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Chapter 1 Banking Industry

1.1 The Evolution and Role of the Banking Sector in China

Although banks share many common features with other profit-seeking businesses, they play
a unique role in the economy through mobilizing savings, allocating capital funds to finance pro-
duciive investment, transmitting money policy, providing a payment system and transforming
risks.

First, banks serve as principal depository of liquid funds for the public. The safety and a-
vailability of such funds for transactions and other purposes are essential to the stability and effi-
ciency of financial system.

Second, by channeling savings to productive investments, banks play a key role in facilita-
ting efficient allocation of scarce financial resources.

Third, banks serve to transmit the impulse of money policy to the whole financial system
and ultimately to the real economy.

Fourth, the banking sector provides indispensable national payment mechanism for the de-
velopment of modern financial and business system.

Fifth, the banking system as a whole reduces risks through aggregation and enables them to
be carried by those more willing to bear them.

Through nearly six decades of evolution, particularly more than two decades of reform and
opening up to the outside world, China’s banking sector has entered a stage of vigorous develop-
ment. The past few years have been a marked acceleration of China’s banking reform, particu-
larly significant strengthening of the central bank’s capacity for maintaining financial stability and
macroeconomic management, substantial improvement in the management of the commercial
banks, and greater openness of the banking industry.

The evolution of the Chinese banking system can be broadly divided into four phases. The
establishment of the People’s Bank of China (PBC) in December 1948 marked the beginning of
the first phase, which was characterized by a mono-bank engaged in both policy and commercial
banking operations. It was dictated by a high centralized planned economic system.

The second phase began in 1984 when the State Council decided to make the PBC as a cen-
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tral bank. The decision, which was made in response to the increased role of market forces in
the economy, promoted diversification of financial institutions with the establishment of four spe-
cialized banks, later known as “big four” wholly state-owned commercial banks when distinction
in their line of business became vague and joint-equity commercial banks emerged.

The third phase began in 1993 when the State Council issued the decision on financial re-
form, recognizing the urgent need for developing new financial markets, institution and instru-
ments. The government introduced a comprehensive package of measures aimed at restoring fi-
nancial orders as well as addressing the inflationary pressure and signs of overheating, particu-
larly in the real estate sector and the stock market.

During this period, a number of important structural measures were taken with particular
significance for banking sector. The first was the unification of the Renminbi (RMB) exchange
rate and foreign exchange market in January 1994. Second, the passage of central bank and
commercial bank laws in 1995 provided a legal basis for the banking system in China. Third,
the acceptance of the obligation of Article Vll of The Article of Agreement of the Internationai
Monetary Fund in December 1996, namely, commitment to RMB current account convertibility,
officially moved the remaining restrictions on international payment for trade and service transac-
tion. Fourth, the establishment of a unified inter-bank money market in 1996 facilitated better
liquidity adjustment for financial institutions. Fifth, the gradual shift from direct to indirect mo-
netary policy instrument greatly improved transmission of monetary policy and effectiveness of
macroeconomic management. Sixth, the segregation of banking business from securities and in-
surance business contributes to the stability of the financial system in a transition period charac-
terized by massive institutional changes, inadequate regulatory resources and insufficient self-
discipline.

In addition, three policy banks were established in 1994 to facilitate the separation of policy
banking from commercial banking operations. These policy banking institutions are playing a
special role in financing major infrastructural projects and promoting agricultural development
and international trade and investment.

China’s accession to the World Trade Organization ( WTO) ushered in a new era of the evo-
lution of the banking system. With the Chinese economy integrating into the world economy fur-
ther, China’s banking sector is fronted with many unprecedented challenges and opportunities
and required to adopt a number of effective measures to promote the steady development of bank-
ing. The reform since then has been focusing on developing a sound and robust financial system
to guard against and dissolve financial risks, cleaning up the balance-sheet of the banks impro-
ving their ownership structure, strengthening their corporate governance, development market in-

frastructure , enhancing supervisory capacity, and further opening the banking sector to foreign
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participation.

Through more than two decades of reform efforts, China has developed a diversified and
competitive banking system, which includes policy banks, wholly state-owned commercial
banks, joint-equity commercial banks, city commercial banks and urban / rural cooperative
banks. Moreover, the non-banking financial institutions mainly consist of trust and investment
companies, finance companies, leasing companies, asset management companies, as well as se-
curities firms and insurance firms.

The banking sector has been playing an important role in facilitating the implementation of
the stabilization and structural measures as well as sustaining strong economic growth. The mac-
roeconomic stability and structural improvement in turn have enabled the banking sector to de-
velop vigorously. Although capital market development is expected to speed up, banks are likely
to continue playing a leading role in financing economic and technological development as well

as the economic reform in the foreseeable future.

1.2 Institutional Overview of China’s Banking System

There are five types of banks in China: wholly state-owned banks, commercial banks, post-
al savings banks, credit cooperatives, and foreign banks.

@® Wholly State-owned Banks: They in turn comprise state-owned commercial banks and
policy banks.

a. State-owned Commercial Banks: There are four state-owned commercial banks, com-
monly referred to as the “big four”. They are the most dominant, influential and formidable
players in China’s banking sector. Together they account for around 60% of the banking sector’s
total assets. How they evolve will determine the direction of the sector and the pace of the eco-
nomic reform. The “big four” are:

Industrial and Commercial Bank of China (1CBC) : ICBC is originally mandated to provide
working-capital loans to the industrial and commercial sectors in the urban areas. With the de-
velopment of the banking sector, ICBC gradually became a full service commercial bank. On
April 21, 2005, the Chinese government formally approved ICBC’s plan of shareholding structur-
al reform. On October 28, 2005, ICBC was officially transformed from a state-owned commercial
bank into a shareholding company and renamed as ICBC Limited, which indicates a beginning of
another important new stage of the development of ICBC.

Agricultural Bank of China (ABC) . ABC is originally set up to provide loans to the agri-

cultural and rural sector. At present, the branches and banking offices of ABC have covered ur-
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ban and rural areas of China, which enables ABC to become a large state-owned commercial
bank with the largest number of the branches and banking offices and widest range of business.
The scope of business has developed from the original rural credit and settlement to a wide range
of financial businesses with RMB or foreign currency.

Bank of China (BOC): In 1949, BOC became the state-designated specialized foreign ex-
change bank. In 1994, BOC was converted into a wholly state-owned commercial bank with the
deepening of the reform of the financial sector. Together with the other three wholly state-owned
commercial banks, it constituted pillars of the country’s financial industry. BOC London
Branch, the first overseas branch of the Chinese banks, was established in 1929. From then on,
BOC successively opened branches in global financial centers, and has built up its network in 27
countries and regions. BOC is initially mandated to specialize in international transaction, e. g.
foreign exchange service and trade credits. Al present, its businesses cover commercial bank-
ing, investment banking and insurance. Members of the group include BOC Hong Kong, BOC
International, BOC Insurance and other financial institutions. The bank provides a comprehen-
sive range of financial services to individual and corporate customers as well as financial institu-
tions worldwide. In 2003, BOC was named by the State Council as one of the pilot banks for
joint-stock reform of wholly state-owned commercial banks, and on August 26, 2004, BOC Lim-
ited was formally incorporated in Beijing as a state-controlled joint stock commercial bank.

China Construction Bank (CCB) ; The history dates back to 1954, when the People’s Con-
struction Bank of China was founded as a wholly state-owned bank under the direction of the
Ministry of Finance of the PRC to administer and disburse government funds for construction and
infrastructure related projects under the state economic plan. In 1979, the People’s Construction
Bank of China became a financial institution under the direction of the State Council and gradu-
ally assumed more commercial banking functions. The People’s Construction Bank of China
gradually became a full service commercial bank following the establishment of China Develop-
ment Bank in 1994 to assume its policy lending functions. In 1996, the People’s Construction
Bank of China changed its name to CCB. In 2003, CCB was named by the State Council as one
of the pilot banks for joint-stock reform of wholly state-owned commercial banks, the same as the
BOC. On September 17, 2004, CCB Limited was formally incorporated in Beijing as a state-
controlled joint stock commercial bank.

b. Policy Banks: The government established three policy banks in 1994 to relieve the
“big four” of their state-directed lending role.

They are:

Agricultural Development Bank of China ( ADBC), which primarily took over the policy

lending role of the ABC. As a policy financial institution under the direct leadership of the State



Chapter 1  Banking Industry / 5

Council, ADBC has seriously implemented the policies of the government on grain and cotton
procurement and other relevant economic and financial policies to play an important role in safe-
guarding the national food security, protecting the interests of the farmers and promoting devel-
opment of agriculture and rural economy. Since the 16" National Congress of the Communist
Party of China, agriculture, rural areas and farmers have become the top priority of the new
leading group of the CPC Central Committee. According to the scientific theory on development
and a new thought about combing rural and urban economic development, the guidelines of
“more support, less tax burden and more liberal attitude” in rural areas have been put forward
and the strategic readjustment of agriculture and rural economy has been advanced. Facing a
speed-up of reforming marketing system of grain and cotton and rural financial system, ADBC is
confronted with both opportunities and challenges.

China Development Bank (CDB), which primarily took over the policy lending role from
the CCB and to a certain extent from the ICBC. CDB is under the direct jurisdiction of the State
Council. At present, it has 32 branches and 4 representative offices across the country. Over the
past decades, CDB has conscientiously followed China’s macroeconomic policies and carried out
its macro-control functions in support of national economic development and strategic structural
readjustment. CDB has been a major player in long-term financing for key projects and support-
ive construction in infrastructure, and basic and pillar industries, which are vital to the develop-
ment of the national economy ( CDB was changed into commercial bank in 2009 ).

Export-Import Bank of China, which primarily took over the policy lending role from the
BOC, particularly the trade financing function, is solely owned by the central government. It is
a siate policy bank under the direct leadership of the State Council. Its international credit rat-
ings are compatible to the national sovereign ratings. At present, the bank has 7 business bran-
ches, 6 domestic representative offices and 2 overseas representative offices — one for Southern
& Eastern Africa and the other is Paris Representative Office. It has established and maintained
correspondent relationship with 140 foreign banks worldwide. As an important force in the back-
up system of foreign trade and economy and a significant component of the financial system, the
Export-Import Bank of China has developed into a key channel of policy financing for both Chi-
nese export of mechanic and electronic products, complete set of equipment, and high-tech
products and undertaking of offshore construction contracts and overseas investment projects.
Meanwhile, the bank is also the major onlending bank of foreign government loans and the sole
lending bank for Chinese government concessional loan entrusted by the Chinese government.
The bank is playing a more and more important role in promoting the development of the open
and export-oriented economy of the country.

Policy banks fund themselves primarily through the issuance of bonds, and they accept few
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deposits. The combined assets of the three policy banks have grown rapidly and now make up
around 10% of the total banking sector, which bears evidence of the continued presence of state-
directed lending in the banking sector.

@® Commercial Banks; Equity ownership of these banks is distributed among the state and
private investors. There are currently 120 commercial banks, together accounting for 18% of the
banking sector’s assets. While not as prominent as the “big four” , they are nevertheless an im-
portant group within the banking sector, and their market share is growing. Commercial banks
are divided into 2 sub-groups.

a. The Shareholding or Joint-stock Commercial Banks:. These banks incorporated as joint-
stock limited companies under The People’s Republic of China’s Company Law. Most, however,
still have fairly concentrated and predominantly state-dominated share-holding structures. There
are currently 11 shareholding banks, including well-known names such as Bank of Communica-
tions, China Minsheng Bank, China Everbright Bank, China Merchants Bank, Shanghai Pudong
Development Bank and Shenzhen Development Bank. They are allowed to engage in a wide vari-
ety of banking service including accepting deposits, extending loans as well as providing foreign
exchange and international transaction service. Given their smaller size and a corporate culture
oriented more to the private sector, they are more nimble than the state-owned counterparts and
have been successful gaining at market share at the expense of the “big four”. They have made
inroads particularly into the small and medium enterprise (SME) loan market, the area in which
the state-owned banks are traditionally weak. They also tend to be more profitable, recording
higher ROA ( Return on Assets). Joint-stock banks have recently been the preferred joint-ven-
ture partner of international banks trying to gain access to China’s budding private sector, partic-
ularly the SME segment, which is essential for laying a firm foundation for the market economy
in China.

b. City Commercial Banks. City commercial banks have evolved from urban credit coopera-
tives. Due to their history, mandate and capital strength, the scope of city commercial banks’
businesses tend to be concentrated in the city where they are located. They are thus unable to
operate on their own on a national or regional scale, unlike the joint-stock commercial banks,
which is a major comparative disadvantage for their future expansion.

@ Postal Savings Banks: As the fifth largest commercial bank of China, the establishment
of the PSB on March 20", 2007 indicates another essential step of the reform of the postal sav-
ings system of China, after the setting up of China Post Group. Besides traditional banking busi-
ness, PSB engages in intermediaries and focuses on developing various financial products.

@ Credit Cooperatives: The cooperatives typically provide credit and service to SMEs and

individuals. The cooperative sector is divided into urban credit cooperatives and rural credit co-
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operatives. Together there are close to 50 000 of them, accounting for around 11% of total
banking sector assets. The rural credit cooperatives were formerly supervised by the Agricultural
Bank of China { ABC) and then by China’s central bank, the People’s Bank of China (PBC). A
new regulatory agency, the China Banking Regulatory Commission ( CBRC) , has taken the su-
pervisory function in 2003 and also supervises the urban credit cooperatives. Due to their collec-
tive-ownership status, both types of credit cooperatives are subject to state control, thus their
loan extension is still influenced by local policy considerations. Some private analysts estimate
that the non-performing loan (NPL) level at rural credit cooperatives will face heavy losses when
China’s agricultural sector opens up under WTO requirements. Given the significance of the ru-
ral sector in China, with around 800 million people ( almost two-thirds of the total population)
living in rural areas, the government has been explicit about its intention to provide financial
support for the rural cooperatives in need.

@ Foreign Banks. There are close to 200 foreign banks operating in China, most of which
are branches of foreign banks, and the rest is a handful of locally incorporated banks ( either
joint ventures or wholly foreign-owned banks). Foreign banks currently account for only around
2% of total banking-sector assets as their role is still constrained by China’s domestic law. How-
ever, WTO requirements will gradually allow foreign banks greater access to China’s domestic
banking business.

The local currency business ( based in Chinese yuan — CNY ) was until some years ago
closed to foreign banks. The original role of foreign banks was to provide foreign currency inter-
mediation in order to facilitate the operation of foreign investors and manufacturers in China. The
CNY business has been opened only gradually since 1996 when foreign banks were first allowed
to provide CNY services, but only to foreign companies and individuals in Shanghai and Shen-
zhen. Since China gained WTO entry in December 2001, the geographical restriction has started
to be phased out, while rules on the types of customers to whom foreign banks can provide CNY
services will start to be relaxed soon. By December 2006, all geographical and customer-related

restrictions had been lifted.
1.3 Regulatory Agencies

1. China Banking Regulatory Commission ((fBRC)

The CBRC is a new institution established in April 2003 1o take over the regulatory func-

tion of the banking sector from the PBC in order to leave the PBC free to concentrate on moneta-
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ry policy matters. It must be noted, however, that the exact division between the CBRC and the
PBC was formalized when the proposed revisions to The Law of the People’s Republic of China on
the People’s Bank of China and The Law of the People’s Republic of China on Banking Regulation
and Supervision were passed by the National People’s Congress in December 2003.

The CBRC reports to the State Council and it is entrusted with the regulation and supervi-
sion of financial institutions. The key objective of the CBRC is to protect the interests of deposi-
tors and consumers through prudential and effective supervision, maintain market confidence
through prudential and effective supervision, enhance public knowledge of modern finance
through customer education and information disclosure and combat financial crimes.

The main functions of the CBRC are as follows: formulate supervisory rules and regulations
governing the banking institutions and their businesses; authorize the establishment, changes,
termination and business scope of the banking institutions according to the laws, rules and regu-
lations ; conduct fit-and-proper tests on the senior managerial personnel of the banking institu-
tions; conduct on-site examination and off-site surveillance of the banking institutions; take en-
forcement actions against rule-breaking behaviors; compile and publish statistics and reports of
the overall banking industry in accordance with relevant regulations; provide proposals on the
resolution of problem deposit-taking institutions in consultation with relevant regulatory authori-
ties; take responsibility for the administration of the supervisory boards of the major state-owned
banking institutions and other function delegated by the State Council.

The CBRC has set as priorities the reduction of banks’ non-performing loans ( NPLs) and
the alignment of financial institutions’ indicators to international standards. Chinese banks have
been required to implement the existing Basel Capital Adequacy Rules. The CBRC also an-
nounced that new regulations would be issued on the appropriate capital levels for Chinese banks
along the lines of Basel [] , in order to help reduce the gap beiween Chinese and international
banks. Other priority tasks awaiting the CBRC include a wider reform of state-owned banks, ru-
ral credit co-operatives and the financial sector at large. In addition, the CBRC is in the process
of modernizing and streamlining rules and regulations that govern various types of financial

institutions.

2. People’s Bank of Chma(PBC) i

Although a central banking system began taking shape in 1984, the transformation of the
PBC into a full-fledged central bank has turned out to be a lengthy process. The PBC did not
have a clear legal status until the enactment of The Law of the People’s Republic of China on the
People’s Bank of China in March 1995. This law, as amended in December 2003, provides that

the PBC’s key functions are to conduct monetary policy, prevent and dissolve financial risks,
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and maintain financial stability under the leadership of the State Council. The law clearly states
that the objective of the monetary policy is to maintain the stability of the currency and thereby
promote economic growth.

The decision of the National Financial Work Conference in November 1997 and the Ninth
National People’s Congress in March 1998 accelerated the reform of the PBC. Significant restruc-
turing took place at its head office. For example, the supervisory departments were reorganized
in the way that supervisory functions were consolidated and each new supervisory department was
responsible for licensing, routine supervision and exit of one type of financial institutions. The
PBC branch structure, which had been formerly based on administrative division, was also over-
hauled. Nine regional branch offices were set up. These measures were aimed at increasing the
independence of the central bank and the effectiveness of monetary policy.

With the transfer of supervisory function to the new supervisory bodies, namely, CBRC,
China Securities Regulatory Commission (CSRC) and China’s Insurance Regulatory Commission
(CIRC), the central bank’s task has become more focused. The establishment of the Financial
Stability Bureau, the Financial Markets Department and the Credit Information Bureau as well as
the Shanghai Headquarter of the PBC has indicated that greater attention has been devoted to fi-
nancial stability and development of market infrastructure.

The PBC performs the following major functions; (1) drafting and enforcing relevant laws,
rules and regulations that are related to fulfilling its functions; (2) formulating and implementing
monetary policy in accordance with the law; () issuing the Renminbi and administering its cir-
culation; (@ regulating financial markets, including the inter-bank lending market, the inter-
bank bond market, foreign exchange market and gold market; (5 preventing and mitigating sys-
tematic financial risks to safeguard financial stability; (6 maintaining the Renminbi exchange
rate at adaptive and equilibrium level; holding and managing the state foreign exchange and gold
reserves ; (7) managing the state treasury as fiscal agent; (8) making payment and settlement rules
in collaboration with relevant departments and ensuring normal operation of the payment and set-
tlement systems; (@) providing guidance to anti-money laundering work in the financial sector
and monitoring money-laundering related to suspicious fund movement; (0 developing statistics
system for the financial industry and taking responsibility for the consolidation of financial statis-
tics as well as the conduct of economic analysis and forecast; {1 administering credit reporting
industry in China and promoting the building up of credit information system; @2 participating in
international financial activities at the capacity of the central bank ; 3 engaging in financial bus-
iness operations in line with relevant rules; (4 performing other functions prescribed by the State
Council.

In recent years, there has been a significant improvement in the conduct of monetary policy
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with greater reliance on indirect policy instruments. The central bank used to rely on credit ceil-
ings for commercial banks as a major tool for monetary policy. This direct instrument has been
abolished while such indirect instruments as required reserve ratio, interest rate adjustment and
open market operation have emerged as major monetary policy tools. These policy instruments

have helped sustain strong economic growth.

3. State Administration of Foreign Exchange ( SAFE)

The supervision of the foreign exchange activities of China’s financial institutions is under
the purview of SAFE, which was established in 1979. In practice, SAFE and the PBC work
closely together to ensure the goal of monetary stability as preseribed by the PBC.

The SAFE is designated with the following functions: (I) designing and implementing the
balance of payments ( BOP) statistical system in conformity with international standards, develo-
ping and enforcing the BOP statistical reporting system, and collecting relevant data to compile
the BOP statement; (2) analyzing the BOP and foreign exchange position, providing policy pro-
posals with aim to achieving an equilibrium BOP position, and conducting feasibility study on
the convertibility of the Renminbi under capital account; (3) drafting rules and regulations gover-
ning foreign exchange market activities, overseeing the market conduct and operations, and pro-
moting the development of the foreign exchange market; anaiyzing and forecasting the foreign ex-
change supply/demand positions and providing the PBC with propositions and references for the
formulation of exchange rate policy; (4) promulgating regulatory measures governing foreign ex-
change transactions under the current account and supervising the transactions accordingly ; mo-
nitoring and regulating the foreign exchange account operation both in China and abread; (3 su-
pervising and monitoring foreign exchange transactions under the capital account, including in-
ward and outward remittance and payments; (6) managing foreign exchange reserves of the coun-

try in accordance with relevant rules and regulations; (7) drafting foreign exchange administration
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rules, examining the domestic entities’ compliance with foreign exchange administration ruies
and regulations, and penalizing institutions engaging in illegal practices; @ participating in rel-
evant international activities; (Q) performing other duties and responsibilities assigned by the

State Council and the PBC.

1.4 Development and Reform of China’s Banking Sector

The structure of China’s banking sector has remained largely unchanged since 2003 in terms
of key players. The state-owned commercial banks continue to command the highest market
share, although there has been a marginal decline. Going forward, it is likely that the turf war
for China’s banking sector assets will continue to be fought between the big four and the joint
stock banks. The relevance of other domestic institutions will, at best, remain stable. Rural
credit cooperatives will be undergoing a major consolidation exercise, which may see their mar-
ket share decline further. Policy banks, meanwhile, are unlikely to show a big market share
since the ceniral government’s policy thrust has been to reduce their role in the financial system.
In contrast, foreign banks’ share will possibly see an increase as the remaining restrictions on
RMB business were lifted by WTO accession requirements in December 2006. In terms of depos-
its, the market shares are similar to those by assets. The big four banks, well supported by their
extensive nation-wide network , command the largest share of retail deposits. Smaller banks com-
pete for corporate deposits, which tend to be a more volatile source of funding.

The reform of the financial system and particularly the diversification of banking institutions
have increased competition in the banking sector and improved financial service in China. Apart
from the traditional deposit taking and lending business, commercial banks now offer a broad
rang of intermediary service such as international settlement, bank cards, personal banking, and
financial consulting. As the economy becomes increasingly complex, there is an emerging need

for developing the universal bank.
1. Big Four, Big Reforms: Toward a Commefcial Credit Culture

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

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

@ Recapitalization; The recapitalization exercise started in December 2003 with a capital
injection of $ 22.5 billion each into BOC and CCB by the central bank, PBC. The PBC trans-
ferred the funds from its international reserves to a newly created entity, the Central Huijin In-
vestment Company ( Central Huijin) , which acts as the holding company for the government’s
share in BOC and CCB. A similar exercise was conducted in April 2005 with ICBC for a sum of
$ 15 billion. As in the previous cases, Central Huijin is the shareholder of government’s shares
in the ICBC. As a result of capital injection, the capital adequacy ratio ( CAR) of these banks
has improved. Improvements in the capital adequacy ratio have allowed these three banks to
write down their NPLs faster.

@ Reform of Ownership/Internal Structure: Three of the big four banks — BOC, CCB,
and ICBC - have changed from a wholly-owned state bank structure to a shareholding one.
They are now referred to as state-owned commercial banks (SOCB) as opposed to wholly-owned
state commercial banks previously. Other shareholders besides the Chinese government are now
allowed to hold shares of these banks, but the state remains their largest shareholder.

Changes have been implemented to instill an independent credit culture and equip the cred-
it managers with an appropriate system to monitor various elements of risks. These include the
10-plus loan classification system and plans to set up the internal rating-based (IRB) loan sys-
tems ( consistent with Basel ] Regulations). The risk function has been separated from the busi-
ness function. Internal audit and compliance systems have also been strengthened, by system
upgrading and staff training, to install more effective safeguards against fraud. Generally speak-
ing, improvements in governance and risk management are encouraging, but the process is still
ongoing and remains a work in progress.

@ Strategic Partnership; The central government has welcomed greater foreign ownership
in banks, but it is not yet willing to surrender majority control of key banks. The ceiling of for-
eign ownership was lifted in January 2004 to 25% from 20% . The ceiling for single foreign own-
ership was also lifted to 20% from 15%.

In addition to providing additional sources of capital, strategic partnerships with foreign
banks are expected to help Chinese banks in product knowledge and innovation, expanding busi-
nesses and markets, as well as technology & know-how on internal management. Having a for-
eign partner on board is expected to give Chinese banks an additional impetus to behave under a
more commercially-driven, profit-oriented business culture.

The reformed big three banks have had no trouble finding major foreign investors or strategic
partners. BOC’s major foreign investors or strategic partners are Royal Bank of Scotland, Merrill

Lynch, Singapore’s Temasek Holdings, Union Bank of Switzerland, and Asian Development
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Bank, which together hold around 16% of BOC’s capital. CCB’s major foreign investors or stra-
tegic partners are Bank of America and Singapore’s Temasek, which together hold a 14% siake
of CCB. ICBC’s major foreign investors or sirategic partners are Goldman Sachs, Allianz, and
American Express, which together hold around 10% of ICBC’s shares.

@ Listing on the Stock Market; Listing on the stock market is intended to instill market dis-
cipline on Chinese banks. More specifically, it is expected to keep banks focused on delivering
good value to shareholders. CCB is the pioneer among the big four: It has been listed on the
Hong Kong stock market since October 2005. CCB’s shares have performed well, up more than
40% (as of the end of September 2006) since their launch. BOC has listed its shares on both
the Hong Kong’s stock market since May 2006 and on the Shanghai stock market since July
2006. BOC shares have done well in both markets. ICBC made its debut on both the Hong Kong
and Shanghai stock markets in late October 2006, raising $ 19. 1 billion in its initial public of-
fering (IPO), the largest in history. The encouraging performance of the three banks on the

stock market, despite their unimpressive record on return on assets (0. 6% for the big four Chi-

nese banks, compared with 1% ~ 2% in other Asian banks) demonstrates investors’ faith in

their long-term prospects.

Internal reforms have not been limited to three of the big four banks. Joint-stock banks and
city commercial banks have also initiated reforms of their own.

@ Joint-stock Banks: There are 13 joint-stock banks with sizeable national business scope,
more than half of which have secured a tie-up with foreign strategic partners. Several more are
still in negotiations with potential foreign partners. Bank of Communications, which is the largest
joint-stock bank by assets, has been listed on the Hong Kong stock exchange since June 2005.
This and other joint-stock banks have strengthened their capital base through injection of funds
by new partners, IPOs as well as subordinated debt issues. Due to joint-stock banks’ typically
fast expanding loan books, they face pressure to raise capital in order to maintain an acceptable
CAR ratio of at least 8% . The central government is not taking an active role in the reform of
these banks as they do with the “big four”. Imperatives to reform fall largely on the joint-stock
banks’ owners, which are typically state-owned enterprises ( SOEs) or large Chinese corpora-
tions. The joint-stock banks with foreign partners are reported to be actively engaging the
partners’ help in the design of improved risk management and internal control systems.

