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Chapterl
Introduction:

1.1 Background and purpose:

On December 11, 2001, China officially became a benof the World
Trade Organization (WTO), opening the country'srddo change and a
new economy. This paper looks at the long jourrtetodk in order to
achieve this goal and the future prospects of sustep. The paper begins
with an historical overview of China's insurancedustry and before
People’s Republic of China was founded, the Chinesarance industry
was initiated for a short period arfdreign insurers controlled almost 80%
of the market. From 1949 to 1988, the People'sramae Company of
China was the sole provider of insurance in Chiace 1988, however,
China’s insurance industry has developed very duiokccording to the
World Bank, premiums in China reached at least Bllbn yuan in the
year 2000. The Chinese insurance market was partpened to foreign
companies in 1992. About 202 representatives ofidor insurers now
represent 11 different foreign insurance compame$hina. However
China’s massive market potential has led to demaindsn foreign
insurance investors that China do more to increasess to its insurance
market. Moreover, while the Chinese governmentfaasred a "gradual,
paced" policy for liberalizing the domestic insuranindustry, the rapid
development of China’s insurance sector is strgirtine government’s

regulatory policies.

With the progress of China’s market-oriented ecoyorthe Chinese
government has adopted a series of social welf@i@ms, particularly
pension and health-care system reforms that weliease opportunities for
insurance companies and also create pressure $arieg that the private
sector insurance system is capable of covering iggwortions of the



Chinese population. With this concern in mind, tBaina Insurance
Regulatory Commission (CIRC), a new insurance mgwy body, is
considering how best to support the developmenChina’'s domestic
insurance industry, including how or if it shoulghem this industry to

increased foreign competition.

In the middle of this big structural transformatio@hinese government
faced another challenge that was what the governmade commitments
to the members mainly USA, EU to enter into WTOhdfly it succeeded in
working at WTO as a member in November 2001. kxpected that this
big event would have a great deal of an effect vargety of sectors. So, the
focus of this thesis is on describing the chandeasurance sector, which
especially in three fields will be mainly illusteat commercial field, legal
field, and policy field what kind of changes takage. And the forecast on
the future development of Chinese insurance inguwstt be added.

1.2 Organization of the thesis:

This thesis consists of five chapters:

Chapter2 introduces the background on the developraed current
economic situation of China’s insurance industtyalso provides general
information about the market for insurance in Chitize international
context in which China is attempting to reform itsurance policies, and
the legal and policy framework that regulates tigstry.

Chapter3 provides in depth anaylses of commerigghl, political issues
that affect China’s ability to liberalize its insunce industry. This section
also adds an analysis of policy implementation issues that waed to be
addressed.

Chapter4 provides the future developments aften&hccesses the WTO.

Finally in chapter5 the conclusion will be made.

10



Organization of the content:

Commercial field Legal field Policy field
| [
[ [ | [ |
The status of The reasons for The strong growth The legal The changes of lega | |
China’s insurance China’s insurance record of China’s status of field after China’s The status The measures applying t
industry before industry insurance industry China’s accession to WTO of policy the changes of policy on
entry into WTO undeveloped after entry into WTO insurance system on insurance industry
industry | | Understanding the GATS insurance
Market Consumer awareness and domestic before industry ] The Health-Care
arke
. attitudes towards openness accession The main commitments before System
competition ) )
to WTO of the Chinese China’s
Market si The product scope of China’s insurande | | government in opening accession | |_| Pension Reform
arket size
) industry the insurance business to WTO
and potential )
after entry into WTO
] China’s undeveloped financial markets
Foreign ]
o China-U.S. Agreement
companies in )
) N N ] on WTO accession
China Competitive positions of major
domestic and foreign players unfair ]
| | China-EU Agreement on
WTO accession
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Chapter2
The history of China’s insurance industry before etry
into WTO

2.1 The preliminary establishment of china’s insurace:
(Qing Dynasty-1949)

This chapter will divide the periods according te characteristics and
specify the features, which was generated in eagbg

The insurance industry emerged as a business imaGhithe early 1800s.
The first insurance institutiolGanton Insurance Societwas established in
1805 by British and Indian businessmen in soutl@rima. Foreign insurers
were the only participants in this market until 28@/hen the first Chinese
insurance company,i He Insurance Companwias established in Shanghai.
Under competitive pressuré;i He did not survive for long. The first
Chinese insurance business with a far-reachingienfte on the whole
industry appeared with the foundation of tk®mmercial Bureau of
Insurance (Bao Xian Zhao Shan Jn)1875 in Shanghai, a company whose
business focused on marine insuraftte.

From 1865 to 1912, 35 Chinese insurance compana® @stablished,
which included 27 property and casualty insuranoemanies and 8 life
insurance companies, but by 1914, 26 of these &%panies had become
bankrupt. By then there were 148 foreign insuranoepanies writing
policies in China’s insurance market, either thitodigeir own branches or
through Chinese agencies. Accordin@tanese Insurance Annual Statistics
1999, foreign insurers controlled almost 80% of the markiethat point.
World War | limited the business expansion of fgreiinsurers, giving
Chinese insurers an opportunity to develop.

[ Insurance and China's Entry into the WTO by StapgheD’Arcy and Hui Xia (1999)
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From 1912 to 1925, 39 new Chinese insurance corepamere established,
mainly in Shanghai. During World War II, insuranoempanies were used
as a speculative financing tool to consolidate teagfrom many small

investors, given the lack of alternative investmeanptions for small

businesses. This led to a period of extended pribgder the insurance

industry.

From 1940 to 1943, 97 new Chinese insurance corepamere founded in
Shanghai. By 1948 the total number of insurancepaonies rose to 241,
which included 178 Chinese insurers and 63 foréngarers. As the most
highly populated and most developed city, Shangtze the birthplace for
China’s insurance industry and has always been nian arena for
insurance competition. Interestingly, in 1992 Shedpecame the first city
in China after the foundation of People s Repubfi€hina in 1949 to open
its insurance market to the world.

2.2 Atfter the establishment of People’s Republic of Gha:

(1949-before China’s accession into WTO)

2.2.1 “The era of monopoly market” (1949-1988)

With the establishment of the People’s Republi€bfnain 1949, China’s
insurance industry then entered into a very renidekaeriod of history,
rebounding between the various campaigns to ceeagw socialist system.
In October 1949, the People’s Insurance Companghiha (PICC), a
state-owned enterprise, in Beijing, was estabtishg combining some
domestic insurance companies and was given the pobnover the whole
domestic insurance industry. During the first decad its operations, the
PICC made rapid and steady progress, establiskegigrral branches and
offices in all the provinces, autonomous regiond arunicipalities (except

Tibet and Taiwan), and using branches and sub-bemnof banks as its

13



agents.

By 1956, all other insurance companies in the PRCeckts operate and
foreign insurers were expelled from the countryrafe next seven years.
However, since the “new socialist system” had tlealgof providing
“cradle-to-grave” social welfare to all people,unsnce was regarded as an
unnecessary business. As a result, all insurancerabpns except
international cargo and aviation insurance wereligied at the WuHan
national financial meeting of 1958. China’s goveemtjust kept “PICC” as
the company title to all foreign customers, butuallty PICC was
reorganized and became a small department in tbplé’e Bank of China
(PBOC), the central bank of China. The remainingrimational insurance
business was operated by a governmental departmengn independent
enterprise. During the last two decades, the pdbas changed dramatically.
After the Cultural Revolution, and with the adveoft the “Reform and
Open” policy initiated by Deng Xiaopiffyjin 1979, a series of reforms
aimed at stimulating economic growth had been laadcDue to this policy,
the domestic insurance business was resuscitattdhanPICC, being the
sole insurance carrier in the whole China, enjayxedstrong and increasing
demand for insurance products and services andeqaestly recorded
significant growth and profitability. Restructurinusiness networks,
recruiting new employees, and developing the masketirred over the next
three years, until PICC was separated from the PBOA982 as an
independent insurance company supervised by theCPBEecause this
model was built not based on market demand, thetsiie generated many
cost inefficiencies and internal control problenhghink that the period

should be referred to as “the monopoly of PICC”.

(21 (1904~1997), he was the most powerful governneaddr in China in the 1980s.
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2.2.2 “The era of oligopoly market” (1988-1992)

As mentioned above, “The Reform and Open policywenadad an broad
influence on Chinese society and economy. The yotiiggered to

transform the planned economy into the competigéiwenomy dramatically.
When it comes to insurance industry, the effecthef policy was decisive.
For the first decade, it helped PICC rework in theurance market.
However such an artificial restructuring the inswe industry induced the
monopoly market structure, which contributed to umcalate the

inefficiency and faced the internal control proble@ne more thing,
Chinese government needed to change it insurana&emato being

competitive in advance, preparing for the case t@hinese insurance
market should be open to foreign companies, aftekimg a decision to
enter into WTO. So, in 1988, PingAn insurance camypaas permitted to
be established in Shenzhen, the first special enan@one selected by
Deng Xiaoping. This company was not built up asestavn company just
like PICC, but as shareholder owned company. Thpaval finally broke

the monopoly structure in the insurance markete&hyears later (1991),
China Pacific Insurance Company whose headquarterdocated in

Shanghai was approved. Then with the establishmeRing An in 1988

and China Pacific in 1991, the monopoly market PI@&@ dominated for 40
years was abolished and the market was charaatease a tripartite
confrontation. (See Table 2-1)

15



<Table2-1> Chinese Insurance Companies

Registerd-| 1996 Premium
capitals income
Company Founded Headquaters (billion (billion yuan)
yuan)
PICC Group 1949 Beijing 20 63.4*
People's Insurance 1996 Beijing 2 35
(Property)
People's Insurance (Lifg) 1996 Beijing 15 21.2
People's 1996 Beijing 2 7.2
Insurance(Reinsurance|
China Pacific Insurnace 1991 Shanghai 2 9.82
Ping An 1988 Shenzhen 15 10.5
Huatai General Insurange 1996 Beijing 1.33 -
Xinhua Life Insurance | 1996 Beijing 0.5 0.26
Tai Kang Life Insurance 1996 Beijing 0.6 0.147
XinJiang Corps 1996 Urumqi 0.1 0.24
Insurance
TianAn 1994 Shanghai 0.2 0.3
Da Zhong 1995 Shanghai 0.21 0.2
Yong An General 1996 Xi An 0.68 --
Insurance
Sinosafe General 1996 Shenzhen 0.3 --
Insurance

*1996 premium income for the PICC Group excludes ¢ompany’s nine overseas branches but

includes figures for the group's three subsididfiesple's Insurance (Property) Co., People's

Insurance (Life) Co. and People's Insurance (Reamaie) Co. Total premium income from the nine

overseas branches was over four billion yuan ir6199

Sources:

1. Figures provided by the aforementioned insuraicepanies cover the year ending December 31,

1996.

2. Insurance Reform and Developmet@97
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2.2.3 “The era of competitive market” (1992- )

In 1994, Chinese government took a epoch-makingsuoreafor foreign
insurance to work in China. American Internatioabup (AIG) was the
first foreign insurance company to establish openatin China since 1949
for the first time, bringing new approaches to pdevinsurance services. By
granting operation permission for AIG, China’s gowaent began the
opening of its insurance market. When an experimead carried out to
open the Chinese insurance market to the outsidédwoine insurance
companies from eight countries including the Uni&tdtes, Canada, Japan
and Britain have set up agencies in Shanghai arah@ahnou and a large
number of insurance institutions from 17 countribave set up
representative offices in China. (See Table 2-2)vNloe market is getting

more competitive.

