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Since the late 1990s, China has been viewed as distinct among East Asian
economies in having avoided severe disruption due to financial crisis." It is certainly
the case that China, by virtue of its relatively closed and government-directed finan-
cial system, has escaped destabilizing swings in the value of its currency, liquidity
pressures on its reserve base, and failure of its banking institutions. However, it
should not be overlooked that China, when measured by its sizable volume of dis-
tressed or non-performing loans (NPLs), its large number of poorly performing
state-owned enterprises (SOEs), and its underdeveloped and still repressed capital
markets, is in fact plagued by many of the ills that have afflicted the crisis countries.

To its credit, China’s government, as part of its broader and continuing
efforts at economic restructuring, has taken active measures to address these mat-
ters in a systematic manner. In this regard, the February 1, 2004, statement by
the State Council of the Peoples’ Republic of China (PRC), reasserting its objec-
tive to reform and develop China’s capital markets, is emblematic. The
announcement opens the path for a new legal framework to support China’s
securities markets, including formal implementation as a function of the parallel
development of specific securities and banking regulations.? While the contribu-
tion of the former is obvious, that of the latter—banking regulation—may be
more ambiguous. In terms of capital markets, banks?® can have several direct func-
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tions, most notably lending, payment settlement, and custody. Often overshad-
owed, but no less important, however, is the informational role of banks, partic-
ularly in emerging financial systems in which information structures are
themselves evolving. It is then the primary objective of this paper to present the
case of complementarity in banking and securities markets by focusing on the
informational role of banks in support of securities market operations. Secondly,
to maintain specificity and detail, I focus my analysis on China’s prospective mar-
kets for asset-backed securities (ABS).

By way of definition, I use the term asset securitization to refer to the
process whereby otherwise illiquid assets are packaged and sold to specially cre-
ated, single purpose companies, which in turn issue securities, either publicly or
privately, backed by those assets.* Structured finance extends this basic logic to
include the separation of securities into classes or traunches, which are sold to
investors with differing appetites for risk.’ In Asia, ABS markets have expanded
rapidly in the wake of enabling legislation enacted in the early 1990s, but might
still be characterized as developmental. This is certainly more so the case in
China, where the required legal infrastructure is ambiguous at best, and nonexis-
tent at worst—and where few securitized transactions have been sourced.

Barriers to the successful development of ABS markets in Asia are, on their
highest plain, consistent with constraints on public debt markets more generally:
the lack of market-determined government bond rates, limited supply, pressures
on demand owing to statutory restrictions, poorly developed information struc-
tures, and trade clearing and settlement processes, etc.® From a regulatory per-
spective, ABS markets are also strapped by the requirement for a specialized legal
framework that allows assets to be formally transferred from the seller (the “orig-
inator”) to the special purpose company (SPC), to be used as a source of cash
flows by that entity in the issuance of securities, and to be managed or serviced
for the benefit of the securities holders. From a financial market perspective, the
successful development of ABS markets further requires a large supply of finan-
cial assets either of high quality or of sufficient homogeneity with respect to their
inherent risk and the predictability of their cash flows. Such a scenario allows for
the creation of a steady stream of payments capable of meeting the debt service
requirements of the issued securities with relatively little risk.

As with many in East Asia, China’s financial system is bank-centered. The
recent evolution in Chinese finance begins with the budgetary allocations of a
command economy, moves to the allocative controls of a state-owned banking
regime, and finally to the provision of competitive, commercially-based banking
services. Thus, bank loans are by far the most dominant source of funds to the
Chinese financial system, constituting more than 80 percent of the annual
increase in average fund flows for the last three years (see Table 1). Furthermore,
and notably for the present context, approximately 20 percent of Chinese bank
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loans (2002) are considered non-performing by international standards, the
equivalent of about 20 percent of China’s GDP.” Such a high concentration of
financial assets in a single class, burdened further by suspect quality, severely
hampers building the diversified pools of assets required for effective securitiza-
tion. Moreover, where the benefits of securitization in the form of asset manage-
ment, liquidity, and capital management flexibility would otherwise accrue to
China’s banks, their distressed loans, in at least this respect, imprison them.