® City Commercial Banks: Some commercial banks have also started reform measures
which involve recapitalization, internal reform, tie-up with strategic investors, and IPOs. The

city commercial banks that have made more progress in reform are those located in the key cities
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in the east coast area and a few in the central and western areas. The attraction of the city com-
mercial banks lies in their strong local network and knowledge. Typically, their main clients are
SMEs, a key growth sector with higher margins provided that proper risk management is in
place. Due to their strong ties with local governments, their deposits tend to come from local
governments and corporations. The {lip side is that they tend to have high loan concentration and
related-party transactions. Revamping of internal management and internal control procedures is
largely a work in progress. But there have been some visible changes such as more public disclo-
sure on financial information. Some of the city commercial banks are seeking to expand their
business scope beyond their local license, which has put them at a disadvantage to the nationally-
licensed “big four™ and joint-stock banks. This would open the door for future mergers with oth-

er city commercial banks or with bigger banks with national license.
3. Rural Credit Cooperatives; Incipient Reform =~

Rural credit cooperatives ( RCC) provide funding to the rural sector in general (farmer co-
operatives , SMEs and retail customers). RCC reform is highly sensitive and closely connected to
the central government’s plan to develop the potential of the rural sector. RCC’s financial stand-
ing is typically weak, with a heavy NPL burden. There is a pressing need for RCCs to become
independent and financially viable entities of their own in order to effectively support future rural
development.

@ Recapitalization; The central government has injected close to RMB 170 billion ( $ 21
billion) into some RCCs deemed qualified for reforms, in the form of central bank bills.

@ Internal Structure Reform. Since 2004, the central authorities have been trying to con-
solidate the RCC sector. Some of the rural credit cooperatives were merged to become rural com-
mercial banks and rural cooperative banks under a new credit union shareholding structure. The
goal is to consolidate the RCC sector, comprising some 30 000 RCCs, 11 rural commercial
banks, and 48 rural cooperative banks into around 2 000 entities. Each entity is to have central-
ized control and operations to enhance its management’s effectiveness and overall efficiency.

@ Strategic Partnership: Some of the reformed rural commercial banks and rural co-opera-
tive banks situated in cities with promising potential have attracted investments from foreign insti-
tutions. For example, Austiralia & New Zealand Banking Group has bought 19.9% stake of
Shanghai Rural Bank.
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4, Postal Savings Bank, the New Heavyweight

The CBRC approved the setting up of the Postal Savings Bank ( PSB) in June 2006, and on
March 20, 2007, the 5th largest commercial bank of China — the PSB announced its establish-

ment officially. »

The PSB is expected to become a key player in the financial landscape of the rural sector.
It has evolved from China Post’s postal service, which provides national postal service and oper-
ates the postal savings system by receiving deposits from the public. The postal savings system’s
primary role has been to accept deposits, not to lend. However, it has been experimenting in
small-scale lending in selected rural areas, using deposits as collateral. The PSB is poised to be-
come the 5th largest commercial bank of China, with a share of 4% ~ 5% of the banking
sector’s total deposits. Since it has been providing remittance services, it enjoys the rural
population’s trust. The PSB is also likely to provide retail lending to individuals in the rural are-
as. Overall, the PSB is expected to supplement the rural credit co-operative sector and to be-

come a significant vehicle in the provision of retail credit in the rural sector.

1.5 Increased Openness of the Banking Industry

The increasing presence of foreign banks has been an important aspect of banking reform in
China. This will help to improve the quality of regulation and information disclosure, as it will
urge the domestic banks to improve their cost structure and the range and quality of their serv-
ices.

From the time of China’s entry into the WTO to the end of 2006, the number of operational
foreign banking institutions in China increased from 190 to 312, including 98 sub-branches.

Their total assets increased from $ 40.1 billion to $ 117.8 billion. Their loan portfolio
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reached $ 61. 8 billion and deposit amounted to $ 35 billion. Until recently, foreign banking
institutions were only allowed to operate in the special economic zones and coastal cities. To en-
courage competition from foreign financial institutions, China has expanded the list of areas open
to foreign banking establishments to include all large cities throughout the country. The restric-
tions on local currency business have been substantially eased. One of the important goals of lib-
eralizing the banking sector is to give foreign banks national treatment, that is, to subject foreign
banks to the same regulatory standards as applied to the domestic banks.

Introduction of strategic investors is also an important way of opening the Chinese banking
sector. The participation of foreign strategic investors in the domestic banks may improve the eq-
uity structure of the banking system. Beyond WTO commitments, the CBRC actively promoted
foreign participation in domestic banking sector. In 2003, the CBRC issued a set of rules on for-
eign participation in local banks, whereby we increased the size of a single foreign equity invest-
ment up to 20% from 15% , while the maximum foreign interest remains unchanged at 25% .

So far, many foreign financial institutions, including Citibank, the HSBC, Standard Char-
tered, Commonwealth Bank of Australia, Hang Seng Bank, the IFC, Temasek and the GIC of
Singapore have taken stakes in local banks. In terms of geographical cover, it is also heartening
to see that foreign participation has expanded to cover the less developed western region of the
country, following the decision of Bank of Nova Scotia to invest in Xi’an City Commercial Bank.’
The presence of qualified foreign strategic investors has become one of essential licensing criteria
as in the case of a potential new entrant, Bo Hai Bank, a proposed shareholding bank in Tian-
jin. In addition, the CBRC also welcome foreign participation in the existing and newly licensed
finance companies, the restructuring of trust and investment companies and establishment of se-

curities investment funds sponsored by banks.

1.6 Strengthened Banking Supervision

Strengthened banking supervision has become a universal task. Many countries including
some advanced economies have been penalized for weak financial supervision. While the specif-
ics of banking supervision vary from country to country, reflecting each country’s unique historic
development, the broad goals and purposes of such supervision are generally similar. Strong and
effective banking supervision is considered an essential component of strong economic environ-
ment, which provides public goods that may not be readily available in the marketplace. Along
with effective macroeconomic policy, it is critical to financial stability in any country. While the

cost of banking supervision is indeed high, the cost of poor supervision has been proved to be



Chapter |  Banking Industry / 17

even higher. Many countries have developed sophisticated structures of bank supervision and
regulation, and bank regulators utilize a number of interrelated techniques to try to achieve their
goals. These techniques range from conditions for opening new banks to procedures for dealing
with failing banks.

For China, banking supervision is particularly important, as the authorities are well aware
that the Chinese financial system is faced with risks associated with economic transition, in addi-
tion to credit and market risk common to all countries. For instance, the magnitude and the na-
ture of risks, the skills and institutions for risk management in an open market economy are dif-
ferent from those in a relatively closed centrally planned economy. The measures to strengthen
banking supervision and enhance banks’ capacity for prudential management include the follow-
ings .

A comprehensive risk monitoring and warning system, which focuses on the safety, liquidity
and profitability of financial institutions, has been established.

A risk-based five-category loan classification system has been phased in.

The capital of the largest commercial banks (except ABC) has been replenished to raise
their capital adequacy ratio to the international standard.

The responsibility for supervising the security sector has been transferred from the PBC to
CSRC. Independent insurance and banking regulatory bodies have also been established so that
banking, securities and insurance industrials are subject to separate regulatory and supervisory
authorities.

Effective action has been taken to deal with the problem institutions, including requiring
them to restructure within a limited time and subjecting the insolvent ones to liquidation proce-
dures.

Senior executives of financial institutions have been subjected to strict fit-and-proper tests,
and enforcement of penalties on those responsible for taking excessive risks or causing serious
losses has been intensified. Serious offenders will be held liable to criminal charges or prohibited
from doing financial business for life.

Asset management companies have been set up to take over and dispose of part of the NPLs
of the commercial banks.

A nationwide credit reporting system covering individual and institutional credit information
has been developed.

The Chinese banking supervision authorities endorse The Core Principles for Effective Bank-
ing Supervision of the Basel Committee and the spirit of The New Basel Capital Accord (Accord)
and will adopt a phased approach to its implementation. The banks with extensive overseas

branch networks ( internationally active bank) will be required to implement the Accord in due
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course.

An association of bankers has been established to tighten self-discipline of the banking in-
dustry.

Further efforts will be made to facilitate more effective market discipline. Transparency and
the information disclosure of the Chinese banking industry will be brought up to international

standards.

1.7 Prospects for Banking Sector Development

Despite all these achievements, the banking sector in China is still faced with formidable
challenges. It needs to further strengthen corporate governance and internal control, develop
management information system, improve information disclosure, and establish a deposit insur-
ance system. These challenges call for intensifying efforts on the part of authorities in institution-
al building to facilitate greater enforceability of bank claim, faster market infrastructure develop-
ment and better ownership structure.

Continued progress in structural reform in the financial sector will contribute to the viability
of commercial banks. First, further interest rate liberalization will enhance banks’ capacity for
risk pricing. Second, freer cross-border capital movement will allow them to seek high returns
and diversify risks on a much broader horizon. Third, greater exchange rate flexibility will facili-
tate expansion of foreign exchange business and foster their ability to manage foreign exchange
risks. Fourth, the increased foreign presence in the banking sector is expected to help promote
institutional changes, encourage financial innovation, and improve efficiency in financial inter-
mediation. Fifth, the progress in financial legislation will also be conductive to the healthy de-
velopment of the banking sector. Last, but not the least, increased availability of professionals is
also expected to add to the vigor of banking institution in China.

The outlook of China’s banking sector can be described in the following six aspects:
1. Consumer and SMEs Lending Are New Growth Areas '

As the authorities are pushing ahead at a fast pace to deepen and widen capital markets,
both equities and bonds, it is foreseeable that banks will face stiffer competition for corporate
lending. The experience of developed economies provides a glimpse of things to come. Corporate
bonds and stock markets are usually the preferred avenue of funding for large corporate and in-
frastructure projects. Currently, some of China’s cash-rich state-owned enterprises are already

funding their investments partially with their cash surplus. In the future, bank lending will shift
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more toward consumers and the SMEs.

Consumer lending is already a strong growth business for Chinese banks and the prospects
are extremely bright, due to rapidly increasing incomes and the emergence of a middle class.
China’s per-capita GDP has risen from $ 600 at end-1995 to $ 1 700 at end-2005, implying an
increase in real terms of 11% per year. Considering the urban population only, the rise is even
more staggering. While the need to bridge the rural-urban gap is still very much present, there
is solid evidence that income has improved largely across the board. According to The China Hu-
man Development Report 2005, the poor population in rural areas has dropped from 250 million
to 26. 1 million in less than three decades. In addition, monthly income in rural provinces has
also risen along with urban areas. During 2001 to 2005, income in the poorest region rose 54 %
vs. the national average of S1% and Shanghai’s 32% .

As regards bank products, a growing middle class with increasing affluence bodes well for
credit card business as well as wealth management. According to Moody’s, the credit card busi-
ness in China has been growing exponentially. In 2005, the total bank cards in circulation
reached 960 million, of which 40 million were credit cards.

In addition to consumer loans, lending to private sector enterprises is another attractive
growth area. The changing mix of China’s GDP already signals the need for a change in lending
strategy by Chinese banks. According to McKinsey Global Institute research, SOEs ( both whol-
ly-owned and partially-owned ) still absorb most of the funding from the banking sector. Wholly-
owned SOEs account for 35% of bank credit and essentially all the equity and bond issues,
while contributing barely a quarter of GDP. Partially-owned SOEs and collective enterprises,
which account for another 25% of GDP, receive another 38% of bank credit. This only leaves
27% of bank credit to private enterprises, despite them being the new engine of growth for

China’s economy, accounting for around half of GDP.

2 Strengthemng the Credit Culture and Internal Support System Is Crucial fm‘ Banks’
Future Success

Due to the change in client mix from SOEs, which enjoy implicit state support, toward con-
sumers and private enterprises, there is an urgent need to strengthen the credit culture among
both banks’ officials and customers. The days of lending based on relationship and connections
are numbered. Furthermore, in an increasingly market-oriented environment, banks need more
sophisticated risk management in order to factor in market risks in addition to credit risks.

_Change of ownership structure, capital injections and stock market listing alone are not
enough to make the banking sector reform a success. These only mark an important first step, so

far impressively executed. The future success will depend on the banks’ ability price credit, in-
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troduce product innovation, and raise the quality of service to their customers.

Moreover, in the current economic environment where real GDP has been growing at 10% a
year or above for the past few years, banks’ ability to deal with a downturn is yet untested. The
Chinese banks’ internal reform remains a work in progress.

To be sure, the burden falls not only on banks but also on the authorities and the corporate
sector. While an independent credit policy and better internal governance are tasks facing
banks, the promotion of the credit culture also requires the authorities to strengthen creditors’
rights, in particular, bankruptey and foreclosure laws. The ongoing corporate sector reform, ori-
ented towards fostering private ownership and a more commercially-oriented business culture, is
equally important. In sum, the success of China’s banking sector reform hinges upon concurrent

legal and corporate sector reforms. One will not succeed without the other.

3 Banks’ Exposure to p,l?perty Lending will Remam Largé in the Fdi'dseeable Future

Commercial properties are also expanding fast as the current capacities in several key cities
are deemed insufficient after several years of strong growth and the current pace of corporate ex-
pansion plans by both domestic and foreign firms. The government closely monitors the Chinese
banking sector’s exposure to property lending. While the authorities have apparently been con-
cerned with the continual rise in real estate prices in certain cities, leading them to tighten rules
on mortgage and real estate lending, they have also strived to maintain a balance by calling for
banks to reasonably support real estate development projects that are in conformity with the poli-
cy orientation of the government. The government has also called for efforts to promote construc-
tion and purchase of low-price ordinary housing.

All in all then, banks’ real estate exposure will likely remain substantial. While there is
strong, genuine demand from both residential and commercial projects, the authorities will make

cautionary measures to stem speculation in the real estate market, especially in light of a possi-
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ble economic slowdown in 2007.
4. Moi'e _Consalidatipn Ahead in the Banking}Sector

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

Restructuring plans are also said to be considered regarding policy banks. The key question
is whether or not these banks should start to run on a commercial basis or continue to serve pri-
marily the policy lending roles, which may entail losses and more state support in the future. For
now the consensus that emerges appears to be to keep the policy banks wholly-owned by the gov-
ernment. Given the current priorities to expand infrastructure developments and social services to
the far-flung provinces as well as to improve the livelihood of the rural population, the time does
not seem ripe for the central government to transform policy banks into a joint stock structure as

they have done with three of the “big four”.
5. Government Financial Support will Remain Crucial

In the foreseeable future, financial assistance from the central government to the banking
sector will remain crucial. The capital injection into three of the big four banks, which marked
the first step in their restructuring plan, is a case in point. Large capital injections to restructure
the remaining of the big four banks, ABC and RCCs appear likely. In addition, the need for
banks to raise capital will continue to be sizeable due to their low capital-adequacy ratios and in-
sufficient loan-loss provisions.

Last but not least, the banking sector’s large NPL legacy is yet to be disposed of. The NPL
ratio has more than halved in the last two years, facilitated to a great extent by the authorities’
capital injection into the three state-owned banks. All in all, the remaining non-performing as-
sets in the banking sector and asset management corporations ( AMCs) amount to about 10% of

GDP. 1t is thus crucial that SOE and corporate reform should be carried out to help reduce new
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NPLs, and strengthen banks’ risk management capability and procedures simultaneously. In this
regard , the wider reform of the corporate sector, tax, and related legal framework cannot be neg-

lected. It is as important as the banking sector reform itself.
6. WTO Accession: No Big Bang for Banks

According to WTO requirements, since December 2006 foreign banks have been able to of-
fer all types of RMB businesses to all types of customers in China. There are no longer geograph-
ical restrictions for foreign banks. In other words, the key restrictions which have so far preven-
ted foreign banks from competing directly with Chinese banks were lifted in December 2006. But
when this happens, Chinese banks are unlikely to see an exodus of customers abandoning them
for foreign banks. This is due to their extensive branch network and existing relationship with lo-
cal clients. Moreover, liberalization measures have been implemented in gradual steps since
2002, and Chinese banks have continued to expand their business successfully. Lacking in
branch network, foreign banks are at a disadvantage, especially in consumer banking. Despite
the lifting of key restrictions on business lines, foreign banks are expected to remain focused on
current business areas such as loan syndication for large projects, investment banking, deriva-
tives and wealth management.

Penetrating the consumer banking markei and the higher-margin SME sector will require
more local networks and know-how. In this regard, the model of strategic partnership between
foreign banks and Chinese banks is a logical step. Partnership provides a win-win solution.
While foreign banks gain distribution channels and wider customer networks, Chinese banks im-
prove on credit and risk management, internal controls, product innovation and IT systems.

All in all, the liberalization process in the framework of WTO accession has been successful
in expediting the China’s banking sector. Chinese banks have not been waiting idly for competi-

tion to increase — the major ones appear already well-prepared 1o take on the new challenges.

Notes :

1. allocation: a. K IRKIELS; b. /AL (A HE)

2. corporate governance: A HIVAHE, FEAREHRE. EF . BRARLULHMMP E4E
XREZBEW—BEXR, ARREBTHE AT Bir., e L& i SE AT
FBoR A BUATREEN . REFHA RN M EERMEBBILHN, DEERSMEHESR
RFEARIFBAFZHO B, HETFILHEARNEE., TibEXNBNLNHE, E&X—
EZ2FEE, FRMWARREVHRE-EBE LA TRSE L, XM THHEFH
s _R T 0EN,
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3. inter-bank market: £RfTBIfFETIH

4. liquidity: a. W= shME, #0RES (GEFE LA L% KR E & F 3]
HmEeEE ) b. EREEFE (B 1TEEFHANES .. MNLEHR RN
#=it)

5. balance-sheet: BE/=fAffiR (XA FARME, RBLH ™ S8%F T 06 S8
AERGEH P RXR)

6. ownership: a. FTAM (FEEH —IH IR SF BALHBEH) 5 b, Bra

7. risk management: WEGEIE, WER AP LR EZMATAFOER,

8. information disclosure: 5B ##& ., MR{E BB A B TRHAET. MILBRELE,
BEUENRULTY KERAGSRE, NRHFTTHERRESELRE.

9. transparency: BHE ., BE/RBITUEZASWNEHEMNE LEREFTHESS
EH¥3 —FBITHM S REMB AR, XS REE . RS EHEEE 7 L) &Rk AR rg A 18 2
HANERNE. EXRABHEER, LIBEFEAREENARE. X, 2@
L AT FE B

10. non-performing loan: KRB, PP AR HE P RIR A | 7T BELFIH 2 2 ¢
EBIE T A R ER

11. TIPO (Initial Public Offering) : BHX A K17,

12. consolidate: a. ({fdlr) &3, BeG (HBERARKEFEFAFARSTAANKSE
B, RN — PR —MEFLE, BARMEHENSITRENEE FARKEE);
b. FHE, &

13. universal bank: 28BE8R1T, R ALBITAIAE &4, RUATLIEE TG HT
W%, WwarisiESs ., FEVRBEEE, SHLF VRS Hil, 28T EEE
B —fHEY. 2EETHRLEENS, HRLSEEARAE TR,

14. ROA (Return on Assets): $er=25% ., HitBEAR N FoWKEEE = (5 FE/
SEHIEE = ) X100% . TP REIR R RGAR. aRPREXEERNESS
&k, RETEALLERSRRFEEEANEDEN, ZhEtrdE, RADLE>F
B R, A EE M ARMTARSEERSETEEGE T REFHBCR; &N
FHB .

15. monetary policy: SRIBIH ., FHBK (BEFEMNEMAGEEMNOACEE,
WA ERESES . WA R, BEBUN RS R T REMGEE AT R E
M, UEMEFERAMAEZLES), PEREFEK, SENBIMESFIRTERIFEM) .

16. five-category loan classification; FEgXH 7, BRKSHAILEH . LHE. KK,
af ARk H A,

17. foreign exchange: a. #ML, EIRICH,; b. FMNCHTH

18. exchange rate; L#, H—EHEMSH —EEMHARLE, FHESHEMNF
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19. legislation: a. 3rpk, EERHAEHIE; b. B, Bl (FE LBV IEE o A
B )
EXERCISES :

I. Translate the following Chinese terms into English.

B—R1T HrE A
[ AT
SMCT 0 NI
2R EARIT Rl %

II. Translate the following English terms into Chinese.

inter-bank market credit co-operative
liquidity regulatory agencies
ownership non-performing loan
joint-stock commercial banks monetary policy

Il. Answer the following questions.
What are the main roles of banks?
Do you know the measures for strengthening our banking supervision?

What is your viewpoint about the prospect of China’s banking development?

A W N -

According to the revised edition of the Law of the People’s Republic of China on the
People’s Bank of China, what functions does the PBC perform?

Do you know the names of joint-equity commercial banks in China?

Do you know the names of the three policy bank in China?

What functions does the CBRC perform?

Would you please describe the reform of state-owned commercial bank of China in re-

o~ N W

cent years?

9. What is your viewpoint about the foreign participation in China’s banking sector?
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Chapter 2 Deposit Business

Deposit business is one of the main services offered by commercial banks. As a form of
money, deposit is the idle fund left with banks by residents, government agencies, business
firms, and financial institutions. Depositing is an economic behavior in which the banks are en-
titled to the use of the fund by paying interest without any change of its ownership.

Taking in deposit is the foundation based on which a bank keeps existence. According to
different standards, deposits can be categorized into a number of types, but the basic deposits
include three types: current account deposit, time deposit and savings deposit. In practice,
many new types of deposits are created by commercial banks to meet the demand of competition
and evading financial regulations. Deposits offered by commercial banks fall into the following

categories.

2.1 Traditional Types of Deposit Account

1. Current Account Deposit

Current account deposit allows customers who hold these accounts to deposit or withdraw
cash and pay for transaction at any time, 1. e. without giving advance notice 1o their banks for

cash withdrawals. It mainly serves the purpose of transaction and payment. Customers can make



Chapter 2 Deposit Business / 41

the payment through promissory notes, remittance or online banks. In most foreign countries,
account holders are allowed to write checks against their current accounts for the settlement of
debts or purchases, so the current account deposit is also called a checking deposit. Considering
its convenience in depositing and withdrawal, as well as its agility in using, individuals, corpo-
ration, societies, governments, and non-bank financial institutions have opened current accounts
in banks, and commercial banks also open their own accounts in other commercial banks.

Most current account balance comes from business clients. Personal current account bal-
ance only accounts for one fourth of the total. However, the number of personal accounts
amounts to 90% of the total number of current accounts in most banks.

Generally, current account deposits have a high liquidity owing to frequent depositing and
withdrawal and various services which incur high cost. Therefore, commercial banks in most
countries don’t pay any interest or only pay very low interest to customers. The Glass-Steagall
Act of 1933 issued by the U. S. Congress prohibited interest-bearing checking accounts, and
gave the Federal Reserve System the power to determine the interest rates ceiling of all the banks
that insure deposits with the Federal Deposit Insurance Corporation ( FDIC). This provision is
known as Regulation (). Although this regulation was abolished in 1986, yet a minimum balance

of current is required. China is one of the few countries that offer interest for current accounts.
2. Time Deposit

The time deposit is a method of bank deposit with a definite term by the depositor and the
bank at the time of account opening. It cannot be withdrawn before the date of maturity. Usually
the maturities cover 6 grades: 3 months, 1/2 year, 1 year, 2 years, 3 years, and 5 years. And
the interest rates vary with the different maturities. The longer the period, the higher the interest
rate. For commercial banks, time deposits make up a large proportion of bank deposits, and
continue to show an upward tendency. Owing to its fixed maturity, time deposit can provide sta-
ble: capital source for commercial banks, hence it is of great significance to long-term loans and
other uses of capital by the banks.

A deposit certificate, which is issued to the depositor by the bank, is required for withdra-
wing the time deposit, when the deposit falls due, and the accrued interest is then calculated ac-
cording to the certificate passhook by the bank. If the depositor with due certificate requests con-
tinuing deposit, the bank will issue a new certificate. But if the depositor agrees on automatic
renewal when opening accouht, the bank will automatically redeposit the certificate for corre-
sponding maturity when it falls due.

Generally, time deposit, whose term is set, could not be withdrawn ahead of the due time.

If the depositor withdraws in advance, he will incur some loss in interest.
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3. Savings Deposit

In China, savings deposit is a deposit service offered by commercial banks to meet the need
of individuals in saving money and gaining interest. Savings deposits are divided into two types:
demand savings deposit and fixed savings deposit.

(1) Demand Savings Deposit

Demand savings deposits have no maturity, and can be cashed with passbook or card at any
time. According to the regulation, the commercial banks in China require the person to present
valid identity certificate to verify the real identity when opening account and practice real-name
system.

(2) Fixed Savings Deposit

Fixed savings deposits according to the way of deposit and withdrawal, have the following
categories : lump-sum deposit & withdrawing, small savings for lump-sum withdrawal , big money
saving and small withdrawing time deposit, interest withdrawal on a principal deposited, etc.
Their terms are set in advance, and depositors should withdraw when it is due. If the client asks
for taking out early, he would suffer some loss while being subject to various restrictions. In Chi-
na, a depositor should show his identity card when withdrawing in advance, and the interest is
computed at the current rate quoted on the day of withdrawal, no matter how long the
maturity 1s.

In order to encourage the residents to put in savings for the non-compulsory education ( high
school, secondary specialized and technical school, university, master and doctor education) of
their children and to promote the development of the education, education deposit is designated.
It is characterized by deposit in the way of small savings for lump-sum withdrawal, but enjoying
the interest rate for lump-sum deposit & withdrawing and free of interest tax. Any pupil equal to
or over fourth grade in primary schools can open an education deposit account in his/her own
name. With the minimum initial amount of deposit of RMB 50 yuan, the education deposit has
the maximum limit of total capital sum of 20 000 RMB yuan, and the whole principal should not
be put in at once. The provided terms are 1-year, 3-year and 6-year respectively. Only RMB
account is allowed.

In the U. S., savings deposits are interest-bearing deposits that do not have fixed maturities
but technically cannot be withdrawn at will. It is actually a contract of deposit that enables the
depositor to get interest. According to the contract, depositors are not required to give notice of
withdrawal, but the bank legally could insist on receiving 7-day prior notice of a planned with-
drawal, only in that case can the depositor withdraw money from its savings account without any

interest loss.
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2.2 New Bank Deposit Service

(1) Negotiable Certificate of Deposit

Negotiable certificate of deposit (NCD or CD for short) is an innovative type of time depos-
it. Tt was created by First National Bank of New York ( now Citi-bank) in 1961. NCD or CD is
a negotiable instrument in the form of deposit certificate issued by a commercial bank to a depos-
itor as evidence of depositing money at a fixed interest rate and for a fixed period. NCD or CD
has no name on it, and is transferable in market. The denominations of CD are usually large,
usually above $ 100 000. Their terms are fixed, with interest rates higher than time deposits.
The interest rates are also flexible, and customers can choose to buy fixed-rate CD or CD with
floating interest rates. The issue of CD follows two palterns: one is to sell in retail, that is, to is-
sue according to the investors’ need; the other is wholesale, that is, the bank determines and
publicizes the denominations, maturities, interest rates of CD for investors to choose. The hold-
ers of NCD can not only earn a higher interest than time deposit, but can sell and negotiate them
in market when in need of capital, thus NCD is welcomed by investors. In China, Bank of Com-
munication first introduced large-denomination CD business in 1986, but without a market for
transferring certificates, CD only atiracted some investors for its high interest rate. When the ad-
vantages in interest rate disappeared, it became only a kind of time deposit. In 1997, People’s
Bank of China decided to abolish the large-denomination CD business.

