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Good evening. It’s my pleasure to be here this evening to speak to you about financial sector reforms in China and India. 
China and India are emerging as economic forces to be reckoned with. There is a sense of optimistic expectation. China is the global manufacturing and regional export hub, and India is in the vanguard of the software industry. China and India have both come a long way, posting an average of  9.7 percent and 5.7 percent growth respectively over the past 25 years, that is unmatched by most other economies in the world. Together they represent about 40 percent of the world’s population, 19 percent of world GDP in purchasing power-parity terms, and 32 percent of global GDP growth. Together, they also account for about 25 percent of annual graduation of scientists and engineers in the world today, and both are still making strides in advanced education. Impressive as these growth stories are, their future remains even more promising if they can successfully navigate the reform challenges ahead. Moreover, in an aging world, the populations of China and India are younger than the rest of the world by a wide margin, at least in the next several decades. 
Paradoxically, both economies have had a legacy of heavy-handed regulations, originating from their socialistic or communist political leanings. Their performance is thus in stark contrast to other formerly centrally planned economies, and derived from a gradual relaxation of such central planning over the past two decades. However their experiences offer interestingly different growth paradigms. China has managed to accommodate several aspects of a market-based system, while still retaining its communist underpinnings. India, on the other hand, has mainly relied on removing the restrictions of a “license raj.” China had a more deliberate policy of manufacturing and export-driven growth, but with heavy reliance on foreign direct investment (average annual FDI of about $50 billion in China over the 2001-05 period—more than ten times that of India over the same period) in the traditional goods sectors. India’s growth story, on the other hand, owes in large part to a spontaneous exploitation of opportunities offered by the IT sector, with little or no emphasis on overseas capital. 
With this very general introduction, I would like to talk more specifically about some aspects of financial sector developments in China and India, that I hope is of relevance to this audience, without attempting to cover the entire field. I will be happy to take up any other issues in questions after this brief talk.
First, let me talk about the banking sector. 
China’s financial system is relatively more bank dominated and its financial depth (as measured by domestic credit to GDP of 160 percent) is much more substantial than that of India (60 percent of GDP). One might think that behind the huge volume of savings and investment lies a strong financial sector. On the contrary, the financial sector might be the weakest link and its progress has not matched that of the rest of the economy. Allocation of capital to the most productive investment opportunities has been weakened as state-owned enterprises have absorbed most of the resources (private companies account for 52 percent of GDP but receive only 27 percent of bank credit). The dominance of state ownership in banking as well as in the corporate sector has been the Achilles’ heel. The legacy of policy lending has manifested in high NPLs in China, and while the stock problems are being addressed, current lending practices continues to be largely based on non-commercial basis. Consequently, the cost of massive inefficient allocation of capital ultimately will be borne by depositors through low and still regulated interest rates on their savings. The paucity of non-bank savings instruments and the high risk associated with them leave many savers still willing to accept low returns on savings deposited in the banking system.
While much smaller, India’s banking system is more developed in many respects. While the large public sector ownership (at 75 percent of total banking system assets) is actually quite similar to China’s, Indian banks are more commercialized and on a more solid footing as far as capitalization, NPLs, risk assessments, and banking supervision are concerned. However, Indian banks’ lending decisions still continue to be influenced by the government’s large borrowing program and its policies for priority sector lending. This leaves less to allocate to private investment or infrastructure. The practice of relying on public sector banks to fund the fiscal deficit also makes it hard for the country to open the capital account or to privatize banks.

Both India and China have indeed made rapid progress on banking reforms. Interest rates have been liberalized and more operational autonomy has been granted to public sector banks, more so in the case of India. Significant amount of capital has been already injected into public sector banks and they have also been allowed to raise capital in the equity market. NPL carve outs has been sizeable in the case of China. The People’s Bank of China has made banking reforms a top priority and has implemented reforms to improve the supervision and regulation of the banking system. By mid-2005, financial restructuring of three of the four major commercial banks was completed through capital injection and sales of non-performing loans. And by end-2005, these three banks had announced the selection of major foreign institutions as strategic investors with minority stakes. Banks holding about 75 percent of the total banking sector assets were in compliance with capital adequacy requirements after full provisioning at end-2005. The regulatory framework has been strengthened and institutional reforms aimed at creating the platform for a more modern banking environment are ongoing. In India, the level of competition has been gradually increased while international best practices in prudential regulations and supervision, tailored to Indian requirements, have been introduced. Indeed, operations of private banks like ICICI Bank and HDFC, although small in proportion to the banking sector, are quite impressive and are good examples of such transformation. 

