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Abstract

As reported by Wall Street Journal on October 23,
2006, “China's commitments to the World Trade
Organization required it to start permitting foreign
companies into more areas of the financial industry,
beginning in September 2006, including insurers and
banks. Insurance and banking have been opened step-by-
step before and after China joined the WTO in 2001.” We
study issues and strategies of the capital market
development in China, from one asset category to another,
in the post-WTO era. “The Chinese economy has
maintained a robust trend of high growth, low inflation and
low interest rates, but the skyrocketing prices of financial
assets reveal the contradiction between the accumulation
of wealth and the supply of financial assets,” said the
country manager of Standard & Poor’s in China in 2007.
The inflation had surged since late 2007 and had peaked
at 8.7% in February 2008, with 90% of the inflation came
from food price surge. And, at the same time, China has
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to face a reduction on export-driven growth due to the
slowdown of US economy caused by sub-prime mortgage
crisis. Due to the lack of adequate development of the
bond market, Chinese Treasury had not been ready to
issue inflation protected securities to soothe discomfort of
seeing negative real interest rate. A sound financial
infrastructure with a bond market will help signal a
benchmark rate on return, which can be used to contrast
the returns from stock investment and its risk-taking. In
addition, bond market would help expand direct financing
and strengthen capital market stability.

China’s foreign-exchange regulator is, as of April 9,
2008, drafting rules on foreign-exchange management that
will further relax controls on China’s Qualified Foreign
Institutional Investor program (QFII), which was initialized
in 2003 to allow foreign companies to invest in China’s
domestic capital markets.

Introduction

China has gone through a significant change in the
past few decades. China’s GDP now constitute a solid
16.8% of the world GDP. Most significant change was
initiated after joining the WTO for five years because
China’s financial market has to open gradually for foreign
financial institutions. All of a sudden, domestic banks
become listed company in China and in Hong Kong. The
stock prices of listed banks shoot up and now carry high
price-earnings ratios. However, local investors still
invested without any hesitation till mid-2007. Maybe it was
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because the initial and fast development of domestic
financial markets and insufficient development and
prohibition of international investment venues. New
development is seen monthly, if not weekly, and includes
the following: the stock market now shows up and down
with economic news and financial performance; Chinese
government will soon allows sophisticated institutional
investors to invest in foreign market and instruments.
Chinese domestic investors were borrowing to invest in
domestic stock markets from banks which hosted the
Chinese household deposit of 2 trillion US Dollars and
enjoyed a wide interest margin/spread of 2.79%. Evidence
suggested that Chinese banks extended 3.18 trillion Yuan
of new loans in 2006, exceeding China Central Bank's
target by more than 25 percent. China’s largest bank,
Industrial & Commercial Bank of China had a 31 percent
gain in profit as total loans grew 10 percent (Bloomberg
News, April 17, 2007). Ever-increasing shares price also
pushed China’s banks to be the ones with most expensive
share prices among Asia’s emerging markets.
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China’s growing importance in the world economy. China
was also once important in world economy.

Source: Economist, March 29, 2007
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Stock Markets in China

Class H shares are shares of Chinese companies
based on the mainland and listed in Hong Kong, while
Class A shares, denominated in Yuan, are listed on the
mainland. Traditionally, the best Chinese companies
tended to list in Hong Kong because of that market's
stronger reputation for corporate governance and its less-
volatile performance compared with mainland markets. As
reported by Wall Street Journal on April 18, 2007, “the
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China Securities Regulatory Commission (CSRC) has held
up approvals of Class-H-share listings while encouraging
companies to list as Class A shares. One way around the
recent practice -- especially for megadeals of more than
US$1 billion -- seems to be to add a domestic offering to
an already planned Class-H-share IPO.” In 2006, 59
companies raised US$41.5 billion in Hong Kong IPOs, of
which US$38.6 billion was from 41 Chinese companies,
according to Dealogic.

