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nternafional experiences have shown
I that it is not unusual to have diffi-
culties or crises, either big or
small , in the economic field especially in the
financial field. Financial risks may either be
generated from the financial sector itself or a
mirror image of various problems of the
whole social and economic system reflected
in the financial system. In order to avoid
devastating impact of systemic financial risks
on the financial sector, economy and socie-
ty, it is imperative to improve the ex-ante
prevention and ex-post response mechanism.
Since the reform and opening-up, China has
accumulated experiences in managing finan-
cial risks, but is still in need of improving
its ability of managing systemic financial
risks to fend off and dissolve major risks
threatening financial stability.

Systemic Financial Risks and Their
Generation Channels

Systemic financial risks refer to financial risks
that pass from one institution onto others, or
from one market onto many others and there-
fore make the whole financial system extreme-
ly vulnerable. Systemic financial risks are ab-
rupt, contagious and have externalities, Oc-
currence of systemic financial risks might disa-
ble financial instimtions , financial markets and
financial infrastructure from performing such
key functions as risk management, resources
allocation, payment and settlement. In ex-

treme cases, systemic financial risks may trig-

ger financial crises and rock the entire national

ECOTOMY.

In general, there are two channels where sys-
temic financial risks are generated; the first is
endogenous, mainly from accumulated risks of
financial institutions, financial market turbu-
lence and poor financial infrastructure; the
second is exogenous, from unstable factors in
the macro economy and the impact of emer-

gent events.

Endogenous Channels for Systemic Financial
Risks

Accumulation of risks of financial insti-
tutions. Risks here mainly refer to various fi-
nancial risks facing financial institions, such
as credit risks, market risks, liquidity risks,
operational risks and legal risks. Their accuo-
mulation might lead to failure of individual fi-
nancial institutions. Due to the contagious na-
ture of bankruptcy of financial institutions es-
pecially banks, the failure of individual bank-
ing institution might induce the * Domino
Effect” and paralyze a large number of banks

and even the whole financial system.

Financial market turbulence. A financial
market plays an important role in macroeco-
nomic adjustment and microeconomic manage-
ment. Any turbulence in the financial market
might endanger the stable performance of the
entire financial system. Financial market tur-
bulence is characterized by liquidity squeeze,
reversal of market expectations and asset bub-
ble burst.

Liguidity squeeze. Outbreak of wvarious
events bearing financial risks such as closedo-
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wn of large financial institutions and asset
price tumble might erode market confidence
and drain market liquidity to an extent that
systemic risks are triggered and the whole fi-
nancial system is endangered.

Reversal of market expectations. In the
process of persistent asset price spike, market
confidence is likely to inflate, resulting in ir-
rational behaviors of enterprises, households
and financial institutions. As a result, the as-
set price bubble exacerbates and the risks of
market correction intensify. Once the correc-
tion starts and market expectations reverse, the
asset price bubble burst will accelerate or even

the market will collapse.

Asset bubble burst. In general, whether
asset price bubble burst will lead to systemic
risks depends on how closely banks, the
stock market and the real estate market are in-
terconnected. If investors do not heavily rely
on bank loans for financing, the major influ-
ence of a bubble burst is to reduce the wealth
of enterprises and households , and its impact
on the banking system will be relatively
small, so the probability of systemic risks is
low. On the contrary, if the capital that
keeps on pushing up asset prices mainly
comes from bank loans, a burst will severely
exacerbate the quality of bank credit assets
and lead to a credit crunch.

Poor financial infrastructure. This cate-
gory of risks includes risks brought about by
problems in the payment system, financial le-
gal system, accounting standards, credit envi-
ronment, and so on. Among these factors,

the payment system is the core infrastructure

of the financial system, and its safety and effi-
ciency directly relates to the effective opera-
tion of the whole financial system. Any dis-
ruption in the payvment system might impact
the entire financial system and trigger systemic

financial risks.

With science and technology advancing and
information technologies developing, finan-
cial prodocts and instuments are improved
rapidly , the trading volume in the financial
market increases exponentially , international
capital flows in ever-larger volume at faster
speed , and financial activities are to a large
extent segregated from activities in the real
economy including production, trade and
other activities, While helping individoal in-
stitution to spread risks, financial innovation
increases instability risks of the financial sys-
tem , expands sources of systemic financial
risks, and speeds up the transmission of fi-
nancial risks across industry segments markets

and borders.