{2) Negotiable Order of Withdrawal Account

A negotiable order of withdrawal account (NOW account) is an innovative savings account

on which checks may be written by individuals and nonprofit institutions for payment or getting
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cash. Profit-seeking institutions such as business firms are not allowed to open this kind of ac-
count. Banks pay interest on the balance of the account. NOW accounts emerged in the 1970s
when restrictions on deposit were strict and savings deposits are not allowed to write checks on or
cashed. The depository institutions in New England introduced this account to attract customers
and evade restrictions. Restrictions on maximum interest rates were practiced at the beginning,
but were left off in 1986. Depositors of NOW account are allowed to pay to the other party or get
cash by issuing orders of withdrawal, which take the place of checks, at any time. Depository
Institution Deregulation and Monetary Control Act ( DIDMCA) of 1980 authorizes all depository
institutions to offer NOW accounts to individuals and nonprofit organizations, thus making it a le-
gal business nationally.

(3) Super Negotiable Order of Withdrawal Accounts (Super NOW Account)

Super NOW Account ( Super NOWs, SNOWs) is an account created in 1982. Compared
with a NOW account, it offers a higher interest rate that is under no regulations. But there is a
requirement for minimum deposits, namely $2 500. From 1985, the minimum deposit is adjus-
ted to $ 1 000. If the balance of deposit is lower than the minimum amount, the bank will pay
interest at an interest rate for NOW account. Super NOWs can only be held by individuals or
nonprofit organizations. Since the 1986 deregulation on interest, there is no distinction between
NOW and SNOW accounts.

(4) Automatic Transfer Service Accounts

Automatic transfer service accounts ( ATS) are deposit accounts introduced in the 1970s by
savings and loan associations and mutual savings banks of the United States to compete with tra-
ditional commercial banks. The customers of this account should open two deposit accounts: one
is savings account, the other current account. The balance of current account should be kept no
less than one dollar. On ordinary days, funds are put in savings account to obtain interest; when
processing checks, banks would automatically transfer the amount needed from savings account
to current account. The user of this account should pay service fee to the bank.

On the basis of ATS, some banks create sweep account, in which banks and customers
reach an agreement that customer’s deposit is allowed to transfer automatically between current
account, NOW account and MMD account. Minimum balances are required for customer’s cur-
rent account and NOW account. If their balances exceed the minimum requirements, the exces-
sive amounts will be automatically transferred to his MMD account for generating higher interest.
Conversely, if the balance in deposit account is lower than the minimum deposit, banks will
transfer the amounts which fall short of the minimum level from MMD account to current account
or NOW account.

(5) Money Market Deposit Account

The Gam-St. Germain Depository Institutions Act of 1982 authorizes all depository institu-
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tions to open money market deposit account (MMDAs) , which is a new type of savings account.
The advantages of MMDAs lie in high interest without any restriction, and limited check service.
The purpose of this type of account is for commercial banks to compete more effectively with the
money market mutual funds. Most banks have regulations on minimum balance, and the interest
is calculated with respect to the specific deposits, and periodically adjusted with money market
index. MMDAs have achieved great success ever since its emergence and become the main
sources of deposits in commercial banks.

(6) Individual Retirement Account

An individual retirement account (IRA) is a retirement plan account that provides some tax
advantages for time deposit retirement savings in the United States. It is categorized in time de-
posit. IRA was created in 1974 for those individuals who were not covered by company pen-
sions, but from 1981, everyone could open an IRA. There are several types of [RAs: traditional
IRA, ROTH IRA, SEP IRA and SIMPLE IRA.

Traditional and ROTH IRAs are established by individual taxpayers, who are allowed to
contribute a pre-set amount annually from personal income. The maximum for an IRA contribu-
tion in year 2007 is 100% of earned income or $ 4 000, whichever is less, for an individual un-
der the age of 50, ( $5 000 for the individual aged 50 and older). IRA funds can be invested
in a variety of ways, including stocks and bonds, money market accounts, treasury bills, mutual
funds, and certificates of deposit, and all transactions and earnings within the IRA have no tax
impact. The difference between “traditional” IRA and “ROTH” IRA lies in that in traditional
IRA, money is deposited before tax, and withdrawal at retirement are taxed as income, while
contributions to ROTH IRA are made with after-tax assets, and withdrawals are mutually tax-
free.

SEP ( Simplified Employee Pensions)} and SIMPLE ( Savings Incentive Match Plan for Em-
ployee) are retirement plans established by employers, but the accounts are in the employees’
names.

The funds in IRAs are often offered high interest by banks, but they should not be with-
drawn until the depositor reaches a certain age. In the U. S., withdrawals from an IRA before
age 59.5 are generally subject to a 10% penalty tax, although certain types of withdrawals
(such as for disability, higher education, first-time house purchase) are exempted. Individuals
may contribute annually to an IRA account until age 70. 5. After reaching that age, individuals
must begin withdrawing funds. In this respect, this kind of account may form a long-term and
stable source of capital.

(7) Index Certificate of Deposit Program

Index certificate of deposit program (Index CD) allows banks to issue CDs with interest
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based on the performance of various market and commodity indexes. Chase Manhattan Bank first
offered the MICDs ( Market-indexed Certificate of Deposit) in March 1987 in response to in-
creasing competition for funds, whose return is tied to the performance of the Standard & Poor’s
S&P 500 index.

The amount of interest on an index CD is not predetermined at a set rate at the issue date.
It pays investors interest contingent upon the growth in stock market or other market, but usually
with a guaranteed minimum interest rate that limits their risk exposure. Index CDs come in two
versions. The call version of Index CDs offers an interest rate that rises proportionally with the
stock market or commodity market. The put version pays higher interest rate when the stock or
commodity market index declines. The principal invested in Index CDs is insured by the Federal
Deposit Insurance Corporation (FDIC) to a maximum amount of $ 100 000. 00 for each deposi-
tor, subject to FDIC regulations. Index CDs have the potential to expand significantly the invest-
ment opportunities available to investors, while offering financial institutions a means to compete

with the stock market for funds.
2. Domestic Innovative Deposit Products

(1) Structured Products of Wealth Management in Foreign Currencies

Personal structured products of wealth management in foreign currencies refer to wealth
management products on the basis of the deposits regulated by People’s Bank of China and State
Administration of Foreign Exchange, and combined with some financial instrumental structures.
Structured products of wealth management in foreign currencies aim at achieving a single or com-
prehensive effects of wealth management of improving yields of deposits, adjusting terms or re-
ducing market risk by structured array of the deposits in foreign currencies, with the instruments
in international financial market, especially derivative instrument technology.

(2) RMB Cross-currency Derivative Product

Cross-currency derivative (also called “Quanto” internationally) is a financial distinctive
instrument whose principal of financial transaction is denominated in one currency, but settles in
another currency at a fixed exchange rate. RMB cross-currency derivative product is a derivative
in which the underlying assets are denominated in RMB, but the return is settled in U. S.
dollars or other foreign currencies.

The wealth management service of RMB cross-currency derivative allows banks to associate
the investor’s RMB assets with the primary and derivative preducts (underlying assets or underly-
ing transaction) in the international financial market through swaps, and to pay back to investors
their RMB principal and yvields in foreign currency according to the performance of underlying

assets or underlying transaction and contract agreement.
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(3) RMB Bond Investment Wealth Management Service

This service is RMB wealth management service guaranteed against the returns on yields in
circulation in the RMB bond market. The products under this category are called RMB bond in-
vesiment wealth management products, which are characterized by high credibility, high re-
turns, and low risks.

The above wealth management products are not allowed to withdraw in advance, but struc-
tured products of wealth management in foreign currencies and RMB bond investment wealth
management service include products that allow termination before the due date and pay the cus-
tomer principal and interest. Generally, banks do not help collect interest tax on the yields.

(4) Corporate Agreement Deposit

If a company or organization has a large amount of funds at a bank’s account, he may sign
a “Corporate Agreement Deposit Contract” with the bank to obtain higher interest yields than de-
mand deposits and dispatch funds at any moment. By signing the “ Corporate Agreement Deposit
Contract™ , the depositor can open an agreement deposit account based on a basic or general de-
posit account and negotiate with the bank to reserve a basic deposit amount for the settlement ac-
count in the contract, and the bank will transfer the part of deposits beyond the basic amount in-
to the corporate agreement deposit account and pay interest at the agreement deposit rate pub-
lished by People’s Bank of China.

Compared with current deposit, corporate agreement deposits have higher interest with com-
petent liquidity ; and the threshold for deposit is as low as RMB ¥ 10 000.

(5) Call Deposit

Call deposit is a savings deposit without prescribed deposit term, and whose withdrawal is
made upon a prior notice to the bank specifying the date and the amount of the withdrawal. In
terms of days for prior notification, the call deposit is divided into two types, one-day call depos-
it and seven-day call deposit. The interest is calculated according to the listed rate of the with-
drawal day and the actual deposit period. The withdrawal can be made on a one-off basis or in
several times. Due to its better liquidity than time deposit and higher interest than current depos-
it, the call deposit provides a good investment alternative for clients who own a large amount of
funds but may have emergent use from time to time.

For personal call deposit, one-off deposit threshold is RMB ¥50 000, and the minimum
withdrawal amount is RMB ¥ 50 000. If the retained money is less than RMB ¥ 50 000, the
call deposit account should be canceled. In this case, the interest of the retained money should
be calculated out according to the rate of demand savings on the settlement day, and the deposit
will be converted into other type of deposit as per the depositor’s request. For corporate call de-

posit, the minimum withdrawal amount is RMB ¥ 100 000, and the retained money must be
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more than the deposit threshold, RMB ¥ 500 000.
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EXERCISES :

I . Translate the following Chinese terms into English.

&R E A K S K

F[H] A NFE K P 524 )
R H BhFE K AR 55 ik
EATF K AR M FRFFE TRV 5

II. Translate the following English terms into Chinese.

current account deposit time deposit

savings deposit financial derivative instrument
Negotiable Certificate of Deposit Money Market Deposit Account
Individual Retirement Account RMB Cross-currency Derivative Product

Il. Answer the following questions.

What are the main types of traditional deposit account?

What are the differences between saving account in China and in the U. S, 7

What is JRA? How many types does it include? Can China borrow some types of IRA?

What innovative foreign deposit services could be introduced to China? Give examples.

I

Do you know some wealth management products in RMB or in foreign currencies?
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Chapter 3 The Chinese Foreign
Exchange System

3.1 Introduction

1. The History of the Chinese Foreign Exchange System L

The foreign exchange control has been in place since the establishment of the People’s Re-
public of China. Before 1979, due to severe lack of foreign exchange resources, the foreign ex-
change control was strictly enforced. Since the introduction of the economic reform and the poli-
cy of opening to the outside world, China’s highly centralized foreign exchange control system
has been greatly changed, resulting in less state intervention and greater role of market forces in
line with the evolution of the socialist market economy. The reform of Chinese foreign exchange
system accelerated in 1994 with the introduction of conditional current account convertibility,
unification of exchange market and adoption of a market-based managed floating exchange rate.
On November 27, 1996, China formally lifted all remaining current account restrictions and be-
came an Article VIl member of the International Monetary Fund. The payment in transfer of for-
eign exchange for international transactions under the current account was no longer subject to
the government control or restriction.

The controls over capital account transactions have also been gradually liberalized. Foreign
exchange administration of overseas investment was reformed to encourage domestic enterprises to
go abroad. Qualified foreign institutional investors ( QFIl) were permitted to invest in the do-
mestic capital market within specified quota after being approved by the authorities in 2002. In-
surance companies were permitted to use their own foreign exchange to invest in the international
capital market in 2004. External debt administration of Chinese-funded and foreign-funded
banks was unified. The controls on the market access for foreign-funded financial institutions
were lifted gradually. Multinational corporations were allowed to conduct internal operation of
foreign exchange funds among their domestic member companies or between their domestic mem-
ber companies and their overseas ones. Controls on cross-border capital transfers by individuals

were loosened. Administration of foreign exchange from overseas direct investment was im-



58 7/ BABITRIAL S CRIGTR)

proved.

On July 21, 2005, RMB exchange rate regime changed to a managed floating system with a
reference to a basket of currencies. Non-financial institutions were permitted to participate in in-
ter-bank spot foreign exchange market. RBM forward and swap were permitted to trade. Foreign
banks were permitied to do forward trade. On January 4, 2006, OTC trade was introduced in
inter-bank spot foreign exchange market.

In order to improve foreign exchange administration and maintain strong balance of pay-
ments position, China promulgated the Regulations on Foreign Exchange Administration on Janu-
ary 29, 1996. The State Administration of Foreign Exchange (SAFE) is the agency responsible
for foreign exchange administration. The SAFE has a similar branch structure with that of the
PBC, China’s central bank. The Bank of China remains the principle foreign exchange bank.
Other banks and financial institutions, including affiliates of non-resident banks, may handle de-

signed transactions with the approval of the SAFE..
2 . The Contents of Forelgn Exchang ange’

Foreign exchange includes the following means of payments and assets denominated in a for-
eign currency that can be used for international settlement :

@ Foreign currencies, including banknotes and coins;

(2 Payment vouchers denominated in foreign currency, including negotiable instruments,
bank certificates of deposit and certificates of postal savings;

(@ Securities denominated in foreign .currency, including government bonds, corporate
bonds and stocks;

(@) Super-national currencies such as Special Drawing Rights and the Euro;

(® Other assets denominated in foreign currency.

The state implements a reporting system for balance of payment statistics. All entities and
individuals involved in transactions that directly affect balance of payments must report data for
compilation of balance of payment statistics. Foreign currency is prohibited from being circulated

and shall not be quoted for pricing or settlement.

3.2 Exchange Arrangement

The Chinese currency is the Renminbi ( RMB). After the dual exchange rates were unified
in 1994, China adopted a managed floating exchange rate regime based on market supply and

demand. During the Asian financial crisis period, China narrowed the floating band of the RMB



Chapter 3 The Chinese Foreign Exchange System / 59

exchange rate so as to curb deterioration of the crisis. Actually, improving the RMB exchange
rate formation mechanism by giving full play to the market is always an unswerving objective of
China. From July 21, 2005 onwards, China started the implementation of a managed floating ex-
change rate regime based on market supply and demand with reference to a basket of currencies.

The main contents of this round of reform include the following three aspects:
1. The First Aspect

First, change of the exchange rate-adjusting method. A managed floating exchange rate re-
gime was adopted. The exchange rate of RMB is no longer pegged to the US dollar; instead it is
floated according to supply and demand of the market with reference to a basket of currencies. A
“basket of currencies ” here refers to some major currencies which are selected to form a cur-
rency basket endowed with corresponding weights according to the actual performance of China’s
external economy. The exchange rate of RMB is managed and adjusted in accordance with the
economic and financial situation at home and abroad. On the basis of market supply and de-
mand, the change of the multi-lateral exchange rate indexes of RMB is calculated with reference
to the said currency basket, so as to maintain the basic stability of the RMB exchange rate on an
adaptive and equilibrium level. This will help increase the flexibility of the exchange rate, curb

the one-way speculation, and maintain the stability of the multi-lateral exchange rate.
RIS LA e RS L PR e
2. The Second Aspect

Second, change of parity formation and daily floating band. At the end of each business
day after the market is closed, the PBC publicizes the closing price of the exchange rate on that
day, which will act as the middle price for the transaction of the relevant currency against the
RMB on the next business day. At the current stage, the daily floating band of the exchange rate
of RMB/USD in the inter-bank foreign exchange market remains +0. 3% of the central parity of
USD/RMB publicized by the PBC, while the floating band of non-USD currencies against RMB
is *3%.

HREE B S

Third, adjustment of initial exchange rate. At 19: 00, July 21, 2005, the central parity
of the US dollar against the RMB was adjusted to RMB 8. 11 per USD 1. 00 as the middle price
for trading among designated banks in the inter-bank foreign exchange market on the next busi-
ness day, and from that time on, the designated banks could adjust the listing exchange rate for
their clients. Reform of the exchange rate system of RMB focuses on the exchange rate formation

mechanism instead of the quantitative change of its level. The scale of such an adjustment is
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mainly defined by China’s trade surplus degree and the requirement of structural adjustment,
with domestic enterprises’ adaptability to structural adjustment being taken into consideration.
On January 3, 2006, another adjustment was made in the formation of the central parity of the
RMB against the US dollar, regulating that the China Foreign Exchange Trading Center enquire
‘pn'ces from all market makers before the opening of the inter-bank foreign exchange market busi-
ness day, and then calculates the weighted average of the remaining prices in the sample as the
central rate of the RMB against the US dollar for the day, excluding the highest and lowest of-
fers. The weights shall be determined by the China Foreign Exchange Trading Center in line
with the transaction volumes of the market makers in the inter-bank foreign exchange market as
well as other indicators such as the quoted prices. The designated foreign exchange banks may,
on the basis of the said central rate, quote selling and buying prices of various currencies to cus-
tomers at their own discretion within the specified limit of spread stipulated by the People’s Bank
of China.

3.3 Foreign Exchange Operations of Financial Institutions

‘ Financial institutions, including designated foreign exchange banks, must be approved by
the SAFE to engage in foreign exchange transactions. The authorized financial institutions are al-
lowed to open foreign exchange accounts for their clients and conduct relevant foreign exchange
operations. They should keep enough foreign exchange working capital in accordance with the
relevant regulations on assets and liability rations concerning their foreign exchange operations
and loan loss provisions. Designated foreign exchange banks should use their own RMB funds to
carry out business of purchases and sales of foreign exchange.

The SAFE takes the responsibility of inspecting and supervising the foreign exchange busi-
ness of financial institutions. Financial institutions undertaking foreign exchange operations
should submit to the SAFE their balance sheets, income statements, other financial and account-
ing statements and information of foreign exchange operations.

Financial institutions should apply for the termination of foreign exchange operations to the
SAFE. Once the termination is approved, these financial institutions shall liquidate their foreign

exchange claims and liabilities and have their licenses for foreign exchange operations revoked.
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3.4 Supervision of Foreign Exchange Accounts

Domestic institutions ( both Chinese-funded and foreign-funded institutions) have the right
to open foreign exchange accounts for current account transactions according to their own needs.
If domestic institutions need to open a foreign exchange account under current account, they will
first go to the local branches of SAFE to file their basic information by presenting business li-
cense ( or registration certificate of mass organization) issued by the Administration of Industry
and Commerce and the certificate of organizational code issued by Technology Supervision Bu-
reau. The opening, altering and closing of a foreign exchange account under current account can
go through the procedures directly at the designated foreign exchange banks. Banks should regu-
late the receipts and payments scope of the utilization of the foreign exchange account every
year.

Effective from May 1, 2006, the quota of foreign exchange in current account retained is
the sum of 80 percent of foreign exchange current income and 50 percent of foreign exchange
current expenditures in the previous year. The initial quota of foreign exchange account that do-
mestic institutions need to open but have no foreign exchange current income and expenditures in
the previous year is the equivalent of USD 500 000. The ceiling of a current account for dona-
tion, postal remittance, international contracting, international shipping and international bid-
ding can be set at 100 percent of their foreign exchange proceeds, import and export enterprises
and manufacturing enterprises with actual needs included.

Domestic institutions may retain a certain amount of foreign exchange verified by the SAFE.
The amount exceeding the ceiling will be sold to a designated foreign exchange bank. Designated
foreign exchange banks will advise domestic institutions in 90 calendar days to sell foreign ex-
change once the balance ceiling is exceeded or report the SAFE if the client fails to oblige in due
time. The SAFE and its local branches have the right to supervise the act of banks and domestic
institutions.

Designated foreign exchange banks are required to formulate a unified rule for management
of foreign exchange 1./C (letter of credit) deposit accounts, submit it to the SAFE for record,
and open foreign exchange L/C deposit accounts for risk control purpose according to the rule
submitted. Foreign exchange L/C deposit accounts may not be used for any other purposes.

Individuals ( both domestic and foreign residents) in China have freedom in deposit and
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withdrawal of foreign currencies. Individuals should present one of their certificates of identity to
open the account for deposit.

Domestic establishments may hold foreign exchange for capital account transactions as fol-
lows:

(Dexternal borrowing by domestic entities and foreign exchange loans of domestic Chinese
funded financial institutions;

@foreign exchange of domestic entities for repayment of principal of domestic and external
foreign exchange liabilities;

(3foreign exchange of domestic entities from stock issuance;

@capital paid in foreign exchange by Chinese investors of foreign funded enterprises;

(Bforeign exchange remitted by overseas entities or individuals for establishing a foreign
funded enterprise.

Entities may apply to the SAFE for opening a foreign exchange account for capital transac-
tions and upon approval go through the account opening procedure at a designated foreign ex-
change bank. In granting such an approval, the SAFE shall verify the receipts and payments
scope, operating duration and the balance ceiling of the account, and shall indicate the forego-
ing information in the account opening advice. Domestic entities’ converting funds in foreign ex-
change account of capital transactions are subject to the SAFE’s approval.

The SAFE exercises annual inspections on foreign exchange accounts of capital transac-

tions.
2. Overseas Foreign Exchange Accohn_ts

Domestic entities which meet one of the following requirements may apply for opening a for-
eign exchange account abroad:

(Dexpecting small amount income during a certain period of time abroad;

@expecting small amount expenditure during a certain period of time abroad;

(3undertaking overseas construction projects; and

@issuing securities denominated in foreign currency abroad.

Domestic entities shall apply to the SAFE for opening an overseas foreign exchange ac-
count. The SAFE shall give a reply within 30 working days of receipt of documents and materials
as required. Domestic entities with receipts and payments through an overseas foreign exchange
account shall abide by regulations of the host country or region, and take effective management
measures to ensure the safety of the funds in the account. Domestic entities shall use the over-
seas foreign exchange accounts according to the receipts and payments scope, balance ceiling

and operating duration of the account verified by the SAEE, and the entities shall not lease,
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lend or cross use the accounts.

3.5 Current Account Transactions

Foreign exchange receipts of domestic institutions for current account transactions will be
repatriated home and will not be deposited abroad without any special reasons. Foreign exchange
receipts for current account transactions will be deposited in the foreign exchange account within
the retained quota or be sold to the designated foreign exchange banks in accordance with the
regulations issued by the State Council on the sale, purchase, and payment of foreign exchange.
Foreign exchange for current account payment and transfer may be paid from the account or be
purchased from designated foreign exchange banks upon the presentation of valid documents and

commercial bills.
1 The kequirelilents i’br Institntiohs_

After the foreign exchange restrictions on current account transactions were lifted in 1996,
the SAFE has taken actions to verify the authenticity of foreign exchange flows in trading for pre-
venting illegal activities such as fraudulent obtainment of foreign exchange. In recent years, the
SAFE has taken a series of measures to reform verification system on importing and exporting in
order to adapt to the development for economic and trading situations.

To enforce the repatriation of export proceeds, the SAFE and its local branches undertake
to verify collection of export earnings. When exporting goods abroad, domestic export entities are
required to undergo the verification procedures. The customs offices will accept and handle de-
claration for export based on verification certificate within validity period. Only after no mistakes
are found in the examination can customs permit clearance. After goods have been shipped out
of Chinese territory, the customs will write their opinions and stamp with *proof seal” on the
verification certificate, with which the exporter goes through verification procedures. The verifi-
cation procedures have been completed through “Net Working Export Verification System”. The
enterprises can go on the verification operations on line; what they will do is to send the informa-
tion on verification certificate, commercial invoices and declaration form to the SAFE within 180
days of the date of customs declaration through Internet. If domestic institutions do not follow the
verification procedures or send false information to the SAFE, they may not give the verification
certificate for export and the customs will not allow the clearance.

When making import payments, with purchased foreign exchange or from their foreign ex-

change accounts, importers also have to go through the verification procedures. Importers will
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apply with the SAFE for entering “Importer List of External Payment in Foreign Exchange™ by
presenting the approval issued by the Ministry of Trade, business license issued by the Adminis-
tration of Industry and Commerce, and the certificate of organizational code issued by the Tech-
nology Supervision Bureau. Importers outside of the “Importer List” may not make import pay-
ments directly in the designated foreign exchange bank. The SAFE publishes “Importer List”
subject to authenticity verification to the designated foreign exchange banks according to authen-

ticity verification by the SAFE for at least 1 month.
2. The Requirements for Individuals’

Foreign exchange owned by individuals can be held at their own discretion, deposited either
in banks or sold to the designated foreign exchange banks. Individuals’ foreign exchange savings
deposits can be withdrawn freely.

Domestic residents in China can purchase foreign exchange in the designated foreign ex-
change banks. However, the SAFE implements the control of annual quota. The annual quota is
the equivalence of USD 50 000/person. Every Chinese resident is eligible to purchase foreign
exchange at designated foreign exchange banks on the strength of the principal ID certificates af-
ter declaring the purpose of use. Foreign exchange purchase exceeding the annual quota is sub-
ject to bona fide verification by the banks according to the foreign exchange regulations.

The remittance and/or carrying of foreign exchange abroad for such income resulting from
the possession of assets in China are allowed upon the presentation of the specific certifying doc-
uments at the designated foreign exchange banks. Foreign exchange assets held by Chinese resi-
dents in the form of payment vouchers, negotiable securities denominated in foreign currency
etc. , may be taken or sent abroad without authorization of the SAFE.

Foreign exchange sent or carried in by foreign institutions and residents in China can be
held at their own discretion, deposited or sold to the designated foreign exchange banks. Such
foreign exchange can also be remitted or taken abroad upon the presentation of valid documents.
Legitimate RMB income of foreign institutions and foreign residents in China may be converted
into foreign currency and repatriated upon the presentation of required documents to the desig-
nated foreign exchange banks.

Individuals will present to the customs office valid documents for carrying a large sum of
foreign exchange exceeding the specified limit outside China. Individuals who carry in a large

sum of money exceeding the specified limit will report to the customs office.
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3.6 Capital Account Transactions

All foreign exchange receipts by domestic establishments from capital account transactions
shall be repatriated, unless otherwise specified by the State Council. All foreign exchange re-
ceipts from capital transactions shall be deposited in foreign exchange accounts opened with des-
ignated foreign exchange banks in accordance with the relevant state regulations; such revenues
can be also sold to a designated foreign exchange bank upon of the approval by the SAFE.

LT o EIRIUSERREE RIS SEEES I ULEE E P

1, Overseas lovestment

The source of foreign exchange for overseas investment by domestic entities must be re-
viewed by the SAFE before the application for such investment is filed with the relevant govern-
ment agencies.

Profits or other foreign exchange income of Chinese investors from their overseas investment
could be remitted home or kept abroad. Whenever an enterprise winds up its overseas business,
the investor shall repatriate all of the assets.

CoE g TLEREE AR ot 0w BB R B e B L e
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External borrowing in loans may be undertaken by the government agencies designated by
the State Council, as well as financial institutions and other enterprises duly authorized by the
SAFE. External borrowing in loans by foreign funded enterprises shall be filed with the SAFE for
records.

International commercial loans refer to borrowing by domestic entities from financial institu-
tions, enterprises, individuals or other economic organizations outside China territory. Export
credits, international financial leasing, compensation trade repayment of foreign exchange, for-
eign exchange deposits of institutions and individuals outside the Chinese territory, project finan-
cing, trade financing with a maturity of more than 90 days, and foreign exchange loans in other
forms are all taken as international commercial loans.

The People’s Bank of China is one of the organs in charge of the examination and approval
of the borrowing of international commercial loans by domestic entities. Borrowing of internation-
al commercial loans by financial institutions is subject to the provisions of the People’s Bank of
China on foreign exchange asset-liability ratio control over financial institutions.

A non-financial entity must meet the following conditions when borrowing international com-

mercial loans:
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(Dhaving made profits for the latest three consecutive years, licensed for import and export,
and engaged in an industry by the State;

(@with sound financial management;

(@for a trading enterprise legal entity, its ratio of net-to-total assets shall not be lower than
15% , for a non-trading one, the ratio shall not be lower than 30% ; and

(@the sum of the loans borrowed and guarantees of foreign liabilities shall not exceed 50%
of the foreign exchange equivalent of the net assets of the borrower or its foreign exchange earn-
ings in the previous year.

Without the approval of the SAFE, domestic entities are not allowed to convert their foreign

exchange loans into local currency for the payment of domestic liabilities.