The most recent reform of China's insurance ingustiiminated with the
promulgation of the Insurance Law of 1995, hasdiamed the role of the
State in risk bearing and has ended the PICC's pwy@f more than 40
years. To 1996, 18 new shareholders owned insum@ro@anies joined the
fast-growing market, including 9 domestic companesd 9 foreign
insurance companies, with 4 AIG full ownership lofzes. In 1996, PICC
was reorganized as a holding company (PICC GROURh whree
completely independent subsidiaries (Property, bifiel Reinsurance). The
official explanation for such reorganization was#ory out the requirement
of separating life and property business accordinghe China Insurance
Law, which had just been promulgated and was effec@igtober 1, 1995.
Rigid central control of operations contributed tioe failure of this
organization through the loss of effective intermaintrol in corporate
finance, business operations, and human resourcegament. Financial
connections between the different branches of Pl®@&e hard to
disentangle when the companies were separated. $bntige financial

17



relationships among the companies were not saitittithe disbandment of
the entire PICC GROUP two years later. At the séime, some domestic
stock insurers gained the opportunity to develokiy and gain market
share. (See Table2-1 and Table2-2)

<Table2-2> Foreign Insurance Companies in China

Type of
Year
Company Country Base Approval Insurance
Offered
American International Group United States 1992 Life and
Inc. Property
Tokyo Marine & Fire Insurance Japan 1994 Property
Co.
American International Group United States 1995 Life
Inc.
American International Group United States 1995 Property
Inc.

Manulife Financial Canada 1996 Property
Winterthur Schweizerische |  Switzerland 1996 Property
Versicherungs Gesellschaft

Allianz AG Germany 1997 Life
Aetna Inc. United States 1997 Life
Roya & Sun Alliance Insurance  United 1998 Property
Group Plc. Kingdom
Colonial Mutual Life Insuranceé  Australia 1998 Life
AXA-UAP France 1998 Life

Sources: Ji Chen and Stephen C. Thomas; US Goeetnimternational Market Insight, August,

1998; The US-China Business Council.

While both property-liability insurance and life surance have grown
significantly, life insurance premiums have growormrapidly, and have
exceeded property- liability premiums since 199%in@’s life insurance
market is becoming more attractive because of Ckihage population, the
reforms to state-owned enterprises, and the grofvjbint—ventures. Since

18



China’s government does not provide life insurarfeealth insurance or
other employee benefits to employees of joint- wesd, these employees
provide a ready market for these coverages. Thdrgurance business has
also transformed itself from a business aimed ga@ttorporate sales to the
simultaneous development of both group and perdmrshess, an approach
facilitated by the introduction of the personalesahgent system of AIG.
One of the notable benefits of allowing foreignuress into the market is
that they bring new approaches with them, as ex@éiegpby AIG’s market
distribution system. The market for property-ligilinsurance has also
remained strong, which can be attributed to greaigvorate accountability,
higher insurance awareness of managers of stateebwnterprises, more
foreign investment in the east coast area, anceasing automobile and
housing consumption.

Before 1997, the Department of Insurance under tRBOC took the
position of market watchdog. However, during this period it watually
the central bank’s responsibility to regulate the imswe market. As a
result, the potential importance of the insurance industry in the nationa
economy was always overshadowed by thele of the banking industry. In
1998, facing market problems and intending to eglptre function of
financial industry, China ’'s government decided deparate financial
regulation into three main branches, banking, stock market, andganse.
As at the end of 1998, China had more than 25 inseraimmpanies
constituted in different legal form (state-ownedeeprises, regional joint
ventures between PICC Group and local investorscantpanies involving
foreign insurers such as AIA, Tokyo Marine and FiManulife and
Winterthur), offering a wide variety of coveragean& China resumed the
insurance business in 1980, the market has groeadity, at an average
rate of 37.6% per annum. Insurance premiums hit724billion yuan in
1998 and increased to 139.3 billion yuan in 19980Ag these premiums,
52.1 billion yuan was from property insurance, @anty three percent from
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1998, and 87.2 billion yuan from life and healtlsurance, up 15 percent.
The establishment of the China Insurance Regulag@amymission (CIRC)
in November, 1998, combined with the requiremeiitg/dO negotiations
and pressure from the international insurance conityyuled China’s
government to expedite the pace of issuing newmses to foreign insurers.

CIRC became the new markesupervisor for the insurance industry.

The founding of four above-mentioned insurance camgs iS a measure
taken to prepare for the opening-up of the inswganarket and to prepare
the domestic insurance companies for the challeragebs opportunities

resulting from the market opening. The four compans as follows:

1. China Reinsurance Company (CRC) the only Chinese reinsurance
company, was founded on March 18, 1999, on theskafsihe former
PICC Reinsurance. China Reinsurance Company hasdapendent
corporate organization and is funded by the Migistr Finance. CRC's
monetary assets increased from $114 million in 183%$904 million in
1998. Its long-term reserves increased from $58omiin 1996 to
$730 million in 1998.

2. On March 19, 1999China Life Insurance Company (CLIC), the
largest Chinese life insurance company, was estadi in Beijing. It
was set up on the basis of the former PICC LifelCCls a national
commercial life insurance company under the diteatlership of the
State Council. It is a wholly state-funded commerdife insurance
company specializing in life, health and accidesurance.

3. China's largest property insurance compailye new People's
Insurance Company of China (PICC)was established in Beijing on
March 20, 1999. It was founded on the basis of farener PICC
Property. PICC has $930 million in registered cpilt specializes in
all insurance services except personal insurant@CHs a wholly

state-owned commercial insurance company.
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4. The China Insurance Company Limited announced its new
leadership team on August 19, 1999, marking the endthe
restructuring of the People's Insurance (Group) @amg of China.
China Insurance Company Limited is the state-owmading company
overseeing the China Insurance (Group) Company tetnof Hong
Kong (which manages the overseas assets and aperati the former
PICC Group).

Since the restructuring of PICC and the breakthnoofgthe monopoly with
stock companies and entry of foreign insurers i8213China ’s insurance
market has been growing at a phenomenal rate ¢ 18 percent per year.
The combined insurance industry premiums were ¥1Bilion in 2000, an
increase of 14.5 percent over 1999, according tRCCbfficial statistics.
The total assets of China's insurance companieheda$40.75 billion in
2000, an increase of 19.3 percent over 1999. @ftttal, $7.23 billion, or
37.5 percent, were property- liability insurancd,4a8 percent increase over
1999. Life insurance income increased 14.4 perten$12.05 billion,
accounting for the remaining 62.5 percent of thaltpremium income. The
trend of premiums from 1990 to 2000 is shown iruFeg2-1.
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<Figure2-1> Growth in premium income in China (19962000)
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When China was accepted into the WT@ November 2001, there were a
total of 31 insurance companies issuing policie€hma’s insurance market,
including 14 domestic insurers and 17 foreign iessir The 31 companies
consist of 15 property and casualty insurers, fEifisurers, 1 state-owned

reinsurer and 2 comprehensive insurers. The légfoiasurers include six

branches of AIG and two branches of MingAn (base&iong Kong). The

remaining 13 foreign insurers are preparing to megperations. (See

Table2-3) Now the insurance market in China isiggttnore competitive.




<Table2-3> Companies Approved to Write Insurance irChina

Property-Liability Life Comprehensive/
Reinsurance
PICC China Life Pacific
Xinjiang Jianshe Bintuan Xin Hua (New China) Ping A
HuaTai TaiKang
Sinosafe Zhonghong China
Reinsurance
DaZhong Pacific-Aetna
YongAn Allianz DazZhong
TianAn AXA-China Minmetals
Tokio Marine-Sahgnhai John Hancock-TianAn
AlU-Shanghai AlA-Shanghai
AlU-Guangzhou AIA-Guangzhou
AlU-Shenzhen AlA-Foshan

AlU-Foshan

Prudential (UK)

Royal and Sun-Shanghai

Colonial-China Life

Winthur
(Switherland)-Shanghai

Sun Life (Canada)

MinAn-Shanghai

New York Life (US)

MinAn-Haikou

MetLife (US)

Chubb-Shanghai

TransAmerica (AGEON
(US)

Allianz (Germany)

Generali (Italy)

Gerling (Germany)

ING (Netherland)

Japan (/)

CNP (France)

Korean (/)

CGNU (UK)

AIG Branches

% Companies in italics are preparing to start bussimew.

Source: “Insurance and China's Entry into the Wb@'Stephen P. D'Arcy and Hui Xia
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Chapter3

The changes China’s insurance industry between beaf®
and after entering into WTO

3.1 The efforts to enter into WTO:

China was one of the 23 original signatories of @eneral Agreement on
Tariffs and Trade (GATT) in 1948. After China's o&wtion in 1949, the
government in Taiwan announced that China would/dethe GATT.
However, the government in Beijing never recognizbs withdrawal
decision, until 1986, nearly 40 years later. Chmagified the GATT of its
wish to resume its status as a GATT contractingyp&hina’s effort to
return to the world trade regime began in the [BH®&0s when China
started its economic reforms and adopted the open-dblicy. After more
than 30 years of isolation and a centrally planned engnodooth China
and the GATT contracting countries needed time to understand eter
before China’s re-entryinto the GATT. China was granted observer status
in the GATT and sent its first delegate to the 38th meeting of the
contracting GATT parties in 1989. On July 111986, China formally
requested resumption of its seat in the GATT.

A Working Party was established on March 4,1987staot the process of
China’s re-entry into the GATT. The main taskslo# ¥Working Party were

to examine and evaluate China’s trading regime, defameas and
timetables for negotiation and adjustment, and prepare a reporthi®
GATT Council. The Working Party had seven productive meetings in the
period through April 1989, butwas suspended after the Tiananmen Square
incident and not reconvened until 1992.

In 1992,which was a very important year in thedrigiof China’s efforts to
reenter the GATT, the Working Party held three meetings eoohpleted
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the general hearing and assessment of China's trading system.
Negotiations on the commitment&nd conditions for entry into the GATT
also started in 1992. More significantlyChina speeded up its reform in the
direction of a market oriented economy.

Following the conclusion of the Uruguay Round, Ghlaunched a major
campaign to join the GATT. China wanted to beconfieuading member of
the new WTO. Along with nationwide propaganda to promotee th
internationalization of the economy and disseminate knowledge on the
GATT, China made a series of reformm line with the GATT rules.

China’s reforms in its external sector include:
1.Decentralization of Foreign Trade.

Prior to the reform, the Ministry of Foreign Tradenducted and controlled
all trade. Since 1988, foreign trade has been decemetalto local
authorities and foreign trade corporations (FTCs). In 1980, thetmén
government controlled about98 percent of total trade. By 1991, only 11
percent of foreign trade was stilcontrolled by the Ministry of Foreign
Trade and Economic Cooperation (Garnaut amtbang, 1995; Zhang,
1993). In the past two WTO working meetings, Chindicated that it will
release control on all trading rights after it bmes a member.

2.Reduction of tariff and Nontariff Barriers.

Since January 1992, China has reduced tariffs aktiares and brought the
average rate down from 47.2 percent to 21.5 pelicet®97.China has also
substantially reduced the number of goods subgecubtas and licensing.
By 1994, China had eliminated quotas and import licenses Z88
products. In May of 1994, China abolished another 195 quotas. Currently,
China has only 28 products (1®lectronic goods and 13 others) that are
still subject to import quotas and licenses, (@ainly agricultural products)
that are subjected to nonquota licenses, and Ji3atk subject to import
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registration.
3.Elimination of Export Subsidies

In 1991, the Chinese government abolished all eixpéixport subsidies.
From then on the FTCs had the responsibility for theindosses. .

4. Increases in Transparency

China issued a Foreign Trade Law on July 1, 1984make regulations
more transparent. It also started to change the methatlazating license
from bureaucratic application procedure to open comepatit

5. Foreign Exchange Reforms

Reforms in foreign exchanges market converted ki@ Rfficial exchange
rate to the market rate and abolished the dual exchaaigesystem on
January 1, 1994;

Regardless of China’s effort and enthusiasm, thegdsal and multilateral
negotiations were not very successful. China witisnsit able to return to
the GATT and join the WTO after decades. The U.S. attitunlgatd
China is firm: “China must follow the rule of the WTO if it wants to join
the international trade body,”remarked chief U.S. negotiator Charlene
Barshefsky (quoted in Chong 1995). Thenited States insisted that China
must meet all the WTO'’s rules for accession.