Exogenous Channels for Systemic Financial
Risks

Unstable factors in the macro-economy.
Factors such as inappropriate macroeconomic
policies, structural imbalances and high infla-
tion might severely rock the financial system.
If there are no effective macroeconomic poli-
cies to address the problem in the balance of
payments caused by an irrational economic
structure, a currency crisis or a banking crisis
is likely to occur when combined with certain
sitmations such as hot money inflows. Inflation
is one of the symptoms of macro-economic in-
stability. When inflation is high, the interest
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rate is usually negative. As a result, deposi-
tors withdraw money from banks, tightening
banks' liquidity and worsening their profit-
ability. Likewise, insurance companies face
similar downside risks. High inflation also dis-
turbs production and investment activities of
enterprises, influences household consumption
standards,
people’s livelihood.

and living or even endanger

Impact of emergent events. All kinds of
contingent political events ( such as terrorist
attacks and wars) , natural disasters ( earth-
quakes, floods and tsunamis) and bankruptcy
of large-scale industrial companies are all like-
ly to shatter market confidence and influence
the normal operation of the whole financial
system.

In practice, with increasing globalization and
financial integration, domestic and foreign

financial instimtions are more closely connect-
ed with one another, so endogenous and exog-
enous channels for systemic financial risks are

increasingly intertwined and complex.

Figure 6. 1 Channels for the Generation
of Systemic Financial Risks
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Box 11 The US Sub-prime Crisis and Its Impact

The US sub-prime crisis broke out in 2007
and spread to other markets in the world.
During the crisis, sub-prime mortgage origi-
nating banks or specialized mortgage finance
companies went bankrupt, and hedge funds,
investment banks, commercial banks, insur-
ance companies and other instimations that
had purchased sub-prime mortgage deriva-
tives suffered huge losses; the crisis spread
to other debt products, putting pressure on
balance sheets of large financial institutions,
increasing write-downs and losses, shoring

up credit cost, substantially reducing com-
mercial bills and resulting in a credit crunch;
the crisis influenced household consumption
and corporate investment in the US, weake-
ning the housing market and slowing down
the economic growth; the crisis even crept to
the financial market, causing drastic fluctua-
tions of interest rate in the international fi-
nancial market and flucmations of major
stock indices; the growing spillover effect of
the crisis aggregated increased downside
risks in the global economy,
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The causes of the sub-prime mortgage cri-
sis are complicated, while one of which is
slack risk management in the process of fi-
nancial innovation. First, when originating
mortgage loans, banks or specialized mort-
gage companies did not conduct rigorous
examination, so there were potential risks
that borrowers would default. Second , ex-
isting accounting methodology , information
disclosure and pricing models of calculating
fair wvalue of sub-prime derivatives are
flawed and cannot reflect the complexity
and wvarious risks of the derivative pro-
ducts. Third, some financial institutions do
not have a sound corporate governance
structure and good risk management, and
pay inadequate attention to off-balance-
sheet risks and liqoidity risks, hence una-
ble to fully predict the impact of losses
stemming from sub-prime derivatives on
their balance sheets. Fourth, credit rating
methods employed by credit rating agencies
did not fully reflect the full range of risks
of sub-prime derivatives, and potential
moral hazards and conflicts of interest were
involved. Fifth, investors in the tail end of
the derivative product chain were lack of
relevant information and risk monitoring
methods, so they relied heavily on ratings
by credit rating agencies.

In order to deal with the financial turmoil
and downside risks brought about by the
sub-prime crisis, countries concerned took

quick actions. First, liquidity injection.

From August 2007, the US Federal Re-
serve , the European Central Bank, the
Bank of England, the Bank of Japan, the
Reserve Bank of Australia and ete injected
hundreds of billions of dollars into the
market. Second, consecutive interest cuts.
The Federal Reserve cut the Federal Fund
rate by 225 basis points cumulatively on
five occasions between September 18,
2007 and the end of the year. Third,
In a televised
speech , the US president promised a pack-

government intervention.

age of government stimulus incentives to
stop the crisis. Fourth , oversight and early
warning on the housing credit market was
tightened. Ewven though the above com-
bined measures eased the negative impact
of the sub-prime crisis on the financial
market, the crisis’ impact on the global
economic and financial stability could not
be underestimated.

