): Expanded portfolio of large scale infrastructure aggressively
2. Export-Import Bank: Normal export promotion role
3. Agricultural Development Bank: Failing to find a space for itself in a marketing rural economy.
2. Rural Credit Cooperatives
1. Rural version of City Banks that brought finance to countryside
2. Thrived when TVEs thrived and fell likewise.
1. Negative net equity beset by billions of non performing loans (NPL)
3. Restructured in 2003
1. Bailout funded by government
2. New lending programmes including micro credit
3. Some converted to JSCBs
4. Still reviving, now out of the red.
3. The Fringe
1. Postal Saving System is patterned on Japan's troubled system
2. Holds failed financial experiments - Investment banks, domestic trust companies and the bankrupt Guangdong International Trust and Investment Company. Urban credit cooperatives that did not make it to the City Banks list were dumped here.
3. Foreign funded banks play minor role due to obstacles. They have fallen behind domestic banks since 2003.
4. Good to watch this sector as Government open it up in 2005.
6. Central Bank and Regulatory Apparatus
1. Independent central bank established in 2003: China Bank Regulatory Commission (CBRC)
2. Monetary policy functions retained by People's Bank of China (PBC)
Weakness of the Banking System
1. Prelude
1. Lack of skills, incentives and culture required to make it effective
2. Early state banking systems kept nonviable companies in business during Reform Without Losers
1. NPLs begin and gets aggravated by heavily politicized economy
3. Bank profitably impaired due to policy to safeguard savings
1. Banks paid 24% annually for long term deposits and only charged 14% annually for long term loans.
2. No ability to generate own funds to pay off own bad loans.
4. Point 2 + 3 caused banks to have high % of NPLs and very low risk adjusted assets / capital adequacy ratios (CARs) >5% (Basle Standard)
5. 1997 Crisis woke China up to reform banking sector
6. Stock and Flow Viewpoints
1. Stock: Difficulty of clearing up existing stock of bad loans
2. Flow: Prevent new lending from creating new NPLs
2. Measures to Reduce Stock of Non Performing Loans (NPL)
1. Recapitalize banks - issuing 270 billion RMB in special bonds to boost their capital adequacy ratios (CARs) to Big 4
2. Establish Asset Management Companies (AMCs) - Purchase non performing loans at face value from Big 4. Cut off point at 1996 loans and before.
1. Innovative AMCs disposed 66% of the NPLs they carried over. Government will probably pay for the rest.
3. Continued Bailouts - Given to banks that have made a credible effort to write off recent NPLs using own resources. They must show they made improvements in internal management and controls.
1. CCB laid off 25% of staff and closed 33% of branches and received bailouts.
2. Cash came from foreign reserves funded via a new bank holding company Huijin that is parallel to SASAC.
4. Most banks have NPLs fall to <5% and CAR up >10%. But government has paid a huge sum.
3. The 'Flow' Problem: Ensuring Good Lending Decisions
1. Prelude
1. Important to ensure that new lending is shaped by market return and prudent attitude towards risk.
2. Handles 2 jobs with low efficiency - Financial intermediation and provision of liquidity services
3. Banks are often iinefficient, slow with poor lending decisions - they do not move to regions of higher returns
2. Redefining the Scope of Bank Business
1. Change from lending to a 'Fee for Service' model but fee income is very low
1. That + bad loans = Low asset returns 
2. Credit cards were issued to raise funds but acceptance rate is low due to slow clearing networks
3. Price stability has allowed banks to play on high interest rates for loans and low interest rates for deposits continually
4. Banks have also diversified from only lending to SOEs to also lending for mortgages etc = Better resilience to shocks
3. Internal Oversight
1. Oversight is still very bad.
2. They do not monitor loans as well. Processes for addressing changes in credit worthiness is poor.
3. Too much individual discretion + low salaries = High corruption rate
4. Incentives
1. Incentives are given for maintaining low default rates but not for accurate assessing risks.
2. Loan officers prefer to roll over loans instead.
5. Skills in Business Appraisal and the Development of Credit Culture
1. Credit personnel lack training in proper analysis of cash flow and assessment of repayment credibility and risk
2. Banks are unable to discriminate between good and bad loans on commercial principles.
4. Current Bank Reform Program and Prospects for the Future
1. 2005: New reforms on the back of reasonably successful NPL cut backs and allowing foreign banks in
1. CCB, one of the 2 banks under Huijin Corporation started selling stakes to international investors and listed itself on the stock market.
2. Gain technological inflows from investing arms and technical expertise
2. The 3 other Big 4 may have problems finding similar success as they are not as viable
3. Competition has heightened as Citibank and HSBC enters the field
1. Government may implement soft market barriers
Stock Markets: Learning to Crawl?
1. Prelude
1. Shengzhen and Shanghai first to try and finally given government go ahead in 1991
2. Quick growth and China had 2nd largest capital in Asia after Japan in 2000.
3. Shortcomings also became apparent
1. Decline in shares circulation after 2000
2. Birth of the Market: Raising Funds for State Sector
1. Part of SOE restructuring and the new partial ownership system, the stock market seemed to be a good start to have new investors take minority stakes in the firms.
2. Also a new source of funding for SOEs.