On November 10, 1995, Barshefsky provided a “roaap’nfor China’s
accession. China’s response was that this was stiinitiative” but that

it demanded too much (O’Ouinn 1996). China argued that United
States was obstructing China’s accession to the WTO for pdditireasons.
China’s economic system is much closer to the WTO requirements than
the United States portrays, buthe gaps between the two negotiating
positions remain wide.

In February and in May of 1997, China and the WT& flanother two
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rounds of negotiations. In both of these talks, both partireade
compromises so that thenegotiation made somOe progress. China showed
some flexibility on foreign trading rights, and the US indicated a
willingness to compromise on the time requiremadnts the adjustment
period.

Accession processes vary in length and can takeraleyears to complete,
much depends on the readiness of the applicantrgoianmeet not only the
rules and obligations of theWTO's market-economy principles, and its
policies of pro-competition and non-discriminatiorhut also the
market-access conditions for goods and serviceshathe applicant country
grants to other WTO Members. Because the WorkintyPaakes decisions
by consensus, all WTO members and the country sgekembership must
be in agreement that their individual concerns hiamen met and that all
outstanding issues have been resolved in the cofitbeir deliberations.

On November 112001 in Doha, Qatar, WTO officially invited Chinajbin
the organization, culminating 15 years of arduoagatiations. The final
accession package is a consolidation of China'&ehaccess commitments
to the United States and other WTO members, arallei@tcommitments on
how China will reform its trading system so thatamplies with WTO rules.
China has since notified the organization thatg hatified its membership
and will now become a full member, the WTO's 148mi December 11 of

this year.

3.2 Commercial field:

3.2.1 The status of China’s insurance industry befe enter

into WTO:
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(1) Market competition':

The development of the insurance industry in thepRes Republic of
China can be divided into three stages as mention€thapter 2.

First, from 1949 to March 1988, the People’s IneaueaCompany of China
(PICC) monopolized the market.

Second, with the establishment of PingAn in 1988 @hina Pacific in
1991, PICC’s monopoly was broken and the market ehasacterized as a
“tripartite confrontation.”

Third, since September 1992, more domestic compaagewell as foreign
ones, have entered the market, and true compehitierbegun to take shape.
(See Table 3-1)

<Table3-1> Chinese Insurance Market Premiums (1991999)

Year Total Premiums(billions of US$)
1991 282.00

1992 564.00

1993 1,184.40

1994 2,250.36

1995 4,500.72

1996 8,551.37

1997 13,000.00

1998 15,520.00

1999 17,412.50

Source: “A strategy for opening up the Chineseraisce industry” by Dawei Cheng (2000)

As recently as 1997, however, the premium incoméefPICC, PingAn
and China Pacific still accounted for 96.56 percefttotal Chinese

insurance premiums’

[31 «A strategy for opening up the Chinese insuramciistry” by Dawei Cheng (2000)
[ China’s insurance market, available frattp://www.latelinenews.copaccessed 12 Dec. 1998
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(2) Market Size and Potential

Although China's’ insurance industry grew at a dapd percent per year
between 1980 and 1988 insurance premiums in 1991 were still just 23.4
billion yuan (US$282 million). By 1997, however,gHigure had leapt to
108 billion yuan (US$ 13 billion), and the totalsats of insurance
companies reached 164.6 billion yuan (US$ 19.8lioh)l!® During the
first five months of 1999, total premiums were atlg 52.895 billion yuan,
representing a 7.29 percent increase over the gasmed during the
previous year. According to World Bank estimategnmums in China will
reach at least 200 billion yuan (US$ 24.44 billiday) the year 2000. (See
Table3-2)

<Table3-2> Company Shares of the Chinese Insurandéarket (1996)

People's Property Insurance 35.00
People's Life Insurance 21.20
People's Relnsurance 7.20
Pacific Insurance 9.82
PingAn Insurance -
Hua Tai General Insurance 0.26
XinHua Life Insurance 0.15
TaiKang Life Insurance 0.24
XinJiang Insurance 0.30
Da Zhong Insurance 0.20
YongAn General Insurance -
SinoSafe General Insurance -

Source: “A strategy for opening up the Chineserasce industry” by Dawei Cheng (2000)

Bl JingXiao Xue, The progress in multilateral negixias on financial services and the opening up of
Chinese financial industry, 1998.
11 New star publishers, Insurance reform and devedopmi997
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The Chinese insurance industry is changing as atvgr According to
Professor Wei Runquan, an executive member of thmaCIlnsurance
Society, China’s GDP reached 5,770 billion yuad 995, with total saving
deposits approaching 3,000 billion yuan. If calteda in terms of
internationally accepted norms for the contributibe insurance makes to
the national economy, the potential scale for Chia895 insurance market
would have hovered between 320-360 billion yuaneight times higher
than actual premiums that year. Wei also notesttiemtaverage per-capita
outlays for life insurance coverage in Japan aredUhited States stand at
US$3,800 and US$1,000 respectively. China’s peitaajutlays are just
US$1.3. Professor Wei contends that national ecamgrowth, maturation
of the market economic system, the enhanced awsseok 1.2 billion
people of the need for insurance, and governmelitig® that encourage
development of the insurance sector provide powetiarantees for the
continued expansion of the insurance sector.

As previously noted, total Chinese premiums frorB118 1994 (13 years)
grew at a compound rate of 39 percent from $200amilto $6 billion.
CIRC experts predict that, if premiums continugtow at a relatively high
compound rate of 30 percent a year, life and ptgpegsualty insurance
premiums could total $63.6 billion by 2003. In 199#e insurance
premiums surpassed property insurance premiumsthHer first time,
accounting for 60 million yuan (US$7.2 billion) &6 percent of total
premiums” In major Chinese cities, the life insurance shafr¢he total
market was even higher: in Beijing, it was 70.7cpet, in Shanghai, 64.8
percent, and in Guangzhou, 60.5 percent. In tiséffve months of 1999,
of the total 52.895 billion yuan in premiums, 3162illion yuan came from
life insurance (up 11.07 percent from the previgear), and 21.629 billion

[ China’s reinsurance sector premiums were Yuan Bil6on in 1997, available from
http://www3.xls.com.internet
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yuan came from property insurance (up 3.06 peré&nt)growth is a more
conservative 10 percent annually, the total by 2@@&ld still be $14.1
billion. If growth were to take off at 50 percerle projection becomes
$230.6 billion.

Despite the impressive recent growth rates for rerste premiums, the
whole insurance market in China is still in itsan€y because of the limited
number of products available, inexperienced managénof insurance
companies and low insurance awareness by the piilizc key measures of
insurance markets that are commonly used to ewalthe development
level of the insurance industry, insurance dereitgt insurance penetration,
are still very low in China compared with develop@@rkets. Insurance
density is the average insurance premium per capiarance penetration
is the ratio of insurance premiums to Gross DisplesaProduct. In
developed countries, approximately 3-5 percenthef GDP is generally
spent for property- liability insurance and 4-8 qeatt of GDP is spent for
life insurance.

Insurance Densityln 1995, worldwide per capita premium income was
US$357, while China’s per capita premium income yuess US$6.10. In
1996, Chinese per capita spending rose to $7.64chwis higher than

India’s $1.70 per capita, but far below Thailan#30. If China were to
reach the worldwide US$357 per capita level, premincome in China
would be US$400 billion. However this level stilbes not approach the
levels of developed countries. In 1996, Great Brisgpent $1,775 per capita,
and the United States spent $2,191. (See Figure3-1)

B Nationwide Financial News, available frohitp://www.web.lexis-nexis.coninternet accessed
Julyl, 1999
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<Figure3-1> Growth of insurance density (1994-1999)
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Insurance Penetratioremium income in developing countries generally

accounts for three to four percent of GNP. In 19€@hjna’s premium
income was 108 billion yuan or just 1.4 percenGMP. If China were to
realize the 3.5 percent average insurance perwtradi developing
countries, its premium income would be 261.7 billyaan.

« Life insurance. Although China’s life insurance mprems now
represent nearly 40 percent of total premiums, Ilifieurance
represents 56.1 percent of total premiums on admade basis, and

76.8 percent of premiums within Asian countries.

« Non-life insurance. China’s market for insurancéeotthan life
insuarnce is estimated to be worth $6.5 billiiSee Figure3-2)

FICharlotte ChapterChina-opportunities and obstacles for the insoeaimdustry in an emerging
country”, CPCU Journal, spring 1998.
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<Figure3-2> Growth of insurance penetration
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As shown in Figure 3-1 and Figure 3-2, the insueaindustry is still only a
small part of China’s economy, comprising in tdeds than 2 percent of
GDP (China Insurance Almanac (1999)

Examination of specific rural areas’ market potangprovides further
evidence of China’s overall insurance market paaénfhangzhou and the
Yellow River Delta are representative of currenbremmic development
levels in China since both have largely rural, agra economies. The
forecasts in both areas show that insurance premiwith at least double
within the next three to five yeafé’

Zhangzhou is located in Jiangxi Province and hiagad population of 7.55
million. Its rural population is 6.37 million, acanting for 84.4 per cent of
the total population. Zhangzhou, like most of Chirgdies on agriculture as
its primary industry. Accordingly, the insurancerket forecast in this area
gives a reasonable picture of China's market pailerand Zhangzhou's

[19 «A strategy for opening up the Chinese insuramckistry” by Dawei Cheng (2000)
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insurance density has grown over 100 percent intpeslast three years. It

is expected to grow almost fivefold over the neXlygars (See Table 3-3).

<Table 3-3> Zhangzhou Property Insurance Market Foecast

Year |GNP(billion Total Per capita Market Market
Yuan) in  populatior |ncome for [otential in term:| potential
Zhangzho rural area | of insurance in terms of

(million) penetration | insurance

(Yuan) density

1997 | 222.66 7.556 2034 1.48 2.4
2000 290 8.00 3000 2.1 3.99
2010 900 8.75 10000 6.42 14.57

Source: “A strategy for opening up the Chineseraisce industry” by Dawei Cheng (2000)

The Yellow River Delta is located in Shandong Pnoei and is one of the

three biggest delta areas in China. Although ecaona®velopment in this

area has been slow to date, it is expected to dewary quickly in the next

century because of its rich natural resources.ifitigrance industry in this

region has developed very rapidly since 1992. risutiance density has

doubled in the last five years. (Table 3-4 showesittsurance premiums in

this area, and Table3-5 shows the market potential.

<Table 3-4> Insurance Premiums in the Yellow RiverDelta

(thousands of yuan)

Year 1993 1993 1994 1995
Property insurance 85557 106453 128151 215280
Life insurance 38915 26732 23607 35366

Source: “A strategy for opening up the Chineserasce industry” by Dawei Cheng (2000)
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<Table3-5> Insurance Market Forecast in the YellowRiver Delta

Year| GNP Total Per capita| Per capita| Market Market
(billion | Population| income | income for | potential in| potential in

Yuan) | (million) for rural urban terms of terms of
population| population | insurance | insurance

(Yuan) (Yuan) penetration| density

1995 293 518 4598 13883 3.52 4.76
2000| 566 540 9000 3800 7.03 9.72

Source: “A strategy for opening up the Chineseraisce industry” by Dawei Cheng (2000)

(3) Foreign Companies in China

In preparation for (and as a result of) accessio the WTO, China

expanded the number of licenses given to insurex$ iacreased the
permitted ownership levels for foreign investorsy(Aind Whalley, 2004).

As a result, the number of new foreign insurancenganies (or joint

ventures) entering the market has been risingrfésée the number of new
domestic companies, especially in the life busin8pecifically, the number
of foreign-owned life insurers and joint venturasreased from 1 in 1992 to
11 in 2002. While only six new domestic life insisreentered the market
during this period.

However, despite the fact that the number of fargugrticipants in the
insurance market has been steadily increasingmidmiet share of foreign
insurers is still extremely limited (see Table 3-8) 2002 foreign insurers
only had 0.8% of the Chinese property-casualty etagnd 1.54% of the
life insurance market (0.4% for joint-venture firraad 1.14% for foreign
insurers).