The US sub-prime crisis shows that equal
importance should be attached to innovation
and risk prevention. We should draw on
lessons from the crisis, but we should not
suspend financial innovation because of its
risky nature. Instead , a comprehensive un-
derstanding of the positive role of financial
innovation including credit derivatives in
spreading risks is needed , and financial in-
novation should be carried forward. At the
same time, risk management should be re-
inforced to avoid institutional loopholes that
might lead to systemic risks.
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Management Framework of Sys-
temic Financial Risks

Market failure and lack of efficiency caused
by systemic financial risks will in the end
harm the interests of all parties concerned.
Therefore , it is necessary for the government
to strengthen the management of systemic fi-
nancial risks, which in general refers to gov-
ernment policies and measures on forestalling
and dissolving systemic risks, including pre-
ventive management and response manage-

ment.
Preventive Management

Deepen the institutional reform. To deal
with weak links in the financial system, it is
imperative to push forward reforms of the eco-
nomic system, financial institutions, financial
market, financial infrastructure and financial
eco-environment. The combined reform pro-
grams can inject vitality into the financial in-

dustry and promote financial stability,

Consolidate the microeconomic founda-
tion. Sound financial institutions are corner-
stones for the prevention of systemic risks. Fi-
nancial institations need to improve their cor-
porate governance and asset quality, strength-
en risk management and the internal control
mechanism, and enhance risk-proof capacity
s0 as to become modern financial enterprises
characterized by adequate capital, strict inter-
nal control, safe operation, satisfactory serv-
ices and good profitability and international

competitiveness. In this way, a solid micro-

economic foundation is built up.

Strengthen prudential supervision. Fi-
nancial supervision can help to rectify financial
market failure, reduce financial vulnerability ,
and promote financial institutions to improve
corporate governance and protect the legiti-
mate rights and interests of depositors, inves-
tors and the insured. Financial supervision in-
cludes oversight on financial institutions along
the functional line and oversight on financial
markets, and also systemic supervision of fi-
nancial institutions and financial markets.
Sound supervision over financial instifutions
along the functional line is the foundation for
systemic supervision, while the later supports

the former.

The supervision over financial institutions
along the functional line and oversight on the
financial market is to oversee market entry,
business operation and market exit of financial
institutions , and the openness, equity and fair-
ness of the financial market, and to promote
financial instimtions” soundness and efficiency
of financial markets. Banking, securities and
insurance regulatory authorities are the major

agencies that perform these duties.

Systemic supervision covers the entire finan-
cial system in order to prevent systemic risks
caused by problems of individual financial in-
stitutions and markets. Usually, central banks
are the systemic risk regulators and exercise
their role by using a combination of instru-
ments including interest rate, exchange rate,
open market operations, capital account man-

agement, central bank lending, payment sys-
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tem support, guidance of public opinion or

persuasion, and etc.

Tighten market discipline. Strict informa-
tion disclosure, external auditing and rating
systems as well as other market disciplinary
systems can assist regulators, clients and in-
vestors in making accurate judgment of the
capital position, profit margin and risk pro-
files. It can also serve as a stimulus for sound

operation and effective risk management.

Response Management

Response management is also known as crisis
management. When contingent systemic fi-
nancial risks occur, the emergence response
mechanism should be put into operation expe-
diently to coordinate all the parties concerned
closely. Crisis management measures should
be taken to liquidate, close down or restruc-
ture insolvent financial institutions based on
market principles in order to prevent potential
systemic financial risks. Concrete measures
include an inter-departmental coordination and
emergency response mechanism, the role of
central bank as the lender of the last resort, an
investor protection system and a relief mecha-

nism using the public finance,

An inter-departmental coordination and
emergence response mechanism. Sys-
temic financial risks are eruptive, wide-ran-
ging and harmful, and therefore difficult to be
dealt with by one single authority in a timely,
efficient and cost-effective manner. The cen-
tral bank, financial regulatory authorities and
other governmental departments should puat in

place and improve a coordination and emer-

gence response mechanism among them to
strengthen cooperation in crisis management
and dissolve financial risks in a fast and pru-

dent way.

