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. General Comments

Dear Sir or Madam:

| welcome the opportunity to provide comments on the December
2011 consultative document on Core Principles for Effective

Banking Supervision issued by the Basel Committee.

In contemplating the Financial Crisis, the international communities
have reached many conclusions. The Basel committee’s consultative
document of Core Principles for Effective Banking Supervision will
play an important role for international banking supervisory system.
However, unfortunately it should be perceived that the proposal
neither pays enough attention to the value of Financial Competitive
Regime (FCR), nor considers broadly the relationship between the

competition and the banking supervision.

This comment integrating the FCR is submitted along with relevant
suggestions and some key facts about Chinese FCR. It is hopeful
that the Basel Committee can consider them in issuing the final

document of Core Principles for Effective Banking Supervision.



I1. Executive Summary

1. Paragraph 4, “the Committee has sought to achieve the right
balance... (from large internationally active banks to small,
non-complex deposit-taking institutions)”.

1.1 Comment: Such effort centers on preserving a reasonable

competitive balance between financial institutions ranging
from the big banks to the small, non-complex deposit-taking

institutions.

2. Paragraph 6, “...systemically important banks”.

2.1 Comment: Systemically importance banks normally are those
“too-big-to-fail” financial giants with dominant position in the
banking sector. Supervisory efficiency and effectiveness can
be improved by implementing the FCR. Please see “Response
to the Financial Stability Board's Consultative Document of
Effective Resolution of Systemically Important Financial

Institutions from Financial Competitive Regime Perspective”.

1

1 Zhen Li, “Response to the Financial Stability Board's Consultative Document of Effective Resolution of
Systemically Important Financial Institutions from Financial Competitive Regime Perspective”, September 2011.
Available at: http://www.financialstabilityboard.org/press/c_110909fff.pdf
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3. Paragraph 6, “...resolution measures in reducing both the
probability and impact of a bank failure”.
3.1 Comment: Sound exit program and state aid plan constitute
important resolution measures during the period of current
crisis. These two measures concern the long-term competition,

and should be included in the FCR.

4. Paragraph 7, “...robust market discipline”.
4.1 Comment: Securing the healthy competitive environment
safeguarded by implementing a regime or enforcing a set of

rules is one of the fundamental market disciplines.



I11. Foreword to the Review

5. Footnote 6, “(iii) consumer protection.”
5.1 Comment: A key measure to protect consumers is to secure
the fairly competitive financial market by implementing tough

rules.

6. Footnote 6, “The banking supervisor might, for instance, in some

jurisdictions be tasked with four responsibilities.”

6.1 Comment: It is highly recommended to add “financial
competition” as the fifth responsibility. Some banking
supervisors are empowered to apply rules or regulations to
ensure the sustainable competition in financial market. Such as
the Federal Reserve Board in US and the Financial Conduct

Authority in UK.

7. Paragraph 16, “However, supervision should aim to reduce the
probability and impact of a bank failure, including by working
with resolution authorities, so that when failure occurs, it is in an
orderly manner.”

7.1 Comment: To a large extend, resolution concerns designing a

set of banking exit mechanism, which is a key component of

4



8. Footnote 8, “systemic importance” is determined by the size,
interconnectedness, substitutability, global or cross-jurisdictional
activity (if any), and complexity of the bank.”

8.1 Comment: These five indicators reflect the competitiveness
conditions. Please see “Response to the Financial Stability
Board's Consultative Document of Effective Resolution of
Systemically Important Financial Institutions from Financial

Competitive Regime Perspective”.?

9. Paragraph 19, “Therefore, it is unnecessary to include a specific
stand-alone Core Principle for SIBs.”
9.1 Comment: Since a specific stand-alone core principle is
unnecessary, authorities can extend the regulatory tool to the

innovative FCR as an important complement.

10. Paragraph 20, “...concentration of risk across the banking
sector”
10.1 Comment: Concentration of risk is largely based on the

concentration of the banking industry. In another word, the

2 Zhen Li, “Response to the Financial Stability Board's Consultative Document of Effective Resolution of
Systemically Important Financial Institutions from Financial Competitive Regime Perspective”, September 2011.
Available at: http://www.financialstabilityboard.org/press/c_110909fff.pdf
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11. Paragraph 22, “In supervising an individual bank which is part

of a corporate group...”

11.1 Comment: Within such corporate group model,
interconnected trade occurs occasionally, where tying
arrangement, price fixing, and conspiracy might be regulated
more effectively by enforcing the financial anti-monopoly

rules.

12. Paragraph 24, “...and orderly resolution frameworks and
measures are required.”
12.1 Comment: Orderly resolution, such as a healthier bank
merges the failing banks®, can eliminate a competitor in
banking sector. As a result, the resolution mechanism forms an

integral part of the FCR.

