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China has undergone tremendous institutional changes in its economy in the past three decades. There has been significant and continuing industrialization, urbanization and integration into the world economy. The financial system has also undergone many great changes, including the recent split-share structure reform restarted from 2005, reform of RMB exchange rate regime in 2005 and the current tight monetary policy from 2007. The boom of stock market after split-share reform reflects China has achieved remarkable economic growth, which is investigated to have mainly been based on its investment, exports and especially, structural reform benefits. Consumption is, whereas, playing fairly a limited role in driving the fundamental economic growth and CPI is experiencing a continuous growth. The allocation of credit in China still cannot be said to be based on the basis of risk or return trade-offs of companies, and the imbalance of financial system is expected to be reformed more efficient and more fair. China has also been influent more by the global market. The recent sub-prime crisis originated from advanced economy in 2007 has caused fluctuation in related fields. Thinking of account surpluses, big foreign currency inflows, and thus rapid growth in money supply, RMB appreciation, and asset “bubble”(real estate, for example), China has made more tight credit policies regarding banking sector and housing financing market. More and more Chinese financial innovations including stock index future, growth enterprise market and deep securitization are expected to come into force in the near future. China is becoming a key element in the world economy chain, the purpose of this article is to examine the current changing financial system from a historical perspective and explore future potential financial system risks. 
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I. Introduction

Since the promulgation of the Guidelines on Promoting Reform, Opening-up and Sustained Development of China’s Capital Market  (No.3 [2004] the State Council) (henthforth, the Guidelines of the State Council), significant progress has been made in the reform and institution building for China’s capital market as evidenced by improvements in functioning mechanism and operational environment of the market as well as the fact that problems of fundamental and institutional nature hindering effective functioning of China’s capital market are being resolved. Several laws or policies have been enacted to guide Chinese financial market, such as the new Securities Law, Company Law and “Guidelines for Credit Securitization
”. With the tremendous support from relevant departments and regional People’s Governments, the reform on split share structure of listed companies (the Share Reform or the Split Reform), led by the State Council, has gone through its experimental stage and is already fulfilled successfully great extensive implementation, i.e. Yang, etc.(2007) have proved this institutional split-share reform has dampened speculation in Chinese A-share market and improved market liquidity. The long more than two years’ bull market is an evidence. However, since China has become more open to the global market, it cannot immune to the outside economic or financial conditions. The recent U.S. Subprime mortgage crisis, started from 2007, has shown more serious and broader-scope damage than expected. This paper tries to explore the main financial market changes after the split-share reform in China and the influence of global Subprime mortgage crisis to China. The remain part of the paper is: the second section briefly overviews China’s split-share reform, its significance, principal, administrative procedure and thus the impact to its capital market; the third section examines these recent years’ capital market development and main important economic conditions such as CPI, RMB appreciation, Interest rate, so-called “bubble” in Chinese housing market, etc. to explore their potential future status and impact to Chinese economy; the fourth section explains the origination of U.S Subprime mortgage and discusses its causes and damages; the fifth section discusses future financial reforms; sources of China’s economic growth compared to other selected countries, which cannot be “immunity” in the world economy network; this section also discusses about securitization, as an alternative financial tool, how to function well in allocating credit in Chinese capital markets; the last section concludes. 

II. A Brief Overview of China’s Split-Share Reform
After the Guidelines of the State Council about Chinese capital markets, China Securities Regulatory Commission (CSRC) decided to initiate “split-share reform” and issued a related guideline on 29th, April, 2005 (hereafter, the share reform guideline). The split share structure refers to the existence of both tradable shares on the stock exchange and a large volume of non-tradable shares owned by the state and legally defined entities in A-share market. It was a peculiar problem developed in the process of China’s economic structural transformation and has flawed the capital market in forms of distorted pricing mechanism, resource allocation inefficiency, invalidation of the market share price, lack of common interest as the basis for corporate governance, the price discrepancy between negotiated non-tradable share transfer and competitive quotation of tradable shares, deficient market condition for exercise of capital operations, etc. This structural conditions shall be changed and “the split share structure problem shall be dealt with in a dynamic and prudent manner
.”  Previous warning-up work on the Share Reform has prepared the market for such an upgrading of reform as the general principles and specific practices adopted in the previous pilot Share Reform has been widely accepted by the market, and expectations of the regulator and the market towards the results of the Share Reform are beginning to converge. 
2.1 Background and Significance of the Share Reform