3. External Guarantee

External guarantee may be offered by qualified financial institutions and enterprises satisfy-
ing the government requirements and approved by the SAFE.

External guarantees refer to those in the form of guarantee letters, standby letters of credit,
promissory notes, checks and drafts, mortgages on real properties, hypothecation on movables,
provided by domestic entities to institutions outside China or foreign-funded financial institutions
inside China with the pledges that when the debtor fails to perform the contract, the guarantors
shall perform the obligation of repayment. Such guarantees include:

(D guarantees for accounts under compensation trade; and

(2 guarantees for engineering projects outside China.

The PBC empowers the SAFE to be responsible for the examination, approval, administra-
tion and registration of guarantees made for external liabilities.

The combined balance of guarantees made overseas, foreign exchange guarantees within the
Chinese territory and foreign exchange debts of a financial institution may not exceed 20 times
their foreign exchange funds. The balance of guarantees made overseas provided by a non-finan-
cial institution shall not exceed 50% of its net assets or its foreign exchange revenue in the pre-

vious year.

The state adopts a registration system for external debt, enabling up-to-date information on
the country’s external debt to be collected exactly and completely so as to effectively control the
size of external borrowing, raise the efficiency of using foreign funds and expedite national
economic growth. All domestic entities are required to register their external debts in accordance

with the regulations formulated by the State Council on monitoring statistics of external debt. The
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SAFE shall take the responsibility for the nationwide collection and monitor of data on external
debts and shall publish these data on a regular basis.

The registration of external debt may be performed on a case-by-case basis or periodically.
The registration certificate for external debt shall be formulated, signed and issued by the SAFE.

Debts are required to open external debt accounts with the authorization by the SAFE for
transferring their external loan from other countries to China against the Registration Certificate of
External Debts. Debtors with approval to keep their external loan proceeds abroad and those
whose loans do not have to be transferred to China are required to open debt service accounts,
presenting their registration for external debt. Once debtors fully clear their external debts as re-
corded in the Registration Certificate of External Debt, banks shall cancel the external debt ac-
counts or the debt service accounts. The debtors in turn are required to submit their Registration

Certificate of External Debt to the SAFE within 15 days.

3.7 Reporting of Balance of Payments Statistics

The balance of payments statistics is essential to macroeconomic management. It reflects the
economic relationship of China with the outside world. In order to improve the balance of pay-
ments statistics, the Regulations on Reporting of Balance of Payments Transactions was promul-
gated on September 14, 1995.

The reporting of balance of payments statistics covers all economic transactions between
Chinese residents and non-residents. Here the term Chinese residents encompasses:

(DA natural person who resides in China for more than one year, excluding students, and
patients who are receiving medical treatment in China as well as foreign staff who work in embas-
sies and consulates in China and their dependents;

@Chinese nationals who stay abroad for less than one year, Chinese students studying
abroad, Chinese nationals receiving medical treatment abroad, as well as Chinese staff who work
in Chinese embassies and consulates abroad and their dependents;

(@Legal entities that are legitimately established within the territory of China (including for-
eign-funded enterprises and foreign financial institutions) , as well as resident institution of for-
eign legal entities ( excluding those affiliated to official international organizations and foreign
embassies and consulates); and

@ Chinese government agencies, organizations and military establishments.

In accordance with the procedures set out in the Statistics Law of People’s Republic of Chi-

na, the SAFE is responsible for implementing, monitoring and examining the reporting of bal-
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ance of payments statistics; compiling and publishing the statements on balance of payments and
international investment positions; formulation and receiving the by-laws to these regulations, as
well as designing and issuing balance of payments report forms. All government departments
should facilitate the reporting of balance of payments statistics.

Chinese residents should report their transactions of balance of payments in a timely, accu-
rate, and comprehensive manner.

The SAFE can carry out surveys or census on transactions of balance of payments. It has
the right to examine and verify the statistics reported by Chinese residents. Reporting individuals
and institutions should submit the required data and facilitate such examination and verification.
The SAFE should keep strict confidentiality for the reporters as well as the reported data, and
use such data only for the purpose of compiling balance of payments. Those engaged in balance
of payments data collection and compilation are prohibited from disseminating the reported data

to any other institutions or individuals unless otherwise specified by law.

3.8 Foreign Exchange Business

The lifeblood of international trade and investment is foreign exchange. No foreign transac-
tion is possible without foreign exchange. For example, in an American shop at Macy’s, the
Gap, or K-Mart, many of the products offered are foreign made. Although the American buy
these goods with dollars, the original purchase by the American department store requires foreign
exchange. When Japanese securities dealers buy U. S. Treasury bonds, foreign exchange is re-
quired. Oil is priced and traded with dollars, thus, any foreign country importing oil must obtain
dollars in the foreign exchange market.
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Foreign exchange, or forex, is foreign money. All foreign currency, consisting of funds
held with banks abroad, or bills or cheques, again in foreign currency and payable abroad, are
termed foreign exchange. All these play a part in the relations between a bank and. its custom-
ers. In the trading of foreign exchange between banks, which is the job of the foreign exchange
dealer, only foreign currency held with banks abroad is concerned. For the purpose of this
book, the term “foreign exchange” applies only to bank balances denominated in foreign
currency.

Foreign bank notes are not foreign exchange in the narrower sense. They can be converted

into foreign exchange, however, provided they can be placed without restriction to the credit of
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an ordinary commercial account abroad. The exchange regulations of some countries do not allow
this conversion of bank notes into foreign exchange, although the operation in reverse is nearly
always permitted.

A currency, whether in foreign exchange or bank notes, is usually called convertible if the
person holding it can convert it, in other words, change it, freely into another currency. A dis-
tinction needs to be made, however, between unrestricted convertibility and the forms of partial
convertibility. The Swiss franc, for example, is fully convertible whether the holder is resident
in Switzerland or abroad, and regardless of whether current payments or financial transactions
are concerned.

Many countries, on the other hand, recognize only external, or non-resident, convertibili-
ty. Until October 1979, for instance, this was still the case with the United Kingdom if a Ger-
man exporter, say, had sterling funds in a British bank, he could (and can) simply instruct the
bank to convert his pounds into any other currency and remit the proceeds abroad; but a person
domiciled in Britain could not as a general rule, export capital except with the consent of the
Bank of England.

Exchange regulations may also draw a distinction, as far as convertibility is concerned, be-
tween funds arising from current transactions ( goods and services) and those from purely finan-
cial operations, only the latter being subject in some degree to a restriction on convertibility. In
a few countries, this distinction between commercial and financial transactions has culminated in
the establishment of two tier markets. This is the case in South Africa, and has applied tempora-
rily for instance, to France, Italy and Belgium in recent years.
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The banks are the natural intermediary between foreign exchange supply and demand. The
main task of a bank’s foreign exchange department is to enable its commercial or financial cus-
tomers to convert assets held in one currency into funds of another currency. This conversion can
take the form of a “spot” transaction or a “forward” operation. Banking activities in the foreign
exchange field tend inevitably to establish a uniform price range for a particular currency
throughout the financial centres of the world. If at a given moment the market rate in one centre
deviates too far from the average, a balance will soon be restored by arbitrage, which is the
process of taking advantage of price differences in different places. It can be seen that the for-
eign exchange market acts as a very important regulator in a free monetary system.

Only the big banks and a number of local banks specializing in this kind of business have a
foreign exchange department with qualified dealers. Banks which merely carry out their

customers’ instructions and do no business on their own account do not really require the services
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of a foreign exchange expert. For these it will be sufficient to have someone with a general
knowledge of the subject because his role in practice will be that of an intermediary between the
customer and a bank professionally in the market.

A foreign exchange dealer acquires his professional skill largely through experience. Here
we should point out how important close cooperation is among a team of dealers. The group can
work together smoothly only if each member is able to bring his initiative. We must not forget
that, almost incessantly, all the dealers are doing business simultaneously on different tele-
phones, and when large transactions are completed the rates may change, whereupon the other
dealers must be brought up to date immediately. It is essential for a dealer to have the knack of
doing two things at once so that he can do business on the telephone and at the same time take
note of the new prices announced by his colleagues.

Professional foreign exchange dealing requires advanced technical equipment. Business is
done by telephone (with many direct lines to important names) and teleprinter, depending on
distance and convenience. At many modern banks, the foreign exchange department uses the
Reuter’s dealing system, which combines the functions of a teleprinter with those of a television
screen. Spot and forward rates of the most important currencies and money market rates are dis-
played on a number of rate boards, remotely controlled by the chief dealers. Current quotations
can then not only be used by the bank’s own dealers but also transmitted electronically to other
banks. Electronic data processing equipment is employed to keep track instantly of the exchange
positions, and for the administrative handling of the business done. Cross rates are worked out
with the help of electronic desk top calculators. ,

The foreign exchange market is considered the largest global financial market and, per-
haps, the most efficient one. Volume traded in the market and the depth of trading has much to
do with this supposition. For example, the total international trade in goods and services on an
annual basis is approximately USD 4. 5 trillion. Another USD 1 —1.5 trillion per year can be
added to this total for foreign direct investment by all countries. The global volume for porifolio
investment transactions, such as equities, bonds, and derivatives, probably amounts to USD
1 =2 trillion per year. Thus, total international commercial transactions on an annual basis
amount to as much as USD 8 trillion per year. If annual foreign exchange market volume
amounts to as much as USD 250 —300 trillion or more, the ration of foreign exchange traded to
the amount actually needed for international transactions may be as high as 30 : 1. Foreign ex-
change dealers, when queried by regulators as to why this ratio is so high, suggesting it should
be closer to a 1 : 1 ratio, justify such trading volume by stating that the liquidity furnished by
30 : 1 ratio is necessary for the presence of an orderly and viable market where exchange rates

are stable and volatility is minimal.
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3. Foreign Exchange Quotations

How are foreign exchange rates quoted? Most countries use direct quotation, that is, the ex-
change rates of the domestic currency give the equivalent of a certain quantity of the foreign cur-
rency quoted ( normally one hundred units, but only one unit in the case of the dollar and the
sterling) . There are, however, exceptions to the rule. Great Britain in earlier times did not
have the decimal system, and it was therefore easier to quote the value of one pound sterling in
terms of the foreign currency: this method of indirect quotation is still used now even though in
1971 Great Britain also switched to the decimal system. In the United States, at least for domes-
tic purposes, the direct quotation is used, which means that the prices for foreign currencies are
expressed in dollars; in their international foreign exchange activities, the American banks how-
ever adhere to the “European terms” , which for them is indirect quotation.

“ Arbitrage” in the original sense thus meant taking quick advantage of price differences
prevailing in different markets, a process which of course tended to make such differences disap-
pear. Nowadays, in all major financial centres, rates for a specific currency tend to be the same
everywhere. Arbitrage in the old sense is thus hardly possible any more. Arbitrage now simply
means professional business as against customer related business.

The electronic rate board in the foreign exchange department of a large Swiss bank will thus
display the rates for the dollar against the other major currencies rather than rates for foreign cur-
rencies expressed in Swiss francs. The same is true in an analogous way for banks in other finan-
cial centres.

On July 22, 2006, for instance (the date is arbitrarily chosen) , exchange rates were as per

the following table (we shall use these rates in the practical examples) :

Currency Bid/ Offered
EUR/USD 1. 2690/93
USD/JPY 116. 18/22
USD/CHF 1.2365/70
GBP/USD 1. 8582/87
AUD/USD 0. 7526/30
USD/CAD 1. 1382/87
EUR/JPY 147. 45/49

The above buying and selling rates are applied to dealings between banks. Slightly wider
margins may be applied in transactions with clients.

If we have a quote of 1. 2690/93 for EUR/USD, the first rate is the buying rate for the Eu-
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ro or the selling rate for the U. S. dollar, while the second is the selling rate for the Euro or the
buying rate for the U. S. dollar.

Over the past few years, trading in “Cross Currencies” has increased considerably and nat-
urally, clients and smaller banks may often wish to do business with us against currencies other
than the dollar, for instance, CHF against CAD, or GBP against CAD. In such cases we have to
work out the so-called “ Cross Rates”. At this stage we will just briefly explain how we arrive at
the formula for calculating “ Cross Rates” .

How can we get the cross rate for CHF/CAD?

First, let’s work out the middle rates for USD/CHF, USD/CAD and GBP/USD.

The result is obtained by establishing a so-called chain equation; X CAD = CHF 100

If CHF 1.2368 =USD 1, and if USD 1 = CAD 1. 1385

( Thus; the product of the right hand side of the equation divided by the product of the left
hand side. )

CHF 100 =100 x 1 x 1. 1385/1. 2368 x 1 = CAD 92. 0520

Now let’s work out the exchange rate of GBP in terms of CAD;

X CAD=GBP 1. If GBP 1 =USD 1. 8585, and if USD 1 =CAD 1. 1385

Thus, GBP 1 =1 x 1. 8585 x1.1385/1 x1 =CAD 2. 1159

( You will have noted the influence the indirect quotation has on the formula!)

What are “long ” and “short” positions, and how do they arise?

A bank active in international business has to maintain sufficient working balances in all
major currencies for the conduct of international payments.

As a rule, current or checking accounts maintained with foreign correspondents must not be
overdrawn, but in any case, if a debt balance develops, briefly and by chance, we would have
to pay appropriate debit interest. Such working ( credit) balances had to be bought with another
currency — let’s assume with our domestic currencies — we are automatically “short” with the re-
spective amounts in our domestic currency, i. e. we have corresponding liabilities in Swiss
francs.

Our foreign exchange position is, however, in most cases by no means identical with the
working balances maintained, for a number of reasons. First, Swiss banks will often not be en-
thusiastic about maintaining large working balances in all major trading currencies because of the
inherent exchange risk, and will therefore seek to eliminate this risk. For this purpose, instead
of buying the required foreign currencies on a spot basis, we create them by means of a swap
transaction, i. e. , we buy them spot but simultaneously sell them forward. For example:

We need working balances in Yen but do not want to run the exchange risk. Thus, instead

of simply buying, say, Yen 100 million against Swiss francs, we simultaneously sell the Yen for-
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ward; our so-called nostro account with the Japanese correspondent will thus show a credit bal-
ance of Yen 100 million. As a result of the spot purchase, but our exchange position in Yen will
be zero because we have sold forward the same amount.

Money market operations can also result in “short” and “long” positions different from our
working balances. Let us assume that the nostro account with our Paris correspondent is long
with EUR 1 000 000. We now receive a EUR 10 000 000 3-month deposit from a customer; we
decide (for various reasons) to convert this sum to USD and place a corresponding 3-month
dollar deposit. Our exchange position in EUR would thus be “short” to the tune of EUR
9 000 000 ( assets of EUR 1 000 000 minus liabilities of EUR 10 000 000. ) although our work-
ing balance is still EUR 1 000 000.

Changes in our foreign exchange positions are of course arising continuously from our deal-
ing activities. If we start the day with a “long” position in USD 10 000 000 and later sell USD
2 000 000 spot to a customer and USD 3 000 000 3-months forward to a bank, our “long " posi-
tion is reduced to USD 5 000 000.

The bank’s foreign exchange department has to keep constant track of the positions in the
various currencies, which in modern trading rooms is done by computers. This sc-called “ dealer
position” has to reflect our exposure in various currencies regardless of maturities; it has to re-
cord not only spot but also forward transactions and currency exposures resulting from money
market operations (the term “risk position” is frequently used to refer to the total position,
i. e. , the one including forward positions, and not just to the spot position). On the other hand,
the currency exposures are measured on a net basis. If we receive a EUR 10 000 000 3-month
deposit and place again a EUR 10 000 000 deposits, in the balance sheet both the foreign cur-
rency liabilities and assets would increase but the dealer position wouid not change because our

net exposure in Euro remains unchanged.

@ Spot Transaction

Typical foreign exchange transactions involve trades of one currency for another in the spot
or cash market, or forward transactions. Spot transactions involve today’s prices of currency and
delivery of the currency within two business days, except for Canadian dollar { CAD), which
must be delivered in one day. For example: On 10 Oct. , 2006 I buy and settle value on 12
Oct. , 2006.

The “value date™ given to a transaction is the date on which the money must be paid to the
parties involved. For all spot, or current, exchange operations the value date is set as the sec-

ond working day after the date on which the transaction is conducted (to allow for the adminis-
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trative handling of the deals).

Since banks are closed on Saturdays and Sundays, spot deals made on Thursdays will show
Monday as value or settlement date.

It is possible, though exceptional, to conclude foreign exchange transactions for delivery
one business day after conclusion of the deal (or sometimes even value same day). Such deals
will however not be made at the quoted spot rates but a slightly different rates, depending on the
interest rates for the currencies for the currencies concerned.

® Forward Operations

Foreign exchange can be bought and sold not only on a spot or cash basis, but also on a for-
ward basis ( for delivéry on a stipulated future date). Theoretically, the forward price for a cur-
rency can be identical with the spot price. Almost always, however, the forward price is either
higher ( premium) or lower ( discount) than the spot price.

Forward transactions can serve a number of different purposes. First of all, by doing for-
ward transactions one can cover, or hedge an otherwise existing exchange risk, be it of a com-
mercial (trade) or financial nature. In connection with money market ( deposit) transactions,
we encounter the swap operation, which is the combination of a spot purchase with a simultane-
ous forward sale (or vice versa). To avoid confusion when talking about forward business, deal-
ers use the term “outright” operation when it is a single forward transaction, as against a forward
transaction forming part of a swap operation. Outright deals can, as just seen, be a hedge;
however, they are speculative transactions if they lack a commercial or financial background.

International trade always creates the need for forward operations, if the exchange risk is to
be hedged. let us consider the case of a Swiss importer who has bought goods in Germany, in-
voiced in Euro, payable in 90 days. To eliminate the risk of a significant rise of the Euro in the
meantime and also to have the basis for an exact price calculation, he buys the Euro 90 days for-
ward (outright). In the converse case a Swiss exporter knows that in three months he will re-
ceive U. S. dollars in payment for his exports. Here again, in order to eliminate the exchange
risk, he hedges by selling the U. S. dollars three months forward (outright). Not to do these
forward transactions would be equivalent to speculating, on a fall of the Euro in the first case, or
a rise of the U. S. dollars in the second case.

Currency exposures, and thus the need to hedge them, can also arise from a variety of non-
trade operations .

(DSecurities investment, money market deposits, loans extended to subsidiaries abroad, di-
rect investments, etc. , if done in foreign currencies, all represent foreign currency assets; the
currency risk can be covered by selling the respective currencies forward.

(2)Borrowings in capital markets abroad, for instance, if done in foreign currencies, repre-
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sent foreign currency liabilities; the inherent exchange risk can be hedged by forward purchases
of the respective currencies.

In this conclusion, it should be noted that hedging by means of forward operations is possi-
ble even if the underlying transaction is of a medium-or long-term nature. For many currencies,
forward deals of more than twelve months are difficult to arrange, but by regularly renewing,
say, a twelve month forward contract at maturity, we can match the hedge with the tenor of the
underlying longer term transaction. True, in such a case one only knows the cost of the hedging
for the first period while the costs for the ensuing periods are not known in advance; this, how-
ever, need not be a reason for not hedging.

One normally hedges “weak " cwrencies against “stronger” ones, by selling the former
forward, and to many people “weak” currencies are those at a discount. Yet, it has happened
many times that the supposedly “weak” currency strengthens, while the supposedly “strong”
one (at a premium) declines.

Examples: From February to October 1992, sterling weakened from 1.82 to 1.61, al-
though the pound was always at a premium. From the end of 1992 to the beginning of 1995, the
dollar strengthened against most other hard currencies despite the fact that it was constantly at a
discount. In these special instances, it would have been advisable to hedge sterling against
dollars (i. e. buy forward dollars).

@ Swaps

Two simultaneous inseparable contract deals, the first for spot delivery, and the second
(the contrary of spot) for future delivery (in this case your position is squared ).

Or, in other words, the simultaneous purchase and sale of identical amounts of a currency
for different value dates.

Swaps can be done in the following ways:

(DOvernight swap ( O/N) ~ the time difference between purchase and sale of identical
amount of a currency is just within overnight;

@Tomorrow next swap — purchase some amount of a currency at value date of tomorrow and
sell the same amount of the same currency on the day after;

@Spot next swap (S/N) - make a spot deal of a currency and deliver immediately and
make contrary deal on the next date of the spot deal;

@Week end swap — make a spot deal of a currency and make a contrary deal to be deliv-
ered a week later;

®1-, 2-, or 3-month swap — make a spot deal of a currency and make 1-, 2-, or

3-month forward deal of the same currency.
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@ Currency Options

With the transition to floating exchange rates, central banks were no longer obliged to main-
tain exchange rates within narrow limits as defined in the Bretton Woods Agreement. Continuing
disequilibria in international balance of payments led to increasing fluctuations in exchange
rates, especially after liberalization of cross border capital movements. The need to eliminate
currency risks therefore became extremely urgent. The market for foreign exchange options, set
up in the early 1980s, was a decisive step in minimizing exchange rate risks and creating greater
flexibility than had previously been possible with existing instruments.

Whereas a forward transaction provides the possibility of setting an exchange rate for a fu-
ture foreign exchange transaction, the buyer of the option acquires the right, but not the obliga-
tion, to go ahead with the contract, i. e., to take up the option or to allow it to expire. It is
therefore possible to hedge against a currency loss as well as to benefit from any profit on a for-
eign exchange transaction.

The following are types of (European) foreign exchange option contracts:

(D Call option:

The right to buy a certain amount of a currency at a fixed rate ( strike price) with a prear-
ranged expiry date.

@ Put option

The right to sell a certain amount of a currency at a fixed rate (strike price) with a prear-
ranged expiry date.

It should be noted that the right of the buyer does not imply the obligation to exercise an op-
tion.

The buyer of an option decides whether or not he will take up (call) or supply (put) the
amount of a currency stipulated in the contract after he pays a premium for this right. The seller
(option writer) is obliged to sell (call) or buy (put) the underlying assets after he receives the
premium from the buyer and concludes the contract.

@ Futures Transactions |

Futures transactions are always traded on exchanges. In order to be marketable on exchan-
ges, futures contracts are standardized in terms of quantity, settlement dates and quotation.
While currency futures have not been able to get established in Europe due to the efficient and
more flexible forward exchange business, interest rate futures have achieved some significance.
A lot has been heard about financial innovations over the last few years in general, and in parti-
cular, standardized futures. In this context, numerous new products have been developed on
American forward exchanges. Together with the traditional transactions in goods and metals

( commodity futures) , a large number of financial contracts (financial futures) exist today on
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various exchanges. These include futures on stocks, interest rates, currencies and stock inde-

xes. Since November 9, 1990, contracts on stock index futures with the Swiss Market Index

(SMI) as a reference have been traded on the SOFFEX ( Swiss Options and Financial Futures

Exchange). Within the Swiss Bank Corporation Group, interest rate and currency options are

traded via SBCI Futures Inc. , New York.

Notes :

A T A ol S

[\ I OO I N T & R i e e i e e

accelerate: fjl#E

quota: FCHER

regime; | &

OTC: HEEX 5
promulgate: A7, A0
voucher: fTEFEIL
compilation: ZR¥E, 5
index: FEX

parity: P4, AR NZEIEERXR

. ratio: tLE

. unswerving: A{WEHY
. ceiling: FRX{H

. bid: W, w4

repatriate ; ff8-.---- CEIEA

. bona fide: HHY, ZBIHLH
. negotiable: AIJEFEEY, A HLEM
. maturity: F|H§H

. expedite: AR, {2

. domicile: fBf:

. culminate; FAFITH AL

. deviate: {REFIEHL

. decimal: +HEMHIHY, +HETTHIAY
. analogous: 2SI, AL



18 / BAMITHIALF RN H)

EXERCISES :

I. Translate the following Chinese terms into English.

(B ZWIH
LLE Hk
LSl $=L3A
BATH £iC

II. Translate the following English terms into Chinese.

direct quotation spot transaction
position forward operation
short position value date

long position QFII

M. Answer the following questions.

1. What are the key points for the latest foreign exchange system reform?

2. What does foreign exchange include?

3. What are the requirements for domestic institutions for opening foreign exchange ac-
counts abroad?

Narrate the import and export verification procedure.

What does Chinese resident include?

Give the definition of foreign exchange.

Compare direct and indirect quotations.

What does arbitrage mean?

© ® N v s

Give the definition of spot and forward transactions.

10. Tell the difference between forward and futures transactions.
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Chapter 4 Bank Lending Business

4.1 Introduction

Commercial banks have been lending to business for centuries, with the role of the banks
being of considerable significance to our economy. Loans, generally speaking, are made not
[rom the bank’s own resources but from the funds deposited to it by its customers, hence com-
mercial banks must always maintain a delicate balance among the objectives of liquidity, safety
and profitability in the daily management of funds. Each of them can never be considered alone
though the paramount importance of liquidity must be recognized.

For a bank, the term “liquidity” is chiefly concerned with the ability to meet demands for
payments of deposits at any time. In addition, it is equally essential that the banks take every
possible measures to protect the funds deposited by depositors who must be made to feel that
funds left with the bank are safe at all time. Lastly, a bank should always try its best to improve
its annual net income which will increase the confidence of its depositors and the public.
Hence, a fundamental principle in bank lending is that there should be a match between the
lype of loan and the type of deposit that is used to make it. As time deposits are more stable than
demand deposits and tend to remain with banks for longer periods of time, they are generally
used to make tenms loan. In contrast, the demand deposits are highly volatile in that they may
he withdrawn al any time; they are generally used to make demand loans.

P’rincipally, commercial banks will make clear exactly what the borrowing from them is to
be used for. The bank must consider carefully whether the credit is most suitable to the
borrower’s need. There are two main reasons for this; firstly, they must assure themselves that
the purpose is legal, and the loan is not to be used in any illegal activity or for speculative pur-
poses. Most banks tend to decline loan proposals which are highly speculative. Secondly, the
intended use is reasonably likely to generate the sort of profitable result which both parties de-
sire. If the loan proposal is not likely to generate sufficient profit or cash-flow to meet the repay-
ment schedule, the loan is unlikely to be approved.

The borrower must be able to service the debt in due, including the principal and interest.

In general, banks will examine the possible sources of income of the borrower and, determine
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whether there will be sufficient cash-flow over the term of the loan to service the debt.

4.2 Loan Agreement

Usually the provisions of a loan agreement to be covered in a loan agreement include ;
@ The amount which may be borrowed. |

@ The term of the loan and repayment schedule.

® The interest rate on the outstanding balance.

@ Procedure for take-down and conditions precedent for the take-down.

® Commitment fees for unused amounts under the commitment.

@ Representations and warranties of the borrower including:

a. Use of proceeds.

b. Financial conditions.
c. Title to assets.

d. Material litigation.

e. Establishment and organization.

f. Authority to enter into the loan agreement.

@ Enforceability of the rights of the lender:

a. Event of default and opportunities to cure a default.
b. Remedies in case of default.

¢. Cross-default clauses.

4.3 Types of Loan

By term, loans can be divided into two broad categories: short-term loans and long-term
loans. Those with maturity of one year or less are called short-term loans while those with matu-
rity exceeding one year are called medium or long-term loans. Short-term loans are often used to
satisfy working capital needs whereas medium and long-term loans are often used to finance fixed
assets investment. Loans can also be categorized according to the nature of contractual arrange-

ment as well as intended use.

1. Demand Loans

o

Demand loans are loans with no fixed maturity date. Many commercial loans are made on a
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demand basis. The bank can call repayment at any time, or the borrower can repay the entire
amount when convenient. Demand loans permit the bank to make any change in interest rate that

it believes is necessary during the life of the loan.
2. Short-term Loans

Short-term loans granted by banks are usually done by means of notes, acceptances and
commercial papers with maturity less than one year. Businesses of high creditworthiness are able
to obtain short-term loans on an unsecured basis. They are usually used as replenishment of
working capital, and are of the following types.