The principal reasons for the low market share akifjn insurers are
regulatory restrictions.
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<Table 3-6> Market share in the Chinese insurance anket

Panel A: Foreign and Domestic Firms in the ChirleSdnsurance Industry

Foreign Firms Domestic Firms
Year | Number Market share (%) Number Market share (%)
of firms | (Total Premiums Written) | of firms (Total Premiums
Written)
1995 3 1.39 5 98.61
1996 2 0.78 6 99.22
1997 4 2.32 9 97.68
1998 5 0.65 9 99.35
1999 6 0.67 9 99.33
2000 7 0.84 10 99.16
2001 9 0.72 10 99.28
2002 10 0.80 11 99.20

Panel B: Foreign Joint Venture and Domestic Firmghe Chinese Life Insurance
Industry

Joint Venture Firms Foreign Firms Domestic Firms

Year | Number Market Number | Market share| Number Market
Of Firms | share (%)| Of Firms (%) Of Firms | share (%)

(Total (Total (Total

Premiums Premiums Premiums

Written) Written) Written)

1999 3 0.11 2 1.50 7 98.38
2000 3 0.21 3 1.70 7 98.08
2001 5 0.46 3 1.35 8 98.19
2002 7 0.40 4 1.14 9 98.46

Source:calculated based on the dataGhina statistical yearbook1995-2002), National
Bureau of Statistics (NBS), China.

Because of the many restrictions to entry, forasgmpanies have so far
only participated in a limited way in China's insnce market development.
Since 1992, of the 19 approved foreign insurancapamies, most are
currently operating in China. But, they still hagained only a small
fraction of China's insurance market. For exampiethe first quarter of
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2001, the total premiums for the entire Chineseurausce industry was
RMB 43.76 billion (US$ 5.29), of which foreign-insted insurance
companies received only RMB 711 million (US$85.8ifliam), or a 1.6%
market share. Foreign premiums were up 37.52%itsequarter of 2000,
slightly higher than domestic competitors' premiunviich rose 34.26%.
AIG, the first foreign company to enter the Shemezhte insurance market
in October of 1999, received RMB 7.78 million (US30 million) in the
first half of the year 2000. But their market shavas only 1% of the
Shenzhen life insurance market, with China Lifedimaj a market share of
43.67%. AIG's premium income from new policies ssged the third
largest life insurer in Shenzhen, China Pacificutasce, and they have
rapidly expanded their employee from just over ¥W0®n they opened to
the current level of 500.

In addition to governmental restrictions and regjates, foreign insurance
companies have also faced a number of Chinese melk#ienges. Joint
venture management appears to be very difficulCimna. For example,
recently, three experienced senior managers of-Bmign JVs were
removed from their management positions in AXA Matals Assurance
Co (France), Allianz Dazhong Life Insurance Co. rf@&ny), and China
Life and Colonial Life Insurance Co.(Australia). &k are a number of
reasons for the management challenges. First, drereultural differences
such as conflict between the JV partners and ldcknatual trust and
agreement on management practices. For example, Kitetals had
seven managers from four different country-regiofise managers with
different cultural backgrounds had different poirdé view on many
management issues such as the insurance marketetimgr insurance
products, and employee compensation. They alsottvaahswer various
guestions from AXA headquarters some 8,000 milegsyaw
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Second, China's insurance market is constantlygihgnThere are more
competitors every year. For example, in 1996 inng§hai, there were five
insurance companies, but by 2001, there were niame 20, 10 of which
were selling life insurance. Therefore market resedone five years ago is
obsolete, making a huge gap between market datacundl operations.

Third, there is a lack of familiarity with the Cleise business climate
leading to problems in the localization of intefoaél enterprises.
Companies such as AXA, Manulife, and AIG, some ¢fom have had
many decades of international insurance experienckiding in Hong

Kong and pre-1949 China, have found many diffiesitiapplying their

experiences in the current Chinese market. For pbanthe foreign

companies did not realize that many Chinese todase hmore interest in
insurance or financial products that are closehkdd to investment and
financial management. Another social change in &lhmat has affected
marketing insurance products (as well as doingr@ssi in China generally)
is that the traditional central role of "guanxi“sharadually diminished and
Chinese customers therefore must be approachedntptthrough their

social groups but also as individuals.

3.2.2 The reasons for China’s insurance industry
undeveloped:
(1) Consumer awareness and domestic attitudes towds

openness

The vast majority of Chinese people still enjoyefraedical care, low-rent
housing and retirement pensions. It is not sumpgishen that the majority
also still consider insurance to be unnecessargnivhen citizens (usually
in big cities) recognize insurance as a necess$igy lack basic insurance
knowledge. In a survey conducted by the Beijing Rtzathe Future R&D
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Company found that only 18.6 percent of respondsaits that they know

insurance well*¥

So before starting to open up the China’s insurandestry, we should
clearly understand the positions of domestic insteaconsumer groups.
First, it should be acknowledged that most Chingt#e lack insurance
awareness, and it should develop basic educatideriaa concerning how
insurance works. Because consumers from differectak classes, age
groups and work situations have different needs, GhRC will need to
develop multiple education approaches in orderuidba broad base of

consumer support.
a) Consumers from different social classes

Consumers from urban areas will have more knowlexfgasurance than

their rural counterparts.
b) Consumers from different age groups

It has been nearly twenty years since China betmmapid economic
development, and the young generation is now aocoesd to making
decisions based on economic factors. The olderrggae, however, is
having a harder time adapting to this new wayfef li

c) Consumers from different work situations

Employees at private or foreign companies have muoévation to buy
insurance than employees who have what they perceivbe stable,
long-term employment at a state-owned enterpri€#E(S

(2) The Product Scope of China’s Insurance Industry

China's insurance market is characterized by itallssize and limited
variety of insurance products having more savingaracteristics rather

(19 Qixiang Sun, China’s insurance industry: contréidit; challenges and countermeasures, 1998
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than insurance characteristics. It suffers fromatregly high costs, lack of
consumer knowledge about the role of insurance, lankl of a sound
democratic legal and institutional environment,tipatarly in the area of
enforcement.

Like insurance industries in other developing caest China’s insurance
sector once emphasized business insurance sucargeeniire, commodity,
transportation, and casualty insurance. Now, howe@hina permits
insurance companies to offer either of two broakgaries of insurance:
property insurance and life (group and individuadsurance. Property
insurance includes business property, family prigp@argo transportation,
motor vehicle, ship, and agricultural insurancde linsurance instruments
include “simple” life insurance (similar to terntd); life insurance with
saving features; group life insurance; “simple” agdoup disability
insurance; group accident insurance; highway aaotidensurance;
collective-enterprise employee retirement insuranoelividual pension
insurance; children’s education and marriage inmstea major medical

insurance; and other combination products.

But what are the principal product and market segmantthe Chinese
market today? Product statistics for all of Chimali999 are presented
below™?

In property and casualty insurance, virtually alempiums are earned in
three categories:

First, Motor vehicle and third party insurance 58.5 percent of the total
Second, Enterprise property insuranee 21.3 percent of the total
Third, Cargo transportation insurance 6.6 percent of the total.

In the life insurance sector, premium revenuesspté 32.3 percent and

[12 «Bysiness Opportunities for Foreign Insurance Canmigs in China's Changing Marketplace” by
Stephen M. Harner
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67.7 percent in the group and individual insuracaggories, respectively.
These figures do not indicate any trends. Basetteards evident in large
cities like Beijing and Shanghai, individual insoca is growing much
faster than group life insurance.

Thus, individual insurance may continue to increasbstantially in the
future.

Within the group insurance category, we see that liggest product is
pension insurance. We can observe from this thirgmses in China buy
pension insurance for their employees. The secargks$t product, with a
32.7 percent share, is endowment life insurancéhitdl major product is
accidental injury insurance, at 20.1 percent.

Within the individual insurance category, we fiflét whole life policies are
the biggest sellers, at 41.9 percent of the tofdlis is followed by
endowment life insurance at 33.8 percent, and pangisurance at 17.4
percent.

In late 1999 and 2000, all major life companies raduced
investment-linked and dividend products to whale, lendowment life, and

pension life products.
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<Figure3-3> Life and property and casualty by premims (1999) (%)
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(3) China’s undeveloped financial markets

Another limitation to the growth of the insuraneelustry is that China's
undeveloped financial markets limit investment wedds for insurance

premiums. The financial market is not well devebb@ad deep enough to
accommodate a range of investment options. As Stirr, International

Chief Actuary of John Hancock Financial Servicemsoout, "The Chinese
insurance market focuses on savings product rdktzer risk products. In

order to make the savings product attractive, theye to be priced at high
interest rates. The available assets are limiteddeéposit and some
short-term bonds. These assets may not cover theegt rate assumed in
pricing. Furthermore, these assets are much shibierthe liabilities sold

by the insurer, thus creating an asset liabilitgrmatch issue."

Analysts say foreign companies will need to do edgh due diligence
before entering the market, then build up long-teetations with Chinese
local governments and potential consumers. They i need to develop
business plans that prepare their companies torgeterm players. Many
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players are in the process of developing investriekéd and participating
products. It is unclear how successful these prisduitl be in China.

If the PRC meets investors' expectations aboutt@reaarket access and
more secure property rights, foreign investmenCimna will continue to
expand, and the flow of new capital will create oppnities for millions of
Chinese to increase their standard of living. Thein€se people will
demand banking, investment, insurance and othandial services-from
both foreign and domestic firms-and they will beeonmcreasingly
intolerant of government policies that limit themvestment choices and

"cannibalize" their savings.

The dismal condition of China's state-owned bamWsich are burdened
with the nonperforming loans made to state-ownetkrprises (SOES),
cannot be improved without the discipline of foreigompetition. Just as
non-state industrial firms have been allowed toagspontaneously, private
banks and financial institutions must have thedoee to develop if China
is to improve its allocation of scarce capital auothieve healthy long-term

growth.

What China needs is not "socialist capital markbts'real capital markets
with private owners who can specialize in risk maki who can freely

capitalize expected future profits into their presealues by selling shares
on organized stock exchanges and who are held resiyonsible for losses.
That means prices, including interest rates, mastidiermined by the free
market

If the mainland is to become a major player indh#bal economy, it must
stand by its commitment to liberalize its financaictor upon accession to
the WTO. That means, according to the Accessiore&ment, that, within
five years after China accedes to the WTO, U.S.farelgn banks should
have full access to the local currency market: Téieguld be able to deal
directly with Chinese citizens and business firrgaubing Chinese money,
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RMB (renminbi), they should be able to establiskanohes throughout
China, and they should receive national treatmiest, the same treatment

as domestic banks).

China's financial future will depend on the stelpat tare taken in the next
several years to restructure state-owned bankseaterprises. Allowing

greater foreign competition will play an importaote in transforming the
financial landscape, but ultimately the only way dfficiently allocate

capital and de-politicize investment decisions asprivatize banks and
SOEs.

(4) Competitive positions of major domestic and fagign

players unfair

During the 1990s, the Chinese insurance market echasacterized as a
“tripartite  confrontation” between three big statwned insurance

companies—the People’s Insurance Company of ChineaChina Pacific

Insurance Company Ltd., and the PingAn Insurancagamy of China. In

1999 they comprised some 96% of the market. Akehcompanies have
licenses that allow them to operate nationwide.@PKIill dominates the

market. Underpinning PICC's dominance is its vadionwide network of

several thousands offices and staff of over 80,00@any secondary, and,
especially, tertiary towns and villages in ChindC® is the only service

provider, giving it virtually a monopoly positiorChina Pacific's number
two positions is sustained by its strong base iang§hai and Eastern China,
a nationwide network of some 450 branches, andhgtrmorporate ties

owing to its origin as a department of the BankCoimmunications. China
PingAn had a network of 553 branches at the ent980, making it only

the third truly nationwide service provider. (Segufe3-4 and Figure3-5)
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<Figure3-4> China nonlife insurance market share (99) (%)
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<Figure3-5> China life insurance market share (1999 (%)
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The rapid growth of these three companies is npeeted to change any
time soor*¥

People’s Insurance (Life) Co. Ltd. posted a preminobome of 30.33
billion yuan in the first half of 1999, and Chinéd.seized 77 percent of
China’s life insurance market in 1998.