Split-share structure means about 1/3 tradable and 2/3 non-tradable A-shares mostly owned by state-owned enterprises; and its undesirable effect is that managers don’t maximize shareholders values. In order to improve the functioning mechanism of China’s capital market, we need to start from issues that are of institutional and fundamental nature, and concentrate on improving the function of capital market to boost return on investment, direct-financing capability, and resource allocation efficiency. In particular, promotion of a sound capital market with full spectrum of securities instruments, high-quality listed companies, well-regulated securities companies, and a sound legal framework shall work for two purposes: first, it may help to mitigate problems inherent in an emerging market including absence of market elements, poorly built market institution, disorder in operations, and inadequate regulations; second, it provides an opportunity to address historical problems developed in the process of China’s structural transformation including split share structure of listed companies and pave the way for a bright future of the capital market
. The split share structure has been acting as a major counterforce against the sound development, opening-up and reform of capital market. The share reform can be recognized as one of the vital moves to carry out the Guidelines of the State Council and set the stage for subsequent capital market reforms and institutional innovations. 
2.2 General Principles of the Share Reform and its Operating Principles
The Share Reform is designed to float the former non-tradable shares rather than for the purpose of unloading state-owned shares through the open market. Dynamic reform should be conducted to eliminate such a split share structure and protection of market stability and promotion of functioning and the opening-up of the market shall be planned as a whole. The Share Reform shall proceed step by step, leveraging interests of parties involved while mobilizing all positive factors to promote market stability and healthy development by using the Share Reform as a great chance to enhance listed companies’ value, regulation of securities companies’ operations, market institution building and market system, and innovations in securities products. Neither the authorities intend to cash the state-owned shares in listed companies through domestic capital market. The controlling shareholder of the state-controlled listed company shall determine a reasonable minimum stake in the listed company under its control in light of the national layout and structural adjustment strategy with respect to the public sector economy. State capital shall be persistently maintained to the extent that it holds dominant control and acts as the leading force in sectors that are vital to the national economy and public welfare, as well as in the state-controlled listed companies that are fundamental and the pillar for the national economy. Where necessary, the state-owned shareholders may increase its stake in such listed companies through buying shares in the open market. Meanwhile, Controlling shareholders of other ordinary listed companies are responsible for the continuing operation and sustained development of listed companies. The regulator shall adopt appropriate institutional arrangements or technological devices to tempo the entrance of non-tradable shares into the market. 
Since there are no advanced experiences or successful cases to be followed, the Share Reform has taken forward prudently. Compliance with the Guidelines of the State Council, “The problem of listed companies split share structure shall be approached in a manner that is consistent with the way the securities market works, maintenance of the market stability and development, and protection of the legitimate interests of investors, especially public investors ”.To observe the way the market works, the market-based decision-making, pricing mechanism, and policy support from the government as the leading engine for listed companies reforms shall be considered; To maintain the market stability and development, the velocity and intensiveness of reform in proportion to the capacity of the market to endure changes brought by the reform as well as the current stage and character of the reform can be balanced and a mutual beneficial relationship can also be formed between the market reform and the market stability in the way leverage works on capital market reform in light of the latest market mechanisms and impact of the reform on the market, and reconcile the set of applicable policies and measures concerning capital market reform; To protect the interests of investors, especially public investors, effective procedures and policies shall be adopted to ensure that general public investors are kept well-informed, given the access to participating and voting in the Share Reform so as to form a share reform scheme that would re-unite interests of non-tradable shareholders and tradable shareholders, and stabilize share price expectations following completion of the Share Reform. Mobilizing all positive factors to push along execution of tasks put forward by the Guidelines of the State Council and strive to bring the capital market a fresh start towards a track of healthy development is the general operation principle and Specifically:
Coordinated Organization
The CSRC formulated the Regulations on the Split Share structure Reform in a transparent, fair and equitable manner, as well as protecting the interests of investors. Relevant departments under the State Council have supported and done their part in the Share Reform, establishing policies that promote stability and healthy development of the capital market, while making adjustment to reconcile the set of regulations concerning state-owned assets management, assessment of corporate performance, accounting, credit policy, foreign investment, etc. that are related to the Share Reform. The Regional People’s Government, as the major coordinator in individual share reform undergoing in its territory, has led the work on specific share reform in light of local circumstances and resource advantages, and considered possible impact of the Share Reform on listed companies structure optimization, local economic development and social stability. 

2.2.2 Independent decision-making with respect to specific scheme to suit circumstances
Non-tradable shareholders of the listed company shall consult floating A-shareholders on the share reform scheme that is fit for specific circumstances of individual listed company pursuant to applicable laws, regulations and measures on the Share Reform. The share reform scheme shall be determined through classified voting at the Share Reform meeting of interested A-shareholders conducted under the same procedures as a general shareholder meeting. The compensation program contained in the share reform scheme is a good approach to balance the interest between non-tradable shareholders and tradable shareholders and shall be continuously fine tuned in practice. 
2.2.3 Maintenance of market stability and long-term development of listed companies
The listed company and its substantial shareholders are encouraged to take steps to stabilize the price expectation towards its shares, and to make comprehensive arrangements to improve company performance and growth potential. Regulatory authorities and stock exchange shall strengthen the coordination and supervision over specific implementation measures and corresponding arrangements relating to individual share reform scheme provided that independence of the interested parties is kept intact in negotiating and determining specific share reform scheme. 
2.2.4 Observing the way the market works, and establishing market institution that facilitates resolution of the split share structure problem 
When the time is ripe, a free float system may be adopted where future IPOs would not contain portion of non-tradable shares while the split share structure in some listed companies may still remains. Existing listed companies that have completed the Share Reform will be given the priority to refinancing application, and the approval for implementation of stock incentive scheme, while the authority will revise the supervision regime for refinancing activities that would serve to boost refinancing efficiency. Specific implementation and assessment measures, along with corresponding supervision regime concerning the management stock incentive scheme of listed companies shall be adopted separately by the securities regulatory departments jointly with other relevant departments. Likewise, listed companies contemplating A-share listing on a foreign exchange or A-share listed companies seeking spin-off and separate listing abroad will be permitted to proceed with such plans on condition that the share reform is completed. The negotiated non-tradable share transfer in listed companies shall be handled with additional arrangements with regard to the Share Reform, or in tandem with the Reform. 