Capital controls, however, have protected both banking systems from external competition by restricting the entry of foreign banks. Both countries stack up quite low in the area of foreign participation in the banking sector (7 percent of total assets in India and almost negligible for China). While in early 2005, the Reserve Bank of India announced that foreign banks would be allowed to establish wholly-owned subsidiaries (previously only branches), restriction would broadly remain in place until 2009. In China, foreign financial institutions were permitted to provide services in foreign currency without restrictions since the WTO accession in 2001 and they were also allowed provide local currency services to Chinese companies since end-2003. According to China’s WTO accession commitments, the entire banking sector is expected to be liberalized by end-2006. While China is making progress in attracting capital from global financial institutions, so far, they too remain in minority positions.
While there are inefficiencies in bank lending to the corporate sector, the level of household sector lending is also very low in both countries. Despite rapid household credit growth in India and expectation of significant growth in China (from the rebalancing towards a more consumption led growth), the current level of household credit in both countries remain well below other Asian emerging market countries like Korea, Thailand, Malaysia, and Taiwan. Greater access to a varied range of household credit products improves the consumption and investment opportunities for households and smaller businesses and enables a better risk diversification of the banking sector portfolio. It may lower the barriers to start-up or expand small businesses and improve financing opportunities for businesses. Financial integration should also reduce consumption volatility, which is regarded as an important determinant of economic welfare. The IMF, in its upcoming Global Financial Stability Report (September, 2006), will highlight the role of household credit in EM countries. 
To achieve a more efficient allocation of capital, in both countries, the market, rather than the government, has to play more of a role in deciding who gets credit and how much. Only then will there be the right incentives to price risk appropriately. Only greater private sector ownership in the banking sector through privatization can create such market orientation. This process can be bolstered by allowing qualified foreign financial institutions to take strategic stakes in the banking sector, bringing in better technology, risk management and corporate governance. Going forward, banking sector reforms will remain critical to the broader macro reform agenda.
Let me now to turn to capital markets. 
A well developed equity and bond market is needed as firms grow in size, diversity and complexity. In both China and India, further development of capital markets is needed to improve the ability of the financial system to mobilize and channel savings. On the equity market front, India fares better. It has a strong equity culture, a well established stock market that is about 130 years old, a well established regulator, and a presence of foreign institutional investment through mutual funds. In China, equity market is more of a recent phenomenon. State-owned enterprises overwhelm the stock market listing, the government has controlled equity issuance through the so-called “merit-based” system of approvals, and the best Chinese companies tend to list in overseas markets like Hong Kong. Also, institutional investors have limits on trading and owning shares for prudential reasons which has resulted in a much smaller participation by these investors compared to other EM countries. However, the Chinese government is moving to reform the equity market by easing restrictions on the sale of government owned shares in the listed companies and allowing the pricing of IPOs to be more market determined. In April 2005, the government initiated a reform program to convert state-owned shares to tradable shares in listed companies with about 70 percent of the stock market capitalization of such companies having completed the program by April 2006. Both the Shanghai and the Shenzhen markets have been catalyzed by such moves. Also, the newly revised Securities Law has streamlined and reduced financial requirements for listing on the stock exchange (making it easier for firms with less capital to list), while strengthening disclosure requirements for firms. The China Securities Investor Protection Fund Company has also been set up to monitor the risks and liquidation of securities firms that go bankrupt.   
Notwithstanding the more advanced state of equity markets in India, both China and India face many of the problems commonplace to all emerging markets. Market liquidity is poor, and trading is concentrated in relatively few large companies. Corporate governance practices are weak, particularly in China, and there is a lack of proper surveillance and enforcement. These problems compromise minority shareholder rights. Although the institutional investor base in rapidly growing, both lack shareholder activism that can take up corporate governance related issues. A refreshing change is noticeable in India where corporate leaders are now global in ambition, and seek to raise capital globally and maximize shareholder values. 