Deal Value, Dual
Date of Pricing Issuer In Billions | listed in
of Dollars | Shanghai?
October 2006 | Industrial & Commercial | $21.93 Yes
Bank of China
May 2006 Bank of China $11.19 No
October 2005 | China Construction Bank | $9.23 No
June 2005 Bank of Communications | $2.16 No

Hong Kong Stock Exchange-listed Chinese Bank IPOs
Source: Dealogic, Wall Street Journal

Nasdag: A Chinese Version

Right now, the corporate bond market in China meets
only 1.4 percent of the financial needs of companies in the
fast-growing economy. The reason: cash-rich banks are
willing to throw money at companies without much of a
credit analysis, and hence the lacking of incentive for
companies to go to a larger set of bond investors. Due to
the lack of developed bond markets and also due to the
soaring of share prices, initial public offering becomes the
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major source of raising capitals for corporations. China
opened its main stock exchanges in Shanghai and
Shenzhen in the 1990s. As reported by International
Herald Tribune / Reuters on Monday April 2, 2007, “China
is considering establish a bourse for start-up companies.
China is likely to open a new exchange with lower listing
requirements provided for start-up companies by 2008, an
industry analyst and a regulatory source said Sunday. The
exchange would be similar to the Nasdaqg Stock Market or
Hong Kong’'s Growth Enterprise Board, allowing a platform
for newer companies that focus on technological
innovation to list.” “There is little chance for the board to
be lunched this year,” said Liu Jipeng, a professor at
Chinese University of Politics and Law. “However, it's very
likely that we will have it next year,” said Liu, who is often
consulted on the development of China’s stock market.

There is ample evidence that Asia's current-account
surplus - or excess savings - is keeping the region's debt
markets shallow. With an average household savings rate
of 40%, China has more than 30 trillion yuan of bank
deposits, but stock market capitalization is only 10 trillion
yuan, of which about 30 percent is freely tradable.”" As
reported by Wall Street Journal on April 10, 2007, some
changes have since been initiated: “After performing
poorly from mid-2001 through late 2005, the country’s
stock markets have roared back to life as the government
sharply cut the overhang of nontradeable, state-owned
shares.”
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In terms of risk aversion, many Chinese investors
seem to have the similar propensity to save. Due to the
very uneven distribution of wealth, the rich in China may
actually save significantly more in percentage terms.
China’s stock market roaring may be moderated by
providing fixed-income securities with guaranteed return
and attract some risk-averse investors to such investment
venue.

Equity Market in China and elsewhere

Chinese macroeconomic policy and performance, but
not its equity market, are important to global financial
markets. This is due to the non-significant share of
China’s equity market in the world market capitalization.
“Based on its so-called free float, or those shares that
international investors can purchase, China accounts for
only 11 percent of the Morgan Stanley Capital International
Emerging Markets Index and a mere 0.9 percent of the
MSCI All-Country World Index. That is less than South
Korea and Taiwan, and about the same as Russia AND
Brazil.” “What is more, before declining 0.5 percent on
March 29, 2007, the Shanghai and Shenzhen 300 Index
rallied to five successive records, while U.S., Japanese
and most European share markets have yet to recapture
their pre-Feb. 27 peaks. So while China’s market can
upend the world, it might not be able to lift it.” Due to the
world financial market turmoil, the fading of irrational
exuberance, and the cooling effort of Chinese
Macroeconomic policy, the Shanghai index had plunged
35%, as of April 10, 2008, since the beginning of 2008.
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Housing Markets in China

As reported by Wall Street Journal on April 18, 2007,
“Property prices in China in March were up 5.9% from a
year earlier, data from the country's economic-planning
agency show. The latest data, following February's 5.3%
rise, mean the government will likely continue its efforts to
rein in and redirect the real-estate sector. Concerned that
rising prices and a focus on luxury developments at the
expense of housing for low-income families in cities like
Shanghai are pricing ordinary citizens out of the market,
Beijing has taken a series of macroeconomic measures.”

“Prices of newly built housing in the 70 cities rose 6%
in March from a year earlier, exceeding February's 5.9%
increase, the commission said. Prices in the secondary
housing market rose 5.9% last month, up from February's
4.4% increase, it said.” House prices might just echo the
increase in share prices on the stock markets, ultimately
due to the fast economic growth, high savings rate, and
lacking of investment targets.

Foreign Reserves in China / Bonds in Need /
Securitization

What was also noticed being the ever-increasing
foreign reserves of China. It is partly due to the strong
export of merchandise from China and partly due to the
inflow of the hot money which has been betting on the
appreciation of the undervalued Yuan. China now owns
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the largest foreign reserves in the world and still sees an
increase of foreign reserves at a rate of one million US
Dollars per minute in the first quarter of 2007. In order to
allow local corporations to exchange the foreign reserves
back to Chinese Renminbi for domestic use, China has to
continue to expand its money supply with an unavoidable
side-effect of lighting inflation. As reported by IMF on April
12, 2007, “China raised interest rates to the highest level
in almost eight years and increased the amount of money
that lenders must set aside as reserves six times in less
than a year to slow investment and loans.” The cooling
effect of rates hike has been limited. The popular remedy
of sterilization (a controlling policy of vacuuming back the
excess liquidity by issuing government bonds to exchange
for cash), removing the excess liquidity by issuing
government bonds, cannot be done in a satisfactory way
due to the underdeveloped bond markets. Inflation may
also be fueled by China’s pegging of Renminbi to US
Dollar since US has undergone some higher inflation and it
may get passed-through to China. After all, China and
United States are at very different stages of their economic
development. Worst of all, when China lifts interest rates
to cool the economy, it may only makes the undervalued
Renminbi even more lucrative and hence attracts even
more hot money from overseas and hence worsened the
excess liquidity problem.