2.2.5     Properly dealing with the specific reform of listed companies under peculiar situation
For the listed company with H-shares, B-shares, and A-shares outstanding, the solution for the split share structure shall be negotiated between A-shareholders involved; for the A-share listed company in banking sector with foreign stake and the Certificate of Approval for Establishment of Enterprise with Foreign Investment share, its share reform scheme is subject to the approval of competent departments under the State Council pursuant to relevant laws and regulations in addition to the approval of the share reform meeting of interested A-shareholders. Change in the foreign stake shall, in principle, not annul the preferential policies previously granted to the subject listed company. Foreign shareholders may reduce its shares in the listed company upon the expiry of lock-up period in accordance with relevant regulations and specific measures that are to be separately adopted by the department of commerce and securities regulatory department under the State Council jointly with other relevant departments. For the listed company posting poor financial results, injection of good assets, assumption of debts etc. are suggested as viable approaches towards the split share structure problem. 

Steps in implementing the reform:

Figure 1 the split-share reform process
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Source: Yang, etc. (2006)
An example of Stock TongRenTang is shown in appendix Table1.
2.3 Stringent Administration of the Share Reform

According to the Regulations, the Listed Company and its board of directors shall strictly follow the procedures in carrying out the Share Reform and performing relevant information disclosure obligations to keep the investors well-informed of important matters concerning the Reform, and enable the investors, especially public investors to participate and vote in the Share Reform. Investors are encouraged to take active part in the Share Reform and lawfully exercise shareholders rights. Non-floating shareholders are required to strictly comply with their undertakings made in relation to the Reform, and shall be held accountable for failing to fulfill their undertakings. 

Correspondingly, the sponsor and its representatives involved shall act with integrity, impartiality, and diligence in performing their sponsor work in relation to the Share Reform, which includes taking necessary steps to attain a thorough understanding of the general state of the company, coordinating activities relating to the specific share reform, conducting necessary inquiries, assisting the listed company and the interested shareholders in establishing a viable share reform scheme that suits specific situations, urging performance of  disclosure obligations, and coaching compliance with the undertakings made in relation to the Reform. Regulatory measures will be taken against the sponsor and its representatives for failing to duly perform the sponsor responsibilities in relation to the Share Reform. 
Institutional investors, i.e. fund management companies, securities companies, insurance companies and asset management companies etc. shall take active part in the Share Reform, and defend the rights of investors, especially public investors, as well as sustained development of the market. Disciplinary actions will be taken against those institutional investors for such misconducts as interfering into the decision-making on the part of other investors, manipulating the voting results of the Share Reform meeting of interested A-shareholders, or abusing the dominant shareholding position to seek interest exchange. 
The stock exchange, as a self-disciplinary organization with closer contact with the market, more flexibilities, and larger capacity in coordinating innovations in the market institution and instruments, is in a better position to co-ordinate and instruct specific implementation method and the combination of measures for individual share reform scheme, and work with securities depository & clearing agencies to provide technical support for innovations adopted in individual share reform schemes during the reform period, as well as innovations in market institution and instruments after the Share Reform is concluded. 
The authorities will strengthen supervisions on the listed company and its controlling shareholders, sponsors, fund management companies involved in the Share Reform, as well as the connected person and senior managements of the above institutions in a bid to deter and punish fraudulent activities, insider trading and market manipulation in connection with the Share Reform. The media shall guide the public opinions on the Share Reform towards right direction with objective, positive and full coverage on the significance, progress, and latest events relating to the Share Reform in accordance with relevant news reporting disciplines.
In all, although there had been many difficulties in the Share Reform, the stringent administrative institutions have together to the reform of listed companies successfully. And the result of the reform has shown its benefits.

2.4 The Impact and Result of the Share Reform 
Since the first four pilot companies “Tsinghua Tongfang, Sany, Zijiang, Jinnv Energy” started the share reform on May 8th, 2005, till Dec.12th, 2005, 339 listed companies had been put in the process of the reform. In several months, till Jan. 2006, the share conversion process had been completed in companies that account for about 50% of the total market capitalization of the domestic stock exchanges (see James R. Barth and Gerard Caprio, Jr. (2007)). The Shanghai A-share composite index experienced a drop to the lowest point of 998, but after that, a long-bull market came out (from the middle of year 2005 to the third season of 2007). Till Oct, 16, 2007, the Shanghai A-share composite index rose to 6124, about 6 times of the lowest index.
Figure 2 The Shanghai A-share composite indexes from 2005 to 2007
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Source: Wind data center