[13«A strategy for opening up the Chinese insuranceitry” by Dawei Cheng (2000)
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China Pacific Insurance Co. increased its premiumoome 13.07
percent in the first half of 1999 to reach 7.01l8dw yuan.

PingAn Insurance Co. maintained growth momentunthan first half
this year, with its insurance premiums rising 48cpat to 10.95 billion
yuan.

Despite the growth rate of these three big comgasi#l continues, they
fell far short of meeting the needs of China’s vastirance market, and this
has opened the door for other domestic insuranogpanies to develop.
Indeed, small domestic companies are growing veunckly and are
expected to create competition for the three largeiers in the years to
come.

All other insurance companies outside of the "lige¢" have less than a
handful or, in the case of all foreign companies (with the @tios of
AlU), only one, branch in China. Limitations on branches, along with
geographical restrictions---especiallyagainst foreign firms---account for
the paltry share held by other companies.

Chinese insurance companies have further strengthéheir financial

position by aggressively investing in other marke&srrently, PICC has
more than 80 overseas branches in Hong Kong, Byithe United States,
Macao, and other countries and regions, and thieyseas growth has
paralleled the growth of competition within the PR& Hong Kong, for

example, the market share of Mainland Chinese campaose from five
percent in 1991 to more than 25 percent in 1992 fHet that mainland
companies are succeeding in Hong Kong, one of tleldis most

competitive markets, is a testament to these compability to thrive in

highly competitive environments.

If China opens up its insurance market, the reapaicts of foreign
participation, such as how many Chinese insuraoogpanies will be hurt
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and to what extent, are unclear now. However, esaltis clear: The entry
of foreign insurance companies into China will griheavy pressure on
Chinese companies and force them to improve theinagement and

operational efficiency.

3.2.3 Strong growth record of China’s insurance indstry

after enter into WTO:

China has the potential to become one of the biggeskets in the world
for both life and non-life insurance products angrvices. Regional
disparities are substantial but total expendituneimsurance is low and
market penetration limited.

Foreigners are increasingly attracted to the gropribspects of China’s
insurance industry, as opportunities for growththa developed insurance
markets of North America, Europe and Japan apmdatively limited. Lack
of growth in these mature insurance markets haa b&acerbated by the
general economic slowdown in North America and Barand deflation in
Japan. Top line growth, particularly in investménked life products, has
been under pressure. As shown in Table 3-7, thssldéth to a perceptible
decrease in overall premium income.

Table 3-7 Total premium growth rates of developed rrkets compared
to China

1998 1999 2000 2001 2002
China 6.6% 11.7% 14.5% 31.9% 44.7%
Japan -7.2% 8.7% 1.8% -11.5% -34.9%
USA 7.6% 7.4% 8.1% 5.2% 20.1%
World 1.2% 7.8% 5.2% -1.5% N/A

Swiss Re sigm&Vorld Insurance Reports
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<Figure3-6> Global premium growth 1980-2001
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Figure3-6 shows the annual change in global premingome over the last
two decades. Over the last decade, Western congphaie tapped into the
Asian insurance market with varying degrees of ssscA number of Asian
countries are still suffering from the effects b&t1997 financial crisis and
their economies have not recovered to pre 1997Ildew&hina appears to
have escaped from the turmoil of the financial isrisnd has the added
attraction of being a less saturated market. Takeshows the impact of a
slowdown in economic growth in the Asian region ahd effect of the
financial crisis with sharp recovery in 1999. Charathe other hand was the
fastest growing economy in the region and one eftlighest growth rates
globally, recording an average annual growth ofual&8%6.
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<Table3-8> GDP growth rates for the ASEAN markets &Greater China

1998 1999 2000 2001 2002
China 7.8% 7.1% 8.0% 7.5% 8.0%
Hong Kong -5.0% 3.4% 10.2% 0.5% 2.3%
Taiwan 4.6% 5.4% 5.9% -2.2% 3.5%
Thailand -10.5% 4.4% 4.6% 1.9% 5.3%
Philippines -0.6% 3.4% 6.0% 3.0% 4.4%
Malaysia -7.4% 6.1% 8.5% 0.3% 4.1%
Indonesia -13.2% 0.8% 4.9% 3.5% 3.6%
Singapore -0.9% 6.4% 9.4% -2.4% 2.2%
Japan -1.2% 0.2% 2.1% 0.8% 0.4%
South Korea -6.6% 10.9% 9.3% 3.2% 6.3%
USA 4.3% 4.1% 3.8% 0.3% 2.4%

Source: Australian Department of Foreign Affairsl dmade, IAR

As shown in Figure3-7, total insurance premiumswvgog an average 25%
between 1996 and 2002 with acceleration in the troate to almost 40%
since 2000. Total premium income increased 42% 0022to US$37

billionn. Life premiums have been the driver ofsthgrowth and have
increased at an average rate of 56% over the pdrifed premium growth

was particularly strong in 2002, rising 60%, anid #ector now accounts for
74% of the total market: up from 41% in 1996. Nde-premiums increased
13%, reflecting rising vehicle sales and increasumyate ownership of

property.

When China was accepted into the WTO in 2001, tiene a total of 31
insurance companies issuing policies in China, uicly 14 domestic
insurers and 17 foreign insurers. The 31 compaimesided 15 property
and casualty insurers, 13 life insurers, one siateed reinsurer and two
composite insurers. As at June 2003, the numbiesafers had increased to
56 reflecting the lifting of restrictions on new rpeipants entering the

insurance market. Among these, 25 were engagedomlife insurance
business.
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<Figure3-7> China premium income 1996-2002
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3.3 Legal field:

3.3.1 The legal status of China’s insurance industrbefore

accession to WTO:

The rapid expansion of China’s insurance indusirthe 1980s pushed the
Chinese government to begin establishing laws agdlations to manage
the insurance market and make it more competitwe.June 30, 1995, a
national insurance law was promulgated at the émumth session of the
Standing Committee of the Eighth National Peop@gress of China; it
became effective on October 1, 1995. The insuréawenainly focuses on
regulating the domestic insurance industry. It at&@tudes some provisions
on foreign insurers. In 1996, the Provisional Ragahs for Administration
of Insurance were established to supplement tharanse supervision
section in the 1995 law. The law represents a majep forward in

transforming insurance regulation in China. It $etth rules for:
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Insurance contracts,

Insurance companies,

Insurance operation rules,

Insurance supervision and regulation,
Insurance agents and brokers,

2L S o

Legal liability.

The law applies to all insurers, including thoséhwioreign ownership and
foreign branches. However, Article 148 includesiangloophole stating
that foreign joint ventures and branches will beregoed by the law “or
other laws and administrative regulations if thegvide otherwise*?

Self-regulation by the insurance industry is dep#lg rapidly as well. In
1994, the Shanghai branches of PICC, PingAn, CRiaaific, and AIA
formed China’s first insurance industry associatiimn coordinate and
self-regulate the insurance market in Shanghai. tlBy end of 1997,
insurance companies had established industry @& in 19 cities.

Chinese law and regulations stipulate that inswaesompanies and
agencies must regard property and life insurancginbas as separate
entities. Additionally, the 1995 insurance law stgies that premiums can
only be deposited in banks or used to purchasergment and financial
bonds or various other funds approved by the Staiencil. According to
the law, “the use of premiums to establish se@sitnstitutions or invest in
enterprises is strictly prohibited.”

As for foreign participation in the Chinese inswwamarket, the insurance
law lays out the following rule$®

1. Licensing

[14 1t is worth noting that the Chinese approach t la quite different than that of the West.
Whereas in the West laws are made to rule marChimese see man ruling the law.
(% www.china-insurance.com
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According to the insurance law and Shanghai rdtegign companies are
only allowed to obtain licenses and conduct busine<China if they meet

the following formal criteria. A company must:

* Have operated a Chinese representative offica fminimum of two
years (although this office cannot engage in insteasales until a license is
obtained).

+ Have total parent company assets exceedingli&sbn the year prior
to the application for a license.

* Have 30 years of continuous underwriting exgese.

* Have a qualified senior management team thatrals the company’s

insurance operations.

According to foreign companies, a number of otherformal,
non-transparent criteria have impeded their successbtaining licenses.
(For futher discussion of this problem, see theicgohnalysis section
below). 113 companies from 11 countires have agpher insurance
licenses in China and, while most meet the aboiteria, very few have

actually received licenses.

2. Ownership

Under the insurance law, foreign non-life insuranompanies are licensed
as branches, and foreign life insurance comparmesabiowed to set up
50-50 joint ventures with Chinese firms. In pragtichowever, foreign
companies have little choice in joint venture pargn As highlighted by a
1998 China Insurance Institute study of 20 foreigsurance companies,
China only has three big insurance companies, auh €ompany can
participate in only one joint venture. Although osong a joint venture
partner company outside of the Chinese insurandesiny can help a

foreign company obtain a license from CIRC, esplgcid the Chinese
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company is recommended by the Chinese governmémt, foreign
insurance investor is likely to have difficultiesaperating with a Chinese
company that has no insurance experience.

In short, the insurance law’s provisions on owngrshave effectively
limited the entry of foreign companies and hampdfex development of
the insurance market. CIRC needs to re-think iteeyghip policies in order
to reduce their negative effects.

3. Insurance Brokers

The insurance law includes two sections concernirey regulation and
licensing of insurance brokers and agents. Theg®as are:

. Measures for the administration of brokearsj
. Provisional regulations on the managemémtsurance agents.

In theory, the insurance law was designed to ptoteasumers in their

transactions within the insurance industry. Howgevee law is silent on

whether foreigners may obtain broker licenses,iaride absence of a clear
law, Chinese officials have only allowed one foreigpmpany to obtain

such a license. To make matters worse, a numiereiin companies have
gone ahead and engaged in broker activities calthmgmselves “risk

management consultants,” which fall wholly outsafeChina’s regulatory

structure.

Accordingly, CIRC needs to re-think how to regulateese “risk

management consultants.” Just giving them brokenkes and letting them
operate businesses according to the rules mayebbett option. Insuarnce
brokers play a very important role in the insuramoarkets of many
developed countries. Brokers’ business accountsfoe than 50 percent of
insurance business in the United States and 90emeria the United

Kingdom.
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4. Geographic Restrictions

Foreign insurers are only permitted to operateharghai and Guangzhong,
and this requirement limits the development of @lirinsurance market.
China’s economic development and reforms will awn to stimulate
demand for various kinds of insurance services\al the country. Indeed,
the case studies of Zhangzhou and the Yellow RbDelta show that the
Chinese market for insurance holds great potengédn in undeveloped
areas. Because domestic insurers cannot meet nugketind, China should
begin to allow more foreign pariticpation in the nket. The geographical
restriction should be removed within a couple oarge and city-by-city
approvals should be replace with provincial-widefising administrations.

In the past, China’s economic reforms have begudhanghai, Guangzhou
and other coastal cities and then spread out tercall of China. Since the
Shanghai insurance market has already been openci@ than seven years,
it is now time to allow more foreign participation other parts of the
country. Indeed, the impact of foreign insurancmpanies in Shanghai has
been largely positive.

5. Products and Services

China’s insurance sector once emphasized busimesgance such as
marine, fire, and casualty. Currently, China pesnrilsurance companies to
offer either of two broad categories of insurar@perty insurance or life
(group and individual) insurance. Foreign property casualty insurers
may only do business with foreign companies opegain China, not

Chinese businesses or individuals. Foreign lifaiiasce companies may
not engage in group insurance sales to Chinezeicti

Recently, the growth of the middle class, partidylan Shanghai and other
booming coastal cities, has raised demands foowsrkinds of insurance,
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such as personal property insurance. China’s spefiaims have also raised
the demand for new types of insurance. However, peoed to other

developed countries, China lacks a variety of aaieg of insurance.