The bond markets in both China and India have been historically dominated by the government sector, and they both lack a deep and liquid corporate bond market. A relatively underdeveloped local institutional investor base and regulatory impediments to corporate access have stifled the Chinese corporate bond market. Several government agencies currently play regulatory roles in the bond market, often with some overlap of responsibilities. This effectively results in the over-regulation of this market. In India, the problems include under-developed insurance, pension funds, and bond funds, high issuance cost due to a lengthy approval process, and a long tradition of corporate retail deposit issuance and private placements that do not necessarily have to comply with the requirements for public issuance. A more structural problem is that in India, the long end of the yield curve is less liquid, making it difficult to serve as benchmarks to price corporate credits. Furthermore, the investor base for government securities is dominated by state-owned financial institutions having high statutory liquidity requirements, and pension funds subject to investment guidelines, both favoring government securities.
It is encouraging to note that both China and India have advanced reforms in this area. China established a special working group in February 2004 to improve regulatory practices including access of non-government enterprises, relaxing approval limits on issuance and easing interest rate controls, although there is still a cap on the interest rate that can be paid on corporate bonds. Significant progress has been achieved in developing the short-end of the bond market by the opening of the short-term corporate bill market, which has become very active as a number of China’s largest corporations have tapped this segment of the market. The establishment of the interbank market for asset backed securities with maturities of 1 to 10 years has also been announced. A new Securities Act for the bond market has removed some of the legal impediments that had kept the market from expanding, although the current “merit” based bond issuance system, requiring government selection of each bond issue remains a hurdle. In India, considerable efforts to enhance the market infrastructure have taken place, with the establishment of market standards and benchmark yield curves for the bond market. The Reserve Bank of India (RBI) has led the development of market infrastructure in the money, government securities and foreign exchange markets, facilitating price discovery through market determination of interest rates. A more market based Government securities market has been established with the discontinuation of automatic monetization by RBI and its withdrawal from the primary market in April 2006. While the  investor base for government bonds still comprises largely of state-owned financial institutions, the introduction of more market based pricing, development of a primary dealer system, promotion of open market operation via the repo market, and establishment of a yield curve up to 30 years, are all likely to help the corporate bond market in India. 
I must stress (especially in front of this audience!) that the evolution and maturity of the capital markets critically hinges on the development of institutional investors including pension funds, insurance companies, and mutual funds as well as the need of corporations to fund their activities in capital markets. First and foremost, both countries need to go a long way in establishing an adequate system of retirement security, based on mandated contributions, but managed by private asset managers. A critical first step here is reforming the system for public sector employees, and providing the legal framework for private sector workers. While in China, this issue is entwined with the reform of public sector enterprises, and the large size of state’s contingent liabilities, India has begun to take the modest steps towards developing a longer term solution. Strengthening the regulatory environment pertaining to issuance practices, disclosure standards, prudential oversight, investor protection and legal enforceability, will no doubt, foster institutional investor participation. Lifting restrictions on investments by domestic institutional investors and gradually easing existing investment ceilings for foreign institutional investors, especially in the debt markets, will effectively create the demand and diversify the investor base. While foreign investors can contribute to broadening the investor base and adding liquidity to the secondary market, active foreign investor participation may increase market confidence, since it signals that the market is transparent with a well-established regulatory framework.  

All in all, financial sector reforms in India and China will be better served by further enabling market forces to dictate the allocation of financial resources and thereby facilitate the price discovery process. In this regard, further deregulation and liberalization will provide the right incentives for financial institutions to compete across products and markets. Financial sector reforms also have to be more holistic, encompassing not just banking supervision by central banks and banking regulators but a wider environment in which all financial intermediaries function and have the operational freedom to take commercial decisions. For instance, as banks start operating more on a commercial basis and capital markets develop further, the allocative efficiency of investments is likely to improve. These reforms will help increase greater direct and indirect household participation in equity and bond markets, allowing them to diversify their portfolios and raise returns on them. However, these efficiency gains can be achieved if the institutional capacity is bolstered further by addressing deficiencies in the weak legal framework, poor governance, transparency and data quality. Moreover, these reforms have to be properly sequenced and corporate and financial sector reforms need to be complementary. The sustainability of the economic expansion will hinge on moving steadfastly with these financial sector reforms. 