We can also see that both tradable market value and total market value increased. Price to Earnings (PE), as a ratio for investment reference, has also generally increased indicating that investors expect profit growth in listed companies. However, some investors thought PE was a little too high after the long bull market. From Oct.16, last year (after the summit), the Chinese capital market began a new circle of adjustment and PE has dropped.
Figure 3 The Shanghai A-share composite indexes from 2005 to 2007
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 Source: Wind data center
There was a common sense that speculative activities existed in the Chinese stock market before the split-reform. According to Yang, etc.(2006), Chinese split share reform is successful to have dampened speculation and improved liquidity by increasing the share supply. They cited some research conclusions from literatures to explain internet bubbles between early 1998 till Feb. 2000 in America
 and tested Chinese split share reform with the result of: the reduction in speculation is greater for stocks with greater speculation before the reform; the improvement in liquidity is larger for less speculative stocks; B share discount is reduced significantly after the reform; A share price drops while B share price increases even though  the reform does not involve B shares; despite of the  price drop of  the tradable share, shareholder wealth (firm value)  increases after the reform, and the increase is positively related to the liquidity improvement and Demand curve is clearly downward sloping. 

III. The Capital Market and Other Economic Conditions from 2005 to 2008
3.1 Year 2005: Split-Share, “Bear” and “Bull” 
The most important hit-word in the year 2005 is “split-share reform” and as the reforms run smoothly, Chinese stock market has proved to turn from its 5-year “bear” status. It is, definitely, a deep institutional reform. A new market has been building from the 15th year of the history in Chinese capital market. After the lowest composite A-share index in the middle of 2005(June 6th), invest value of listed companies has turned out. The PE has dropped greatly and former speculative “value” has been largely eliminated. Based on the return revenues of the third season in 2005 and by the end of 2005, the average PE of the A-share market was only about 18.09, and the general PE of 228 G
 companies was only 11.06. Most institutional investors thought there had been invest opportunities in the Chinese A-share market. In the background of the split-share reform, IPO project had been suspended
 for a period and the structure of investors has been changed: institutional investors continue to grow fast and have more and more influential “word” rights. In the end of 2005, there had already 218 investment funds, with total assets of 5303.04 billion
; QFII has increased to 32 and get investment quote of 56.45 billion dollars; meanwhile, insurance companies, etc. have also involved greatly in the capital market. Another important innovative event of Chinese securities market is warrant’s coming into forth.
3.2 Year 2006: Comprehensive increase 

The main obvious characteristics of year 2006 are representative comprehensive increase in big blue-chip stocks and thus leading the composite index increased greatly. The structure of market investors has also changed: from former individual ones dominated to being dominated by institutional investors and thus value-drive investment eidos, to some extent, taking over of speculative activities. By the end of 2006, the Shanghai A-share composite index has increased 130.43% and the Shenzhen component index increased 132.12%. From the beginning of this year, revisions made to the Company Law and Securities law, have become effective and thus strengthened minority shareholder rights and market openness, transparence and efficiency. Also, on Feb. 15, 2006, the Ministry of Finance issued new accounting practices that have brought Chinese accounting practices largely in line with International Financial Reporting Standards (IFRS). Furthermore, a new Enterprise Bankruptcy Law was approved by the National People Congress, which would aim at better protect rights of creditors and promote Chinese corporate bond markets.
3.3 Year 2007: Continuous bull market and Structural changes
If the year 2005 and 2006 can be said to “regressed” to real value, then the year 2007 can be thought of value dig out or detected by market expectation. For fear of bubble of the stock market, Chinese government increased stamp tax from 1‰ to 3‰ on May 30. Large volume of IPO projects accumulated to about 4400 billion
 and a first-A-then-H
 IPO created. In macro-economic situation, financial policies have been changed from former ten years’ stable guidance to “tight financial policy”. The interest rate has been increased more than 5 times and the reserve rate has been ten times accumulated, to the highest 14.5% in its history.
3.4 Economic conditions after the Reform and impact to Year 2008 

3.4.1 CPI
    Consumption Price Index (CPI) has increased greatly in year 2007. The average of CPI from January to November of 2007, increased 4.6% compared with the same period of last year, and CPI in November was 6.9% compared with last November, which had been the greatest “inflation” since 1996. Production Price Index (PPI) in November, 2007 was increased annually 4.6%, with raw materials, fuel material, and energy’s buy price increased 6.3% in the period. 
3.4.2 RMB Appreciation

Since China has been running trade surplus for almost every year after 1990
, and reached a record of $177 billion in 2006, the biggest trade deficit country, U.S. has been pressuring China to appreciate its currency to a far greater degree and more fast.  After the currency pegged reform of Chinese RMB to dollar on July 21, 2005, RMB has appreciated from 8.27 to 7.36 (as shown in the chart below). After the “Strategy Talk between China and US” (hereafter, the Talk) on Dec. 12, 2007, RMB continues to appreciate, even faster and now more than 10% appreciating. 
Figure 4 RMB appreciation after the currency pegged reform
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 Source: Wind data center
3.4.3 Interest Rate and Housing Market
Chinese interest rate has been changed several times in 2007, so-called “JiaXi”. The timetable of recent interest rate adjustment is listed as the table below (DR means deposit rate, LR means lending rate and SI means stock index, BA means base interest rate ): 
Table 1 interest rate adjustment and housing residential loans increased