TABLE 1: SOURCES OF FUND FLOWS

PERCENT PERCENT PERCENT THREE-YEAR PERCENT
2003 TOTAL 2002  TOTAL 20001  TOTAL TOTAL  TOTAL
Total 35,154 100.0 23,976 100.0 16,555  100.0 76,585 100.0

Bank Loans 29,936 85.2 19,228 80.2 12,558 75.9 61,722 81.6

Government

Bonds 3,325 9.5 3,461 14.4 2,598 15.7 9,384 12.4
Corporate

Bonds 336 1.0 325 1.4 147 0.9 808 1.1
Equities 1,357 3.9 962 40 1,252 7.6 3,571 4.7

Source: People’s Bank of China, Financial Survey and Statistics
RMB 100 million

How shall China disentangle itself from this web of capital market under-
development buttressed by a weak commercial banking sector? This paper is
motivated by this question, as it is manifested through prospective Chinese mar-
kets for asset-backed securities. The paper is organized as follows. Section I estab-
lishes the basis for complementarity between banking and capital market finance
through the informational role of banks. Section II considers the transition from
a bank-centric financial system to asset-backed finance and outlines the relation-
ship of banks to the development of ABS markets. Section III reviews structural
features of China’s prospective ABS markets from a comparative regional per-
spective. Section IV critically addresses the impact of China’s NPL problem on
finding effective ABS solutions, and Section V concludes.

I. THE CAPITAL MARKET ROLE OF BANKS: BENEFITS AND COSTS

Unlike other banking systems, particularly those of Northeast Asia, China’s is
not in the tradition of the Japanese “main bank” or even necessarily the South
Korean “principal transactions bank.” Instead, China’s banks were long ago tasked
explicidy with supporting the development goals of the Chinese state as affected
though China’s SOEs and as such were required to undertake direct lending on
policy rather than commercial terms.” This began to change in 1994 with the intro-
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duction of specialized banks to conduct policy-specific lending; in 1995, with the
promulgation of China’s Commercial Banking Law; and in 1999 with the estab-
lishment of China’s Asset Management Companies (AMC) to relieve banks of non-
performing policy loans.'® What has been slower to evolve, however, is the
emergence of a “risk culture” of commercial lending." This, I argue, is a/the key
underlying condition necessary for capital market reform and development to pro-
ceed in China.

The process of financial development generally involves a progression from
bank finance to market finance. In many countries, one can discern a growth
path that begins with the expansion of bank assets relative to GDP and proceeds
through the introduction and development of non-bank financial institutions
(e.g. insurance companies, investment banks, pension funds, venture capital
firms), which accompany and foster the growth of financial markets.”
Throughout the development process, banks compete with market actors on the
basis of risk management and relative returns,” in what may appear to be a “zero-
sum” game. In fact, despite such competition and the growth of market finance
relative to bank finance, the very development of capital markets, particularly
those for public debt, can contribute to the competitive posture of banks.

Indirectly, the existence of liquid, local currency bond markets, with
broad, well-established pricing across all maturities, supports the establishment of
“risk-free” government base rates off which other assets, including bank loans,
may be effectively priced.” Of particular relevance is the role of these reference
rates in the pricing of derivative securities for currencies, interest rates, and credit

risk, each allowing banks better control over

What bas been slower to and management of portfolios of assets and
liabilities. Directly, public debt markets

evolve, however, is the afford banks, as well as non-financial corpo-

emergence of a “risk culture” rations, an additional source of capital and
ofcomm ercial lending permit banks to better manage their capital