As China and India continue to grow rapidly and economic activity becomes more sophisticated, there is an important need to make allocation of savings and investments more efficient. Openness to foreign capital flows and liberalizing ownership structure of financial sector is a necessary part of this process. Such increasing globalization also comes with increased risks from volatile capital flows and potential financial contagion. Therefore the challenge lies in striking the right balance between the speed of domestic financial market liberalization, integration with the global financial market, and maintenance of adequate regulation and supervision to reduce vulnerabilities to large and volatile capital flows and minimize risks of crises. That in the absence of a strong regulatory framework, financial deregulation could lead to lending boom and create vulnerabilities in the banking system, has been well known to Asian countries from their experience in the 1990s. The first line of defense against crises must be a sound macroeconomic framework, including appropriate exchange rate, monetary and fiscal policies. In addition to sound macroeconomic policies, improved governance and institutions have an important impact on its vulnerability to crises.  While China faces greater challenges in the exchange rate and monetary policy arena, India faces a daunting challenge on the fiscal front. In neither country, the essential financial sector reforms—about which there is less debate—can be divorced from the pace at which broader macroeconomic and structural reforms can be implemented, about which there is greater uncertainty. 
It is not clear, however, whether having good institutions in place before undertaking capital market liberalization is preferable to the notion that such liberalization can itself help instill the discipline of best practices and provide an impetus to improve domestic institutions. Such questions can best be addressed only in the context of country-specific circumstances and institutional features. Be that as it may, going forward, China and India’s financial sector reforms would have to be placed in the context of the globalization of capital markets as financial linkages with the global economy intensifies. While the gradual liberalization of the capital account may have been effective in preventing external volatility, a more liberalized capital account would provide investment opportunities, both from the perspective of foreign investors as well as Chinese and Indian business and households. Both countries are indeed taking steps to address this issue. In India, the Committee on Fuller Capital Account Convertibility has submitted its plan to the RBI, chalking out the path to a fuller rupee convertibility for capital account transactions. The previous report by the Tarapore Committee had recommended that capital account convertibility should be contingent on certain benchmarks as preconditions (e.g., sustainable public finances, strengthening of financial system, maintaining adequate foreign exchange reserves). With a much stronger external position and an investment grade rating from two of the three major rating agencies, there may be a case for further easing, especially in selected areas such as FDI that can provide the much needed capital and technology to the infrastructure sector. Nevertheless, the preconditions of the sustainability of public finances and other structural reforms are likely to continue to dictate the pace of liberalization. China, on the other hand, has great success in attracting FDI inflows, despite having a more restrictive capital account. Although it has served as a good starting point for the opening of the capital account, other financial flows to China have been fairly volatile. The main concern in China’s case is the state of the banking system and the absence of monetary instruments given its lack of exchange rate flexibility. However, the Chinese authorities have selectively moved to broaden the trading platform of the reminbi. In August 2005, PBoC announced that banks satisfying certain requirements will be permitted to conclude FX forward and swap transactions in the interbank (OTC) market.        
As India and China forge ahead with reforms, the IMF has an important role to play, given our mandate to promote financial stability. Our Articles of Agreement make it clear that a stable international financial system is a vital ingredient to promoting sustained economic growth. The IMF's main channels for promoting financial system soundness in member countries are through its ongoing multilateral and bilateral surveillance, the design of its lending programs, and the provision of technical assistance. So, the Fund in the context of our Article IV and surveillance work, focuses much of its attention on the health and robustness of the financial sector. Vehicles such as the Financial Sector Assessment Program (FSAP) are also used (at the request of the member country) to undertake a detailed examination of the financial system of the country. I quote our Managing Director’s recent articulation of the Fund’s Medium-Term Strategy, “ (For the) Many countries that have already emerged to become major global players, the main priority must be to augment candid and focused macroeconomic analysis with enhanced surveillance over financial and capital markets.”
Let me conclude by saying that China and India have taken dramatic strides in recent years to advance financial sector reforms. But, in a fast-evolving global marketplace, reform is by necessity a continuous process. Nevertheless, the high growth potential of these two economies will likely provide ample opportunities for potentially higher return on capital. If you talk to the investment management industry people and ask them as to where they see major opportunities over the next five to ten years, there is a high probability that they will mention the China and India story. As the cliché goes—“success breeds success.” So, going forward, harnessing the benefits of financial sector reforms will be critical. I am sure though, that many investors often pontificate on which growth model is more sustainable—China or India? The answer to this is not easy. Steven Roach of Morgan Stanley said it well when he wrote, “The real opportunity is a convergence of India’s and China’s development models––a potentially powerful combination for the New Asia that would have profound implications for the broader global economy.”
Thank you very much for your attention. I will be glad to take your questions or comments.
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