13. Paragraph 25, “Such measures may be viewed from two
perspectives”

13.1 Comment: Because these measures involve the avoidance of

% Zhen Li, “Optimizing Chinese Anti-monopoly Law in Financial Industry — Lessons from Lloyds Banking Group
Merger and Acquisition”, Financial and Economic Law Review, No. 21, June 2010.
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competition distortion, above two perspectives are closely
related to the competitive financial sector. For example, during
the period of global financial crisis, European Commission has
been rescuing troubled financial institutions and has examined
Member States’ aid programs from the competition

perspective.

14. Paragraph 26, “contingency arrangements”
14.1 Comment: Short-term contingency arrangements should not

affect the long-run competitiveness environment.

15. Paragraph 37, “Core Principle 29 dealing with the Abuse of
Financial Services”
15.1 Comment: Abuse of financial service from banks with a
dominant position is closely monitored and toughly regulated
by government agencies with the responsibility to enforce the

financial anti-monopoly rules.

* “The effects of temporary State Aid rules adopted in the context of the financial and economic crisis”, European
Commission, July 2011.



V. The Core Principles

16. Paragraph 41, “29 Core Principles”

16.1 Comment: Principlel, Principle 3, Principle 5, Principle7,
Principle8, Principle9, Principlell, Principlel3, Principlel4,
Principlel9, Principle20, Principle23 and Principle29 are all

related with FCR.

17. Paragraph 44, “In a market economy, failures are part of

risk-taking.”

17.1 Comment: Competition is a basic mechanism for the market
economy and is a significant reason for the bank failure as
well.

17.2 Suggestion: “In a market economy, failures are main parts of

competition and risk-taking.”



V. Preconditions for Effective Banking

Supervision

18. Paragraph 47 identifies six preconditions.

18.1 Comment: The robust competition in financial market plays a
critical role.

18.2 Suggestion: Add “a fair robust competition in financial
market guaranteed by the FCR” as the seventh

precondition.

19. Paragraph 50 covers a well developed public infrastructure.

19.1 Comment: FCR should be an important component in the
financial market infrastructure. Please see “Response to the
CPSS and the Technical Committee of the IOSCO's
Consultative Report on Principles for Financial Market
Infrastructures from Financial Competitive Regime

Perspective”. °

20. Paragraph 52, “...minimising the distortion to market signals

and discipline”

5 Zhen Li, “Response to the CPSS and the Technical Committee of the IOSCO's Consultative Report on Principles
for Financial Market Infrastructures from Financial Competitive Regime Perspective”, July 2011. Available at:
www.bis.org/publ/cpss94/cacomments/zhenli.pdf
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20.1 Comment: Supervisors should view the competition distortion

as a narrowly-taken distortion to market signals and discipline.

21. Paragraph 53, “Market signals can be distorted and discipline
undermined if governments ...”
21.1 Comment: The valid plan to avoid the competition distortion
should be developed and enforced along with the

administrative intervention.
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V1. Criteria for Assessing Compliance with

the Core Principles

22. Principle 1, “Responsibilities, objectives and powers”, Essential
criteria 2, “The primary objective of banking supervision is to
promote the safety and soundness of banks and the banking
system”.

22.1 Comment: Competition and stability in financial sector
should be viewed as complementary rather than competing
objectives. Financial competitive supervision should be taken
as an innovative primary duty.

22.2 Suggestion: “The primary objectives of banking supervision
are to preserve the rational competition in banking sector,
and to promote the safety and soundness of banks and the

banking system.”

23. Principle 3, “Cooperation and collaboration”, Essential criteria
1, “... with responsibility for the safety and soundness of banks
and/or the stability of the financial system”.

23.1 Comment: Safety, soundness and stability are three indicators

on the competitiveness of financial market.

11



24. Principle 5, “Licensing criteria”, “... the licensing process

consists of ...”

24.1 Comment: Supervisor should adopt competition analysis in
the licensing process. For example, the rural credit cooperative
dominates Chinese rural financial market. If a rural credit
cooperative sponsors to create a village bank, the licensing
authority should take necessary measures to limit or avoid the

competition distortion.

25. Principle 7, “Major acquisitions”, Essential criteria 1, “Laws or
regulations clearly define: (a) and (b)”.

25.1 Comment: Acquisitions can lessen the competition in banking
market. Consequently, the rules should define under what
condition the acquisition will not distort the competition.

25.2 Suggestion: Add “ conditions the acquisition will not lessen

the competition in banking market” as (c)

26. Principle 8, “Supervisory approach”, Essential criteria 3, “The
supervisor assesses ... and other legal requirements”.
26.1 Comment: Legal requirements should include regulations

relevant to financial anti-monopoly.

12



27.Principle 8, “Supervisory approach”, Essential criteria 5, “... the
build-up of risks, trends and concentrations...”

27.1 Comment: Please see comment 10.1.

28. Principle 9, “Supervisory techniques and tools”, Essential
criteria 4 (e), “analysis of corporate governance...”
28.1 Comment: When assessing corporate governance, the
supervisor should pay more attention to toughly regulate the
director inter-locking so as to mitigate excessive

interconnectedness between banks.