The role of the ceniral bank as the
lender of the last resort. The role of the
central bank as the lender of the last resort
can be achieved in many ways, and two of
them are the most commonly vsed. The first
is direct assistance, where a central bank in-
jects liquidity directly through open market
operations, or renders liquidity support to
temporarily distressed financial institutions that
could influence the entire financial system but
have basically sound financial standing and
normal operation. This is the most frequently
used method for the role of the lender of the
last resort. The second is to send explicit sig-
nals that the central bank is ready to prop the
market, so the market confidence can be re-
stored. The function of the central bank as
the lender of the last resort is very important
in maintaining financial stability. This meth-
od can usuvally prevent temporarily distressed
financial institutions from triggering systemic
risks, and in crisis times can ease market lig-
uidity squeeze, stabilize market confidence
and prevent panic.

An investor protection system. An inves-
tor protection system includes a deposit insur-
ance system, a securities investor protection
system and an insurance security system, with
the deposit insurance system as the most im-
portant one, The core of the deposit insurance
system is to establish a market-oriented risk

compensation mechanism to reasonably amor-
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tize financial losses incurred from closedown
of financial institutions to the government, fi-
nancial institutions’ shareholders and deposi-
tors, so as to protect the interests of the major-
ity small depositors, prevent the crisis from
spreading , reinforce the public’s confidence in
the financial system and maintain financial sta-
bility, MNormally, the deposit insurance agen-
cies can dispose of risks through direct com-
pensation to depositors, acquisition of prob-
lematic financial institutions, receivership and
assistance (o maintain business continuity.

Financial rescue. In the process of han-
dling systemic financial risks, another interna-

tional best practice apart from central bank’s
role as the lender of the last resort is that the
state finance pays for the rescue cost with pub-
lic fund.

In addition, in the backdrop of increasing eco-
nomic and financial globalization , systemic fi-
nancial risks often go beyond borders, and fi-
nancial turmeil in one country usually spills
over onto other countries, and become a re-
gional or even global financial crisis. These
crises are difficult to be solved by one country
alone; instead, international cooperation is
needed to strengthen management of systemic
financial risks.

Figure 6. 2 Management Framework of Systemic Financial Risks
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Box 12 The Case of Northern Rock

On September 13, 2007, influenced by the
US sub-prime morlgage crisis, Northem
Rock, the fifth largest mortgage lender in
the UK, suffered liquidity crisis due to
over-reliance on credit market financing,
The Bank's depositors queuned to withdraw
money , and this caused the first bank run in
the UK since 1866,

After Northern Rock's corporate reform in
1977, its assets grew rapidly. At the end
of 2006, its consolidated assets amounted
to 101 billion pounds, and 89. 2% of
which were housing mortgage loans. As
the fifth largest housing mortgage lender in
the UK, Northern Rock had only a small
portion of deposit-taking business, and
43% of its capital was from securitization
in the financial market, much higher than
the average securitization ratio of 7% in
the banking sector. The capital structure
featuring over-reliance on the market fi-
nancing led to liquidity problems in times
of market turmoil. With the spread of the
US sub-prime crisis, the global liquidity
crunch made the Bank unable to access fi-
nancing until the problems culminated in a
bank run.

After that, the Exchequer, the Bank of

England and the British Financial Services
Authority issued a joint declaration on pro-
viding liguidity support facility to Northern
Rock., On September 17, 2007, in order to
pacify the 3-day bank run, the Chancellor
of the Exchequer Mr. Darling said that the
British government would provide guarantee
for Northern Rock to protect savings of the
depositors in the Bank. The Bank of Eng-
land announced later to provide two-day
special capital injection of 4.4 billion
pounds to the market. The above measures
eased the fear of the public and the turbu-

lence was curbed.

The Morthern Rock anecdote fully demon-
sirated that financial risks could spread
across industries, markets and borders. The
sub-prime mortgage crisis transferred risks
from the US housing market to bond and
derivatives markets, and then spread to the
British financial market through capital lig-
vidity risks, causing a liquidity squeeze and
finally rocking Northern Rock that was
highly dependent upon the financial market.
It is an important issue facing many finan-
cial administrations to effectively prevent
systemic financial risks and maintain finan-
cial stability.
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China’s Successful Experiences in
Managing Financial Risks

Since the reform and opening-up, China's fi-
nancial industry has undergone historical chan-
ges, making remarkable achievements and
playing a more important role in promoting
economic and social development. In this
process, in order to avoid sectoral risks from
evolving into systemic financial risks, the Chi-
nese government has taken active measures to
rectify financial order, dissolve risks of small-
and medium-sized financial institutions, and
actively promote financial reform so as to
maintain stable and healthy operation of the fi-
nancial system,

R ﬁ B d Order

In 1993, some deep-rooted problems in eco-
nomic performance emerged, including an
overheated macro-economy , serious inflation ,
accumulating financial risks and financial dis-
order. State-owned commercial banks had
such problems as poor asset quality, disorder
in inter-bank borrowing , credit lending and in-
vestment, setting up economic entities, solici-
ting deposits with high interest rate and off-
balance-sheet operations. There were also oc-
casional problems such as bank credit capital
flow into the securities market and the real es-
tate market, establishment of financial institu-
tions in violation of laws and illegal financial

businesses.