and liquidity requirements, while broaden-

ing their exposure to market discipline. Also
of relevance in the present context is that public debt markets facilitate the secu-
ritization of bank assets and allow banks better command over the management
of their loan portfolios, including the disposition of NPLs. Finally, well-func-
tioning public debt markets, in the event of a banking crisis, provide an alterna-
tive source of corporate funding and may serve to alleviate pressure on the
financial system and allow for a more ordered approach to bank restructuring
with reduced economic dislocation.
As noted above, banks"” can have several direct capital market functions,
including lending, payment settlement, and custody of assets, the analysis of
which I consider beyond the scope of this discussion. I focus instead on the infor-
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mational role of banks in capital market finance, with particular reference to their
monitoring clients, and consider the means by which reliable information about
borrowers is 1) produced and conveyed to the capital markets and 2) employed
to reduce problems associated with incomplete information or conflicts of inter-
est between borrowers and bondholders.

In developed capital markets, information production and dissemination
may take several forms, including regulatory disclosures, security analyst reports,
rating decisions, and media reporting. Each of these differs in the nature of the
information consumed and produced, but generally share the use of borrower-
disclosed data, publicly available data, or information otherwise developed by the
institution. Banks, conversely, enjoy access to proprietary information about bor-
rowers, which affords them an informational advantage. The basis of this advan-
tage is the bank’s relationship with its client through the lending agreement.

Typically, bank lending is governed by defined covenants; it provides for
funds to be advanced and retired on a short-term schedule; and it is collateral-
ized." Each of these features contributes to the informational advantage of the
bank vis-a-vis its clients and other creditors and in fact operationalizes the bank’s
monitoring of the borrower."” Beyond simply collecting and processing informa-
tion about their clients, banks also take discrete credit actions (e.g. initiation, can-
cellation, extension, or renewal); which are observable by other investors and
creditors. In this way, new or extended credit by a lending bank may certify man-
agerial quality and signal positive private information about the borrower to
other creditors.'

In contrast to bank loan agreements, the constraints on managerial discre-
tion imposed by bonds are comparatively narrower in scope.'” As such, they often
share a spectrum of the banks” monitoring regime defined by the broader and
tighter covenants of the loan agreement. Furthermore, unlike bank lenders,
bondholders are less concentrated and do not enjoy direct access to private infor-
mation about the firm, nor the individual incentive to monitor. Thus, they can
directly benefit from bank oversight of the borrower along the shared spectrum.
In this way, banks can indirectly provide information services to other lenders
and in so doing influence the costs of public debt issuance.”

What is important to emphasize at this juncture is that effective bank over-
sight, to the extent it benefits bondholders, rests squarely on the quality, finan-
cial soundness, and reputational integrity of the bank. This is critical because the
features of the lending agreement that give effect to monitoring and governance,
specifically the short-term nature of the agreement and the restrictive covenants
that constrain managerial actions and contribute to the bank’s informational
advantage, also give banks considerable leverage over debtors. This leverage can
expose borrowers to self-interested behavior by banks.”

To illustrate, given the short-term nature of the bank contract, banks can
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exert control over clients by demanding repayment of project loans or by requir-
ing higher fees when continuing projects is efficient.” These actions leave bor-
rowers exposed to potential liquidity risk, which in turn jeopardizes bondholders
and other creditors and ultimately leads to
higher capital costs. The problem is further
Most importantly, when accentuated when a bank’s own financial

bank health is at risk, condition is weakened. In this regard, the
effects of recent bank distress among

the banks’ informational
f China’s neighbors is demonstrative; in both

advantzzge may be a source Japan® and Korea™ changes in the value of

of risk to bondholders bank clients can be traced directly to spe-

and other creditors cific events affecting the value of their pri-

mary lenders. Conversely, weak banks, in

order to avoid default, may allow borrowers
to continue poor quality projects by not calling loans or by providing additional
funding.” To the extent that the bank’s debt is senior to that of other creditors,
failure to discipline management by retiring questionable credits may result in
deterioration of the value of the subordinated debt, again jeopardizing the wealth
of other creditors.