If China were to loosen its limitations on the seay services foreigners
are permitted to offer, foreign companies wouldcglyi expand the overall

business scope of the Chinese insurance marketev#owif CIRC were to

permit foreign insurers to engage in group insueassales, domestic
companies might suffer large, immediate losses.réfbee, the CIRC

should consider allowing foreign life and propeirtgurance companies to
create new types of insurance in order to meet ebatkmand. It should
also loosen the foreign limitation on group inswewx-but it needs to do
this gradually in order to give domestic compamaesn to develop.

6. Investment Opportunities

Article 104 of the Insurance Law limits both foreignd Chinese insurers to

investments in bank deposits and Chinese governbwarts.

The application of funds at insurance company (gchmited to
bank deposits, trading of government and finanb@ids and other
forms of fund application stipulated by the Statei@xil.

Currently, most Chinese insurance companies invese than 40 percent
of their funds in bank deposits and 30 percent aveghment bonds.
Insurance companies in other countries have manye niovestment
opportunities. In the United Kingdom, for exampiesurers invest more
than 28.7 percent of their capital in the stock kegr21.9 percent in
government bonds, 19.7 percent in real estate d@hge¥cent in company
bonds.

Clearly, if an insurance company is limited to istreent in bank deposits,
it will be unduly affected by the bank intereste;and this is precisely what

has happened in China since 1996—interest rates leen cut seven times
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and now stand at just 2.25 percent. On the othed,hd an insurance
company has more investment options, it can disers risks. Domestic
Chinese companies have long complained that invedtmestrictions have
threatened their businesses.

In 1995, the American International Group (AIG) ee®d the Chinese
government’s approval to invest in Renminbi-denated A-share markets
in China. However, because the market was stiltalohs, immature and
somewhat speculative, AIG didn’'t decide to makehsimvestments. Five
years later, the Chinese stock market is more matund both domestic and
foreign insurance companies are interested in ngagiock investments. In
November 1999, CIRC began allowing Chinese inswarmmpanies to
invest in mutual funds and to buy into such fundgle secondary market.
The next step is to consider how to widen the itnaest channels for
foreign companies.

Despite the clarity of these provisions, the precémt foreign companies
must go through to obtain a license lacks transggrand each company
seems to be evaluated based on different critedized, the basic principle
of current policies is still that the domestic irmuce industry should be
opened to increased competition in a “gradual, @iaceanner and the
government still controls the industry very tightly

3.3.2 The changes of legal field after China’s aession to

WTO

(1) Understanding the GATS

The General Agreement on Trade in Services (GAJ 8je first ever set of
multilateral, legally enforceable rules coveringtemational trade in
services. It was negotiated in the Uruguay Rourdl signed in 1995. The

agreement covers all internationally traded sesyigecluding insurance.
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China participated in all the negotiations on GA&Bd made specific
commitments to provide access to its insurance etarkhe extended
service negotiations were reopened in April 199% an improved set of
commitments was agreed to in December 1997, howehéma did not

participate in this negotiatioHt®

The key principles of the GATS are the provisiomadrket access, national
treatment, and most-favored-nation (MFN) statuse WHN clause requires
that the members of the WTO accord to “services sewdice suppliers of
any other member treatment no less favorable thahit accords to like
services and service suppliers of any other courtfy Because not all of
the WTO members were willing to apply the MFN pipie to all service
sectors, Article Il of the GATS permits membersaitmex to the Agreement
MFN exceptions in relation to specified measureENvexceptions reflect
that there is flexibility in the GATS rules.

Under the GATS, each member country negotiatedvits specific sectoral
commitments, and these were listed in country sdlesdappended to the
Agreement. Article XVI of the GATS also leaves rodar flexibility. It
states that limitations on market access restristimust be eliminated but
allows for countries to make reservations in thadividual schedules.

Article XVII contains the national treatment praeis of the Agreement.
The approach here is very similar to the marketesscapproach, with
national treatment applicable only to scheduledosscand only then if
reservations are not made to the contrary. Anosigmificant difference
between national treatment in GATT and GATS is timtthe former,
national treatment is established as a principleetapplied across the board,

whereas in the later, national treatment is suligectegotiation—it is to be

[16] http:/Mww.WTO.org
[17] Article II:1, GATS Agreement, 1995
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granted, denied or qualified, depending on the oseetnd member

concerned.

The GATS also provides flexibility in that, on maisgues, it only sets forth
principles, which are subject to further in-depégatiation.

In GATS 1995, China made commitments concerningngsrance sector,
and China has agreed to further insurance sedbaralizations in its

bilateral WTO agreement with the United Statesn@hwill need to live up

to these commitments, but it does not need to naalgenew commitments
in the near future. Indeed, as seen in the caskestbelow, other countries
such as Malaysia and Singapore that are alreatheif®wWTO and are more
developed than China have given weaker insurancemiments than

China. Malaysia has even backtracked on liberatimapolicies, lowering

rather than raising allowable foreign ownershigoaft venture projects.

(2) The main commitments of the Chinese governmenmnt i

opening the insurance business after entry into WTO

After 15 years of effort, Chinese accession toWheO finally got achieved.
Accordingly, China’s insurance sector needs to Ipened to foreign
competition based on WTO rules and the bilatere¢egents reached with
individual countrie$®

1. Form of the businesses:

Immediately after China's entry to the WTO, noe-limsurers from abroad
were allowed to set up branches or joint ventune€hina. Foreign firms
were allowed to hold as much as 51% of the stakleanoint ventures. Two
years after the entry, non-life insurance firmgrfrabroad were allowed to

(18 http://www.china-insurance.com/, WTO-China insw@nindustry International Conference,
November 12, 2001
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set up solely funded sub-firms in China, i.e. thewene to be no restriction
on the form of enterprise establishment. Immedyadéer the entry, foreign
life insurers were allowed to set up joint ventunesChina, and hold no
more than 50% stake in the joint ventures. Theyewaso allowed to
choose their partners independently. Investorshef jbint ventures are
allowed to make joint venture clauses independenithin the scope
committed. Immediately after China's WTO accessiba,foreign stake in
Sino-foreign joint venture insurance brokerage canigs may reach 50%,
and the proportion may not exceed 51% within thyears after the
accession. Five years after the WTO entry, foraimggurance brokerage
companies were permitted to set up solely fundéxdfisons. With gradual
cancellation of geographical limitations, foreigrsurance companies were,
after approval, permitted to set up branches. Tadifccation conditions for

initial establishment do not apply to the estalheht of internal branches.

2. Geographical limitations:

Immediately after the WTO entry, foreign life andndlife insurance firms

were allowed to offer services in Shanghai, Guaagzialian, Shenzhen
and Foshan. Two years after the entry, their bgsimeuld be extended to
Beijing, Chengdu, Chongqging, Fuzhou, Suzhou, XigniNéngbo, Shenyang,
Wuhan and Tianjin. All geographical restrictionsreveemoved three years
after the entry.

3. Business scope:

Immediately after the entry, non-life insurers fralroad were permitted to
engage in "general insurance policies" and largéesccommercial
insurance without any geographical limitation, afiér non-life services to
overseas enterprises, property insurance to foifeigthed enterprises in
China, and related liability insurance and creddurance services. Two
years after the entry, non-life insurers from abregere able to offer all
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kinds of non-life insurance services to Chinese &meign customers.
Immediately after the entry, foreign life insuran@®mpanies were
permitted to provide individual (non-group) life sirance services to
foreign citizens and Chinese citizens. Two yeatsrahe entry, they were
permitted to provide health insurance, group inscga pension insurance
and annual pay insurance services to Chinese angigfo citizens.

Immediately after the entry, foreign reinsurancenpanies were permitted
to provide life and non-life reinsurance servicasthhe form of Branch

Company, Joint Venture Company or solely fundedfsuin There are no

geographical restrictions or quantity limits inditse granting.

4. Business license:

Immediately after the WTO entry, China is committedabolishing the
restrictions on the number of licenses issued teigo insurers. Foreign
insurers must satisfy the following conditions befapplying for licenses
in China: a business history of more than 30 yéara WTO member,
operating a representative office in China for teansecutive years and
holding no less than US$5 billion in total assessoithe end of the year
prior to the application.

5. On large-scale commercial insurance:

Large-scale commercial insurance refers to inswgmovided to large
industrial and commercial enterprises. Its starglard: the annual premium
paid by such an enterprise at the time when Chimerethe WTO exceeds
RMBB800 thousand, and its investment tops RMB200ionil one year after
the WTO entry, the annual premium paid by the @mige should exceed
RMB600 thousand and its investment should exceed®E8@ million two
years after the WTO entry, the annual premium gaidthe enterprise
should exceed RMB400 thousand and its investmewiulghexceed
RMB150 million.
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6. On legal insurance scope:

China has committed that the 20% proportion fonserance provided by
Sino-foreign direct insurance companies to Chirreggsurance companies
would not be changed immediately after the WTO yemtnd would be

lowered to 15% one year after the entry, 10% twaryefter the entry, 5%
three years after the entry, and cancelled foursyafter the entry. However,
foreign capital insurance companies were not pésthito engage in third
party liability insurance of motor vehicles, liabjl insurance for public

transport vehicles, commercial vehicle drivers aadiers, and other legal

insurance services.

7. On general insurance policy brokerage service:

National treatment would be granted. However, tbeggaphical scope for
opening to foreign capital insurance brokerage congs will follow that to
foreign insurance companies, i.e., they were altbwe do business in
Shanghai, Guangzhou, Dalian, Shenzhen and Foshardrately after the
WTO entry, in ten more cities two years after tmérye and in all cities

three years after the entry.
8.0n application qualification of insurance brokerage

companies:

Aside from the above conditions of a 30-year opegahistory and running
representative office for two consecutive yearsrdhare also conditions in
the aspect of asset scale: in excess of US$50@mdt the time of entry, in
excess of US$400 million one year after the eritrygxcess of RMB300
million two years after the entry, and in excessRoiB200 million four

years after the entry.
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9. On trans-territory delivery in insurance services

Besides, the Chinese government has, in accordaiite the General
Agreement on Service Trade, made commitments watpand to the

trans-territory delivery and other methods in iswe services:

Except for international marine shipping, aviatiand freight transport
insurance and reinsurance and large scale comrhansarance and

reinsurance brokerage services, the Chinese goestnhas not made any
commitment with regard to trans-territory deliveryith regard to

consumption outside the territory, except for nonoatment on insurance
brokerage, no limits were set on others; with rdgar natural personnel
flow, except for trans-industrial level commitméné. general commitment

covering insurance industry), no commitment was enaul others.

(3) China-U.S. Agreement on WTO Accession

China formally requested accession to the Genegaedment on Tariffs
and Trade (GATT) on July 11, 1986. On November1989, Washington
and Beijing finally reached bilateral agreement e conditions for
China’s entry into the WT&? The agreement includes:

+ Prudential Criteria: China agreed to award licenses solely on the
basis of prudential criteria, with no economic reegsts or

quantitative limits on the number of licenses issue

« Geographic Limitations. China agreed to permit foreign property
and casualty firms to insure large-scale risks gra@onwide basis
immediately upon accession. The country also agteegliminate
all geographic limitations for future licenses oviee years and to

19« Market access and protocol commitments”, htipAl.insidetrade.com/1999 “April 8, 1999

U.S. list of Chinese commitments” http//www.insidete.com/1999 “Administration fact sheet on
China agreement”, http//www.insidetrade.com/1999
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allow access to the key cities of priority U.S eitst in two or three

years.

« Scope: China agreed to expand the scope of allowable iaesvfor
foreign insurers to include group, health and pamsiines of
insurance, which represent about 85 percent of fmt@miums,

phased in over five years.

+ Investment: China agreed to allow majority foreign ownership o
insurance companies remove onerous joint ventuyeinEments on
foreign life insurers, and phase out internal bhamg restrictions.
Life insurers will be allowed to own 50 percentaotompany and,
on accession, 51 percent ownership rights will baspd in within
one year. For non-life and reinsurance, China alibw 51 percent
ownership on accession and allow wholly owned slises in two

years.