@ Lines of Credit

In the U. S. banking, a line of credit is an informal arrangement whereby a bank extends to
a customer the privilege to borrow up some maximum limit at any time during a period such as a
year. Although banks are not legally bound to honor such commitments, they usually do so be-
cause customers who can obtain a line of credit are usually highly valuable to the bank. The ad-
vantage of a line of credit to a customer is that he does not have to go to the bank to negotiate a
loan every time when he needs funds. The bank benefits because the customer’s financial attach-
ment and loyalty are strengthened. In return for a line of credit, the customer does not pay a
fee, but usually agrees to maintain a compensating balance equal to some percentage of the line.
Banks ordinarily require borrowers with lines of credit to submit periodic financial statements.
Upon review of these statements, credit lines may be negotiated and set for another period.

® Overdraft

The commercial banks provide overdraft facilities to their approvedrcustomers. Overdraft is
an agreed line of credit operating directly through the current account. The customer pays inter-
est only on his net debit balance and any part of overdraft may be repaid at any time during the
specified period. The interest rates that banks charge on overdrafts are related to their current
base rate but are always well above their base rate.

In principle, they add different amounts to their base rate for different customers according
to their perceived creditworthiness, but in practice they apply a standard amount for most per-
sonal customers. Banks change their base rates fairly infrequently, but because their base rates
often change over the life of an overdraft, overdrafts are said to be charged interest at a floating
rate. Sometimes, a bank may charge a commitment fee on a large overdraft to cover the cost of
ensuring that the necessary funds are available for drawdown wherever required.

Under overdraft facilities, borrowers may borrow from banks any amount during a specified
period so long as the debit balances of their current accounts do not exceed the maximum limits

of the credit facilities. In general, they provide a simple and easy method of covering borrowing
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requirements.

@ Self-liquidating Inventory Loans

Historically, banks have preferred to make short-term loans to businesses for non-permanent
additions to their working capital. In fact, until the post World War II period banks granted
mainly self-liquidating loans to business firms. Those loans usually were used to finance the pur-
chase of inventory, including raw materials and finished goods to sell. Such loans take advantage
of the normal cash cycle in a business firm; cash (including borrowed cash from the banks) is
spent to acquire inventions of raw materials and semi-finished or finished goods; goods are pro-
duced or shelved and listed for sale; sales are made; the cash received immediately or later from
those sales can then be used to repay the bank’s loan.

In this case the term or length of the loan begins when cash is needed to purchase inventory
and ends ( perhaps in 60 or 90 days) when cash is available in the firm’s account to write the
bank a check for the balance of the loan.

While banks today make a far wider array of business loans than just this type of self-liqui-
dating credit, the short-term loan continues to account for over half of all bank loans to business.
In fact, most business loans cover only a few weeks or months and are usually related closely to
the borrower’s short-term cash to finance purchases or storage of inventory, production costs,
payment of taxes, required interest payments on bonds and other debts, and dividend payments
to stockholders.

@® Working Capital Loans

Working capital loans provide businesses with short-run credit lasting from a few days out to
about a year. Working capital loans are most often used to fund the purchase of inventories in or-
der to put goods on shelves or to purchase raw materials, and, thus, they come the closest to the
traditional self-liquidating loan described above.

Normally, working capital loans are secured by accounts receivable or by pledges of inven-
tory and carry a floating interest rate on the amounts actually borrowed against the approved
credit line. A commitment fee is charged on the unused portion of the credit line and sometimes
on the entire amount of funds made available. Compensating deposit balances usually are re-
quired from the customer. These will include required deposits whose minimum size is based on
the size of the credit line and required deposits no less than a stipulated percentage of the total
amount of credit actually used by the customer (e. g. 15 to 20 percent of actual drawings against

the line).
3. Long-term Loans

Long-term loans are business loans with an original maturity of more than one year and are
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gathered under formal agreement. Most long-term loans have maturities in the three to five-year
range, but some may extend to 15 years. The sources of the long-term loan funds come largely
from savings and time deposits so that the lending-bank can match its assets and liabilities. The
stable flow of income from long-term loans is well-suited to meet the interest payment on these
deposits. .

@ Term Business Loans

Term loans are designed to fund long- and medium-term business investments, such as the
purchase of equipment or the construction of physical facilities, covering a period longer than
one year. Usually the borrowing firm applies for a lump-sum loan based on the budgeted cost of
its proposed project and then pledges to repay the loan in a series of installments ( often pay-
ments are made every quarter or even monthly). Thus, term loans look to the flow of future
earnings of the business firm to amortize and retire the credit. The schedule of installment pay-
ments is usually structured with the borrower’s normal cycle of cash inflows and outflows firmly in
mind.

Term loans normally are secured by fixed assets owned by the borrower and many carry ei-
ther a fixed or floating interest rate. That interest rate normally is higher than on shorter-term
business loans, due to the greater risk exposure to the bank from such loans. Certainly the prob-
ability of default or other adverse changes in the borrower’s position is greater over the course of
a long-term loan.

® Revolving Credit Agreement

Revolving credit agreements are long-term loans since they are made for period of years.
Their principal payments are not usually required during the life of the facility. The borrower
may borrow, repay and reborrow so that the balance outstanding under a revolving credit agree-
ment fluctuates up and down in accordance with the borrower’s needs. Where the bank is legally
obligated to honor every customer’ request for funds up to the limit of the line, the customer is
required to pay a commitment fee of typically 0. 5% on the unused portion of the revolving credit
outstanding, sometimes, on the entire amount of revolving credit available for customer use.

Revolving credit agreements were originally designed to finance trading assets. A revolving
credit that is regularly renewed and extended prior to its maturity so that it never becomes a cur-
rent liability is known as an evergreen revolving credit.

As one of the most flexible of all forms of business loans, revolving credit is often granted
without specific collateral to secure the loan and may be short-term or cover as long as three to
five years. This form of business financing is particularly popular when the customer is highly
uncertain about the timing of future cash flows or about the exact magnitude of his future borrow-

ing needs. Revolving credit helps to even out fluctuations in the business cycle for a firm, allo-
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wing it to borrow extra cash in recessions when sales are down, and to repay during boom peri-
ods when generated cash is more abundant.

@® Long-term Project Loan

Project loans are credit to finance the construction of fixed assets designed to generate a flow
of revenue in future periods. Prominent examples include ol refineries, pipelines, mines, petro-
leum drilling equipment, power plants, ports, and harbor facilities. The risks of such
projects are;

a. Large amounts of funds, often several bhillion dollars worth, are involved;

b. The project being funded may be delayed by weather, regulations, or the shortage of
building materials;

c. Interest rates may change adversely affecting either the lender’s return on the loan or ad-
versely affecting the ability of the project’s sponsors to repay. Project loans usually are granted to
several companies jointly sponsoring a large project and, due to their size and risk, are often
shared by several lenders.

Project loans may be granted on a recourse basis, in which the lender can recover its funds
from the companies sponsoring the project in the event the project does not pay out as planned.
At the other extreme, the loan may be extended on a non-recourse basis, in which there are no
sponsor guarantees, the project stands or falls on its own merits. In this case, the lender faces
significant risk and typically demands a very high interest rate to compensate for the risks in-
volved. Many such loans require that the project’s sponsors pledge enough of their own capital as

possible to see the project through to its completion.
4. Consumer Credit and Mortgage Loan

@® Consumer Credit

Consumer credits are high risk and high interest credit products, which are usually classi-
fied into three sorts: amortization loan, non-installment loan and credit card for purchasing cars
or non-structure houses or investing a liitle amount and so on. Their maturities usually range
from two to five years. Education loan is just one type of amortization loans. Non-installment
loan is a kind of short-term loan to meet temporary need and is supposed to pay back at one
time. Credit card, first issued by Franklin National Bank in 1952, is a kind of revolving loan,
and is getting more and more popular.

@® Mortgage Loan

Commercial banks provide long-term mortgage loans to borrowers ( consumers) to purchase
houses or land. The ownership of the property remains in morigages and the possession of prop-

erty usually remains in mortgagors unless and until the occurrences of default or full repayment.
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Maturity of such loans is usually 30 years and the interest rates are fixed. Maximum amount of
such loans is 70% of the property value, and the balance should be paid in cash as down pay-
ment. A house mortgage plan is much more than a mortgage loan. It has additional benefits. For
example , the loan amount is up to 85% of borrower’s property value, and repayment periods are
up to 30 years. Repayment schemes include straight line repayment schemes, reducing balance

repayment schemes, and step-up repayment schemes.
5. Syndicated Loan

Large international bank loans are made by syndicates of international commercial banks. A
syndicated loan is one in which a number of banks undertake to provide a loan to a customer on
a pro-rata basis under identical terms and conditions evidenced by a single credit agreement.
These syndicate banks share credit information and credit risk.

The syndication market has developed largely because single lenders have found it increas-
ingly difficult to meet large borrowing requirements of corporate clients. Since syndication is usu-
ally arranged for sums ranging from $ 10 million to $ I billion plus, a single bank may not be
able or willing to extend such a large amount because of legal lending limits, exposure, and
portfolio considerations.

The purpose of the syndicated loan is usually to finance a major development of a project, a
major capital investment program, a project cost over-run, acquisition of a company, short-term
to long-term debt conversion, or rationalization of its schedule of long-term debt repayments.

@ Type of Syndication Facilities

The main types of syndication facilities include:

a. Syndication Loan: It is the most common form of facility, especially in Asia.

b. Revolving Credit Facility; It allows borrowers access to funds at a committed price for a
committed period. The borrowers enjoy the flexibility to draw and repay funds up to the maxi-
mum limit of the facility as often as they wish within the committed period.

¢. Multiple Option Facility: It gives borrowers a funding commitment over a specific period
of time but allows the borrowers to choose the form of funding.

@ Lead Bank

Participants of syndicated loans include all types of financial institutions. Syndicated loans
are arranged by the lead or agent bank. The “lead” bank has often underwritten a large portion
of the credit and is responsible for organizing the syndication which includes inviting other banks
to act as manager/co-manager in providing additional underwriting support to the credit before
going to market for general syndication to “participants”. The resulting credit is governed by a

single loan agreement signed by the borrower and all of the banks involved.
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The most successful lead banks in the syndication field are professionally adaptable memo-
randum preparation, documentation, syndication function and agency function. Information
memorandum, to be distributed to potential participants, presents detailed analysis of the bor-
rower, including disclosures of the borrower’s past performance, projections, management and
an economic analysis of the borrower’s country.

The lead bank bears potential legal obligation of preventing the memorandum from fraudu-
lent or negligent misrepresentation. It should be emphasized that the borrower has warranted and
confirmed that all information is true, accurate, complete and correct and that no independent
verification or judgment is given by the managers. The lead bank, in conjunction with local and
international legal assistance, prepares and negotiates an acceptable loan agreement and any
necessary supplemental documentation. Documentation will naturally be acceptable to all partici-
pant level in the syndication.

To perform the syndication function, the successful lead bank, in having secured a mandate
from the borrower based on specific terms and conditions, must market the loan to international
financial institutions in a manner that is consistent with its sell down objective. This function is
inherently the most risky in circumstances where the lead bank underwrites a substantial portion
of the loan. An in-depth understanding of the market and the borrowers enables the lead manag-
er to secure a mandate based on conditions which are acceptable in the market given the compet-
itive aspects of securing mandates today. This is the most difficult and perilous in loan syndica-
tton today.

Acting as agent, the lead manager will oversee the loan throughout its tenor and act as an
advisor for both the borrower and participants about condition precedent, representation and war-
ranties.

@® Term and Fee

Most syndicated loans are denominated in U. S. dollars, but they have also been denomina-
ted in other currencies including sterlings, Euro dollars, Swiss francs, or japanese yen. Terms
may range from | to 12 years. Syndicated loans are usually amortized according to a fixed sched-
ule, and repayment begins after a term of years known as a grace period, which is usually not
longer than 5 or 6 years.

Syndicated loans are generally floating rate in nature, and the pricing will normally consist
of a fixed spread over a short-term base rate ( which is adjusted periodically during the life of the
loan), with commitment fees, agency fees, management fees, offsetting balances, security,
etc. , often included as well. Pricing is generally based on prime, LIBOR, in varying combina-
tions, for funding periods ranging from days to 1, 2, 3, 6 or 12 months. In determining the

lending spread or margin above cost for lenders, the lead bank must consider the credit rating of
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the borrower, acceptability of the borrower and the borrower’s country to the syndication market,
tenor and average life of the loan, whether there are other loans in the market or in process for
that country since the comparability of transactions is a factor in how lenders.allocate country
lending limits, and market trends, i. e. which way interest rates, and lending margins, etc. are
moving.

An arrangement fee ( Front-end Fee, Management Fee) is normally charged for the ar-
rangement of the loan agreement, information memorandum, syndication and signing ceremony.
This fee 1s split between the lead manager, managers and co-managers depending on the distri-
bution of the work involved, the amount of underwriting and the final takes. Front-end fees are
also paid to participants to encourage them to join the syndication.

Every syndicated loan has an agent bank to administer the loans from signing to repayment.
Based on the complexity of its duties, the agent bank normally receives a fee from the borrower.
This fee is separate and distinct from any front end or other fee paid to the bank. Duties of the
agent include issuing advice from interest charges, processing the movement of funds, and assur-
ing that the borrower has complied with the terms and conditions of the loan agreement.

A syndicated loan generally has to undergo the following procedures:

development of strategy and exploration of market;

a
b. negotiation of basic terms and conditions;

c¢. receipt of the mandate from the borrower;

d. development of time schedule and marketing strategy;
e. preparation of information memorandum

f. negotiation of the loan agreement with the borrower;

g. making offers to participating banks;

h. negotiation of loan agreement with participating banks;

.
.

signing the loan agreement;

j. disbursement.

A major advantage of syndicated leans for borrowers is the large size of financing available,
their flexibility, and the fact that they are relatively quick to arrange. The average size of a syn-
dicated loan is approximately $ 100 million. The size of loans presents too great a credit risk
exposure for most individual banks. By sharing the financing and credit risk of many different
syndicated loans, banks can achieve greater diversification, lowering their risk of failure. The
syndicated loan market is the largest source of international capital. Loans may be made in any
of several currencies.

The major disadvantage of the syndicated loan market is that the interest rate is floating,

and is usually based on LIBOR, which may be high relative to other market rates.
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6. Factoring + -

® Definition

Factoring is a form of trade financing that allows sellers to sell their products to overseas
buyers essentially on an open account basis. In simple terms, factoring is the purchase of
claims, arising from sales of goods, by a specialized company known as factoring company or
factory. Factoring is in fact a three-party transaction between a financial services to foreign
debtors { the importer).

The essence of factoring is the discounting of acceptable accounts receivable on without re-
course. Accounts receivable are sold outright to the factor, who assumes the responsibility for
collection as well as the risk of credit losses without resources to the exporter. Importers are no-
tified to remit directly to the factor. Exporters are thus able to eliminate the need for credit
bookkeeping and other related administrative activities.

@ Procedures

Application for Credit Approval

(D The sales contract is concluded between the exporter and the importer on open account
basis.

(2 The exporter applies to a financial institution (usually a bank) for credit approval, and
the bank acting as a factor makes a credit assessment of the importer.

(3 The factor agrees to the credit limit.

@ The factor notifies the importer of the status of the creditor.

@ @

Exporter Factor Importer

} )

®

Delivery of Goods and Making Out Invoice;

(D The exporter delivers the goods and makes the invoice to the importer.

(@ The exporter forwards a copy of invoice to the factor, and the factor updates the sales
ledger.

@) The factor generally makes 80% of invoice value available to the exporter.

@ The factor notifies the importer of the status of the creditor.
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@ @
Exporter Factor Importer
N
3
@

Payment Collection;

(D The factor performs the collection activity when the invoices fall due.

(@ The importer effects payment to the factor, and the factor updates the sales ledger.
(3 The factor pays the balance to the exporter.

&) @

Exporter Factor Importer

@

@ Function

The factor acts as a manager of the exporter’s sales and provides his client with finance
based on the level of sales, and valuates the importer’s creditworthiness either by himself or with
the aid of his correspondent or agent, so as to ensure the final payment.

The factor offers the services as credit investigation, credit approval, assumption of credit
risk accounts receivable bookkeeping, and collection of matured accounts.

a. Credit Approval: The factor acts as an exporter’s credit department to evaluate the
importer’s credit standing to determine a credit line for the importer so that he can exercise the
function of pre-approving orders prior to shipment. If the importer appears not to be a reliable
one as a result of this evaluation, the factor will not approve this transaction.

b. Credit Protection; By purchasing the client’s account receivable without recourse, facto-
ring can protect the exporters from risk of loss so long as merchandise quality, quantity and
terms meet the requirements of sales contract between the exporter and importer. However, the
exporter takes full responsibility if the goods are claimed to be defective or any disputes occur
concerning the shipment.

c. Management of Account Receivable: Upon shipment, the exporter invoices the importer
and sends a copy to the factor. The invoice indicates that it is payable to the factor. At maturity
of the invoice, the factor will collect payment from the importer.

d. Financing. The factor may grant financing to the exporter prior to the maturity of the in-

voice by purchasing the latter’s account receivable.
7. Export Credlt 5 |

In the last four decades, international trade has grown dramatically. Export credit makes a

substantial contribution to facilitating world trade. With increasing awareness of what is available
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from other countries, there is greater convergence in techniques and facilities.

Export credit is government ( government export credit agencies) guarantee lending chan-
neled through a commercial bank to support export. There are two kinds of export credit; buyer
credit and supplier credit.

@ Buyer Credit

In buyer credit, the exporter’s bank provides loans to the importer ( the importer’s bank
guarantees) or to the importer'’s bank, which on-lends the loan to the importer to finance the
partial value of the individual contract between the exporter and the importer.

The terms and conditions of a buyer credit are as follows;

a. Loan is arranged in support of a supply contract for capital goods and related services
mainly from the country to provide loan.

b. The amount of the buyer credit is available for 80% ~ 85% of the eligible contract val-
ue. The balance must be paid in cash or with a commercial loan.

c. Period of financing varies with each contract considered to be eligible and approved for
financing, normally between 5 and 10 years.

d. The buyer credit should be repaid in equal half yearly or quarterly installment of princi-
pal commencing from a time determined by the export credit agency or the scopes of the supply
contract.

e. Interest rate is fixed in accordance with commercial interest reference rates ( CIRRs).
With a few exceptions, such CIRRs are nowadays published monthly by OECD and based on
five-year government bond yields, with a spread of 100 basis points.

f. Commitment fee at a rate per annum is calculated from the date of signing of the loan
agreement until the date of full disbursement of the loan thereunder on the amount of loan not
disbursed from time to time.

g. Management fee is calculated at flat on the amount of the loan.

h. Credit insurance premiums as determined by the agencies are payable by the borrower or
added to the supply contract value and refinanced under the term of the export credit loan.

The procedures of a buyer credit are as follows:

The exporter’s bank provides loans to the importer (the importer’s bank guarantees ).

(D The supplier (exporter) enters into a contract with the importer for supplying goods and
services.

@) The importer makes an application to the exporter’s bank and the importer’s bank respec-
tively.

@ The exporter’s bank signs a loan agreement with the importer.

(@ The importer’s bank issues a leiter of guarantee in favor of the exporter’s bank after they
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accept the applications respectively.

Exporter D Importer
2 @
2
@
Exporter's bank @ Importer's bank

The exporter’s bank provides loans to the importer’s bank. This type of buyer’s credit re-
quires that the exporter’s bank and the importer’s bank conclude a general agreement (frame
agreement) of export credit. The importer’s bank requests and the exporter’s bank agrees to
make available the facility line pursuant to the terms and conditions of the agreement.

(D The supplier ( exporter) enters into a contract with the importer for supplying goods and

services.
@) The importer makes an application to the importer’s bank.

@ The exporter’s bank signs an individual loan agreement with the importer’s bank to fi-

nance the contract.

(@ The importer’s bank makes the loan to the importer.

Exporter O Importer
@ @
&)
Exporter's bank Importer's bank

@ Supplier Credit

In a supplier credit, a loan is made to the supplier to finance the contract with special pay-
ment terms which the importer pa.ys for the contract goods by half yearly installments. Supplier
credits usually require the supplier to assume some portion of the risk of financing, although as a
practical matter the supplier’s profit margin may exceed the risk assumed. It requires the issu-
ance of bill of exchange by the supplier for pre-acceptance by the buyer/borrower.

The usual terms and conditions of supplier credit are the same as these of buyer credit.
Supplier credit procedures are as follows:

(D The supplier ( exporter) enters into a contract with the importer for supplying goods and

services. The payment terms of the contract requires the importer to pay for the goods in half
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yearly installments.
(2) The supplier and the importer apply to supplier'’s bank and importer’s bank respectively.
@ The importer’s bank issues a letter of guarantee in favor of the supplier after accepting
the application. The supplier’s bank enters into a loan agreement with the supplier. The loan

agreement and the contract come into effect after the export credit agency approves them.

4P
Exporter Importer
Exporter's bank Importer's bank
8. Forfeiting
@ Definition

Forfeiting is a special kind of discounting without recourse of the medium-term large amount
through use of drafts, promissory notes or other instruments representing sums due to the export-
er. In essence, a bank in the seller’s country (also called the seller’s bank, the supplier’s bank
or the exporter’s bank) discounts a note or draft (bill) carrying the backing of the buyer’s bank
(also called a bank in buyer’s country).

Forfeiting is used as a means of financing when the goods involved are capital goods for
which the payment may be made within 5 to 7 years. The financial institution who discounts the
bill without recourse is called the forfeiter. “ Without recourse” means that the forfeiting is made
with the understanding that the forfeiter can not exercise his right of recourse against his prior
endorser in the event that the instrument is dishonored by the drawee.

The terms and conditions of forfeiting are as follows;

a. Forfeiting banks require the institution to have a guarantee by an internationally recog-
nized bank. This reduces the risk and makes it easier to resell the draft or promissory note in the
secondary market.

b. Forfeiting deals are carried out in a limited number of currencies. The most common are
U. S. dollars, Euro dollars and Swiss francs. This reduces the exchange risks for banks to com-
mit themselves ahead.

c. The cost of the operation varies with the level of interest rates for the currency at the
time of the forfeiter’s commitment, his assessment of the credit risk of the importing country, and
the bank guaranteeing the paper.

d. The discounting bank works out the interest that it would have gained on the money.
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This is usually based on the cost of funds in the Euro markets. It adds a charge to compensate
for political risk and transfer risk attaching to the guaranteeing bank.

The characteristics of forfeiting are as follows:

a. Goods involved in forfeiting are usually capital goods.

b. Forfeiting is a medium-term business in the sense that only those maturities from 6
months to 5 or 7 years are to be considered.

¢. The purchase of bills of exchange or promissory notes falling due on some future date by
a forfeiter is without recourse to any previous holder if the drawee of the bill of exchange or the
promissory note (importer) fails to pay it at maturity.

d. By forfeiting, the exporter wishes to pass all risks and responsibilities for collection to
the forfeiler in exchange for immediate cash payment. The exporter virtually converts his credit-
based sale into a cash transaction.

e. For the higher risk involved in forfeiting, the instrument should be guaranteed by an
importer’s bank before the forfeiting is carried out. If the importer dishonors the instrument, the
guarantor bank will intervene and make the payment.

f. In exceptional cases a forfeiter might be prepared to take papers not guaranteed by a
bank. This is likely only if the importer has the best risk rating and there are no payment prob-
lems with the country concerned.

g. The purchase of bills in forfeiting is carried out by discounting, namely, by deduction
of the interest in advance for the unmatured draft. Discounting takes place the moment the forfei-
ter has received the draft, i. e. the agreed discounting interest for the corresponding maturities is
deducted from the nominal amount and the net amount is paid by the forfeiter. Discounting rate
in forfeiting is higher because the forfeiting bank bears more risks than the discount bank.

® Procedure

There are two kinds of instruments used in forfeiting; bill of exchange and promissory note.

For a bill of exchange, the procedures are as follows:

(D The exporter enters into a contract with the importer. Typically, the buyer makes a
down payment of 15% ~ 20% of the price. The balance is financed through the forfeiting
market.

@) The exporter draws a time draft on the importer payable to himself and presents the hill
to the drawee (importer) for acceptance. The date of payment in either case ties in with the
credit terms granted 1o the buyer. In the majority cases payment is made by installments over the
credit period. A series of drafts with appropriate maturity dates are then issued.

3 The drawee (importer) accepts the bill and has it guaranteed by a bank in the buyer’s

country.



Chapter 4 Bank Lending Business / 109

@ The drawee (importer) sends the accepted and guaranteed bill to the payee ( exporter).

(5 Before maturity, the payee ( exporter) endorses the bills to the bank on non-recourse
terms.

©® The payee ( exporter) can obtain immediate cash payment by discounting the bills with
the forfeiting bank in his country. The amount of payment to the payee (exporter) is less than
the face value to the payee (exporter). In other words, the payee receives net proceeds from the
forfeiter. The bank is willing to agree to the non-recourse terms because it has the security of
guarantee given in the importer’s country. The discount rate takes the extra risk of waiving re-
course into account.

@ At maturity, the forfeiter, as a new holder, presents the bill for payment to the drawee
( importer) .

The drawee ( importer) makes payment to the forfeiter at its full face value.

Payee/Exporter 0 Drawee/Importer
@

3 z

& ©@ 3

Forfeiter Guarantor

® Advantages and Disadvantages

Forfeiting improves liquidity and borrowing capacity to the exporter. The finance is without
recourse , so there is no need for any contingent liability on the exporter on the exporter’s balance
sheet. Under forfeiting, there is no credit administration and collection problems and related
risks and costs.

But the costs of forfeiting are high, and it may be difficult to find an institution that will be

willing to be prepared to guaraniee the importer’s liabilities.
Notes :

1. hence commercial banks must always maintain a delicate balance among the objectives
of liquidity, safety and profitability in the daily management of funds. V447 407 H H %
B P BRI . B2t MBAE = BRZ V&, WahtE, ZefA
BRI M2 L RAT 2B 8 AR,

2. procedure for take-down and conditions : ) F7F X FRIT MATIE%AF . lake-down: 45
EERAFEABEIRN A&
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3. Representations and Warranties: PRiRS{RIE, AR iR 5RE, 16K ATE SEE )
W I AREAER X F . GERF]. USRESHFROSEELELWIEE, Hmht
KAEZ R ELHERN, 0. HERARE. WHRE ., BEEHFAER. EXIF
WRMAF . GHRMAR. ZiTHHUHAE YIS,

4. line of credit: f5REE, WITRIBEIANLSFERRE KRG EFZE RN
B PR, A TESE AR R ERE 2RE, —BRARTHRERHERE.

5. current account: MK, 8RR SEA AV EL FRITZ B AW L 55k
[y aval: ol S

6. working capital: ZEEWFE, oML R SR P4 HEEHKE S,
EIHEZRH SR EMERENNS, EFTEWRETmELWR A6,

7. installment: ZHAfTEK, WHBEEEEH KK

8. revolving bank loans: fEEMRITHRRN. FH B3R EEHEKP G, BEHI
WEFRESHRBITHC TR, R, FIR%E, FFRERY, UEfE—-EMEN,
% P Al BaERHE A RS .