Facing such a simation, the state took a series
of measures to strengthen macro-adjustment by
preventing the general price level from rising
too rapidly, strictly controlling currency issu-
ance and the aggregate credit, reinforcing
macro-management of the real estate market,
forbidding financial institutions from raising
deposit and lending interest rates on their own
or in disguised manner, and containing illegal
fund-raising ; adopted the segregated operation
of the banking, securities and insurance sec-
tors, and forbid commercial banks from inves-
ting in credit trust companies, securities com-
panies and other non-banking financial institu-
tions. At the same time, efforts were made to
speed up and deepen the financial system re-
form, strengthen the central bank's functions,
establish a financial organizational system with
the state-owned commercial banks as the main
body in coexistence with various other finan-
cial institions, and push forward the reforms
of the money market, capital market and for-
eign exchange market. Through three years’'
efforts , China's economy achieved a soft land-
ing with the financial order rectified and po-
tential systemic financial risks eliminated,

Handling Risks of Small- and Medium-stzed
Financial Institutions

With the breakout of the Asian Financial Crisis
in 1997, risk factors increased in the Chinese
financial sector shown in the following areas.
MNPL ratio in banking financial institutions kept
rising, the profitability was low, accompanied
with liguidity difficulties in some urban com-
mercial banks and many urban and rural credit

cooperatives; non-banking financial institu-
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tions had no appropriate corporate governance
structures , with weak risk management and in-
ternal control, and wsually running an opera-
tional loss; problems such as illegally incorpo-
rated financial institutions and illegal financial
activities were rampant; some financial institu-
tions and practitioners violated laws and regu-
lations and conducted off-balance-sheet opera-

ticons.

To ease the shock of the Asian Financial Cri-
sis, the Mational Financial Work Conference
that was convened in December 1997 issued
the Notice of the Central Committee of the
Communisi Party of China on Deepening Fi-
nancial Reform, Rectifving Financial Ovrder
and Preventing Financial Risks to forestall and
dissolve financial risks with various measures,
including ; strengthening financial regulation
by improving regulatory rules and means;
institutions
through receivership, M&A, debt reorgani-

handling problematic  financial

zation, re-capitalization, closedown by ad-
ministrative means and bankruptcy; overhaul-
ing the credit trust industry by only granting
market access to a few number of large-scale,
strictly managed trust investment companies
that were truly engaged in trust asset manage-
ment businesses; releasing Measures for the
Banning of Illegal Financial Institwtions and
Hllegal Financial Business Operations to crack
down on illegal fund raising , disguised deposit
taking and other illegal financial business
operations,

Through concerted efforts, the historical bur-

den and risk potentials of most financial inst-

tutions were dissolved in a timely manner,

with various illegal financial activities pun-
ished, risk awareness of financial institutions
and investors improved , and the financial eco-
system initially enhanced. As a result, a be-
nign external environment for the financial re-
form and development in the next step was
created.,

Deepening the Reform of SOCBs

For many years, SOCBs, as the main body
of the banking sector, made an important
contribution to promoting the socialist market
reform and development.
enced by systematic, institutional and exter-
nal factors, SOCBs had high NPL ratios, in-
adequate capital, backward mechanisms,
poor profitability , unsound corporate govern-

However , influ-

ance , and weak risk management and inter-

nal control,

The Chinese government has paid great atten-
tion to the reform of the SOCBs and taken a
series of measures to comprehensively push
forward the integrated reform of the SOCBs in
a resolute manner since the Asian Financial
Crigis in 1997, In 1998, the government is-
sued RMB 270 billion yuan special-purpose
treasury bonds to replenish capital of the four
solely state-owned commercial banks; in
1999, the four financial asset management
companies were sel up to dispose of nearly
RME 1.4 trillion yuan bad assets of the four
SOCBs; in 2002, prudent financial accounting
standards were implemented after the adoption
of the five-category loan classification. In
2003, a shareholding reform of the SOCBs
wis conducted with the objectives of * estab-
lishing a standard corporate governance struc-