(4) China-EU Agreement on WTO Accession

Seven new licenses, five for life and two for nda-lbusiness, will be
immediately provided to EU companies, and two mmompanies will be
able to establish in another city (sub-branchesiis will substantially
increase the EU presence in China, as only foursfiare currently in the
market. Effective management control has been ragdt for foreign
participants in life-insurance joint ventures, tngb choice of partner, and a
legal guarantee of freedom from any regulatoryrfatence in privately
negotiated contracts, on a 50-50-equity basis.igoiesurers will see their
scope of business advanced by two years in life raodtife activities,
selling the same products as their Chinese coropgtithis includes health,
pension and group insurance in life, and all ném-dictivities except for

statutory insurance.

Geographically, access of accelerated. Brokerau@mee intermediaries)
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will have access to the Chinese market throughsebosder and local
establishment for the first time. Upon accessidreytwill be able to

establish on a 50-50 equity basis (with effectivanagement control as
indicated above). Foreign majority will be allowedthin three years, and
within five years there will be no equity restrarts. They will be able to
undertake large-scale commercial risk and reinggrdyusiness, which is
the bulk of the brokerage market.

3.4 Policy field:

3.4.1 The status of policy system on insurance ingiry before

China’s accession to WTO:

To date, the Chinese government has opened therg@uinsurance sector
only on a “gradual, paced” basis. It has been tahicto allow foreign
investors into the market except on a tightly colled basis. The
government will need to change its policies if tleenand for insurance is to

be met in the coming years.

Foreign insurance companies have complained thahaGh licensing
process is not transparent and that it is basedformal factors rather than
on transparent laws and regulations. Under theentrsystem, these
companies believe that if they don’t demonstrateng-term commitment
to China by offering seminars, setting up reseamstitutes or contributing
to Chinese educational institutions, they will nbtain a license.

The statistics seem to bear out their suspiciors.date, 113 foreign
companies from 17 countries have applied, but aijhamost of them met
the criteria mentioned above, they have not beantgd licenses. A 1998
China Insurance Institute study offers further ewick of the problem. Of
the 20 foreign companies surveyed, most believatthte relations between
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their home country and China are the most impoffizrtor in determining
whether or not licenses are granted. (See Table3-9)

Foreign companies also believe that a companytssta its home country

Is an important factor, as well as a company’s roution to the Chinese

education system. The companies saw networkingyvaaddng connections

or "guan xi" as key to foreign investors in all mess sectors; they believe
that non-market factors are more important thameeoc ones. In fact, the

central government, specifically, the State Couyrtnles wield a great deal
of influence in licensing decisions, meaning theeénsing often has to do
with political or other issues rather than legah@arket factors.

As noted above, the China Insurance Institute Ismssdudied and noted the
problem of ownership for foreign firms. Foreigneimply have very few
options in choosing joint venture partners. (Selald#10)
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<Table3-9> Factors that Foreign Companies Believenfluence Their

Ability to Obtain an Insurance License.

A

B

C

D

E

F

G

H

J

T

Average

Relationship
Between The
Two Countries

5

6

6

5

7

8

6

9

7

6

0o

~N O

6.55

Company's
Status in Its
Home Country

6.05

Historical
Relationship
with China

3.90

Contribution to
China's
Education

5.75

Company's
Asset

5.55

Willingness to
Form a Joint
Venture

5.60

Supporting
China's WTO
Accession

4.50

Domenstrating
a Long Term
Commitment

4.50

*1-10 represents levels of importance. 10 indig@émost important” factor. A-T are the respondent

companies.

Sources: Dawei Cheng, “A strategy for opening wpGhinese insurance industry”, Mar 29, 2000
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<Table3-10> Factors that Infuence How Foreign Compaies Choose
Chinese JV Partners

ABCDEFGHI|JKL MNGOQP Q@R S T| Average

Partner's 767 89|76 7.15
Relationship
with the
Governement

©
o
©
~
©
a1
~
o
©
\l
o
©
\l

Recommended 8| 9|/ 7/ 8/ 9| 6|7/ 8|5/ 6|7/ 89 4/6|7 4/7/8/9 7.10
by Chinese
Governement

Partner's 5/ 6/7/7,9/8/5/7 8/6|8 7/5 7/ 6|4/5|/ 3|7/ 4 6.20
Attitude

Network for | 3|4/ 6|5/ 6|5/ 6|4| 7/ 6/4|5/3/6|7 6|4 536/ 5.05
entering
Chinese Market

Partner's Status 2| 3| 4| 5| 3| 4| 3| 5| 2| 4| 7/ 6| 4| 3| 2|5/ 6| 7| 4| 3] 4.10
in Market

Management | 3| 4| 2| 7/ 6| 3| 4| 4| 3| 2/ 6| 5/ 4| 4| 3|4/ 5/ 6|75 4.35
Skill of the
Partner

*1-10 represents levels of importance. 10 indicatésiost important” factor. A-T are the respondent

companies.

Sources: Dawei Cheng, “A strategy for opening w@pGhinese insurance industry”, Mar 29, 2000

3.4.2 The measures applying to the changes of pglion

insurance industry:

As part of its overall program for restructuring tbountry’s economy, the
Chinese government has launched a series of seelfdre reforms. In turn,
these reforms are generating a growing need fora@j commercial
insurance. Commercial insurance will play an im@ottole in maintaining
social stability in the country. China’s policiesr fregulating the insurance
sector need to be revised so that they are basechawket rather than

political factors.
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Until recently, China’s health-care and pensionuiaace systems were
based on central planning. Now China is reformimgsé systems, and the
reforms will undoubtedly generate more businessrfsurers. If the CIRC

can convince the central government to incorpocat@mercial insurance
carriers into its reforms, the potential for Chimessurance companies

operating in China will rocket.

(1) The Health-Care System

In rural areas, around 64 percent of the Chinegmilpion has no health
insurance. Only 120-million farm and village ent&sp employees are
covered by Cooperative Medical System (CMS) plamsl, CMS is not an
effective or efficient system even though it hasrban operation for several
decades. CMS lacks qualified personnel, stablendiiah resources, an
effective fund collecting mechanism, and essentiahlth facilities and
equipment.

In China's urban areas, most workers’ health probie covered by the
government or SOE health care systems. There aney npaoblems
associated with these systems. While GDP was gmpwin9.8 percent
(1978-1993), the combined spending for these progrgrew at an annual
rate of 11 percent between 1978 and 1992, and jdmpel3 percent
between 1986-1993. The government's health cargebincreased from 14
percent in 1978 to 30 percent in 1993. In recerdrgjethe 11 percent
enterprise set-aside for medical expenses has ysiogan insufficient, and
enterprises profits have had to be used to supplethe shortfall. In some
cases, the shortfalls have imposed large finateiedens on enterprises by
limiting their resources for reinvestment in capéguipment and for other
welfare services, such as pensions.

In 1994, the State Council launched a pilot progiandiujiang, Jiangxi

Province, and Zhenjiang, Jiangsu Province withgbal of reducing health
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care subsidies in SO Three tiers of financing were introduced: Medical
savings accounts (MSAS), out-of-pocket spendintpénform of deductibles,
and social risk pooling. MSAs provide incentives éonsumers to be more
cost-sensitive in their demand for health servidestuctibles act to further
increase cost sharing by patients; and social psiding aims to protect
persons against catastrophic expenses. Employedesnaployers contribute
one percent and 10 percent, respectively, of tioeal wage bill each year,
and these contributions are divided between twowas. Five percent
goes to the social risk pool, and six percent godlse individuals’ MSAs.

The program was expanded in 1997 to over 60 oitiescand it is likely to
become national policy, applicable to domestic fordign-invested firms.
However, primary data collected from these two sikkd cities indicates
that the program has some undesirable side effeetsple are not allowed
to choose which hospital they go to, not everyoas the same right to
health care, and fraud is rampant because so menyle are uninsured.
The study also shows that, in 1994 in Zhenjiang dingdang respectively,
13.7 and 15.9 percent of workers were not able ¢b their health
expenditures reimbursed on time. Thus, although M®Ave become a
widely proposed model for health care reform, mas that they don’'t have
problem. Moreover, relying on MSAs ignores the cduttion that
commercial providers can make. Instead of, oradtlen addition to, further
expanding MSA programs, the State Council showe ¢he private sector

greater latitude to provide coverage.

Indeed, the government’s economic reforms are $ditimg consumer
demand for better quality and an expanded rangeeafth services, and
provisions need to be made for the rapidly growsggment of the
population that works for private companies. In 8972 percent of new
urban job entrants were assigned to the state rsdotd by 1985, the

(29 http://www.china-review.org/index.asp? s_year=1998
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proportion had fallen to 61 percéfif. While foreign-invested private
enterprises are required to provide health inswdenefits via the Foreign
Enterprises Service Corp. (FESCO), other privateerprises most often
offer no medical coverage at all. The following texamples illustrate the
problem:

- Zhang Jing has worked with a foreign-funded entseprsince
graduating from college. Zhang earns a fairly higbome when
compared to her classmates assigned to SEOs. Hovsawe Zhang,
"l am constantly obsessed by a feeling of instghifror example, |
could be fired for failing to do a good job, and mgome may be
lower than that paid by a state-owned businessé fHeling of
instability spurred Zhang to obtain medical andireetent
insurancé??

« Ma Jianghua has operated a private business fged®. In 1988, a
friend convinced Ma to buy medical and retiremersturance from
Pingan’s Shenzhen Branch. "l pay a fixed annuampren to the
insurance company. The insurance in turn providesmage if | am
ill. The policy basically provides the same coveraas the free
medical care system. In addition, at age 65, tearance company
will provide me with a monthly retirement pensidvly retirement
pension will compare favorably with pensions paiceiployees of
state-owned enterprises and institutions."”

Premier Zhu Rongji announced in June 1999 that £kas to set up a
nationwide, integrated medical care program inghoefive years. The time
is ripe for CIRC to advocate liberalization of tdemestic and foreign
commercial medical insurance sectors.

[24 China State Statistical Bureau, 1996.
(22 » |nsurance Boom," a report from the Pingan InsoeaCo. 1998.

70



(2) Pension Reform

Pension reform has been undertaken in many coan&ieimportant role in
promoting it has been played by the World Bank. TWerld Bank
advocates the reform in order to stimulate econognmnvth and foster
development of the capital market and private mengndustries, and not
just to guarantee an adequate income for the gldéfbrid Bank, 1994).
Hence, privatization of the pension system or aeohigystem (three-pillar
system), including a first mandatory PAYG pillar,seacond mandatory
funded pillar and a third voluntary insurance pilleas been encouraged by
the World Bank throughout the world, with little texttion to the
country-specific situation.

In China the pension scheme is available for urdaployees. The most
recent framework for pension reform was establishenlily 1997. The new
pension system includes three pillars: a poolirapant to redistribute to all
beneficiaries, compulsory individual accounts, aogplementary pensions
offered by commercial insurance on a voluntary $a3ihe first pillar
imposes a payroll tax of 17% (paid by employersgrisure that employees
who have worked more than 15 years have a repladeraiee of 20%. The
second pillar (paid jointly by employers and empgley) establishes an
individual account for each employee. The contrdoyufor this is 11% of an
individual's wage. After retirement, the employeetsgga monthly benefit
from this account of the accumulated value divitgd120*® The target
replacement ratio of first and second pillar takegether is 58.5%". In
this system, about 60% of contributions will gooirthe PAYG system,

[23 This assumes that the average life expectancyetirement is ten years. It also means that the
scheme redistributes income from those with sliegslto those with longer lives. In addition, ikth
average life expectancy of retirees exceeds tersytwese ‘funded’ pensions will in fact be finadce
on a PAYG basis.