	Time
	Date
	Interest rate adjustment
	
	Stock market

	1
	1993.5.15
	average DR increased 2.18%, LR increased 0.82%
	
	SI dropped 27.43

	2
	1993.7.11
	DR increased from 9.18% to 10.18%
	
	SI dropped 23.05

	3
	2004.10.29
	DR and LR increased 0.27%
	
	SI dropped 1.58%

	4
	2005.3.17
	Residential LR increased
	
	SI dropped 0.96%

	5
	2006.4.28
	Financial institutions’ LR increased 0.27% to 5.85
	
	SI opened low and increased 1.65%

	6
	2006.8.19
	DR and LR increased 0.27%
	
	SI increased 0.2%

	7
	2007.3.18
	DR and LR increased 0.27%
	
	SI increased 2.87%

	8
	2007.5.19
	DR increased 0.27%, LR increased 0.18%
	
	SI opened low and increased 1.04%

	9
	2007.7.20
	DR and LR increased 0.27%
	
	SI increased 3.8%

	10
	2007.8.22
	DR increased 0.27%, LR increased 0.18%
	
	SI opened 4876.34

	11
	2007.9.15
	DR and LR increased 0.27%
	
	SI closed 112.3 up

	12
	2007.12.21
	Demand DR decreased 0.09, Time DR increased; one-year LR increased 0.18, 5-year above no change
	
	

	Increased residential loans after “JiaXi”

	
	100 thousand 10 years
	200 thousand 10 years
	
	200 thousand 15 years

	Former BA 7.56
	1190.15
	2380.3
	
	1860.85

	Present BA 7.83
	1204.31
	2408.43
	
	1891.73

	Monthly increased
	14.16
	28.13
	
	30.88


Source: http://economy.caixun.com
The last asymmetric “JiaXi” did not increase the lend interest rate of housing mortgage market, which is thought of balabcing the risk of housing finance market. But the accumulated increased personal residential loans are already to heavy (see the data ablove).

3.4.4 Fund and Institutional investors
    After the split-share reform, Chinese capital market becomes investable and more and more people participated the stock market through Fund and got great returns in year 2006-2007. Figure 6 shows the increased new account. And Fund is occupying more and more share of the market value (see Figure7). In the middle of 2006, Fund accounts for a slight more than 2% of GDP, while till the third season of 2007, it occupied almost 16% of GDP. Among several types of Fund, stock type ones are quite popular and has held almost 2/3 of the market share (Figure 9). 
Figure 5 New Fund account              Figure 6 Fund to Market Value
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Figure 7  Fund to GDP                    Figure 8 Types of Funds
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3.4.5 Stock Index Futures and Growth enterprise board
Stock Index Futures and Growth enterprise board are expected to come around in year 2008. The former refers to a standard contract based on the stock price index，which can be bought and sold at a fixed price in a future specific date. It has similar characteristics with common futures. Growth-enterprise board is another securities market beside main-board market; its main purpose is to provide a more flexible and low-entrance financing way for high-tech or start-up companies. China has prepared to enact this kind of growth enterprise board in order to support in small-to-medium companies 1999, but the impact of internet stakes “bubble”blaster in America postponed this plan. After the split-share reform, Chinese capital market has become more mature and more kinds of investors are becoming more and more cautious and balanced. CSRC plan to carry out its growth enterprise board in the near future. 
3.4.6 Financial Center and Global market involved
After the WTO entrance treaty, China becomes more and more open to outside economy (see the required timetable below); especially after the end of 2006, China has cancled the restriction of RMB business to foreign banks,  and other restrictions, etc.  By the first-half of year-2007, our main commercial banks has set up more than 110 branches in about 30 countries or districts, the oversea assets amount to about 20000 billiom RMB. The securites market is also broaderly opemed. Till Novermber, 2007, 52 oversea institutions have got certificates of Qualified Financial Institution Investors（QFII）. Two international development has issued RMB bond in China and foreign investors can merge and acquasite (M&A) A-share listed companies in the form of strategic investors. The insurance industry has almost fully opened: foreign insurance companies can provide insurance service everywhere in China and also many other business. On December 12, 2007, top-level governmental officers of China and U.S. arranged the stratigic talk about economy (hereafter, the talk) to promote more cooperation in the two countries. After the Talk, the two countries agreed 31 treaties in about 8 fields like finacial service industry, product quality and food safety, energy and enviroment, transpance, investment, the role of Chinese market economy, balance of Chinese economic growth, etc. And the city of Shanghai is going to be bulit as one of the international finance center.
Table 2 Timetable of WTO entrance requirement in finacial industry
[image: image9.emf]
Source: IMF report
In global market, year 2007 is a big fluctuating year.Energy price influenced economy of US, Europe and Asia. In the middle of 2007, a called-subprime crisis in America broke out and explored to other countries. At the same time, increased price of petro and nonferrous metal also caused the cost of upper course companies and would drag the economy. 
IV. Subprime Mortgage Crisis