Chapter VI Management of Systemic Financial Risks 105

ture, shifting operational mechanism, becom-
ing internationally competitive modern com-
mercial banks characterized by clearly-defined
ownership, adequate capital , stringent internal
control, safe operations and good services and
earnings”. The state injected capital through
Huijin Company into CCB, BOC and ICBC
successively, and all the recipient banks were
successfully listed in overseas markets after
completing share-holding reforms. At present,
ABC and other financial institutions are speed-
ing up the sharcholding reform,

After the reform, NPL ratio of the state-
owned commercial banks was considerably
slashed, and bad loan provision ratio in-
creased rapidly. The capital adequacy ratio
reached international standards, a modern
corporate  governance structure and internal
control mechanism initially took shape, risk
management substantially improved, the in-
ternational competitiveness of the SOCBs be-
came stronger and financial stability was sig-
nificantly improved.

Inplementing Capital Market Reform and
Comprehensive Restructure of Securities Com-
panies

Influenced by limitations in the reform scheme
design and mismatch between reform meas-
ures, problems in the capital market began o
emerge in 2002, including: more acute ad-
verse impact of the non-tradable shares, ram-
pant phenomena where securities companies
embezzled clients’ securities transaction settle-
ment fund and clients’ securities assets, un-
sound corporate governance structure of listed
companies, lack of market disciplines, flawed

information disclosure system, and illegal ac-
tivities such as insider trading and market ma-
nipulation. In addition, problems such as lack
of institutional investors, limited investment
products, poor supervisory and legal frame-
work on the securities industry and insufficient
supervision also constrained the further devel-

opment of the securities market.

To promote the healthy development of the
capital market, the State Council issued Opin-
ions on Promoting the Reform, Opening-up
and Stable Development of the Capital Mar-
ket, which made overall arrangements for the
capital market reform and development: to ac-
tively carry forward the reform of non-tradable
shares, and overhaul securities companies; to
push ahead restructuring of securities compa-
nies, establish a securities investor protection
fund system, and build up a long-term mecha-
nism for risk disposal; to intensify the efforts
in building fundamental systems, reinforce
regulation and improve the risk monitoring and
early-warning system with net capital as the
core indicator; to further improve the legal
framework governing the securities sector and
improve the operational mechanism of the cap-

ital market,

Through the series of reform measures men-
tioned above, the accumulated risks in the se-
curities sector were initially dissolved, with il-
legal activities contained, supervisory approa-
ches and methods further improved, and great
advance made in the building of industrial fun-
damental systems, thus laying a solid founda-
tion for the healthy development of the capital

market and the securities sector.
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In retrospect, China has accumulated abundant
experiences in preventing and dissolving finan-
cial risks. From handling risks of individual
instimtion and individual industry to compre-
hensively reforming the financial system, and
from handling historical problems in a passive
manner to actively reforming the existing sys-
tem, from response measures to flexible pre-
emplive measures, a systemic financial risk
management framework has taken shape. In
recent years, China's economy has been de-
veloping steadily and rapidly, with remarkable
achievements made in the financial reform,
accumulated risks in the financial sector pru-
dently handled and financial stability remark-
ably strengthened. However, some acute
problems still persist, and new situations and
new problems emerge. Therefore, -efforts
should be made to improve the financial risks
management capacity and prevent and handle
major risks influencing financial stability in the
process of opening up to the outside world.
First, improve macroeconomic adjustment to
maintain stable economic performance. At the
current juncture, a prudent fiscal policy and a
tight monetary policy should be pursued to
strengthen liquidity management, prevent rap-
id economic growth from becoming overhea-
ting , prevent structural price increase from be-
coming generalized inflation, intensify eco-
nomic restructuring and ease the disequilibria
in balance of payments. Second, deepen the
financial reform and opening-up to improve
the risk management ability of financial insti-
tutions. Efforts should be made to improve
corporate governance , strengthen internal con-
trol, establish a modern financial enterprise