9. project loan: MiH ¥k, WARTEIHGIR, 2EER FAFEEAR THEMHER
e, TRIBMNEMAN (Sponsor) XZINHERMMS —KFWIME AR, fENMHL
A, HERNEESRATEAR, HBiRA A8 A I HBEAZE B BUS r ot £
BT

10. syndicated loan: FREGEEK, WARFMMEER, BIE N BIOTHME, NEEHER
fEpolk FA94R 1T S b &R H BB, HP T —mln 05 R #HE T3 &8/
gy, HEHEZEE SHERASITH— LRI E R &4, AEANAREES
I RAN

11. commitment fees, agency fees, management fees; 7&K{H%, CLF#H . B, Com-
mitment Fees R %, HAAMKSCHERKBE RXAZNKHRA, #REEE
0.25% ~0.5% . agency fees BAVEETR, RMBET HEHRER. WEMTHEEHILFG
RATTIR R, — IR SER &M B0ESE S S B —E A 4 LR,

12. LIBOR. &34 fTRIIF{EFI#E (London Interbank Offered Rate), FEEZ SR
T 55— AR ARATXTER M £ 5T . BRI 6% RS 88 BRI B R 4, BLE B R AT 1]
BRI & IR TR R AR

13. factoring: {R¥, B —FrUGBlESIWIKKAIBEST 75K, i O R B A ok
BT A B A 2 (R R LASR IS N TEE ks —E S Bl & .

14. CIRR.: B\ & EHF|# (Commercial Interest Reference Rates) , #5LLBUFF IS
FREAEA, BN 100 AEAES (1%) TiHlERIHER,

15. OECD: a5k BHEZ (Organization for Economic Cooperation and Develop-
ment) , 1961 4FEKM S F AEAASA N EFEBATRIZFFAS, BF%. £, B,
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BEEK, XEN NS ED OERETHE, SFREDRR,

16. forfeiting: HRPLFE, —FHETILE ., ARFERHABEREIE ORERAA P REL
B RABV R RIS BT Ko FoAR Rt O i B 7E #u s 47 X 3848 2 O i B 7 S AR AT $H AR AL
AR EHATIABL

17. contingent liability: a0, 18 XMW HHFETERAIEE LS, HAEEMR
i I R R AH E A A B R AT LAESE

0

EXERCISES :

I . Translate the following Chinese terms into English.

AREFH R BERK
BT f& ik
HRH 2 B ik
HLEATC S TS FER

II. Translate the following English terms into Chinese.

line of credit account receivable
demand loans acceptance
syndicated loan down payment

risk exposure cross-default clauses

. Answer the following questions.

What provisions will be covered in a loan agreement?

What does self-liquidating loan mean?

What is syndicated loan? Explain the functions of the lead bank in a syndication.

Describe the procedure of buyer’s credit.

T LS

What is forfeiting? What are the advantages and disadvantages of forfeiting?
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FEME WATHEEO S

—. WA

WIS EHILEFENEE, FRLFN—EEFAEXLEENEL. &
K, EREERETRITAEFRBERENAFR, MERTEARE, Bik, @S
FTAHER H R SEH P RARERME . R2ENBRAE =1 BiRZ RBP4, #
HMERBREER, HX=1HFEAEAMEE,

P FRATREL, “WahE” EEXENZEEN 2SR ERKEE S b, [F
FEEEMERITERBRRAENEBERTFRAFRNT S, SHRERSFHE
WATRHARMEL SN, &G, BTN ES HESIEE, B REFRAMOR
ffELe i, SMATEITNEARNEFRCERMAZCERIEILA, R
MHEFEREHHERTRENNEER, EN—BATABEN K, SZHKR, &
B A7 SRR A R 2 B SCBU LA st &, BT TR BUE R

BN E, B RTEEFHFEERNAE. BITLIUAEFERRETESHERA
MFRE., XEBEEAMNEE: —2, LFRRRAREE, NSRRI ESS
B TEMERE S SR AR, REBETHRIELAREBIERN TR F, —
2, ERALBERE SRR, REREIAE £ RS EMB & 5L
IRFHREAER, OTEKRIA AT REGEHERE

RN LT ST EIN R A A S AR, —BORE, RITHAEERATE
BB ARER, HERIEERFIPRARZETH BB E TR AR

— A ﬁ%ﬁﬁdi

TR P ol R IE Y PR R KA
® K EH.

@ LRI AL 5

@ KA RBUIH I,
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@ 3 A S T2 R AT R & 1.
O R {F SR ARIE S,

OB AMULAA SRIE, .
(1) HEBRARHE;

(2) MHRM;

(3) ‘EEHRER

(4) BRIFILEH;

(5) HHMEHR;

(6) ZITHBIINLE,

@ BEFK AMFISCHEEE S, 45!
(1) HBAEHFURAMEFANIE;
(2) HAHME;

(3) ZBXFEA,

=, TR ER

WRIEHIRR, GEA] R W2 RS, LB A b —EaF
—AEMFR T GEEK, TR B —FHRA PR, S EEE T
RASIRANTE, MHKMEIETEHTREER ™8T, R0l RE R4 MR L
ER##fT %,

(—) &G

EHRKBABENBIHE . REREPBITRREFIN, BIELERELBITTLL
BER EREE, BERANERTEREC 2T, HHARKAFRTERKBNER
AR BB B AR R

(Z) FRx

WATR IR E R A F RS IR —FENNRE ., ALCENELRE. FEE
B4k AR R ARG A BN EMEREARINT SN, FUTHA.

1. BEHE

EERERTL, REFERE—TEEXNZH, SORTEAE-ENHRN—F
ROFERERT ], 76 SR BUE IS SKIOALH] . SRATI I — R B4, SR MR
H AT LR B RETMENE A #EMNETREAFERNOME. X TEFARE, RESEN
MARMITHARTEREHBRTHRER. EAREHENKLE, FPRAINMNR
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Chapter 5 Banking Card Business

5.1 China’s Banking Card Business Development

On May 9, 2005, the People’s Bank of China, the National Reform and Development Com-
mission, the Ministry of Finance, the Ministry of Commerce, the Ministry of Public Security,
China Banking Regulatory Commission, the State Administration of Taxation, and the State Ad-
ministration of Foreign Exchange jointly issued the Some Opinions on Promoting the Development
of Banking Card Industry (hereafter simply referred to as the “Opinions” ) , which has compre-
hensively and systematically brought forward the policies and measures for promoting the devel-
opment of banking card industry, and made clear the guiding ideology, principles, targets and
key emphasis in work of the banking card development. The issuance of the Opinions has posi-
tively promoted the market development, perfected the construction of systems, strengthened
public education, powerfully maintained the rights and interests of all market participants, and
promoted the sustained, stable and healthy development of banking card industry.

In the past year, with the Opinions as guiding, CBRC has put many efforts to promote the

development of banking card businesses, mainly embodied in the following aspects:
1. Prometing the Bankmg Card Market Development Stably

To standardize and promote the development of banking card market, CBRC has made the
Measures for Implementing Administrative License Maiters of Commercial Banks and the Measures
for Implementing Administrative License Matters of Cooperative Financial Institutions, effectively
simplified the procedures for market admittance of banking card businesses, and vigorously pro-
moted the development of banking card businesses. Only in 2005, China saw the establishment
of 23 new card-issuing organizations and occurrence of 18 000 sets of new ATM terminals; Na-
tional Industrial and Commercial Bank of China, Agricultural Bank of China, and Bank of China
also set up exclusive banking card business organizations with financial license. To deeply carry
out the requirements of the State Council on “practically solving * Agriculture, Countryside and
Peasantry’ problems, and improving the level of financial services in rural areas” , CBRC has

positively promoted banking card businesses in rural areas, and as of March 2006, total 35 rural
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commercial banks, rural cooperative banks, and rural credit cooperatives had started up debit

card businesses.

2. Deeply Developing Be

Since 2005, CBRC has held conferences on the special governing of cases in banking in-
dustry eight times successively, and standardized the system of conference for special governing
of cases of commercial banks as well as related supervision and inspection systems. Aiming at
the characteristics of banking card cases, CBRC has established the timely report and informing
system of illegal and criminal cases of banking card, held conferences for harmonizing banking
card risk prevention of commercial banks, and informed the situations of banking card risk man-
agement and security control several times; required state-owned commercial banks, commercial
banks of joint stock system, and rural credit cooperatives to develop comprehensive self investi-
gation for banking card risk prevention, and jointly issued the Notification on Preventing Prob-
lems Related to Credit Card Business Risks with the People’s Bank of China. Aiming at different
characteristics of card-issuing organizations and liquidation institutions, related institutions of
CBRC have brought forward pertinent management requirements respectively, and the banking
card case governing and risk prevention have been practically strengthened. To further strength-
en inspection and supervision, CBRC has gradually established the information statistics system,
strengthened banking card business tracking, monitoring and analysis, and provided scientific

evidences for making and perfecting related management systems.

3. Actively Promoting ing Card Systems -

CBRC has positively cooperated with the Legal Affairs Office of the State Council in drafting
the Banking Card Ordinances, communicated and negotiated with the People’s Bank of China,
commercial banks and China Unionpay Co. , Lid. (CUP), etc. , and brought forward supervi-
sion opinions and suggestions on banking card business supervision modes, risk management,
protection of rights and interests of all market participants. Also, CBRC has made and issued 7
normative documents including the Guiding Opinions About the External Marketing of Commercial
Banks, etc. , presented detailed regulations on banking card business market admittance, risk
assessment,, market risk management, credit extension business risk management, operation risk
management, and external marketing behavior, etc. , and effectively guided, standardized and

promoted the healthy development of banking card businesses.

4. Practically Strengthening Public Education and Popularization

CBRC has made sufficient use of internet resources and news media to popularize financial
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knowledge about banking card, publicize related rules and regulations, inform banking card
criminal cases in time, and upgrade cardholders’ legal consciousness and self prevention con-
sciousness.

Banking card industry is an important part of the modern banking industry, and is related to
the healthy development of banking industry as well as the safety of financial consumption of the
public. In future, CBRC and the Banking Regulatory Bureau in all regions of China will posi-
tively cooperate with each other to further strengthen the supervision and management mechanism
for banking card market, do more meticulous and more practical jobs in terms of constructing
systems, managing institutions and risks, etc. , and thus promote the sustained and healthy de-

velopment of banking card market.

5. 2 Definition

The transaction card gives bank customers the ability to pay for goods and services at retail
merchants, and gets cash at bank teller windows or at automated teller machines. A banking
card may be a credit card tied to a pre-approved line of credit, or a debit card drawing funds
from the holder’s checking or savings account. A banking card is also a useful form of identifica-

tion when one cashes a check.

5.3 Categorization

1., Credit Card and Debit Card

Banking cards are divided into credit cards and debit cards subject to whether it can be
overdrawn.

® Credit Cards

Credit cards may be divided into credit cards and quasi-credit cards subject to whether it
has deposited an imprest in the card-issuing bank.

A credit card permits the cardholder to consume before payment within the credit limit gran-
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ted by the card-issuing bank.

A quasi-credit card requires the cardholder to deposit a certain amount of imprest in the
card-issuing bank in advance as provided for by the bank, and permits the cardholder to over-
draw, when the balance in the account of imprest is not sufficient to pay, within the credit limit
provided for by the card-issuing bank.

@ Debit Cards

Debit cards may be divided into cards for transferring accounts, cards for special purposes
and stored-value cards. Overdrawing is not included in function of debit cards.

The card for transferring accounts belongs to the debit card, which performs a utility of real-
time deduction of accounts. Its functions comprise transfer, settlement, depositing and withdra-
wing cash, and consumption.

The card for special purposes means the debit card, which is used in certain designated lo-
cation for any special purpose. Its functions comprise transfer, settlement, depositing and with-
drawing cash.

The stored-value card is the purse-style debit card which requires payment in advance, and
the money of the cardholder is transferred into this card by the card-issuing bank as required by

the cardholder, and then when a transaction is made, the money is deducted from the card.
2. Other Categorization

Banking cards may be divided into Renminbi cards and foreign currency cards in light of
the type of the currency; entity cards ( commercial cards) and individual cards in light of the

objective of issuance; and magnetic cards and IC cards in light of the information carrier.

5.4 Credit Cards

1. Definition -

A credit card system is a type of retail transaction settlement and credit system, named after
the small plastic card issued to users of the system. A credit card is different from a debit card in
that the credit card issuer lends the consumer money rather than having the money removed from
an account. It is also different from a charge card which requires the balance be paid in full
each month. In contrast, a credit card allows the consumer to “revolve” their balance, at the

cost of having interest charged. Most credit cards are of the same shape and size, as specified by

the 1SO 7810 standard.
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Credit cards are issued after an account has been approved by the credit provider, after
which cardholders can use it to make purchases at merchants accepting that card.

When a purchase is made, the credit card user agrees to pay the card issuer. The cardhold-
er indicates his/her consent to pay, by signing a receipt with a record of the card details and in-
dicating the amount to be paid or by entering a personal identification number ( PIN). Also,
many merchants now accept verbal authorizations via telephone and electronic authorization using
the Internet, known as a “Card/Cardholder Not Present” ( CNP) transaction.

Electronic verification systems allow merchants to verify that the card is valid and the credit
card customer has sufficient credit to cover the purchase in a few seconds, allowing the verifica-
tion to happen at time of purchase. The verification is performed using a credit card payment ter-
minal or Paint of Sale ( POS) system with a communications link to the merchant’s acquiring
bank. Data from the card is obtained from a magnetic stripe or chip on the card; the latter sys-
tem is in the United Kingdom and Ireland commonly known as Chip and PIN, but is more tech-
nically an EMV card.

Other variations of verification systems are used by e-commerce merchants to determine if
the user’s account is valid and able to accept the charge. These will typically involve the card-
holder providing additional information, such as the security code printed on the back of the
card, or the address of the cardholder.

Each month, the credit card user is sent a statement indicating the purchases undertaken
with the card, any outstanding fees, and the total amount owed. After receiving the statement,
the cardholder may dispute any charges that he or she thinks are incorrect. Otherwise, the card-
holder must pay a defined minimum proportion of the bill by a due date, or may choose to pay a
higher amount up to the entire amount owed. The credit provider charges interest on the amount
owed (typically at a much higher rate than most other forms of debt). Some financial institutions
can arrange for automatic payments to be deducted from the user’s bank accounts, thus avoiding

late payment altogether as long as the cardholder has sufficient funds.

@ Interest Changes

Credit card issuers usually waive interest charges if the balance is paid in full each month,
but typically will charge full interest on the entire outstanding balance from the date of each pur-
chase if the total balance is not paid.

The credit card may simply serve as a form of revolving credit, or it may become a compli-
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cated financial instrument with multiple balance segments each at a different interest rate, possi-
bly with a single umbrella credit limit, or with separate credit limits applicable to the various
balance segments. Usually this compartmentalization is the result of special incentive offers from
the issuing bank, either to encourage balance transfers from cards of other issuers. In the event
that several interest rates apply to various balance segments, payment allocation is generally at
the discretion of the issuing bank, and payments will therefore usually be allocated towards the
lowest rate balances until paid in full before any money is paid towards higher rate balances. In-
terest rates can vary considerably from card to card, and the interest rate on a particular card
may jump dramatically if the card user is late with a payment on that card or any other credit in-
strument, or even if the issuing bank decides to raise its revenue.

@ Grace Period

A credit card’s grace period is the time the customer has to pay the balance before interest
is charged to the balance. Grace periods vary, but usually range from 20 to 30 days depending
on the type of credit card and the issuing bank.

@ Benefits

Because of intense competition in the credit card industry, credit card providers often offer
incentives such as frequent flyer points, gift certificates, or cash back (typically up to 1 percent
based on total purchases) to try to attract customers to their programs.

Low interest credit cards or even 0% interest credit cards are available. The only downside
to consumers is that the period of low interest credit cards is limited to a fixed term, usually be-
tween 6 and 12 months after which a higher rate is charged. However, services are available
which alert credit card holders when their low interest period is due to expire. Most such serv-

ices charge a monthly or annual fee.

5.5 Debit Cards

A debit card is a plastic card which provides an alternative payment method to cash when
making purchases. Physically the card is an ISO 7810 card like a credit card, however its func-
tionality is more similar to writing a cheque as the funds are withdrawn directly from the
cardholder’s bank account; some cards are referred to as check cards.

The customer’s card is swiped through a card reader or inserted into a chip reader and the
merchant usually enters the amount of the transaction before the customer enters their account
and PIN. There is usually a short delay while the EFTPOS ( Electronic Funds Transfer at Point

of Sale) terminal contacts the computer network to verify and authorize the transaction.



Chapter 5 Banking Card Business / 129

In some countries the debit card is multipurpose acting as the Automatic Teller Machine
card for withdrawing cash and as a cheque guarantee card. Merchants can also offer “cash-
back” / “cashout” facilities to customers, where a customer can withdraw cash along with their
purchase.

The use of debit cards has become wide-spread in many countries and has overtaken the
cheque and in some instances cash transactions by volume. Like credit cards, debit cards are
used widely for telephone and internet purchases. Anyone doubting the ubiquity of debit card us-
age need only witness the inconvenient delays at peak shopping times, caused when the volume

of transactions overload the bank networks.

5.6 Measures for the Administration of Banking Card Business

In order to enhance the administration of banking card business, prevent the risks in bank-
ing card business and safeguard the legitimate rights and interests of commercial banks, card-
holders, specially engaged entities and other parties concerned, the present Measures are consti-
tuted subject to the Law of the People’s Republic of China on the People’s Bank of China, the Law
of the People’s Republic of China on Commercial Banks, the Regulations of the People’s Republic
of China on the Administration of Foreign Exchanges and the related administrative laws and reg-
ulations.

Banking cards as referred to in the present Measures are the credit payment instruments is-
sued by commercial banks to the society, which have some or all such functions as consumption
credit, transfer and settlement and depositing and withdrawing cash, etc.

Without the approval of the People’s Bank of China, no commercial banks may issue any
banking cards.

All the commercial banks, cardholders and merchants shall abide by the provisions of the

present Measures.
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EXERCISES :
1. Translate the following Chinese terms into English.
= Rk MAE
E A REAT BE PR A
MEEH ik
fEiaf  OEAF

II. Translate the following English terms into Chinese.

CBRC Cup

quasi-credit cards credit limit
transfer purchase

card holder card-issuing bank

. Answer the following questions.

1. What’s the definition of banking cards?

2. What categories are banking cards divided into in light of the objective of issuance?
3.
4

. What’s grace-period in terms of credit card?

What’s the difference between credit cards and debit cards?
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Chapter 6 Establishment of Correspondent
Banking Relationship

6.1 Introduction

1. The Definition of Correspondent Bank = ~ = -

A correspondent bank refers to a bank which establishes account relationships with some
foreign banks to provide the correspondent with some banking services and deal with some busi-
ness on behalf of the correspondent. The main business between correspondent banks is usually
major in international settlement. The relationship established, in this way, between internation-

al banks is called as correspondent relationship.
2. The Importance of Correspondent Relationship -

In order to be an “intermediary” of their international custom-
ers/traders and to “smooth-out” the fund transfer for them, the
bank should go internationally either through establishing its own
foreign presence or through cooperating with other foreign banks.

That is to say a bank can expand its business abroad in two ways —

to create a bank’s own foreign presence and to find a correspondent
bank. The two methods will be elaborated in the following paragraphs.

® The First Method — to Create a Bank’s Own Foreign Presence

A. Representative Office

A representative office is established in the host country to do business on behalf of the
home bank. However, the office can not conduct normal banking operations such as accepting
deposits, issuing loans, dealing with drafts and letters of credit. The basic function of a repre-
sentative office is to collect and provide information for the home bank. It is the lowest form of a

presence in a foreign country.
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B. Subsidiary and Affiliate

A subsidiary is a separately incorporated bank , owned entirely or in large by a parent home
bank. It is controlled by the parent bank though part of the equity may belong to local banks or
other foreign banks. Affiliate is also a locally incorporated bank which is partly owned by but not
necessarily controlled by the parent bank. Similar to a branch, both the subsidiary and the affili-
ate can perform normal banking business.

C. Branch

A foreign branch is legal and operational part as well as a subordinate institution of its par-
ent bank, conducting banking business in the host country, with its full resources, including
both the capital and staff provided by the head office at home. The loss and profits of a branch
will also be reflected in the balance sheet of its head office. It is an expensive form of foreign
presence. But it remains an important form when a bank wants to be competitive in international
banking business.

D. Agency

An agency resembles a branch except that it is not allowed to accept deposit from the local
public. It is to perform a number of non-depository banking services related to international
trade.

@ The Second Method - to Find a Correspondent Bank

A correspondent banking relationship is established between two independent banks, one
being the bank at home and the other being the local bank in the host country. When two such
banks exchange their control documents, sign a cooperate agreement and open accounts with
each other, they will become correspondent banks. For example, if Bank of China and United
Overseas Bank, Singapore have established correspondent banking relationship, Bank of China
is the correspondent bank of the United Overseas Bank, Singapore and the latter will also be
called the correspondent bank of the former. A detailed information concerning the steps to es-
tablish a correspondent banking relationship will be provided in the next section.

@ The Comparison of the Two Methods

1) The representative office, agency, subsidiary, or branch will be treated by the host
country as a foreign entity. Therefore, not all banking businesses in the host country are allowed
to be performed by it. A foreign correspondent bank is a local bank, and it will not be subject to
this restriction.

2) It would be very difficult to do business in a foreign country without cooperation of a lo-
cal bank. In this sense, a foreign correspondent bank can better help the home bank to explore

the market in the host country.
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3) Setting its own entities abroad requires substantial amount of capital to be invested in
and a number of home staff to be sent to the host country. Not every bank can afford such an in-
vestment.

4) The foreign correspondent bank can do well the international business entrusted with in
the same way as the home bank’s own branches or subsidiaries.

5) Correspondent relationship enables one bank to utilize the staff, services, managment
skill and customer resources of another bank so that its international business can be smoothly
conducted in the host country.

6) The home bank can learn valuable experiences from the cooperation with its foreign cor-
respondent bank.

For these reasons, a bank, no matter how large it is and no matter how many subsidiaries
and branches it has established abroad, still lays great emphasis on the establishment of corre-
spondent banking relationships with foreign local banks. For example, large international banks
such as Lloyds Bank International Limited and Barclays Bank Intzrnational Limited have made
great efforts to establish correspondent relationships despite the fact that they have already had
thousands of branches and subsidiaries worldwide. In China, the four major commercial banks
have already set up extensive correspondent relationships with a great number of foreign banks all
over the world. Bank of China has had over 5 000 correspondent banks up to 1992 and the Chi-
nese Agricultural Bank has had over 4 000 correspondent banks worldwide.

6.2 Establishment of Correspondent Banking Relationship

The establishment of correspondent banking relationship will undergo three stages: ex-
change the control documents; sign a corporate agreement or agency agreement and open ac-

counts with each other.
1. Exchflainge/-xthe Control Documents i

Booklets of authorized signature, test keys and schedule of terms conditions constitute the
control documents. When establishing a correspondent relationship, the two banks concerned
will first exchange their control documents. This becomes the first step because once correspond-
ent relationship is established, the correspondent banks will provide services to each other. Such
services will include remittance, collection and letter of credit, etc. , which will be dealt with

through mail or telegraphic messages. These messages should be authenticated before they are
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sent out and followed up. A mail message needs to be authenticated by an authorized signature
and a telegraphic one needs to be authenticated by a test key. And the service fees provided by
the correspondent bank will be charged according to the schedule of terms and conditions.

@ Booklet of Authorized Signature

The authorized signatures are used for the authentication of the mail message addressed by
one bank to its correspondent bank. The booklet contains the specimen of signatures of the au-
thorized officers with their corresponding authorities. The mail messages, certificates and instru-
ments issued by one bank will be valid with an authorized signature and the correspondent bank
should check the signatures on the documents against the specimen before the mail instructions
are carried out. For example, a banker's demand draft will not be paid if it bears no authorized
signature. If a bank does not send the specimen signatures to the advising bank abroad, its issu-
ance of credit by airmail could not be advised by the advising bank to the beneficiary.

@ Test Key

The test key is code arrangements agreed upon by the two correspondent banks in advance
in order to authenticate telegraphic messages. The test key will be sent together with the cable,
telex or SWIFT message so that the bank receiving the message can verify whether the message is
the right one from the right bank. For example, if a bank does not send the test key arrange-
ments to the advising bank abroad, its issuance of credit by cable could not be advised by the
advising bank to the beneficiary.

The code of the test key consists of a series of tabulated numbers, each representing a parti-
cular month, date, amount, currency, and other related items. The indicated numbers are to-
taled and make the test key. In the case that both the correspondent banks are members of
SWIFT, a SAK (SWIFT authentic key) will be used. These codes are strict confidential and the
arrangement will be renewed every few years.

@ Schedule of Terms and Conditions

It is a list of service fees which a bank will charge its foreign correspondent bank. It should
be made clear to its counterpart before the services are provided. The actual rate set for a parti-

cular service will also take into consideration of their relationship.



140 / BRERATHIE LS (DT ER)

2. Sign a Corporate Agreement or an Agency Agreement

The second step to establish a correspondent bank-
ing relationship is to sign a cooperative or an agency
agreement. The agreement will provide a guideline by
which international banking business will be carried
out.

Major items in the cooperative or agency agreement
should include the following .

@ Office Concerned

The corporate agreement should be established be-

tween the head offices of the two banks. It should state
clearly whether the agreement is applicable to branches (if any) and the names of the branches
should also be indicated.

® Control Documents

Booklets of Authorized Signature: The exchanging of the booklets should be stated in the
agreement.

Test Key: The agreement should specify whether the test key of one bank is for mutual use
or each bank uses its own test key.

Schedule of Terms and Conditions;: The agreement should specify whether the fee is charged
according to the schedule or charged at a favorable rate.

® Currency for Transactions

The agreement should specify the convertible currency to be used, be it US dollars, Japa-
nese Yen or Swiss francs, etc.

@ The Methods to Remit Covers and Claim Reimbursement

The agreement should specify how to remit covers under remittance and collection how to
claim reimbursement under letter of credit. |

@ Other Items

Other items such as credit facilities should also be specified.

The sample agency agreement and corporate agreement will be shown as follows:
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Agency Agreement

Bank A and Bank B through friendly negotiation and on the basis of equality and mutual bhenefits agree to
establish correspondent relationship for the cooperation of banking business as follows

(A) Office Concerned;

1. Bank A including its XX branches.

2. Bank B including its XX branches.

Additional branches will be included through negotiation whenever business requires.

(B) Control Documents;

1. Each party will send its Booklet of Authorized Signatures and Schedule of Terms and Conditions to the
other party.

2. Bank A’s telegraphic test key is supplied to Bank B’s office for mutual use.

{C) Currency for Transactions;

US dollars, Hongkong dollars, Pound sterling.

Other currencies will be included through negotiation whenever it is necessary.

{ D) Business Transactions:

1. Remittance

Each party mentioned in (A) may directly draw on the other party mentioned in ( A) by drafts, mail
transfer or telegraphic transfer. At the time of drawing, covers are to be remitted as follows ;

For Party A ;

For US dollars; The Chase Manhattan Bank, New York, A/C No. 123

For Hongkong dollars: The Standard Chartered Bank, Hong Kong A/C No. 456

For Party B:

For US dollars: The Chase Manhattan Bank, New York, A/C No. 678

For Hongkong dollars: The Standard Chartered Bank, Hong Kong A/C No. 910

2. Collections

Each party may send collections directly to the other party with specific instruction in each individual case
regarding disposal of proceeds.

3. Letter of Credit

Each party may issue by mail or by cable the letter of credit to the other party nominated as advising
bank. Appropriate instructions are to be embodied in each credit advice with regard to reimbursement.

4. Each party may request the other party to provide the credit standing of the clients.

5. Credit Facilities

Credit facilities of both party shall be subject to separate arrangement.

This arrangement becomes effective immediately on the date of signing of both parties and will terminate

after receipt of either party’s advice three months prior to the date of termination.

Signed on Signed on
Bank A Bank B

Senior Managing Director Senior Managing Director

Signature Signature
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Cooperation Agreement

This agreement is concluded on to strengthen the cooperation of banking business and promote the devel-
opment of business transactions between Bank A and Bank B; both parties agree on the basis of equality and
mutual benefits as follows:

1. Both parties will establish correspondent banking relationship in 200X.

2. Bank A and Bank B will exchange information on the situation of laws, regulations, policies, and pro-
vide banking and financial advisory services to each other.