“Subprime Mortgage Crisis” has become a headline issue since 2007 and it has shown more serious damage than expected. Numerous mortgage companies were bankrupted with historically high delinquencies and foreclosures, and significant loss began to appear on the balance sheet of U.S. financial institutions. And it seems the crisis has continued to affect the global economy.
4.1 What is Sub-prime Mortgage
Subprime mortgages are residential loans that do not conform to the criteria for “prime” mortgages and so have a lower expected probability of full repayment. The assessment is usually made according to the borrower’s credit record and score, debt service-to-income (DTI) ratio, and/or the mortgage loan-to-value (LTV) ratio
. Borrowers with low credit scores, DTIs above 55 percent, and/or LTVs over 85 percent are likely to be considered subprime. A area between prime and subprime is so-called “Alt-A” loans, for those who met all of the credit score, DTI, and LTV prime criteria, but did not provide full income documentation (John Kiff and Paul Mills, 2007). There are several policies or legislations to have facilitated the development of the subprime mortgage market: the Tax Reform Act of 1986 made residential mortgages as the only consumer loans on which the interest was tax deductible, and thus made home equity withdrawal a preferred means of financing home improvements and personal consumption for Americans; Automated underwriting
 and securitization were also key developments in reducing the cost of subprime mortgage lending. Securitization has been called a great financial innovation in the last decades and already facilitated the growth of U.S. housing market by dispersing risk, providing investors with more highly-rated securities with enhanced yield, and expanding the origination business of residential mortgage loans to non-depository finance companies. 
4.2 When and where the crisis started
Subprime lending has developed as a specialist loan class in the mid-90s and allowed some relaxation of credit rationing for borrowers---such as the poor, or those in minority communities---previously considered too risky by traditional lenders. Loans for subprime borrowers were once predominantly guaranteed by the Federal Housing Association (FHA). However, subprime loans have displaced FHA guaranteed lending (Figure below) due to the FHA’s “lack of flexibility” to changing market conditions, its low lending limits and the fees, mortgage originators earn on FHA guaranteed mortgages do not adequately compensate for their higher processing costs, etc ( John Kiff and Paul Mills, 2007) . Various kinds of securitization
 increased in this market, and mortgages originated by depository institutions declined greatly
. Till 2003, the majority of mortgage originations were “prime conforming” loans, which were then purchased by two government-sponsored housing enterprises (GSEs - Fannie Mae and Freddie Mac). However, by 2006, over half of all originations did not meet the GSEs’ “conforming” criteria. The share of mortgage originations represented by subprime or Alt-A loans rose rapidly (Figure below).

Subprime lending growth was boosted by more highly leveraged lending against a background of rapidly rising house prices (Figure   ). Speculative borrowers obtained loans on the basis of expected collateral appreciation, with little account taken of their ability to make the requisite mortgage payments. At the same time, strong investor appetite for higher-yielding securities
 in 2005–06 also contributed to looser underwriting standards and caused the large increase of adjustable-rate Mortgages (ARM) (see Figure below). Many hybrid ARMs with exotic
 variable interest rates make borrowers increasingly vulnerable. However, Safeguards ensuring prudent lending were weakened by the combination of fee-driven remuneration at each stage of the securitization process and the dispersion of credit risk which weakened monitoring incentives. Hence, intermediaries were remunerated primarily by generating loan volume rather than quality, even as the credit spreads on the resulting securities shrank.

Figure 9 Subprime and FHA Mortgage Originations   Figure 10 All Mortgage Originations
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Source: John Kiff and Paul Mills, 2007
   Figure 11 Credit Quality of Subprime Mortgages          Figure 12 Variable rate V.S. Fixed rate Loans
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Source: Federal Reserve Bulletin
However, the housing price appreciation in America became slower and caused the rapid deterioration of 2006 vintage loans
. As interest rates rose, but house prices flattened and then turned negative in a number of regions, many stretched borrowers were left with no choice but to default as prepayment and refinancing options were not feasible with little or no housing equity. As a result, delinquencies and defaults on subprime mortgages originated in 2006 have soared, despite a benign economic backdrop (Figures below). A spike in foreclosure created a domino effect in America, leading sharp depreciation in property values, decreased business investment, lower tax revenues, etc (see the report to Center for American progress). 
Figure 13 Credit Quality of Subprime Mortgages       Figure 14 Variable rate V.S. Fixed rate Loans
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4.3 The Loss of financial institutions and damage to the global market
In contrast to the Savings & Loan crisis of the early 1990s, the recent subprime crisis is collapsed in the investment confidence and credit loss. The credit cycle is thus largely playing out in the securities and derivatives markets, rather than on bank balance sheets. Since mid-2006, non-depository, poorly capitalized firms, representing about 40 percent of 2006 subprime originations, have either closed down operations, declared bankruptcy, or been bailed or bought out. Some investment banks may be holding residual interests in the subprime securitization transactions that they have arranged.