Sovereign funds

In order to increase the efficiency of the trillions of
foreign reserves, China had established government
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investment company to manage 200 billions of foreign
reserves. It worth considering inviting an investment
officer from a successfully-run university endowment funds
due to the similarity of both funds.

Big Reserves Jump...and a Big Mystery Jump

China's total foreign-exchange Unexplained change in China's
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Wall Street Journal: April 13, 2007.

Excessive liquidity in the banking sector is considered
a major problem for China's economy and developing
securitization market has also been proposed by Joseph
Hu of Standard & Poor's China as an alternative (of
issuing government bonds) to absorb excess liquidity.
When investors of the securitized product withdraw their
deposits from a bank, it will help lower the cash (an asset)
and deposits (a liability) of the bank and hence lessen the
problem of excess liquidity. That is, in securitization,
banks sold their loan and credit assets to investors,
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rationing the otherwise needed increase in money supply.
However, thinking more deeply, "Asian savings sit in
savings accounts, creating vast pools of liquidity that
enable banks to offer mortgages and loans at rates with
which the originators of securitized loans can't compete,”
said by Standard & Poor's analyst Betty Tan in 1996.

Consider, for example, as suggested by Andy
Mukherjee on Aprill0, 2007, securitized debt. “In Hong
Kong, India and South Korea, only 1 percent of housing
loans are securitized, while in Japan and Malaysia, the
ratio is between 5 percent and 6 percent, a study by the
Bank for International Settlements found. That compares
with 68 percent in the United States in 2005.” Asia's or
excess savings may have caused the region's debt
markets to stay shallow.

China receives a record-high foreign direct investment;
China also gives a record-high foreign direct investments.

Key indicators 2006 2007 2008 2009 2010 2011
Real GDP growth (%) 105 95 90 83 79 76
Consumer price inflation (%; av) 14 25 27 28 27 26
Budget balance (% of GDP) -0.8 -16 -18 -1.7 -1.7 -16

Current-account balance (% of GDP) 78 72 63 50 42 33
Commercial bank prime rate (%; year-end) 59 6.2 64 64 64 6.4

Exchange rate 797 762 746 7.35 7.23 7.10
Rmb / US$ (av)
Exchange rate 6.86 6.67 7.48 7.68 7.73 7.73

Rmb / ¥100 (av)
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Economic data of China, Feb 5th 2007
Source: the Economist Intelligence Unit
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Insurance

As reported by Wall Street Journal on October 23,
2006 under the title of “Marsh Gets License in China To
Work as Insurance Broker”, “In 2004, Beijing gave
foreigners permission to operate insurance-brokerage
services, the niche where Marsh competes, but only in
joint ventures where they hold a maximum of 51%. Unlike
a handful of smaller foreign competitors, Marsh never took
a joint-venture partner.” “Despite Beijing's pledges to open
up its financial sector, it has made no promises to drop
restrictions not specifically addressed in the WTO
agreement. For instance, Marsh and other foreign
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insurance brokers will be barred from working with small
businesses. China's market is even more restricted for
foreign underwriters of life insurance, which can operate
only in joint ventures with Chinese firms and can own no
more than 50%.”

Partly because of the insufficient social security
development in China, insurance policies have been
sought after by salary earning people for preparing their
life after retirement. It will help the majority invest their
savings for higher return and for better quality of life after
age of 65 if a China may develop a sound capital market
soon. The strong needs of insurance policy are evidenced
by the following Wall Street Journal report dated April 18,
2007: “China Life Insurance Co. said its net profit more
than doubled last year on robust growth in premiums and
investments.

China’s largest insurer by premiums said it expects a
further expansion of the country's insurance industry as
well as more intense competition among market
participants in 2007. Net profit rose to 19.96 billion Yuan
(US$2.58 billion) last year from 9.31 billion Yuan.”