In good financial states, therefore, banks and capital markets coexist as
competitive complements: markets offer banks access to capital, liquidity, and
the ability to manage risk, while banks, in leveraging their informational advan-
tage to service clients, extend informational services, even if indirectly, to other
capital market participants. However, and most importantly, when bank health
is at risk, the banks’ informational advantage may be a source of risk to bond-
holders and other creditors.

II. BANKS AND THE DEVELOPMENT OF ABS MARKETS

As one component of a developed regime of financial market debt, securi-
tized finance offers several benefits to borrowers; primary among these is the abil-
ity to convert illiquid assets, such as bank loans, into a ready source of capital.
Furthermore, through a well-structured securitization program, the risk of a
bank’s assets can be disaggregated into its constituent components—credit risk,
interest rate risk, liquidity risk—and managed more effectively.” Thus, through
securitized transactions, Chinese banks would be able to actively manage their
loan portfolio against their capital base in order to free up capital to support
increased lending.” Alternatively, securitization may serve as a source of
enhanced liquidity for banks should they swap illiquid assets, such as corporate
loans, commercial mortgages, or, on a retail level, residential mortgages, credit
card receivables, or auto loans for liquid, investment grade securities that can be
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sold in secondary markets.” Lastly, though constrained by factors to which I
return below, securitization may also afford Chinese banks the means to dispose
of assets of questionable quality. Accordingly, the banks are among the most
likely to benefit from access to markets for securitized finance.

Of course, as with the emergence of debt markets more generally, the chal-
lenge posed to banks by the development of local markets for securitized finance
is one of competition for quality credits and lending services. In two important
respects then, securitization can be viewed as accelerating the eclipse of bank
finance. First, securitization allows holders of assets to by pass traditional lending
banks and to acquire capital directly in the markets, using the cash flows of the
securitized assets to service the issued securities. Accordingly, in lieu of a bank
loan, a non-bank borrower holding a clearly defined, homogenous pool of assets
with predictable cash flows might consider establishing a special purpose entity
to which to sell the assets through a program funded by the sale of securities.
Second, securitization allows, in fact requires, traditional banking functions, such
as loan origination, credit guarantee or enhancement, loan monitoring and ser-
vicing, and funding, to be unbundled and, when appropriate, contracted to spe-
cialized agencies.” Thus, securitized finance competes with bank finance on at
least two levels. It does not, however, obviate the need for banking services.

To examine this competitive issue more closely, consider a bank’s infor-
mational advantage vis-3-vis individual clients. In providing services consistent
with securitized finance—asset origination, credit enhancement, asset servicing,
lending—banks, through their lending agreements, enjoy access to proprietary
information about their clients that would, in effect, allow banks a key informa-
tional role, especially in the securitization of their own assets. Thus, Chinese
banks would continue to originate new loans and, to the extent these are securi-
tized, would be positioned to offer servicing, liquidity, and credit enhancement
services to the funding entity.

The significance of the Chinese bank’s continuing relationship to the
underlying assets through credit enhancement then becomes important in an
informational sense. In a typical ABS transaction that securitizes assets originated
by a bank, the assets are sold to a special purpose entity without recourse. At the
point of the sale, the bank’s responsibility with respect to the assets theoretically
ends. Insuring the bank’s continued participation in the oversight of the assets
creates a bond between the bank and the transaction that mitigates possible con-
flicts of interest that might result from the bank’s superior knowledge of the qual-
ity of the assets.”® Thus any credit enhancement of the originating bank would
insure that it would conduct a credit evaluation of the proposed transaction, as
well as actively monitor the underlying assets throughout the term of the deal.