Losses are also likely to appear at the end of the securitization chain among the holders of unrated and lower-rated MBS and CDO equity and mezzanine tranches. The size of these realized losses depends on the dollar volume of defaults among the underlying mortgage loans and on the timing of loss realizations, some of which has recently shown up on the balance sheet of financial institutions (see Appendix table 2), but others over which is still of some uncertainty, since there not all delinquent loans eventually default and there can be some lag
. Recent investor withdrawals and margin calls have forced some hedge funds to liquidate holdings and crystallize losses. The speed of rating agency downgrading ABS and CDO has proved to be too slow.
V. China’s “non-Immune” in the World Chain or Network?
Lagged U.S. Subprime crisis has shown its impact on Chinese market
. Several main banks have involved some part in the U.S. subprime mortgage investment. Bank of China, as an example, just disclosed its loss of about 260 billion RMB related to the crisis. No matter the export will be influenced by the U.S. weaking economy, the Chinese A-share market has also been influenced more and more by the global market
.  Recent Subprime crisis has shown that almost no single country can be immune to the international financial conditions. China will have more links with the world economy when it opens and involves more. China represents faster growth countries (see table below) and have also more and more influence to other countries. 
Table 3 The economic growth rate in 2004-2008（%）
	　
	2004
	2005
	2006
	2007*
	2008*

	Global
	5.0 
	4.8 
	5.4 
	5.2 
	4.7 

	China
	9.2 
	10.4 
	11.1 
	11.6 
	10.8 

	US
	4.0 
	3.1 
	2.9 
	2.2 
	2.0 

	Japan
	3.0 
	1.9 
	2.2 
	2.0 
	1.8 

	EU
	2.0 
	1.5 
	2.8 
	2.5 
	2.2 

	India
	6.9 
	9.0 
	9.7 
	9.0 
	8.6 

	Africa
	4.5
	5.6
	5.6
	5.8
	6.3


 Source: Aijian Securities Research Report, * data of year 2007 and 2008 is predicted

The allocation of credit still cannot be said to have been based primarily on the basis of risk and return trade-offs. The financial system is still somewhat imbalanced. At the same time, Chinese economic growth is still quite imbalanced in the sense that it is driven largely by investment
 and exports, with consumption playing a fairly modest role. 

The year working conference in the end of 2007 formulated the main working in 2008:
1. “one guard”changes to“two guard”：the main tast of macro-economy is to “prevent economy growth is too high”and“prevent CPI is comprehensive”;
2. “stablize then move forward”: Keep Chinese economy growing stable;
3. “Good is more important”：from “fast then good”to“good then fast”，then to“good is predominating”;
4. “continue to improve institutions”：company reform, tax reform, financereform, price reform and admistration reform, etc.;
5. “improve people’s living”：more support to education, employment, social guide,residential ,etc. 
VI. Conclusions
After the Chinese A-share Split Reform, China has developed a more functioning capital market. Companies and Investors have benefited from this institutional change. However, as China more open to the global market, it cannot immune from the international economy conditions. The recent subprime mortgage crisis started from America continued to bring damages to other countries involved. Chinese A-share market again experienced a test of its “non-immune” to the world market. Securitization, as an important financial innovation originated in U.S. housing market has proved to improve its home improvement and provide more financing and investment choice and also enhanced greatly financial market liquidity.  
However, for fragmented regulatory reframework and asymmetric information, intermediaries involved in the financial market still face some problems of “principal-agent”relationship .   

This paper has just given a general conception of Chinese split-share reform and the impact of recent subprime mortgage crisis from the global and its own perspective. A deeper and more accurate research work (such as explore or develop some models, e.g. based on credit network theory ) about these links should be done in the future.
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Appendix
Table 1 Split-Share Reform of Tongrentang

[image: image18.emf]Full  Name  BEIJING TONGRENTANG CO., LTD   Security Short Name  TongRenTang   Security Code  600085   List Exchange  Shanghai Stock Exchange   Major  Products  Traditional Chinese medicine and cosmetic   Share Structure Reform Process    Date  Milestone  Share Price  ( RMB )   Start of  restructuring   (D0)  2005 - 10 - 15     Share structure reform announced;      Non - tradable and tradable shareholders held  64.19% (state - owned) and 35.81% of total  shares respectively.  20.38   2005 - 10 - 17     Share trading suspended ;      Draft reform plan published;      Non - tradable shareholders pay tradable  shareholders 0.22 shares for every share held  by tradable shareholders.    First trading  suspension  period   2005 - 10 - 26     Revised reform plan confirmed;      Non - tradable shareholders pay tradable  shareholders 0.25 shares for e very share held  by tradable shareholders.    D1  2005 - 10 - 27     Share trading resumed  19.90   D2  2005 - 11 - 10     Rights of receiving the bonus shares recorded  19.92   2005 - 11 - 11     Share trading suspended    2005 - 11 - 18     Online voting starti ng    2005 - 11 - 22     Online voting ending    Second  trading  suspension  period  2005 - 11 - 25     Plan implemented;      Non - tradable and tradable shareholders held  55.24% (state - owned) and 44.76% of total  shares    End of  restructuring   (D3)  2005 - 11 - 30     Share trading resumed;      All shares held by tradable shar eholders,  including the bonus shares received, can be  traded freely;      All shares held by non - tradable shareholders  can be traded only after 1, 2, or 3 years.  15.40    


Table 2 Write downs of main financial institutions on the value of loans, MBS and CDOs
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� Enacted in April 2005 to direct credit securitization pilot projects in Chinese inter-bank bond market


� See the guidelines of State Council


� See http://www.csrc.gov.cn/n575458/n4001948/n4002120/4069773.html


� Internet sector prices rose over 1000%, then it collapsed in April 2000. The features of the Internet bubble: Investors have diverse views and the sector tend to have relatively more individual investors; Short-sale constraints (Miller (1977); Shares are in short supply; Lock-up provisions for insiders’ shares, etc.