29. Principle 11, “Corrective and sanctioning powers of
supervisors”, Essential criteria 2, “... merger with a stronger
institution”, and Essential criteria 4, “...merger with a healthier
institution”.

29.1 Comment: Merger between banks will potentially reduce

competitors in banking sector.

30. Principle 13, “Home-host relationships”, “Supervisors require
the local operations of foreign banks to be conducted to the same
standards as those required of domestic banks.”

30.1 Comment: Such requirement prohibits the super-national

13



31. Principle 14, “Corporate governance”, Essential criteria 7,
“...banking group’s compensation system.”

31.1 Comment: Compensation system should correspond with the
competitiveness of the banking group. Please see “Response to
Basel Committee's Consultative Document on Range of
Methodologies for Risk and Performance Alignment of
Remuneration from Financial Competitive Regime

Perspective”. °

32. Principle 19, “Concentration risk and large exposure limits”,
“... mitigate concentrations of risk”.
32.1 Comment: Alleviating excessive concentration in the banking

sector helps mitigate risk concentration.

33. Principle 20, “Transactions with related parties”, “In order to
prevent abuses arising in transactions with related parties ...”

33.1 Comment: One primary objective on financial anti-monopoly

& Zhen Li, “Response to Basel Committee's Consultative Document on Range of Methodologies for Risk and
Performance Alignment of Remuneration from Financial Competitive Regime Perspective”, December 2010.
Available at: http://www.bis.org/publ/bcbs178/zhenli.pdf
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34. Principle 23, “Interest rate risk in the banking book”

34.1 Comment: Only under the precondition of sound competitive
environment secured by the FCR can interest rate be rationally
liberalized. In China, the FCR is a core system to defend

interest rate liberalization.’

35. Principle 29, “Abuse of financial services”.

35.1 Comment: Please see comment 15.1. In addition, because
competition in a market economy can bring better quality,
lower price, greater choices and more innovation, preserving
the competitive financial market by implementing the FCR

will maximize the financial customers’ welfare.

" Zhen Li, “Establishing protection system for interest rate liberalization”, China Economic Herald, January 22,
2011. Available at: http://www.ceh.com.cn/search/content_show.asp?url=/ceh/xwpd/2011/1/22/74447 .shtml
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V1I. Key Facts about Financial Competition

Regime in China

Zhen Li submitted one proposal on establishing the FCR to the
national decision makers in December 2010. ® Finance is the lifeline
of the national economy, modern economy is institutional one, and
sufficient and effective financial market competition will play a
significant role in fulfilling national strategies such as containing
inflation, transforming the mode of economic growth,
macroprudential supervision, job creation and stepping out. In
conclusion, in the coming economic development of the twelfth
Five-Year Plan period, the FCR should be established as soon as
possible. After three months, “The National Economic and Social
Development twelfth  Five-Year Plan Compendium”  was
promulgated. The compendium adopts Zhen Li’s opinion and
explicates the strategic principle of Enhancing the Competition to

Promote the Development.

In March 2011, the fourth session of 11™ NPC was convened in

Beijing. During the period, Zhen Li helped Deputy Yang Xiaoping

8 Zhen Li, “Enhancing the Financial Competition to Promote the Scientific Development in the 12th Five-Year
National Plan”, China Economic Herald, December 21, 2010. Available at:

http://www.ceh.com.cn:8080/epaper/ceh/20101221/B05/B05_56.htm
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draft a proposal on setting up the FCR. In the proposal Mr. Yang
analyzed realistic values of the FCR for Chinese economic
development, suggested to amend the legal framework of the FCR,
and sketched a new framework for the executive mechanism of the

FCR. ®

National People’s Congress of China, an official journal of National
People’s Congress, published an article on “Establishing Financial
Competitive Regime to Protect Financial Consumers” in November
2011. This indicates China’s supreme legislature recognizes the

realistic value of the FCR for the first time in history. *°

The 4™ National Financial Work Conference was convened on
January 6™ 2012 in China. Premier Wen Jiabao attended and
announced to deepen financial institutions’ reform and to break the
monopoly effectively. * In fact, financial anti-monopoly is the core

for the FCR.

® Yang Xiaoping, “Proposal on Establishing Financial Competitive Regime”, Financial News, March 11, 2011.
Ou Yang and Dong Xiao, “Financial Representatives of NPC & CPPCC Discuss Over Domestic Issues”, Financial
Analyst, March 2011.

10 “Establishing Financial Competitive Regime to Protect Financial Consumers”, National People’s Congress of
China, issue 19, November 2011. Available at:
http://www.npc.gov.cn/npc/zgrdzz/2011-10/27/content_1677259.htm

1 “The National Financial Work Conference was convened in Beijing”. Please visit China government website.
Available at: http://www.gov.cn/ldhd/2012-01/07/content_2038988.htm
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