Credit enhancement techniques can take several forms depending on the
nature of the transaction.” Inherent in credit enhancement services provided by
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banks is the presumption that if a bank has capital at risk, then it is properdy moti-
vated to insure the integrity and ongoing viability of the transaction.”? This would
be the case whether or not the credit enhancer was also the originating bank. An
extension of this reasoning is that originating banks so bonded will also be moti-
vated to write loans to guality borrowers from the outset. This is critical in that it
suggests that securitization—specifically origination and credit enhancement—
encourages prudential lending by forcing financial institutions to satisfy ABS
market standards for loan quality and the pricing of risk.*® Lastly, even if Chinese
banks did not originate the assets of a transaction, they might still leverage their
own quality and creditworthiness by offering credit enhancement services. These
would be especially valuable in an emerging ABS market such as China.*

I return then to the central point of Section I and note that as banks com-
plement public debt markets generally, so too do they provide specific informa-
tional benefits to markets for securitized assets. Certainly, the development of
ABS markets may undermine certain functions of China’s commercial banks.
Still, they would also offer the banks considerable flexibility in asset and liability
management and result in a division of labor that would permit the banks to per-
form value-added, fee-based services in a manner consistent with their informa-
tional advantage and broader relationship with individual clients. This
informational role, however, is rooted in the quality, financial soundness, and
reputational integrity of China’s banks.

III. TOWARD THE DEVELOPMENT OF AN ABS MARKET IN CHINA

In Section II, I characterized Asian ABS markets as developmental. In
fact, individual local markets vary widely in their support for securitized trans-
actions and, consequently, in the volume of transactions sourced. However,
many countries, including Japan and South Korea, share prominently with
China a critical link to corporate restructuring. Ian Giddy offers a useful order-
ing of this linkage from a market development perspective.” Once in recovery
(i.e. active restructuring of both banks and corporations), an economy may
leverage a nascent ABS market, in an early stage, as a source of funds. Thus, in
recovering economies, public sector restructuring agencies may securitize the
NPLs of distressed banks, usually with recourse to the originator and/or supple-
mented by a third party credit enhancement. In this stage, good loans may also
be securitized with a third party credit enhancement. The next stage is charac-
terized by a more broad-based securitization, as banks and corporations leverage
the ABS markets for risk management, as well as funding. In the final stage,
entrenched securitization, the ABS market influences pricing in other asset mar-
kets (e.g. loans and bonds), as originators structure and price assets to support
ready securitization and hence liquidity.
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Certainly, indigenous public markets for debt securities exist in Asia at
varying levels of development. Basic legislation is also in place in many countries
to support securitization. In Japan, for example, transaction volumes grew grad-
ually, as enabling statutes emerged slowly and iteratively during the early 1990s.
However, with the adoption of specific laws governing various aspects of securi-
tization, including the establishment of special purposes companies, in 1998 and
1999, the market accelerated rapidly. The South Korean experience is similar as
the volume of transactions expanded very quickly after the enactment of the
Korean Act on Asset-Backed Securitization in 1998, making the South Korean
market the largest in Asia.* In Taiwan, enabling legislation—Taiwan’s Financial
Asset Securitization Regulations—was not finalized until 2002. Accordingly, the
first transaction, an NT $3.59 billion collateralized loan obligation, originated
and serviced by the Industrial Bank of Taiwan, closed in February 2003.”

Still, no Asian market is without elements of the early stages of ABS market
development outlined above. In addition to diversification by the host country,
transactions have also varied by currency, with substantial volumes also sourced
offshore and in American dollars. Furthermore, transactions have been remark-
ably diverse and, in recent years, innovative with respect to securitized assets.
While many early deals involved the securitization of residential and commercial
mortgages, various types of loan obligations, equipment leases, auto loan receiv-
ables, and trade receivables, more recent transactions have included credit card
receivables (most notably in the case of Korea), more specialized loan types, and
even airline passenger tickets. Finally, and importantly in a developmental sense,
many Asian deals, since the introduction of local ABS transactions, have lacked
“pure” securitization structures in the sense that they frequently allow recourse to
either government or private sector entities.” A case in point is the Korean Asset
Management Corporation’s (KAMCO) first international securitization of
NPLs, which includes a feature to return loans to the originating banks should
borrowers default.”