3. Bank A will provide Bank B with loans and/or credit facilities at favorable condition and provide its
know-how in this field.

4. Bank A undertakes to prepare and carry out, at its own expense, lrainee programs for senior officers
from Bank B.

This agreement shall take effect on the day of signing.

Signed on Signed on
Bank A Bank B
Chairman and President General Manager
Signature Signature

Afier the signing of the corporate or agency agreement, the control documents should be
sent to the correspondent banks. The head offices shall be responsible for the posting and they

may be required to send the documents directly to the relevant branches, if any.

3. M‘ain.ta:inﬁ Current Accountswith Each Other o

Current accounts should be maintained with each other so that the international fund trans-
fer can be achieved and the purpose of establishing correspondent banking relationship will be
realized. This current or deposit accounts can be called your account (vostro account) or our
account ( nostro account) depending on the standpoint of the correspondent banks. Before open-
ing a current account in its correspondent bank, the bank must be aware of such detail condi-
tions as the amount of initial deposit, minimum credit balance, interest rate of the account, and

how often the statement of balance will be sent, monthly or weekly.
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@® Vostro Account

From the point of view of a domestic bank, a current account opened by a foreign bank with
this domestic bank is referred to as vostro account. For example, when a US bank opens an ac-
count with a Chinese bank, the latter will call this vostro account. Usually, the vostro account
may be opened in local currency (RMB) , or the currency of the foreign country ( US doliar) ,
or even in another convertible currency, such as the Pound Sterling. Having opened a vostro ac-
count, the foreign bank can directly receive from and make payments to the local customers in
the local currency through that account.

@ Nostro Account

From the point of view of a domestic bank, a current account opened by a domestic bank
with a foreign bank is referred to as nostro account. For example, when a Chinese bank opens
an account with a US bank, the former will call this nostro account. Usually, the nostro account
may be opened in foreign currency ( US dollar), or the currency of the domestic country
(RMB), or even in another convertible currency, such as the Pound Sterling. Having opened a
nostro account, the domestic bank can directly receive from and make payments to the foreign
customers in the currency of that country.

In fact, a nostro account from the viewpoint of a domestic bank is a vostro account from the

viewpoint of the foreign bank and vice versa.

6. 3 International Fund Transfer

As we already know, international fund transfer is carried out via banks among different
countries and is greatly facilitated by the establishment of the correspondent banking relationship
and the worldwide banking network. Banks involved will perform at least two roles in the
process. One role is that of a remitting bank and the other is that of a paying/ receiving bank.
When funds are transferred from the former to the latier, international fund transfer is realized.

The remitting bank is the one which transfers the funds to a bank located in a foreign coun-
try. The paying/ receiving bank is the one which receives funds from the remitting bank located
in a foreign country. Instructions to transfer funds ( also called reimbursement clauses) are al-
ways given by the remitting bank to the paying bank.

However, not all banks are correspondent banks with eacn other. So according to whether
or not a direct current account is maintained with the remitting bank and the paying bank, fund

transfer will undergo three different routes.
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When direct accounts are available with the remitting bank and the paying bank, these two
banks will be correspondent banks.

(A) If the remitting bank maintains a current account with the paying bank, the current
account will be referred to as a nostro account (our account) by the remitting bank. The remit-
ting bank will give instructions to the paying bank as follows to transfer the funds to him;

“Please debit the sum to our account with you. ”

“You are authorized to debit the sum to our account with you.’

The process can be illustrated as follows:

Remitting Funds
Bank

»| Paying Bank

k

Debit

Remitting Bank's Account with the Paying Bank

After the paying bank debits the sum to the nostro account of the remitting bank, the funds
are transferred from the remitting bank to the paying bank.

(B) If the paying bank maintains a current account with the remitting bank, this account
will be called vostro account (your account) from the viewpoint of the remitting bank. And the
instructions to transfer funds will be as follows:

“ (In cover), we have credited the sum to your account with us. ”

The process can be illustrated as follows .

Remitting Funds
Bank

+~ Paying Bank

Credit

Paying Bank's Account with the Remitting Bank

After the remitting bank credits the sum to the vostro account of the paying bank, the funds

are transferred from the remitting bank to the paying bank.
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When the remitting bank and the paying bank are
not correspondent banks, a third bank will be involved
in the process of fund transfer. And this third bank is
usually the mutual bank of the remitting bank and the
paying bank and it is most likely to be a clearing bank
in the clearing centers like London and New York.
This is made possible because banks, if they want to
engage in international banking business, will normal-

ly open accounts with clearing banks. For example,

they will open a US dollar account with a bank in New
York or a sterling account with a bank in London or a Japanese yen account with a bank in To-
kyo. As a result, chances are that both the remitting bank and the paying bank will maintain
their accounts with the same clearing bank. This clearing bank becomes the third mutual bank
and through which funds are transferred from the remitting bark to the paying bank. The instruc-

tion to transfer the funds will read as follows:

“ (In cover), we have authorized the X X bank to debit our account and credit your ac-
count with them. ”

Please note that “we” here refers to the remiiting bank. “ X X bank” is the mutual third
bank with which the remitting bank maintains “our account” and the paying bank maintains

“your account”. The process can be illustrated as follows:

Funds

Remitting Bank

Paying Bank

Instruction

xx Bank ;
Deby w

Remitting Paying Bank's
Bank's Account Account with
with xx Bank xx Bank

After X X bank debits the sum to the account of the remitting bank and credits the account

of the paying bank, funds have been transferred from the remitting bank to the paying bank.
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Although banks doing international banking business will normally maintain accounts with
clearing banks, chances are that the remitting bank and the paying bank may open accounts with
different clearing banks, though in the same clearing center. As a fesult, no mutual bank is
available.

@ When the clearing banks are correspondent banks.

When the clearing banks maintain correspondent relationships with each othéi', funds will
be transferred from the remitting bank to the paying bank through the accounts of the clearing
banks. For example, if the remitting bank maintains accounts with Bank A and the paying bank
maintains accounts with Bank B, the instruction to transfer funds will read: |

“ (In cover), we have authorized Bank A to pay the proceeds to your account with
Bank B.”

“ (In cover) , please reimburse yourselves to the debiting of our account with Bank A.”

Because Bank A and Bank B are correspondent banks, the fund transfer from the former to
the latter please refer to item 1 of this section.

The process will be illustrated as follows;

Remitting Bank Funds Paying Bank
Instruction
.
Funds
Bank A Bank B
Debit Credit Credit
1

Remitting Bank B's Bank A's Paying

Bank's A/C A/C with A/C with Bank'sA/C

with Bank A Bank A Bank B with Bank B

@ When the clearing banks are not correspondent banks.

If there is no correspondent banking relationship between the clearing banks, it is necessary
to look for still another bank which is the mutual bank of the clearing banks. The process will be
more complicated since it is the combination of all the above mentioned ones. It will be observed
that enlarged worldwide banking network will get more and more banks to be connected more and
more directly with each other and international settlement will be made easier, more convenient

and more effective.
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NOTES .

1. correspondent banking relationship; {17, S5 HMEREN FRK -, ABEX
H—elr 4, AR TR S BRIT. M—Z BTk, ETERE EAKE TA4H
71, REITXEREREAREERITZAELHNEE LR,

2. Representative Office; {{F4b

3. Subsidiary and Affiliate; F4R17/F @B 17T B EEIT

4. Control Documents: 304, BAMHITZEE W FER PR FIARX T
EFREEHR. BAFMEIEHNESSHEN XY, EEMUFEEYE (specimen authorized signature
book) . #HF (test key) FNP7#HFE (schedule of terms and conditions) , XUF7 ik AL BN
&, DAREHIERISUE, KRR FE4E ., A ITREE RN,

5. schedule of terms and conditions: ##&3E, BACHITILHEIL 5 FterE. N
FEMBEZHRBEFR, EX7MERE R, REAEEEERRETHIPAER
SWAHEN S, WEREAE. RAGHAIESMNRIE. RTVEZEABILS, B
BEXT A R S MRATIERIT R R RN AR, —RAEMFRTEMAEME PR, AREXE
BiF, T4 iEk.

6. The corporate agreement should be established between the head offices of the two
banks. It should state clearly whether the agreement is applicable to branches (if any) and the
names of the branches should also be indicated.

AR NITI BATEB W, RPN ERE R TEN T4 X
17, INFGE HIE R AR R0 STAT 2R

7. Each party may issue by mail or by cable the letter of credit to the other party nomina-
ted as advising bank. Appropriate instructions are to be embodied in each credit advice with re-
gard to reimbursement.

R4 — 5 BR T 0] 55— 5 FF G BB SR G AR, ¥ 5 iR mlEATT. REE
KT AT BT 20 B e M,

8. Vostro Account; ek, SEEWRTMMER, SMEGITERBITHIF LA
Bikmk, #ln, Y—FXEV/OTEPENERBITH T -AEKF, BahEAXRE
IR — M ORI . — ke, SERkHE LSt (ARM) Fir, FEREIMY
Wh (Fx), WATRAREAMAMA RHE mansss, Hu TXENKFE, ZIRIMET
ATELEZE A UART AR EEMN S0 (PEA) BUEIR R RREH H i i
(FE) BEfK.

9. Nostro Account: fEMK. TEEMNBITHAESE, REARITE -FKHEIHRTH
TRk P B, B, H—FHKPESTEXRERRBTI F Nk, BaAXTF
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E AR AT R UL R P R R . AR, FEMKFE LIS (£TT) FFar, HEEA
EET (ARM), dn] DUE R ] st b M ansess, Jh T XMk, S, ZEN
WATH LUE LR P LA RMAEA BN ESN (RE) BIEIR BB 3 e B
GEMMY (RE) BEMK,

Lhr b, ENRITRRMERT ESMRATTT S SUREEK, RZIHR,

EXERCISES .

I. Translate the following Chinese terms into English.

REXR & O
S ailaR EET

S (fEF) FRFEBMY
RIEFT B/ 2

II. Translate the following English terms into Chinese.

subsidiary and affiliate SWIFT

SAK fund transfer
authorized signature vostro account
nostro account letter of credit

. Answer the following questions.

1. What is correspondent relationship?

2. What are the advantages of establishing correspondent relationships compared with crea-
ting a bank’s own foreign presence?

3. What are the stages of establishing a correspondent banking relationship? And what are
control documents?

4. What is schedule of terms and conditions?

5. When there are no direct accounts available, how many possibilities are there for two

banks to transfer money? Please draw the flow charts of the procedures,
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Chapter 7 Banking on the Internet

7.1 Backgrounds

Internet banking has many advantages for banks. It is much cheaper to service a customer
who makes contact only by phone, interactive TV, computer or other terminals without doing the
expensive branch network. Nevertheless, with Internet banking, customers do much of the basie
data inputting themselves, thus further saving staff time of banks. Banks can invest the saved re-
sources of human power and capital in utilizing the information of its customers when they are
transacting, i. e. to route, analyze, and integrate data into meaningful patterns. Processed cus-
tomer information is and will remain to be an invaluable asset of banks. And there is an element
of self-selection by higher-earning customers — the Internet banking customers tend to be those
who are relatively wealthy and generate the bank profits. These advantages therefore suggest that
the Internet is regarded as an increasingly important commercial tool by a growing number of
banks.

However, the risks are real and the uncertainty of outcome is
still high. In fact, moving financial services to the Internet creates a
totally new competitive landscape for banks. Instead of operating

within clear-cut service boundaries, banks suddenly find themselves

competing for customer’s loyalty and liquidity. The competition from
other well established financial organizations could be increased. What’s more, the competition
may come from a technology provider, a tiny start up, or a telecommunications Titan as easily as
from within the industry. The advent of Web-based commerce has added new layers of complexi-
ty and unpredictability to the worlds of commercial and retail banking, investment banking,
back-end processors and front-end financial software providers.

Customers, too, can benefit from Internet banking but still have a number of things to worry
about. For them, Internet banking is convenient, and avoids the time wasted in branches. They
can manage their financial affairs anytime, anywhere and anyhow. But they have more things to
worry too. Among various worries concerning the Internet banking, the first and foremost is the

problem of security. And besides, many may not prefer to have every detail of their transactions
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recorded, which is easy to realize in Internet banking.

Here in this chapter, we will mainly discuss the backgrounds of Internet banking, its latest
development, the products and services currently available on line, and the major challenges as
well as the future prospects.

Historically, banks have emphasized direct personal contact with customers, particularly for
larger banking transactions. Large branch networks have been established together with complex
hierarchical organizational structures that function to deliver the personal level of contact tradi-
tionally required by customers. For more than 100 years banks have relied on their extensive
branch work to facilitate the requirement for personal communication. Branch networks remain
an integral element for most of the major commercial banks. In many cases existing extensive
branch networks continue to expand.

However, because the costs of these more traditional delivery channels have risen, banks
are increasingly considering other technologically mediated solutions. The Internet is viewed as
one of several important alternatives in this respect. Nevertheless, with a cultural tradition that
has emphasized the dissemination and sharing of information and knowledge, the Internet has
until quite recently been viewed with mistrust and suspicion by the global banking community.
The Internet, with its emphasis on facilitating open communication, is essentially at variance
with banking culture, which emphasizes the importance of safeguarding information in its privi-
leged form and minimizing its perceived misuse. This cultural contrast led to an understandable
initial reluctance by major banks to embrace the new opportunities that the Internet had to offer.
However, from an initial position of hostility and mistrust, interest in the Internet has grown sig-
nificantly over a very short period of time as banks have come to acknowledge its critical role in
providing a platform for global electronic commerce. Increasingly there is a recognition that
banks have to embrace this new opportunity and view it as a replacement rather than simply an
alternative to some of their existing proprietary networks.

The disadvantages of proprietary networks and the advantages of the In-
ternet could be put into context by considering the case of automated teller
machines ( ATMs), which have become synonymous with bank automation.

In most of the major industrialized countries, ATMs account for more than 50

percent of transactions involving cash acquisition from the banking system

(i.e., cash withdrawals from individual bank accounts). ATMs have earned increasing custom-
er acceptance and trust.

However, despite having become ubiquitous and representing a significant achievement in
its own right, ATM technology networks remain costly, with single transaction costs typically

from 0. 50 to 1. 00 depending on the type of network switching required. Furthermore, it has
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taken more than 20 years for the technology to become fully accepted by customers, and a signif-
icant number of people continue to depend on bank branches for all their banking transactions.
The relatively high cost of ATMs reflects specific technological priorities concerned with guaran-
teeing the necessary level of confidence and trust on the part of customers while ensuring high
levels of security in networks. At the same time, ATMs illustrate the competitive threat and op-
portunities presented by the Internet, which has the potential to deliver commercial transactions
at a cost measured in a few cents once similar issues associated with trust and customer confi-
dence can be successfully addressed. In other words, the emphasis on creating proprietary, di-
rectly controlled networks has been influential in establishing the current level of consumer ac-
ceptance but at the same time has created a cost structure that is now vulnerable to the vast net-
work externalities the Internet has to offer. Commercial banks are increasingly coming to terms
with the fact that the more traditional proprietary networks on which they have relied in the past
are unable to deliver small value transactions at a sufficiently reduced level of cost for lack of
flexibility and the requirement for non-standard computer equipment and software.
The driving forces for change appear to fall into four groups:

+ The development of technology, especially on the information technology (IT).

- The attraction of lowering transaction cost and operation cost. The Internet is starting to
offer alternative solutions to problems that banks continue to face in their very large communica-
tion and information management. The Internet is being actively explored as another way in
which banks can reach out to new and exiéting customers by providing an altemmative distribution
channel. Furthermore, what's equally important is the opportunity to facilitate further communi-
cation channels for internal communication and especially the integration of externally generated
data with intra-organizational information.

-+ The demand of electronic commerce. Banks recognize the need to meet the new require-
ments being generated by commercial activities taking place on the Internet. The resulting forms
of electronic commerce are putting much stronger pressures on traditional methods of making
payments and in particular forcing a comprehensive review of the still relatively labor-intensive,
nonautomatic methods presently available for making smaller-value payments.

+ The pressures from the non-bank competitors. The greater willingness to embrace the In-
ternet opportunity has in part been a competitively based response. Non-banks are showing in-

creasing willingness to ignore traditional boundaries between banking and non-banking services.
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7.2 On-line Banking Products

Initially, web sites represented litile more than electronic brochures. As a result of initia-
tives currently led largely by U. S. banks such as Wells Fargo and Bank of America, web sites
are being expanded to offer full banking services.

On-line banking services are those providing the ability to conduct bank
transactions from the comfort of home (or office) by using a telephone, tele-
vision, or personal computer. Examples of the transactions include reviewing

checking and savings account balances, transferring funds among accounts,

paying bills, reconciling checking accounts, ordering duplicate bank state-
ments or new checks, viewing and downloading bank and credit card statement, opening new
accounts, applying for loans, and possibly in the future taking out “cash” in the form of a smart
card.

These transactions fall into three categories: basic (the need to manage the past, for exam-
ple, access to bank statements and bills) ; intermediate (the need to manage the present, for
example, fund transfer, access account-related information) ; and advanced (the need to man-

age the future, for example, download data for use with personal finance software products).

1. Bhsic Products and Services ‘

Basic products and services are those involved in personal finance such as checking and
savings account statement reporting and 24-hour account management. Basic services also in-
clude a growing array of home financial management services, such as household budgeting, up-
dating stock portfolio values, and listing most recent transactions.

Internet banking, which allows consumers to avoid standing in long queues in both teller
and toll-free service, as well as giving them the flexibility of doing their banking at any time,
clearly has potential in the area of personal finance. In addition, on-line banking offers the in-
dustry cost cutting potential in both office expenses and physical buildings. It is estimated that

processing an electronic transaction costs one-sixth of the cost of processing a check.

2. Intermediate Products and Services
They add to the basic services such offerings as account reconciliation across several prod-
ucts ( balancing checkbooks) ; paying bills, status of payments, or stop-payment requests; and

consumer and mortgage loan management. Increasingly, these services will be complemented by
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a broad array of activities such as obtaining loan application, historical performance data, pro-
spectus download, and stock and mutual fund information.

Bill payment is by far the most mature service in this category. The on-line payment of bills
was developed in the early 1980s and has become one of increasing interest to consumers. Cur-
rently, many Chinese banks offer the services of paying telephone and mobile phone bills

through the telephone by the debit or credit cards.

3. Advanced Proﬂuct‘s‘an_d Services |

They include stock and mutual fund trading services, foreign exchange trading and cash
management, letters of credit management, tax return preparation, and other sophisticated serv-
ices such as electronic submission and acknowledgment of income tax filings and payments for
individuals, proprietorships, partnerships, and corporations to taxing authorities.

There is a growing push in the banking community to develop systems that support the im-
portant financial decisions people make concerning their savings including investment, retire-
ment planning, college saving, insurance decisions, house buying and financing and refinan-
cing, etc. These financial decisions are not new but are much more complex today than they
were ten or even five years ago, because of the increase of average wealth and the reform of the
social security system.

Different from those banks in the developed countries, banks in China either did not offer
these services, or offered some of them to a limited group of people. This relatively low starting
point could be an advantage if they directly start to offer these advanced services on the Internet.
Unlike those western banks, Chinese banks have invested little in these portfolio management
services before the emergence of Internet, i. e. , the sunk cost is not significant, which makes it

easier for them to establish a new service structure on the Internet.

7.3 The Challenging Issues in Internet Banking

There are numerous challenges facing the banking industry when they are carrying out Inter-
net banking services. Among them, the first one, which people care most, is the provision of a
secure platform for banking transactions and at the same time, protect the customers’ privacy.

The second challenge is whether management has the creativity and vision to harness the
technology and provide customers with the new financial products necessary to satisfy their con-
tinually changing financial needs.

The immediate question facing the banking industry is how to deliver high-quality products
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These values vary in levels of importance to customers, but together they represent a synergy of
buying values. On-line banking will realize its full potential when the following key elements fall
into place:

The development of an interesting portfolio of products and services that are sufficiently dif-
ferentiated from competitors’ and create value in the eyes of the consumer.

+ The creation of on-line financial supply chains to manage the shift from banks as gate-
keepers to banks as gateways.

- An emergence of low-cost interactive access terminals for the home, as well as interac-
tive home information services offered at an attractive price.

«+ The identification of new market segments with untapped needs such as the willingness
to pay for the convenience of remote banking.

+ Good customer service on the part of banks. Because technology increases the ease of
switching from one bank to another, banks that do not offer superior customer service may see
low levels of customer loyalty.

+ The development of effective back-office systems that can support sophisticated retail in-
terfaces. Back-office systems must be given due importance in the on-line banking area.

However, banks that wait to be adept at all of the mentioned elements before offering on-
line banking services may be least likely to reap the rewards. Since on-line banking is attractive
to a wealthy segment of the population initially, the banks that move first will increase their mar-
ket share of the most profitable customers. And, assuming they do their job well, these first

movers will have a rather effective hedge against competing services that will inevitably follow.

7.4 The Future Prospects of On-line Banking

Commercial banks have historically made major investments in their branch networks. How-
ever, there are strong indications that banks around the world are taking much more innovative
approaches to establishing new delivery channels for their customers. Before moving financial
services to the web, bankers have tried many other channels to deliver their services in a cost-
effective way. Telephone banking, which was still a restricted and novel service in the early

1990s, has expanded dramatically in China. However, the services provided now are still far
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from being comprehensive, not to mention a “supermarket”. Most banks in China have no more
than a phone reply service, with a PIN number, allowing customers to find out their cash bal-
ance, move money between accounts, and report the loss and stop the use of their bank cards.

Just five years ago, commercial banks were indistinguishable from one another. Today, the
strategic options of these banks vary much. The retail banking industry is entering a period un-
like any in its history-a period of unbridled competition that will call for all the creative ingenui-
ty, innovation, and entrepreneurial skills that bankers possess.

Banks today have the reason to worry that if they do not offer on-line banking services, af-
fluent customers will be stolen away by sofiware companies, on-line access services, brokerages,
or global entertainment companies. The current situation presents both opportunities and risks.
In addition to protecting their existing franchise, financial institutions can look to on-line bank-
ing and related services to expand their product offerings and win new business.

Financial institutions must not lose sight of the fact that on-line banking is in their best in-
terest and that it is up to them to market the idea. They need to market on-line banking as the
ability to organize in an increasingly complex and confusing world. The term organization encap-
sulates the ideas of control, timeliness, time-saving, and easy access to more information. This
is not a major shift; this is the goal customers have always had in their banking activities.

Commercial banking in its present form dates back almost 150 years. A ~

variety of technological developments have helped to mold banking institu-

tions but have not dramatically changed the nature of banking in substance.

The Internet presents yet another challenge for banking institutions to adopt

these new technologies successfully in the same way in which they became

some of the most successful early adopters of computer mainframes and proprietary digital data
networks. There appears to be strong evidence that after some initial delays a similar process of
technological adoption is occurring. However, the explosion of bank web sites and financial
services offered on line signifies a major change of perspective.

The Internet is changing banking in a number of ways. New opportunities for low-value pay-
ment sysiems are emerging that could help to replace the overriding dependence on cash as a
payment medium and that makes electronic payment transfer for very low-value payment prohibi-
tive in terms of costs. Banks are adopting the Internet as an effective means for intra-organiza-
tional communication, by using a combination of email, web server, and groupware technolo-
gies. Similarly, commercial banks worldwide are beginning to embrace the possibilities for grea-
ter direct customer contact, with a number of banks moving to second-generation sites that pro-
vide true transactional capabilities and represent a significant extension of functionality compared

with the electronic brochures that initially predominated.
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There are increasing signs that the creation of Internet-based banking may ultimately have
very dramatic effect on commercial banks as traditional savings intermediaries. Individuals are
being offered highly cost-effective tools that can be used to manage savings and to effect pay-
ments. At the same time there is an increasingly global dimension to the changes, as a variety of
geographically dispersed institutions are established, creating a vanguard of change. Future de-
velopment is still uncertain. However, there are clear indications that the pace of change is ac-
celerating and that the Internet’s wide-ranging network externalities will start to create major

competitive pressures first in domestic and then in international banking markets.

NOTES :
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EXERCISES .

I . Translate the following Chinese terms into English.

1. FRHIEH 2. ABELHL

3. REBAMEERS 4. TEHER

5. A% 6. R EITHSME
7. REAHGHEH 8. W I 553ty B

II. Translate the following English terms into Chinese.

1. interactive TV 2. terminal

3. basic data inputting 4. commercial tool

5. financial services 6. liquidity

7. retail banking 8. investment banking

I. Answer the following questions.

What advantages does Internet banking have?

What are the driving forces that persuade banks to change?

What are on-line banking services? Would you name a few of them?
How many categories can on-line transactions fall into?

What are the contents of basic products and services?

AN hn bW N =

What is your viewpoint about future prospects of on-line banking?
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Chapter 8 Bank Letters

8.1 Introduction

&

Nowadays, with bank’s significance in international banking, there are more businesses and
communications among different parties. Therefore, an intermediary is demanded to smoothly
handle businesses as well as communications. Bank letters can serve as this intermediary per-
fectly. A scholar named Roger Outing said that bank letters were the daily life blood of banking,
principle means by which banks conducted their affairs and private communications dealing with

the everyday but essential details of financial and business life, through which the funciion and

importance of bank letters is completely revealed.

A bank letter is a letter written in formal language, usually used when written from one
bank to another, or for correspondence between banks and their customers, clients and other ex-
ternal parties, covering businesses on account, loan, credit card etc. The bank letter is a

branch of business letters and shares some features of business letiers, for example, it has com-

paratively fixed style of language and structure.

With the alarming development of the internet and e-mail, a great leap has taken place in
bank correspondence. To some extent, new forms of telecommunications like telex and SWIFT
messages are taking the place of bank letters because the former is of higher efficiency and more
security. But the importance of traditional bank letters cannot be ignored by us because without
them good relationships with customers cannot be established.

By and large, narrowly speaking, bank letters are merely traditional letters in written form;
broadly speaking, however, bank letters include modern forms like telex, SWIFT, e-mail etc.
And all of the major forms of bank letters will be further discussed with the aid of samples in the

following part.



174 / ARBIT RIS (FEUTHE)

8.2 Bank Letters

Like other business letters, the first impression made on the reader often determines wheth-
er that letter will actually be read, and it may also determine the reader’s reaction to the contents
of the letter. Therefore, whether a letter is well organized is of great importance. Well-written

sentences, efficient expressions, appropriate form contribute to an effective banking letter.
1. Main Parts of Bank Letters

Generally speaking, necessary parts of bank letters are as follows:
@ Letterhead: Name and address of the sender.

@ Date: The name of month is officially in full spelling.

@ Inside Address: Name and address of the receiver of the letter.

@ Salutation -

SS

Salutation People to Address

Dear Mr. X X X men

Dear Mrs. X X X married women

Dear Miss. X X X unmarried women and girls

Dear Ms. X X X women, marital status unknown

Dear Dr. x x x physicians and any holder of a professorial rank

Dear Sir(s) no specific reference, formal

Gentlemen no specific reference, formal

Ladies and Gentlemen You don’t know yet who is the recipient.

( Dear) first name only close friend, infermal

@ Subject Line: It indicates the central idea of the leiter and is usually short but clear.
@® Body: Main part of the letter usually composed of three paragraphs.
@® Complimentary Close;

Faithfully yours

Very cordially yours

Formal Semi-formal Informal
Yours faithfully Sincerely yours Sincerely
Yours very truly Cordially yours Cordially

( Best) regards

Take care
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@ Signature; Name of writer ( name both in handwriting and in print).

Here is an example to illustrate each part:

BANK, NA
Hong Kong Branch Letterhead. .