� Listed companies that have fulfilled their split-share reforms are called G companies.


� In year 2005, there were only 15 companies newly listed, decreased about 60% compared with the former year.


� increased about 50% compared with the former year.


� The return of primary market is as high as about 20-25%. In the beginning of 2007, the locked “cash” for primary market is about 16000 billion and the end of November, even more than 33000 billion.


� Most blue-chip companies listed first in H stock market (HongKong), then return to mainland c a pital market after the reform; but ZhongTie, the largest construction state-owned company, issued its stock first in Shanghai A-share market and decided to list its H stock in Hongkong latter. 


� Except only 1993


� In China, currently, DTI is required to be smaller than 50% and LTV be smaller than 70% for residential loans.


� Automated underwriting, by use of computer models rather than loan officer judgment, has made loan origination more cost efficient and advances in statistical credit scoring have led to more accurate and consistent assessments of borrowers’ credit risk. 


� Some are as a form of CDOs, REIT.


� In 2006, they held only 30% of outstanding loans. About 38% outstanding mortgages were held by GSE securitization pools and 18% held by non-GSE securitization pools, 5% by finance companies and other remainder by Real Estate Investment Trust (REIT) and households, etc.


� A substantial portional of subprime loans were packaged into securities, such as CDOs, which did not require borrowers proof pf income and consumers trapped in complicated and costly mortgages are at risk of foreclosure.


� These products include interest-only mortgages, “pick-a-payment” options, initial fixed=rate mortgages that quickly convert to variable rates and no-down-payment mortgages, etc. Many of these hybrid ARMs also included hefty up-front fees that drained borrowers’ savings and held smaller equity in their new homes. Of particular concern is the growth of two subprime ARN<M products, 2-28 and 3-27 ARMs, both of which include explosive payment shocks after the introductory, low-interest rate period expires in the second and third year of the ARM. For borrowers with limited incomes, less time and resources for comprehensive financial education, and fewer loan options, the wrong loan can result in an unexpected increase in cost that tips the balance towards foreclosure.


� While prices were rising, distressed borrowers had the equity to sell their homes and prepay their mortgages.


� Because the foreclosure process can take up to 18 months to complete. During this period, the loan servicer continues to make the principal and interest payments to the MBS pool, although it then has a claim on the foreclosure proceeds. Finally, it can take weeks for constituent MBS rating downgrades to be reflected in CDO ratings, so triggering mark-to-market revaluations (Mason and Rosner, 2007).


� From Jan.15, the Chinese A-share market began a big third adjustment after the Share reform.


� H-stock market was influenced most by U.S. market, but later also influenced by mainland A-share market and now, Chinese A-share market has also been influenced more by global financial markets. 


� A somewhat bigger related problem is the build-up in investment that is the number one driver in growth.
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		Full Name

		BEIJING TONGRENTANG CO., LTD



		Security Short Name

		TongRenTang



		Security Code

		600085



		List Exchange

		Shanghai Stock Exchange



		Major Products

		Traditional Chinese medicine and cosmetic



		Share Structure Reform Process



		

		Date

		Milestone

		Share Price (RMB)



		Start of restructuring


(D0)

		2005-10-15

		· Share structure reform announced;


· Non-tradable and tradable shareholders held 64.19% (state-owned) and 35.81% of total shares respectively.

		20.38



		First trading suspension period 

		2005-10-17

		· Share trading suspended;


· Draft reform plan published;


· Non-tradable shareholders pay tradable shareholders 0.22 shares for every share held by tradable shareholders.

		



		

		2005-10-26

		· Revised reform plan confirmed;


· Non-tradable shareholders pay tradable shareholders 0.25 shares for every share held by tradable shareholders.

		



		D1

		2005-10-27

		· Share trading resumed

		19.90



		D2

		2005-11-10

		· Rights of receiving the bonus shares recorded

		19.92



		Second trading suspension period

		2005-11-11

		· Share trading suspended

		



		

		2005-11-18

		· Online voting starting

		



		

		2005-11-22

		· Online voting ending

		



		

		2005-11-25

		· Plan implemented;


· Non-tradable and tradable shareholders held 55.24% (state-owned) and 44.76% of total shares

		



		End of restructuring


(D3)

		2005-11-30

		· Share trading resumed;


· All shares held by tradable shareholders, including the bonus shares received, can be traded freely;


· All shares held by non-tradable shareholders can be traded only after 1, 2, or 3 years.

		15.40