3. At the start all funds raised in IPOs went direct to companies without going through officials. Was very successful.
4. But initial listing did not lead quickly to more privatization, continued government subordination stalled stock market reforms.
3. Characteristics of the Market
1. Circulating and Non circulating Shares
1. Shares of government in the firm and other sponsors are not allowed to circulate
2. Only 33% of shares at max allowed to circulate.
3. Circulating shares are traded in segmented markets. Done to inconvertibility of the RMB and to save guard household savings
1. A Shares: Available only to Chinese citizens via RMB
2. B Shares: Chinese citizens and foreign investors  primarily via foreign currencies
3. H Shares: For Hong Kong stock exchange or other markets outside China.
2. Low Contestibility
1. Private share investors have no chance of gaining control of a company.
2. Stock market is unable to instill discipline in management of firms by threatening competitive takeovers.
3. Rationing of Listing Opportunities
1. SOEs would like to be listed but must go through regulators for permission
2. It must qualify and compete for officials favor = distortion of market
4. Thin Markets
1. Thin markets = low supply of desirable shares = high prices of shares
2. Too expensive with price/earnings ratio of >40
3. Shares had to be sold at large discounts due to restrictions on liquidity = high market turnovers and volatility
5. Weak Disclosure and Regulation, Multiple Related Party Transactions
1. Until 2001, disclosure and regulation standards were very poor
2. Sustained effort to improve disclosure:
1. Corporate reports must be posted on the internet in a timely manner
2. Improvement in accounting standards
3. Competitive business press to improve transparency
3. The efforts have not been very fruitful, standards lag behind global benchmarks because the government is the major shareholders in nearly all listed companies.
4. The way firms are listed on the market is problematic - Firm consolidate and create a subsidiary to be listed. Sometimes, assets are not divided well and shareholders have no idea what they are getting
6. Policy Driven Market
1. Affected by changes in government policies
2. Fluctuations match changes in policies. Gambling on stocks based on government favoritism.
7. Insider Control and Manipulation
1. Lack of self regulation as there are widespread opportunities for collusion
2. Security companies have power to list firms and often put parties together to make deals while holding substantial stakes themselves. These companies are usually run by local government.
1. IPOs have been underpriced for lucky early investors to make huge profits.
3. Due to thiness of the market, informal investment funds are able to manipulate prices and profit from them. (Dominance of individual investors) - 'More like a casino than a market'
4. Reform Initatives: Selling Down the State Share - Changing the 'Split Share Structure'
1. 2 policies (actually triggered market decline)
1. Sell down state's non circulating shares by requiring that 10% of all new listings be sold to benefit the social security fund
2. Increase transparency and disclosure procedures
2. Decline in markets due to
1. investor fears that government will no longer prop the market up
2. Also more news of scandals being thrown open to the public
3. Increase in supply of shares was not welcome as current holders will see their values decline
1. But supply has not actually decreased - fear was a self fulfilling prophesy
4. During bear market, securities companies caught off guard and suffered severe losses = market undergoes prolonged slump
3. New reforms in 2005 to reduce non circulating shares by allowing companies to devise own program for converting status of non circulating shares. Firms had to give bonus shares to investors holding circulating shares. Growth began to emerge
5. Institutional Investors
1. Institutional investors like mutual funds, pension funds, insurance companies benefit from healthy stock market. But no dice here.
2. They are often large shareholders with a long term interest in improving corporate governance and peformance
3. So poor market = no long term investors
6. Comparative Evaluation of China's Stock Market
1. 2000 high figures were misleading: Over valuation of stock prices
2. They were actually performing worse than other LDCs.
Bond Markets
1. Restricted role in China even more than banking and stock market.
2. Sums are not large enough to create a liquid well functioning market
3. Numerous incidents with improper issuance of enterprise bonds, government has sized down the number of domestic bonds.
4. Still needs huge development
 


Other Financial Markets
1. Informal markets are large, important and little studied
2. 3 levels:

1. Informal rural credit mechanisms - credit clubs, moneylenders and unregistered private banks (recently legalized should i/r be not 4x of banks)
2. State and collective firms issue various kinds of promissory notes, stocks and IOUs (grey area dependent on local governance to enforce contracts)
3. Local governments dispose funds not included in formal budget but available for investment
3. All these are not covered in official statistics.


Conclusion
1. Challenges:
1. Avoid instability
1. Big banks =  deep and narrow = tremendous impact of NPLs
2. Large cyclical fluctuations = even higher chances of bad loans
3. Bailouts are a moral hazard = more inefficiency
2. Develop virtuous cycle via a well functioning financial system
1. The system supports social security that can make individuals more independent and less reliant on government provision of social security