In contrast to other East Asian financial systems, China, in developing a
local ABS market, must proceed more fundamentally, in terms of both debt
market organization and legal infrastructure. As is evident from Table 1, China’s
public debt markets are rudimentary. They consist of market sectors for treasury,
financial institutions, and enterprise bonds, with the latter particularly circum-
scribed. Furthermore, they are burdened with a host of structural impediments.®
For example, due to the current state of capital market development, there are
few institutional investors in China, thus making information structures that
much more important. Yet these credit rating, accounting, and audit services
remain weak and therefore undermine the credibility of information disclosure.
With specific reference to credit ratings, local agencies lack reputational value,
while overseas agencies frequently constrain local corporate ratings in order to
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remain below central government levels. Pricing mechanisms are underdevel-
oped, and as a result, risk is not effectively incorporated into bond spreads.

While the basic regulatory infrastructure to issue debt securities, though
constraining, is in place in China, the legal infrastructure required to support
securitization has not yet been comprehensively developed. Certainly, there are
examples of securitized transactions by Chinese-domiciled firms, such as the oft-
sited 1997 and 1999 deals by China Ocean Shipping Company (COSCO). In
both transactions, COSCO securitized future shipping revenues offshore.”
However, onshore transactions remain elusive because of legal ambiguities and
inherent weaknesses in China’s financial and banking markets. I consider the
former below and return to the latter in the next section.

Legal infrastructure is a necessary precondition of the development of
indigenous ABS markets. Such infrastructure supports: 1) the transfer or sale of
assets; 2) the establishment of independent special purpose entities, in the form
of either a company or trust, to acquire the transferred assets; and 3) the issuance
of debt securities. In China’s case, each of these presents a practical hurdle to
effective securitization.

No legal restrictions exist in China on the transfer of loan rights.
Transferees are required only to notify the borrower of the transfer of the loan,
as opposed to gaining formal consent.” However, Chinese law does not address
the notion of a “true” sale of an asset for purposes of securitization. It leaves
uncertain the treatment of recourse and the enforcement of a transferee’s rights.”

Chinese Company Law does not support the formation of special purposes
companies,” but instead requires that Chinese-incorporated companies function
as operating businesses.” Furthermore, in order to issue negotiable debt instru-
ments, a Chinese company is required to maintain statutory levels of assets and
earnings, each of which may detract from the otherwise one-dimensional operat-
ing objectives of the SPC.* Finally, corporate bonds are the only sanctioned form
of corporate debt security in China, the issuance of which is subject to rationed
access based on regulatory approval.?

In spite of the forgoing constraints posed in transferring assets, establish-
ing a SPC, and issuing securities, there is nonetheless some evidence of effective
regulatory arbitrage taking place in China, which is advancing the “technology”
of asset securitization. I note in this regard a recent transaction by Chinese Asset
Management Company (AMC) Huarong and China International Trust and
Investment Company (CITIC), which leverages China’s Contract Law and 2001
Trust Law*® to establish a single trust with CITIC as trustee. Under this arrange-
ment, the organizers packaged together a portfolio of distressed bank assets, cre-
ated beneficial interests in the trust, and then sold these interests to local
investors.” Though not technically a securitization transaction, the deal is
nonetheless consistent with the structure of asset-backed securities.
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IV. CHINA’S NPLS: IMPETUS FOR OR BARRIER TO INNOVATION?

In addition to the legal and regulatory impediments that slow the devel-
opment of China’s ABS market, the structural weaknesses of China’s banking
sector pose a more difficult challenge and potentially more significant barrier to
overcome; chief among these, of course, is China’s problem with NPL.