system, and speed up innovation in the
process of opening up wider to the outside
world so as to improve the efficiency and
competitiveness of the financial system.
Third, cultivate rational market expectations to
promote long-term  healthy  deve-lopment of
the market. Endeavors should be made to
strengthen market supervision, crack down on
ingider trading and market manipulation, in-
tensify investor education, and continue to
deepen the reform and innovation of the cap-
ital market so as to promote the healthy devel-
opment of the market in the long run. Fourth,
intensify the building of financial infrastructure
to improve the financial eco-system. Measures
should be taken to modernize the payment and
settlement  system, set higher accounting
standards and information disclosure stand-
ards , establish and improve the credit informa-
tion system, reinforce anti-money laundering
efforts and improve the financial legal system.
Fifth, speed up the building of a financial
safety net and establish a long-term risk han-
dling mechanism. Endeavors should be made
to improve financial regulation, establish and
improve a regulatory coordination mechanism,
step up the creation of a deposit insurance sys-
tem and establish and maintain an emergence
response mechanism for the purpose of main-
taining financial stability. Sixth, arouse the
awareness of financial institutions’ social re-
sponsibility to promote sustainable develop-
ment of the financial sector. Various measures
should be taken to

instimtions’ sense of corporate social responsi-

cultivate  financial

bility and combine their business operations
with social responsibilities.
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Box 13 Corporate Social Responsibility and Sustainable Development

Due to its unique role in resources alloca-
tion, the financial sector has become the
hub of a modern economy, and plays an
important role in practicing and promoting
social responsibility, The social responsibil-
ity of financial enterprises refers to financial
enterprises’ efforts to promote the harmoni-
ous interaction  between  stakeholders
through financial levers so as to protect the
environment, promote social development
and earn economic returns, and achieve the
sustainable development of society, envi-
ronment, economy and finance. Major in-
ternational financial institutions pay great at-
tention to social responsibility, and have
shifted from a passive stance o a positive
one. At present, the Equator Principles’ ini-
tiated and abided by major international fi-
nancial institutions voluntarily have become

a norm for international project financing.

In recent years, Chinese financial institu-
tions started to perform their corporate so-
cial responsibilities due to the advocate by
concerned government authorities and issued
reports thereon. For example, Shanghai Pu-
dong Development Bank issued its report on
corporate  social responsibility in 2005,

CCB in 2006, BOCOM and China Mer-
chants Bank in 2007. Shenzhen Stock Ex-
change released Guidelines on Social Re-
sponsibility of Listed Companies in Septem-
ber 2006, which defined social responsibili-
ties that should be taken by all listed compa-
nies including financial institutions. In April
2006, Shanghai Banking Regulatory Bureau
issued the Guidelines on Corporate Social
Responsibilities of Banking Financial Insti-
tutions in Shanghai , which encouraged and
called on banking financial institutions to
actively perform their due social responsibil-
ities, and protect the legitimate rights and
interests of shareholders, employees, con-
sumers and other stakeholders. In June
2007, PBC released the Guiding Opinions
on Improving Financial Services in Energy
Saving and  Environmental Protection,
which guided banking institutions to con-
sciously utilize credit levers to perform their
corporate  social responsibilities, In  July
2007, PBC, the State Environmental Pro-
tection Administration and CBRC jointly is-
sued Opinions on Implementing Environ-
menial Protection Policies and Rules and
Preventing Credit Risks, which asked bank-
ing financial institutions to adjust and down-

1 In October 2002, a group of major financial institutions formulated a set of guidelines for the judgment, assessment and
management of environmental and social risks in the project finance sector-the Equator Principles, in accordance with policies and
guidelines of the International Finance Company. The principles require that financial institutions should actively perform due dili-
gence on environmental and social issues of financing projects to combine corporate social responsibility with the responsibility of
gaining economic retums, As of September 2007, 54 financial institutions adopted the Equator Principles, including those from
both developed and developing countries , with financing projects in over 100 countries in the world, accounting for 85% of the to-
tal project financing.
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size loans to “highly energy-consuming and
highly polluting” industries and emphasized
that * commercial banks should regard sup-
porting environmental protection, control-
ling credit lending to polluting enterprises as
an important part of their corporate social
responsibility™ .

At present, environment and resources is-
sues constrain the sustainable economic

growth. Therefore, financial institutions

should strengthen their awareness of corpo-
rate social responsibility, become socially
responsible enterprises by drawing on expe-
riences of international big financial institu-
tions and mastering advanced concepts and
technologies concerming  investment and
credit environment and social risk evalua-
tion, speed up the building of a green credit
system and promote the sustainable develop-
ment of finance.

{ By Tao Ling, Liu Weijiang, and Hu Ping)