13" Floor, Jardine House
I Connaught Place
Hong Kong

January 10, 2006

ABC Bank

Guangdong Provincial Branch

4/F, 338 Huangshidong Road Inside Address :
Guangzhou, China

Aitn: Mr. So-and-so Subject Line.. .
Deputy General Manager

Dear Sir,

This letter serves as a follow-up to the recent meeting we had before the end of 1999, when
Mr. Eric Yuen of our Beijing branch and I met with you and Mr. Song. Due to heavy work-
load at year-end we could not get back to you at an earlier time, we apologize for the delay.
As agreed at the meeting, 1 have attached herewith a list of Latin American and Middle East/
Africa banks, of which Bank One is willing to confirm letter of credit. We must emphasize the
fact there is no implied commitment to confirm and all transactions will be subject to final
credit approval. The name printed in red is our preferred bank with which we used to do busi-
ness. Please do not hesitate to check with us on any potential business opportunity and we will

give you our quotations upon request.

Bank One values the cordial relationship maintained with Agricultural Bank of China and we
would very much like to expand it in the trade finance area. We look forward to servicing you

in the near future.

Yours truly, Coinplinientary Close -
John Smith
( Signature) Sapatae

Vice President of Operating Products Group
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2. Printing Styles of Bank Letters

There are several printing styles of bank letters and here two most widely used ones will be
illustrated.

a. Full-block style.

It is the most popular one and all its lines (from the date line) begin at the left margin, as

the following sample :

. WAL-MART STORES, INC.
] CORPORATE OFFICES
BENTONVILLE, AR 72716-6071

July 15, 1998

Mr. Bret Cillessen

The Rock of InspirationPO Box 218

Arvada, CO 80001

Dear Mr. Cillessen,

Sam Walton bullt Wal-Mart on a vary simple belief--the custcmer
is the boss. That means we are always locking for better ways to
serve the people who shop at Wal-Mart. Each comment, concern and
suggestion is very important because it gives us the opportunity
to improve our overall service.

Rest assured that your letter has been forwarded to the proper
division where it will be reviewed and carefully considered.

Thank you for your observations. It's customers like you who
help us continue to offer everyday low prices and friendly
service.

Dol oss

David Glass
President and CEO

DG\AE\033\0614861

b. Semi-block style;
It is the traditional style printed with an indentation of 4 to 6 spaces at the beginning of

each paragraph in the body of letter, as the following sample :
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March 10, 2006

John A. Renyi
Chairman and Chief Executive Officer
AAA Bank
Wall Street, New York
N. Y. 10286, U.S. A

Dear Mr. Renyi,

It was a great pleasure to host you and your colleagues during your recent visit to China, which gave us
the opportunity to show our appreciation for the friendly and mutually beneficial relationship we have over
the years.

We will be delighted to see the business growth of AAA Bank in China and to find more opportunities
where we could work together. With more convenient communication and ready resources in place, we are
convinced that cooperation between our two banks will be expanded in possible areas.

Thanks for your kind invitation and looking forward to meeting you on some other occasion.

Yours sincerely,
Helen Bell
( Handwriting Signature )

3. Writing Principles of Bank Lietters < 00 Sendn et

When we want to produce a well-organized and effective bank letter, there are seven major
principles we are advised to follow, namely 7C principles as follows:

@ Completeness; This means the letter should contain all facts the reader needs for the re-
action you desire.

@ Conciseness: This means that we just say what we want to say in fewest possible words
without sacrificing completeness and courtesy.

@ Consideration: This means that we prepare every message with the recipient in mind and
try to put ourselves in his or her place.

@ Clarity: This means getting our message across so the reader will not misunderstand what
we are saying.

@ Concreteness: This means being specific, definite, and vivid rather than vague and gen-
eral.

@ Courtesy: This means politeness and good manner.

@ Correctness; This means that the grammar, punctuation, spelling, sentence structure,

phrases etc. must be all correct.
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4. Types of Bank Letters

According to different banking transactions, bank letters can be classified into different
types as follows;

@ Letters concerning bank relationships

@ Letters concerning credit Inquiry

@ Letters concerning bank account and bank accounting

@ Letters concerning credit loan

@ Letters concerning letters of credit

@ Letters concerning bills for collection

@ Letters concerning business inquiry

@ Others

8.3 Telex

Telex is the abbreviation of one of the following three phrases “Teletypewriter Exchange” ,
“Teleprinter Exchange” and “Telegraph Exchange”. The first use of telex can be tracked back
to the 1930s in Germany, the Netherlands and Belgium. It was not until the early 1970s that tel-

ex was introduced to China and has achieved remarkable development.
1’ Mam Pm‘/ts and Languagg Qf aTelex’nge‘; et LESREI IS ’ RPN S SUB I i ’sg}@

Main parts of a telex message are different from those of a bank letter, including the follow-

ing:

@ Date :

® Name (and Address) of the receiver headed by “To”

® Name (and Address) of the sender headed by “FM” representing “ From”

@ Reference: It is usually shortened into REF or RE representing the subject of the telex
message.

@ Body

All of the above parts are illustrated in the following sample .



Chapter 8 Bank Letters / 179

DATE: MAY 19, 2006

TO; AAA BANK, NEW YORK

FM. BBB BANK, HONG KONG

RE. USD 2 000 000 SHORT TERM BORROWING

PLEASE BE ADVISED THAT INTEREST RATE FOR THE BORROWING IS SET AT 4.6240%
( LIBOR 3. 375 PLUS 1.250 PERCENT). INTEREST FOR THE BORROWING PERIOD ( MAY 24, 2001
TO NOV. 24, 2001) IS USD 47 277. 28.

WE’LL REMIT USD 2 000 000 TO CCC BANK’S ACCOUNT WITH DDD BANK

NEW YORK A/C NO. 10-0-202252-2-001 IN FAVOUR OF YOUR BRANCH VALUE MAY
24, 2006.

BEST REGARDS

It can be concluded from the sample that all the sentences in the body of telex can be totally
the same as those in a letter except the following particularities ;

@ All the leiters in the telex should be capitalized.

@ Abbreviations are accepted in telex, for example;

NOV. for NOVEMBER, BEN for BENEFICIARY, PYT for PAYMENT

@ Structural words such as articles, prepositions and auxiliary verbs can be omitted.

@ Punctuations can also be omitted.

According to different banking transactions, telex messages can be classified into different
types as follows .

@ Inter bank borrowing

@ Foreign exchange dealing

@ Letter of Credit

@ Payment

@ Discrepancies

8.4 SWIFT

SWIFT is the abbreviation of Society for Worldwide Inter-bank Financial Telecommunica-

tion. It is a non-profitable worldwide inter-bank organization with its headquarters in Brussels.
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As early in 1973, 240 large European and North American banks founded this inter-bank com-
munication network. And in China, Bank of China took the lead in joining in SWIFT in 1983,

The system enables member banks to transit among themselves international payments,
statements and other transactions relating to international banking. And with the development
and convenience of the SWIFT network, it is now the most frequently used method of bank com-

munications.

2. Category, Message Type and Flelds

By SWIFT Standards all messages are grouped into 9 categories, based on basic different
transactions

@ Cat. 1. Customer Transfers and Checks

@® Cat. 2. Financial Institution Transfers

® Cat. 3: Treasury Markets or Foreign Exchange, Money Markets and Denvatives

® Cat 4. Collections and Cash Letters

@ Cat. 5: Securities Markets

@ Cat 6. Precious Metals and Syndications

® Cat 7; Documentary Credits and Guarantees

@® Cat 8. Travellers Cheques

@® Cat 9; Cash Management and Customer Status

In each category, there are some Message Types (MT), representing different types of spe-
cific transactions. Each Message Type consists of three digits indicating actual transactions of the
same type. For example, MT 101 indicates Request for Transfer; and MT 256 indicates Advice
of Non-Payment of Cheques.

There are different fields subordinating to each MT, each of which is préceded by a field
tag. For example;

@ 20. Transaction Reference Number

® 21. Related Reference

@® 57: Account with Institution (Preferred Option A)

@ 58 Beneficiary Institution ( Preferred Option A)

3. Sample of SWIFT Messages

Benjamin Tsai orders Industrial & Commercial Bank of China, Beijing (ICBKCNBJ) to
pay, on November 12, 2002, JOYI, 500 000, to Japan Tsai (a/c #12345678) with Am-south
Bank of Alabama ( AMSBUS44 ). The latter keeps all of its foreign currency accounts with CITI-
US33.
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The Sakura Trust and Banking Co. , Tokyo ( SKTRJPJT) services a JPY account for both
ICBKCNB]J and CITIUS33.
Charges are shared. The beneficiary customer wants to be notified by phone at number

0142552586, The SWIFT should be written like :

SENDER’S BIC . ICBKCNBJ
MT: 103
RECEIVER'S BIC; SKTRJPJT
20 FT1240
23B. CRED
23E. PHOB/9142552586
32A; 021112JPY1500000
50K BENJAMIN TSAI
NO. 7JIANGUOMEN NEI AVE
BEUING, P. R. CHINA
56A: CITIUS33
57A; AMSBUS44
59. /12345678
JAMES TSAI
23 STATE STREET
ALABAMA, USA
71A: SHA

NOTES :

1. {FeRBR T E A LT LALS, 7% #EA. T EROEHKIT
BN =,

2. [FRTPHEL, FEETHAFANGEE AR 4%, T AREEFELTS .

3. fEHfEFI SWIFT s, ZF%S, 0 USD {{#%5T, PHOB REHIE B,
a/c fARKF %,

4. SWIFT Standards: Z3FERFEVRIT &R AR NETHENIRE, MEGLT
R RERIRILE, 0 MT101 HEBER (request for transfer) ,
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EXERCISES :

I . Translate the following Chinese terms into English.

FksK R
F 57k PRif
&5k WITZ S
B B2

II. Translate the following English terms into Chinese.

SWIFT credit loan

telex bank letter

subject line body

inside address inter-bank organization

II. Answer the following questions.

1. What are the main parts of bank letters?

2. How many main printing styles are there for bank letters?
3.
4

. Please list the differences among traditional bank letters, telex and SWIFT.

What are the 7C principles?
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(—) RITEERAN
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Test

1. Multiple Cheice. (Question 1-25 carry two points each. )

1.

The Mexican one-year interest rate is 27% , while the US one-year interest rate is 9% .

If a US firm creates a one-year deposit in Mexico, the Mexican peso will have to

against the US dollar by in order to make that investment have an effective yield

that is achievable in the US.

ings

A.

D.
3.

B
C
D
E.
2
A
B
C

appreciate; 18 percent

depreciate; 36 percent

depreciate; 14 percent

appreciate; 14 percent

depreciate; 8. 5 percent

Nothing can achieve all but one of the following
cross-border transactions between subsidiaries are reduced
transactions costs are reduced

currency conversion costs are reduced

transaction exposure is eliminated

A foreign subsidiary or affiliate will most likely slow the rate by which it transfers earn-

and cash flows to the parent firm if

A
B
C
D
E
4.
A
B
C
D
E

it feels the country of residence is increasingly politically unstable

intra-firm payables are in the parent’s currency, which is currently appreciating

the parent is domiciled in a country of lower tax rates than that of the foreign affiliate
all of the above

none of the above

The primary reason for the blocking of funds by a host country is

the country’s persistent inability to earn hard currencies

the country’s own currency is being blocked elsewhere

a change of government to a more socialistic regime

the country’s overabundance of exports

the country’s previous negative experience with multinational firms
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5. A US-based MNC has one subsidiary in a 40% tax rate country and another in a 25%
tax rate country. To increase its overall after-tax earnings, the parent should

A. subsidize the high-tax subsidiary by selling supplies to it for lower prices

B. shift expenses from high-tax subsidiary to the low-tax subsidiary

C. have the low-tax subsidiary decrease its prices charged for materials exported to the
high-tax subsidiary

D. none of the above

6. Assume that a US firm considers investing in British one-year treasury securities. The
interest rate on these securities is 12% , while the interest rate on US treasuries is 10% . The
firm believes that today’s spot rate is an appropriate forecast for the spot rate of the pound in one
year. Based on this information, the effective yield on British treasuries from the US firm’s per-
spective is

A. equal to the US interest rate

B. equal to the British interest rate

C. lower than the US interest rate

D. higher than the British interest rate

E. lower than the British interest rate, but higher than the US interest rate

7. A host country government would be least likely to provide incentives for foreign direct
invesiment to a company if the firm planning FDI

A. would compete with local firms of the host country
would produce a kind of goods not currently available in the host country
would produce and export a kind of goods to other countries
B and C
International Banking Facilities (IBFs)
must by law be physically located offshore
may lend to U. S. and foreign citizens
are a way for U. S. banks to attract Euro dollars
may accept deposits only in U. S. dollars
all of the above are true
The risks of international lending may be classified as
commercial risk
sovereign risk
currency risk

country risk

all of the above

Mo OoOR PR DOOR>>®DOPR
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10. is/are motivation for making foreign direct investment.
A. Market seeking

B. Raw material seeking

C. Production efficiency seeking

D. Knowledge seeking

E. All of the above

11. When evaluating international project cash flows, is/are relevant.
A. future inflation

B. blocked funds

C. remittance provisions

D. all of the above

E. Aand B

12. Assume an MNC establishes a subsidiary where it has no existing business. The pres-

ent value of parent cash flows from this subsidiary is more sensitive to exchange rate movements

when
A. the subsidiary finances the entire investment by local borrowing
B. the subsidiary finances most of the investment through local borrowing
C. the parent finances most of the investment
D. the parent finances the entire investment
E. none of the above

13. Other things being equal, a blocked fund restriction is more likely to have a signifi-
cant adverse effect on a project if the currency of that country is expected to over

time, and if the interest rate in that country is relatively

A. appreciate; low

B. appreciate; high

C. depreciate; high

D. depreciate; low

E. none of the above

14. It has been suggested that poor management by in the developed countries
are responsible for causing the international debt crisis, while in the developed

countries are adversely affected by it.
A. non-bank MNCs; non-bank MNCs
B. non-bank MNCs; banks
C. banks; non-bank MNCs
D. Aand B
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15.

Firm “X” conducts all business transactions in US dollars. If it issues a currency

cocktail bound, it can

A.
B.

reduce exchange rate risk relative to issuing a bound denominated in US dollars

reduce exchange rate risk relative to issuing a bound denominated in a single

foreign currency

C.
D.

16.

A.
B.
C.
D.

17.

A and B

none of the above

Liabilities of Euro banks are mainly
time deposit in small amounts

time deposit in large amounts
demand deposit in large amounts
demand deposit in small amounts

Because reserve requirements imposed on foreign currency deposits at

Euro banks, the spread between the average rate offered on deposits and charged on loans would

need to be in order to achieve the same profit as banks that do not accept foreign

currency deposits.

A.
B.
C.
D.

18.

are; narrowed
are not; narrowed
are; widened
are not; widened

When a U. S. based MNC purchases some of a developing country’s outstanding loans

at a discount in the secondary market, then trades the debt to the country’s government in ex-

change for some assets being liquidated by the government, this is an example of

A.
B.
C.
D.

19.

consignment

an increase 1n loan loss reserve
a debt-equity swap

a first stage of bankruptey

A “Yankee” bound is a
local bound

foreign bound

Euro bound

none of the above

LIBOR is

the interest rate commonly charged for loans between Euro banks

the average inflation rate in European countries
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C. the maximum loan rate on Eurocurrency loans

D. the maximum interest rate offered on bounds that are issued in London

21. The Eurocurrency market is primarily served by

A. the government of FEuropean countries, which directly intervene in foreign
currency markets

B. government agencies such as the International Monetary Fund that enhance development
of countries

C. several large banks that accept deposit and provide loans in various currencies

D. small banks which convert foreign currency for tourists and business visitors

22. In the early 1980s, global demand for the exports of less developed countries
(LDCs) , and these LDCs experienced severe balance of trade

A. decreased; surpluses

B. decreased; deficits

C. increased; deficits

D. increased; surpluses

23, That is (are) a reason (s) why debt-equity swaps may not reduce the
risks of banks.

A. the only demand for existing LDC loans is from financial institutions willing to assume
greater exposure

B. banks that acquire an equity interest in LDC assets may not have the expertise to man-
age them

C. the secondary market for LDC loans is inactive

D. some equity investments in LDCs may be just as risky as the LDC loans that were tra-
ded in

E. Band D

24. If a U. S. multinational firm borrows Euro for one year at 8% interest, and during the
year the Euro appreciates by 7% relative to the dollar, the approximate before-tax cost of this

debt is

A. 14.64%
B. 15.64%
C. 15.49%
D. 15.56%
E. 16.64%

25. A multinational firm can choose all of the following modes of entry for foreign direct in-

vesiment except
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exporting products to a local firm
a joint venture with a local partner
a 100% -owned Green-field subsidiary

a merger or acquisition of an existing local firm

Mmoo w >

a strategic alliance with a partner
I. Essay Question. (Question 26 —30 carry ten points each. )

26. Explain why each of the following categories of participants enters the foreign exchange
market: a. retail clients; b. commercial banks; c. foreign exchange brokers; d. central
banks.

27. Given PPP and the following information, what should the exchange rate be at the end
of the year?

A. F, (CHF/GBP) =4.0000

B. Rate of inflation in the Switzerland =2% per year

C. Rate of inflation in the United Kingdom =10% per year

28. What is the exchange rate system negotiated in the Bretton Woods Agreement? Why
did the system fail?

29. You are an English producer of candy expecting a USD 2 000 000 payment in 30 days
from your US client. The exchange rate is S(USD/GBP) _, =1.672 5. What will your income
in sterling be if the rate goes to 1.650 07 If ¥, (USD/GBP) . =1.664 7 and you sell for-
ward, what will your income be?

30. What are the advantages of the fixed exchange rates and the following exchange rates?
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Key to Test

1-5. CDEAD 6 -10: BABEE 11 -15; DDDCD 16 -20: BBCBC

21 -25. CBEDA

26. Retail clients — they need foreign exchange for the purpose of operating their busi-
ness.

Commercial banks — the commercial banks carry out buying/selling orders from their retail
clients and buy/sell currencies on their own account { known as proprietary trading) so as to al-
ter the structure of their assets and liabilities in different currencies.

Foreign exchange brokers — they collect buying and selling orders from their retail clients
and buy/sell currencies on their own account (known as proprietary trading) so as to alter the
structure of their assets and liabilities in different currencies.

Central banks — they frequently intervene to buy and sell their currencies in a bid to influ-
ence the rate at which their currency is traded. Under a fixed exchange-rate system the authori-
ties are obliged to purchase their currencies when there is excess supply and sell the currencies

when there is excess demand.

10-2 12 _
27.4.000 0 x 100 ><12 =0.32

F(CHF/GBP) =S, (CHF/GBP) +0.32=4.3200

28. Bretton Woods established a system of fixed but adjustable exchange rates. Under the
Articles of Agreement of the IMF, each currency was assigned a central parity against the US
dollar and was allowed to fluctuate by plus or minus 1 percent either side of this parity. The
dollar itself was fixed to the price of gold at $ 35 per ounce.

Reason: the liquidity problem; lack of an adequate adjustment mechanism; the seignior-
age problem

29. 2 000 000/1.650 0 =1 212 121.2

If the rate goes to 1. 650 0, then my income in sterling will be 1 212 121. 2.

2 000 000/1.664 7 =1 201 417.7 -

If¥,,,(USD/GBP) ,, =1.664 7 and I sell forward, the income will be 1 201 417.7 in
sterling. '

30. Advantages of the fixed exchange rates: promote international trade and investment;
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provide discipline for macroeconomic policies; promote international cooperation; speculation
under floating rates is likely to be destabilizing.

Advantages of the floating exchange rates: ensure balance-of-payments equilibrium; en-
sure monetary autonomy; insulate economies; promote economic stability; private speculation

is stabilizing.
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H 34 FR WECEFR g
o A REBAT People’s Bank of China FE (China)
AT Bank of China 1 (China)
R ERIT Agricultural Bank of China fE (China)
L ABTT Commercial Bank FE (China)
o E TR Industrial and Commercial Bank of China FE (China)
EBRIT Huaxia Bank i (China)
] R A ARAT China Minsheng Banking fE (China)
ST China Merchants Bank $1E (China)
h EEIRRAT China Construction Bank tE (China)
PELE ST China Everbright Bank I (China)
ALERIT Bank of Communications i (China)
WAV ERFT Industrial Bank 1B (China)
PERAT China CITIC Bank #1E (China)
RERAT Bank of Agriculture and Commerce tE (China)
IR EEIT Shenzhen Development Bank FE (China)
LEEERBRT Shanghai Pudong Development Bank #[@ (China)
=8B IT Bank of Beijing #1E (China)
JH I EFRER AT Xiamen International Bank fE (China)
s E AR & AR T Agricultural Development Bank of China f1E (China)
o B B C4R AT Export-Import Bank of China fE (China)
e E R A RIT China Development Bank #1E (China)
EE M RT Fujian Industrial Bank F[E (China)
ST Bank of Shanghai [E (China)
RLAEBERAT Bank of Chengdu #1E (China)
R ET China Zhe Shang Bank #1[E (China)
ETERAT Citibank %E (USA)
K B 0S TRARAT Chase Manhattan Bank %E (USA)
H—MBRERT First Interstate Bancorp FE (USA)
BEERGT Mellon National Corp. XHE (USA)
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BRI R i 2% JiT 8 b
%Wﬁ'ﬁi %%%!ﬂtl"lﬁfﬁ Bar}k of America Corpg “Bank of- Afnerit’:a EE(USA)
HREEEES”) National Trust and Savings Associations” )
FERRGRIE(RHERTT Morgan Guaranty Trust Corp. of New York %ME (USA)
AL FRAT Chemical New York Corp. *<HE (UsA)
HAABRITREFTLAH Bankers Trust New York Corp. KE (USA)
ZmEE—ERET First Chicago Corp. %E (USA)
KV FHLEEBIT Security Pacific Corp %[ (USA)
BEAR G A J. P. Morgan Chase & Co XE (USA)
I 4R 37 % Bear Stearns Cos. ZE (USA)
=1 Goldman Sachs EEH (USA)
8 -BITNE Bank One Corporation £ME (USA)
o BAWAT First Union Corp M (USA)
*(EE R ST National City Bank EHE (USA)
FKELITTHE T BT Wachovia Corporation EE (USA)
EEFEBT Wells Fargo & Co XM (USA)
EEHAE KRBT US Bancorp XE (USA)
B L EE 4R AT Abbey National HE (UK)
E T 3EER 4T Barclays Bank PLC. HE (UK)
E R HFET National Westminster Bank PLC. #E (UK)
AR TT Lloyds Bank PLC. #E (UK)
BITHAT Standard Chartered Bank PE (UK)
CEGT Hong Kong and Shanghai Banking Corp. ¥E (UK)
H2EHFT Midland Bank ¥E (UK)
g 2208 B ok SRR AT Halifax and Bank of Scotland #E (UK)
i 2 B RBTT Royal Bank of Scotland ¥*E (UK)
YRS R Bank of England HE (UK)
TR 2 ERAT Bank of Scotland ¥%E (UK)
EE N ERER Crédit Agricole Group % E (France)
BEEREET BNP Paribas %E (France)
i EER I BERERT Credit Mutuel #H (France)
HEE M ET Société Générate #:E (France)
o EEFE ERBIT Banque Nationale de Paris BM (France)
Bl E T Banque de France #HE (France)
Vi S TR T Westdeutsche Landesbank Girozentrale f&E (Germany)
= Bt Dresdner Bank #£E (Germany)
EEERT Deutsche Bank #2E (Germany)
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AR P LA Fir &
& =L RT Commerzbank #E (Germany)
EEERET Reichsbank #E (Germany)
EEE Bundesbank #E (Gormany)
B L8fT Fuji Bank HA< (Japan)
KAEFT Daiwa Bank HZ (Japan)
2V ARAT Dai-Ichi Kangyo Bank A7 (Japan)
RiGEfT Tokai Bank HZ (Japan)
TR ETHAT Bank of Tokyo H# (Japan)
H 242V 4R 4T Industrial Bank of Japan H7 (Japan)
=MEBEFT Sanwa Bank HZ (Japan)
= E4T Mitsui Bank H#4 (Japan)
=T Mitsubishi Bank A7 (Japan)
FEEEFERT Sumitomo Trust & Banking H4 (Japan)
B 2 B 4 Tt 22 Mizuho Financial Group HZ (Japan)
B AR iT Bank of Japan HZ (Japan)
H A 28T The Development Bank of Japan BZ (Japan)
B2 Tk 4R 47 Industrial Bank of Japan H# (Japan)
H 2t it AR 1T Export Import Bank of Japan HZ (Japan)
= 5 B4R T Banca Nazionale del Lavoro BERHA] (Laly)
#R X BT Istituto Bancario SanPaolo Di Torino B RH (ltaly)
wEREESRIT Cassa Di Risparmio Delle Provincie Lombarde BAF (ltaly)
I ERERAT Monte Dei Paschi Di Siena BoKH (Laly)
BAH B ERIT Banca Commerciale Italiana BEXRA (Lialy)
BRAGE ST Credito Italiano BFAHF] (Ialy)
BEABREZRY HIT Intesa Sanpaolo BXH (Taly)
BRFIBREE BT UniCredit BXRA (Ttaly)
LWL BIRMERT Toronto-Dominion Bank fn#g K (Canada)
mElEEELEfT Canadian Imperial Bank of Commerce m#gK (Canada)
ek 2 RKEBIT Royal Bank of Canada fng K (Canada)
meERENET Bank of Nova Scotia fin& K (Canada)
mEkERET National Bank of Canada Nk (Canada)
i 2\ A L 4R 4T Cooperatieve Centrale Raifferssen-Boerenleenbank i~ (Holland)
W2 S VEERAT Rabobank Group fir2: (Holland)
2B AT ING Bank fir2% (Holland)
far = ity ABN AMRO Bank fai 2% (Holland)
2 EEREA Internationale Nederlanden Groep N. V. fif2% (Holland)
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3 2 FR EIHFR Fr J& Hi
BT EBSHIT Union Bank of Switzerland 1 (Switzerland)
W {EHEeT Credit Suisse B#+ (Switzerland)
81T Swiss Bank Corp. i1 (Switzerland)
BTt EFBRIT Swiss National Bank #+ (Switzerland)

I B AR 1T/ R ERLT

Santander Central Hispano S. A.

PYHEF (Spain)

PHHEA R /R B SB H P AR 1T/

Banco Bilbao Vizcaya Argentaria

PIBEF (Spain)

PUBESF X SMRAT
BiESET Fortis Bank HFiEt ( Belgium)
He o 1 s B AR AT Dexia HeFIBt ( Belgium)
W R AR TT Nordea Bank % e (Sweden)
4Ry Schwedische Reichshank Fi4L (Sweden)
R g 81T Svenska Handels Banken ER4L (Sweden)
T b Je AT Sveriges Riksbank Fift (Sweden)
EFE#RIT Banco Do Brasil E P ( Brazil)

B bR T Banco Bradesco B P (Brazl)
FACF AR AT A H] Westpac Banking Corp. WAFIT (Australia)
A 25 4R AT Reserve Bank of Australia BAFE ( Australia)
WCH T E R E AT National Australia Bank HAF|T (Australia)

BRI B ERTT Sherbank of Russia BEHr (Russia)

BT M HRIT VTB Group BE W (Russia)
RB TR ARTT Russian Commercial Bank BZHr (Russia)
Byt & RARAT Development Bank of Singapore Frimigk (Singapore)
KEHTT United Overseas Bank ik (Singapore)
TERRR T Overseas Union Bank sk (Singapore)
HEIMRETT Korea Exchange Bank #HE (Korea)
B E A FBIT Woori Bank &E ( Korea)
RPN EB T Industrial Bank of Korea #hiE (Korea)
HEERST Kookmin Bank B E (Korea)

HIEARTT

Hana Bank

#FH (Korea)
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