The critical link between the supply of assets and the development of
China’s ABS markets rests primarily on the question of China’s NPLs and the
manner by which these distressed credits are restructured. China has followed the
lead of the United States, Japan, and South Korea, among others, in using spe-
cialized companies to acquire, structure, and then retire or dispose of such assets.
Established in 1999, China’s four AMCs are each paired to one of the large
Chinese state banks.” Also, each was capitalized with initial equity from China’s
Ministry of Finance, with the majority of additional cash capital provided in the
form of People’s Bank of China lending.”' Acquisitions of NPLs by the AMCs
from the banks have been funded primarily

by securities, which, assuming implicit state

guarantees of the AMCs, allow the banksto - -- the structural weaknesses

lower the risk of their asset base.” 0f China’s banking sector
The AMC:s are not intended as a per- pose a more dg'ﬁicult

landscape; according to the statute that cre- c/mllenge dndp Otentm”y
ated them, they will be dismantled in more sz'gmﬁcant barrier to

2009.” Consequently, the operational ,yercome: c/aiefamong these,
dichotomy created whereby Chinese banks

manent construct of the Chinese banking

. o of course, is China’s problem
originate but do not restructure credits will f ’ h 14

end. This is critical to encourage banks to with [ non-pwforming
build long-term relationships with finan-  Jogns]/.
cially sound borrowers, while providing a

broad array of services, including prudential

lending. It is furthermore supportive of securitization in that it establishes banks
at the center of China’s ABS markets as originators, servicers, and guarantors. In
the near term, however, the relationship between the AMCs and their banks can
potentially impede ABS market development in China.

In 1999 and 2000, original NPL transfers by the banks to the AMCs
amounted to more than 20 percent of the combined loan books of the four
banks, without the assumption that these represented all NPLs on the books of
the banks and given the international differences in problem loan classification
then occurring.* Also, as Ma and Fung demonstrate, these transfers primarily
involved policy loans extended before the end of 1995 (i.e. prior to the estab-
lishment of China’s policy banks), and included loans identified as substandard
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(under the Chinese loan classification scheme) before the end of 1998.%
Furthermore, in establishing the AMC:s, the sale of additional NPLs was not pre-
cluded. As a result, the interdependence of the bank and its AMC poses the risk
of moral hazard should banks assume that they can dispose of poorly performing
assets through their AMC:s.* This has two obvious implications for China’s ABS
markets. First, if not encouraging poor lending decisions, it might nonetheless
relieve pressure on banks to rapidly improve the new credit process. As a result,
efforts to arrive at a uniform standard of risk in corporate lending are impaired.
Secondly, the “stock” problem of NPLs becomes a potentially more threatening
“flow” problem should new distressed loans emerge and their volumes increase.”

Further complicating the potential agency issues stemming from the bank-
AMC relationship is the AMCs’ mandate to restructure specific credits through
the use of debt-equity swaps. In analyzing the role of debt-equity swaps in cor-
porate restructuring in China, Ma and Fung note that the government’s motiva-
tion behind the concept was rapidly to deleverage Chinese SOEs and to increase
their short-term profitability by reducing financial expenses.”® Bonin and Huang
argue that an unintended consequence may be significantly less benign for the
flow of NPLs: particularly the disincentive on the part of ailing SOEs to improve
performance and hence their ability to service debts.”

If measured then by the stock and flow of distressed bank loans, China’s
ABS markets will be burdened by the challenge of securitizing NPLs. Several
points are warranted here.* First, effective securitization depends critically on a
portfolio of assets diversified by borrower, but nonetheless homogeneous with
respect to asset type (including the contractual bases of the underlying assets). In
the case of China, NPLs can be highly concentrated both among borrowers and
by sector (i.e. SOEs are themselves concentrated in traditional industries).
Second, the asset portfolios must be able to generate reliable cash flows. Certainly
this is most difficult to accomplish among distressed debtors. Third, in “transi-
tion economies,” the disposition of NPLs collateralized largely by government-
owned assets must be carefully controlled to avoid the leakage of state assets into
private hands at undervalued prices.®’ Finally, where recovery rates generally are
important in structuring asset-backed transactions, they are particularly impor-
tant in securitizing portfolios of NPLs. As a proxy for potential recovery rates on
securitized NPLs in China, I note the recovery experience of the AMCs compiled
in Table 2 as varying, based fundamentally on the lending experience of the orig-
inating state bank, but generally low.
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TABLE 2: RECOVERY RATIOS OF ASSETS DISPOSED BY CHINESE AMCS IN
2003