Currency Derivatives

Launching currency derivatives (currency futures) as a
preparation of loosening the fluctuation band of Renminbi
as a transition to more flexible “managed-floating
exchange rate system” is being discussed. Allowing US
Dollar to circulate in a few cities may be an impromptu
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solution to the needs of ever-increasing the money supply
in China.

Wall Street Journal reported on April 10, 2007 that on
March 12, 2007, China Launched a new yuan-trading
platform that adheres more closely to international norms
and could deepen the market by allowing for more
products. “The China Foreign Exchange Trade System,
the central house where all onshore currency transactions
are managed and cleared, introduced the new platform,
which uses technology from Reuters Group PLC and
offers instruments such as forex spots, outright forwards,
and swaps trading.”

Trading of foreign-currency pairs onshore began on
March 12, 2007 and yuan trading against the U.S. dollar,
Hong Kong dollar, yen, euro and British pound began on
April 9, 2007. Market participants said many players
tested trades on the same day but remained wary of
committing to prices outside a narrow range against the
yuan as they were still getting used to the system.”

China seems is getting ready to adopt a more flexible
“managed-floating exchange rate systems”.

Stock Index

According to BLOOMBERG news dated on April 06,
2005, “The Shanghai and Shenzhen stock exchanges plan
an index of 300 companies across both markets, giving
investors their first combined measure to gauge the
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performance of the domestic shares of the country's
biggest companies.” “The Shanghai Shenzhen 300 Index
will open on April 08, 2005, tracking 300 companies with
yuan-denominated Class A-Shares.” “The index will be
revised every January and July, with no more than 30
companies changed.” “'What it means is that we now
have a basis for the introduction of new products, such as
index futures. We are currently studying the possibilities of
an index futures contract.”

Stock Index Futures

China's stock markets need to have hedging products
for long-term growth. Reported by BLOOMBERG news on
April 06, 2005, “Having derivative products would help
investors hedge against losses. The Shanghai A-Share
Index has dropped a third in the past 12 months, from April
2005 to April 2006. The Shenzhen benchmark has
slumped 36 percent in that period. The Morgan Stanley
Capital International Emerging Markets Asia Index has
added 5.5 percent in that time. The index makes "it more
convenient for investors to gauge overall market
sentiment,” the exchanges said.”

How to hedge with the stock index futures? When an
investor believes in the potential of certain stocks, yet
worries about the market overheat, she may buy those
“good” stocks and sell the index futures to remove the
unwanted exposure of the stock market.
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As reported by Shanghai Securities Times on October
23, 2006, the China Financial Futures Exchange has
issued draft rules on trading index futures. The four draft
rules are: Shanghai-Shenzhen 300 Index Futures Contract,
Detailed Trading Regulations, Detailed Clearance
Regulations, Risk Management Measures.

Governance

China’s securities regulator published new rules on
April 9, 2007 governing share trading by company
executives, as historic stock market highs prompted
increased concerns over insider trading and corporate
governance (Wall Street Journal, P22, On April 10, 2007).
Coping with the international competition in post-WTO era,
China’s financial statement disclosure and transparency
level will also need to catch up with the International
Accounting standards. This is indeed important, especially
when South Korea has just recently required bigger
corporations to conform to international financial reporting
standards to protect investors and further boost share
prices.

Citing from Wall Street Journal, “The commission’s
statement said that in a given year, senior managers may
not sell more than 25% of the company shares they held at
the end of the previous year. They aren’t allowed to trade
stocks within one year of a firm’s public listing, or within six
months of leaving the company, it said. They are also
forbidden to sell or buy company stocks 30 days before
regular reports, or 10 days before performance forecasts,
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the statement said.” This is a leap toward international
governance compliance.

Conclusion

Catching the deadline of opening up to international
banking industry after joining the WTO for five years,
China’s major banks partially privitalized and became
listed company with surprisingly high shares prices.
Chinese banks now have abundant capital and sustainable
financial strength. The post-WTO era will be featured with
international competition and innovation. Domestic banks
will compete with foreign counterparts with world-class
service quality and complete list of financial products. In
the foreseeable future, with high economic growth rate and
extremely high household savings rate and huge deposits
at banks, China’s capital markets have great potential and
urgent needs to be further developed. Liquidity needs
outlets (financial assets) for good returns. China can not
afford to allow a liquidity glut to militate against its capacity
to generate an adequate supply of financial assets that will
allow it to keep its savings at home. Government
controlling policy has to be agile and adequate to guide the
development locus.
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