DISPOSED PERCENT CASH PERCENT RECOVERY

ASSETS TOTAL RECOVERED TOTAL RATIO

China Huarong 136.04 26.71 29.37 29.54 21.59
China Great Wall 165.24 32.44 15.80 15.89 9.56
China Orient 86.65 17.01 16.45 16.55 18.98
China Cinda 121.43 23.84 37.79 38.01 31.12
Totals 509.36 100.0 99.41 100.0 19.52

Source: China Banking Regulatory Commission
RMB 1 billion

The burden of China’s NPLs therefore poses a significant challenge to the
development of local ABS markets. Most critically, the supply of China’s NPLs
must be brought immediately under control through concerted efforts by the
banks and AMC:s to address systemic issues, including those of bank-AMC gov-
ernance, which may contribute to the flow of non-performing assets. Returning
to the Huarong-CITIC transaction referred to above, I note that the deal, as
structured, demonstrates that securitized transactions can benefit China by per-
mitting the banks and AMC:s additional channels through which to dispose assets
at potentially better pricing, increased profitability, and lower losses.”” However,
as the experience of several of the Asian crisis economies indicates, restructuring
through use of ABS markets must be one component in a wider approach to ABS
market development that includes the strengthening of the financial soundness
and reputational integrity of China’s banks and the liberalization of alternative
asset markets so as to promote, in parallel with securitizing NPL portfolios, the
broad-based securitization of other assets.

V. CONCLUSION

The primary objective of this paper was to establish the informational role
of banks as a key requirement in the development of public debt markets gener-
ally, but more specifically in the development of markets for asset-backed securi-
ties. The common thread throughout my analysis has been the importance of
financially sound, reputationally strong banks in fostering capital market devel-
opment by reducing information problems and conflicts of interest between
debtors and bondholders, most especially in developing financial systems, such as
China’s, in which information structures (e.g. credit rating agencies and financial
media) remain weak or non-existent. Therefore, rather than viewing ABS market
development as a panacea for the challenges that confront China’s banking
sector, this paper argues that many of the monitoring and governance problems
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that burden China’s banks are what stand in the way of ABS market develop-
ment. Thus, while ABS markets buttress the banking sector, they are themselves
dependent on the commercial viability and financial soundness of the banks to
enhance credits, normalize risk, standardize pricing, and insure a flow of good
quality assets. m
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TABLE 1: SOURCES OF FUND FLOWS

Percent Percent Percent Three-Year Percent

2003 Total 2002 Total 2001 Total Total Total

Total 35,154 100.0 23,976 100.0 16,555 100.0 76,585 100.0

Bank Loans 29,936 85.2 19,228 80.2 12,558 75.9 61,722 81.6

Government Bonds 3,325 9.5 3,461 14.4 2,598 15.7 9,384 124

Corporate Bonds 336 1.0 325 1.4 147 0.9 808 1.1

Equities 1,357 3.9 962 4.0 1,252 7.6 3,571 4.7
Source: People’s Bank of China, Financial Survey and Statistics

RMB 100 million

TABLE 2: RECOVERY RATIOS OF ASSETS DISPOSED BY CHINESE AMCS IN 2003

Disposed Percent Cash Percent  Recovery

Assets Total Recovered Total Ratio

China Huarong 136.04 26.71 29.37 29.54 21.59
China Great Wall 165.24 32.44 15.80 15.89 9.56
China Orient 86.65 17.01 16.45 16.55 18.98
China Cinda 121.43 23.84 37.79 38.01 31.12
Totals 509.36 100.0 99.41 100.0 19.52

Source: China Banking Regulatory Commission
RMB 1 billion
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