[24 This is based on the assumption that life expegtasm 70 and the rate of growth of real wages
equals the real interest rate. If one contributethé system for 35 years, then the individual anto
could provide a 38.5% replacement rate. So joittly,two pillars have a replacement rate of 58.5%.
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while 40% will be channeled into individual accasint

There are a number of studies, which simulate Chipansion reform
based on the rationale for a multi-pillar systerarfl Friedman, et.al, 1996;
McCarthy and Zhang, 1996; World Bank, 1997; Yan Wa2000). Their
results show that the costs of the transition fe@mAYG to FF are quite
manageable, and several ways to finance the tiams#ére suggested.
However, reality is diverging from these projecsoA number of problems
concerning China’s pension reform have arisen. @heslude, the heavy
contributions burden on enterprises supposed tmée the transition cost,
which often leads to delays in the payment of pmnsiontributions and
outright evasion, the misuse of the funds in thepssgedly funded
individual accounts, which remain notional, and tireak performance of
financial markets, which hasn’t generated a satisfg return to the
pension fund. It seems that the transition probte® been underestimated
while the returns on the private accounts have lmamestimated. More
research is needed to compare PAYG and FF undee&hiconditions, to
consider to what extent the system should be miaad, how to keep the
system financially viable.

1. Welfare analysis of China’s pension reforfi”

Pension reform is normally discussed in a neoadatsiconomic framework,
where utility maximization and efficiency-improvenieare the main
justification for reform. The main argument of nkxssical theory for
pension reform is based on the different impacsavrings caused by PAYG
and FF. Theoretically, there is no long run effestcapital accumulation
with a moderate funded system but if the fundedesyss expanded to a
higher level, then there is an increase of capiipply due to forced savings,

[25 www.future-china.org/fcn/papers/1999011801.htm
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while a PAYG system has a negative effect on savargl thus the capital

supply is reduced

For comparison, the data on the interest rate atedaf profit in industry in
China can help us compare them with the econonaw/tly rate. Similar to
the situation in other countries, the distinctieivizeen the real interest rate
and the profit rate is importdfft (Figure 3-8). Before 1996, the marginal
product of assets was much higher than the ratetefest on government
bonds and after that, in 1997 and 1998, the mdrgnaauct of assets was a
little below the interest rate. Since 1998, becaofsenonetary policy in
China, the interest rate has declined. If we complae risk-free interest rate
and the economic growth rate, the outcome is unguolbisly that the
risk-free interest rate is below the economic glowdte. However, this
condition is not sufficient to establish dynami@fiiciency. The essential
point is that it doesn't take productivity shockstoi consideration
(Abel,et.al, 1986). Furthermore, in China the fisde real interest rate is a
result of direct intervention by agencies of thatestrather than the

equilibrium of the demand for and supply of funds.

Possibly, we can assess dynamic efficiency by comgpé#he profit rate and
economic growth rate. Figure 3-8 shows in some sydlae profit rate is
higher than the economic growth rate, but in 1982t8e economic growth
rate is higher, which suggests that the economy thaa dynamically
inefficient. However, it is not sure the profit eatalculated in this way
correctly denotes the rate of return of capitaliclwhmakes it uncertain

whether China’s economy is dynamically inefficientnot.

(28 Abel et.al (1986) thinks this distinction is a mful one if profitability, the value of capitahd
the growth rate are uncertain. The higher returasskts is a compensation for the risk that thee pri
will decline if the future profits fall off.
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<Figure 3-8> A comparison of real interest rate, pofit rate and
economic growth rate in China (annual growth rate %)
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Sources: National Bureau of Statistics (NBS), Ch@faina statistical yearbookl 987-2000).

Notes: “real risk-free interest rate” is the rafereturn on five-year government bonds adjusted for
inflation; the exact meaning of “profit rate” isetiatio of profits, taxes and interest to averaggets

of all the stated-owned and non-state-owned induiginterprises. It is calculated as follows:

Ratio of profits, taxes and interest to averagestas@o) = [(Total profits + total taxes + interest
payments) / average assets]100%

2. The transition features of China’s pension refam!?’

When considering pension reform, the welfare asmécthe transition

should not be neglected, that is the impact onttiéare levels of different
cohorts during the period of transition from onsteyn to another. In PAYG,
the first generation received the pension as g yiftich created a cost
inherent in the system. But it is an implicit debt a rule that each
generation gets the benefit from the subsequent oWwhen changing from
unfunded PAYG to individual accounts, this implideébt becomes explicit

(27 \www.future-china.org/fcn/papers/1999011801.htm
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and it has to be decided who should pay for tHalilig existing throughout
the history of the system (Breyer, 1989; Hombu@QQ). It is commonly
recognized that in general there is no Pareto impgoway of making a
transition from a PAYG system to a funded systeothSa transition would
make at least one generation worse off (Brunne&@6l8o matter how high
the average rate of return on assets is relativastainable GDP growth.
On the transition path, funds need to be accurilildte the current
generation while pensions must still be paid togrevious generations who
have accumulated rights to receive pensions inRR¥G system. Barr
(2000) considers cases of financing the transitimst by public borrowing,
by taxation or by letting the transition generatlmear the cost. He shows
that FF could not result in a higher return durihg transition period even
in a dynamically efficient economy unless at thpaense of the transition
generation.

As for China, according to the reform framework, toose who had already
retired before 1997, the original PAYG system wetained, while to those
who entered the labor market in or after 1997 the three-pillar pension
system is applicable and to those who started Wwef&re 1997 and retired
or will retire after 1997, a transitional plan ippiied®®. So in Chinese

practice, the transition cost consists of two padse is the pension
commitment to those who retired before 1997 whgBubtracted from the
amount that could be received by others from the peoling account; the
other part is equivalent to the amount needed tabksh the individual

accounts for those to whom the transition plarpjsied.

Initially, government counted on the multiple-pillaystem with a higher
contribution rate and extension of covefa§eo absorb the transition cost.

(28 | practice, the transition arrangement diffeigigrally, but in most cases, the replacement rates
for these retirees are similar to those for resin@bo retired before 1997, on average 75%-80%.

[29 China’s pension system was established in 195&rgployees in urban state sectors and one of
the objectives of reform was to extend the systenmon-state sectors
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According to documents of the State Council (Docoim&6, 1997, State
Council), 4% out of the 17% contribution rate tce tfirst pillar is for
transition purposes. The benefits for the pre-188ifees were not to be
downsized and a plan to extend the pension schemeover more
employees was supposed to increase the inflowthetsystem and keep the
system in financial balance. In fact, the currentkers and employers bear
the cost, which means a double burden for preseritess: simultaneously
contributing to individual accounts and paying floe current generation of
retirees. On the other hand, higher investmentmetere expected to offset
the cost, because as long as the rate of retumvestment is significantly
higher than the growth rate of wages, then theiredwcontribution will be

far less than doubling the contributions underghg-as-you-go system.

However, a deficit in the first pillar soon emergadd the funds in the
individual account were used to pay for the besdétcurrent retirees. This
transformed what had been intended as an actuafigetl system into a
(partially) notionally funded system. Notional fung undermines fiscal
discipline since it makes the fiscal situation Idmter than it is (the deficit
of the individual accounts is ultimately a liabjliof the state budget).
Furthermore, these empty accounts with an unceriaierest rate
undermined confidence in the system and individaald enterprises lack
incentives to participate in it. Furthermore, tmwastment return of the
social security fund measured by the return on gowent bonds was
greatly below the growth of money wages that makeslifficult to
accumulate financial assets that will in due coyrag a pension that has a
reasonable relationship to average earfifigsunder these conditions,
contributions to the second pillar pension schemeengore in the nature of
taxes than of saving for old age. So the system exppanded its coverage
slowly. In 2000, 100% of state-owned-enterprisestigpated in the

B9 According to Chinese regulations, not less thah @ social security funds must be invested in
risk-free assets (bank deposits, government bonds).
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pension scheme, while only 59% of collective eniegs and 18% of
private enterprises were involved in the scheme I(B®, 2001). It is
obvious now that neither the contributions of caotrevorkers nor the

anticipated higher investment return solved thélam of transition cost.
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Chapter4

The future development of the Chinese insurance
industry after China enters the WTO

Impact of WTO membership on China's insurance

industry

Since its foundation, the China Insurance RegwaBmmmission has made
a great deal of efforts with all insurance compangeenergetically promote
the development of the country's insurance indudiry2000, insurance
companies nationwide yielded 159.59 billion yuampiemium revenue, and
their assets totaled 337.39 billion yuan, up 77fioniyuan and 1.45 billion
yuan, or 205 and 231 times, respectively comparid 1¥981. Along with
the rapid development of the insurance businessantihuous increases in
market players, the number of domestic and foréngarance companies
has grown to 40, including five wholly State-ownedmpanies, nine
shareholding companies, 13 joint ventures (withisithe preparatory stage)
and 13 foreign insurance companies' branches. Asuramce market
facilitating the competition of diverse insurancempanies has initially
taken shap&”

After China's WTO entry, the opening of the insweasector will gradually
move from the pilot stage to a new period of allfrd opening-up with a
faster pace. While following international commoules and enjoying
corresponding rights and interests, China will alfsdfill stipulated
obligations. The impact of WTO membership on theseflgpment of
China'’s insurance industry is mainly manifestetheafollowing aspects:

31 www.china-insurance.com
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The opening of the insurance market will accelethéeinflow of overseas
capital and technologies, promote the upgradingrasilucturing of China's
traditional industries and stimulate the developmen the national
economy and foreign trade. The rapid economic drpwh its part, will
provide China's insurance industry with unprecee@mbarket opportunities

and room for development.

The opening of the insurance market will expandrimss scale, intensify
market competition and break monopoly. At preséitjna's insurance
sector is still in the stage of initial developmenth a limited scale, which
can hardly meet the needs of national economic ldpreent and social
progress. After China's WTO accession, a growingnlmer of foreign

insurance companies will enter the Chinese mawkad, competition will

become fiercer. Only by upgrading its products, nowphg service and
expanding influence can China's insurance compauiesve.

The opening of the insurance market will urge Choinmsurance companies
to quicken the pace of structural reform, transfomerational mechanisms,
and establish a modern enterprise system with Iglebefined property
rights and interests, separated government admatist and scientific
enterprise management that suit the needs of meokepetition. At present,
there is a fairly big gap between Chinese insuraswapanies and their
counterparts in developed countries in terms of agament system,
operational mechanisms and competitive capacityollyhState-owned
insurance companies should straighten out theitiogls of property rights,
establish a modern legal entity management streichmd form effective
internal incentive and restraint mechanisms throughiting foreign
investors to hold stakes in them, establishing tjohrentures, listing
according to standard and other measures. Chiesel®lding insurance
companies are encouraged to readjust their eqtitictsre and attract
foreign investors, non-public businesses and listechpanies to acquire
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stakes in them, which will help increase their talpand payment abilities,
strengthen their management structure, and prothetéransformation of
their operational mechanisms. Qualified companidishe allowed to list in
a standard way.

The opening of the insurance market will change gbetor's mode of
growth. Foreign companies' entrance into China'sketawill bring in not

only a complete internal control system and prudesmagement principles,
but also advanced management ideas, managementtigsxp@roducts,
service and technology. All this will buffet theadlitional concepts of
domestic insurance companies, and urge domestipames to enhance
management and operational levels, acceleraterémsformation of the
mode of growth, and establish new points of busiggewth.

The opening of the insurance market will benefé tradual formation of
China's insurance market system. China's insursexter has made marked
progress in recent years. Given the tremendousnpateof China's
insurance market, however, the sector still lagéhind. One of the main
reasons is the country's incomplete market systtance, China's insurance
industry faces the main tasks of increasing magkeyers, developing
intermediary service, carrying out product, techggl and management
innovations, intensifying legal system constructionreinforcing
management and regulatory functions, and graddaliing a market that
is ruled by law and facilitates orderly competition

The basic WTO rule stands for marketizing econonmg d@rade and
reducing as much as possible the government's &trative interference
in economic activities. In this sense, the insuearegulatory department
will feel the greatest pressure after China's WTgeasion. The China
Insurance Regulatory Commission, in line with relevWTO rules, will
strengthen and improve the regulatory work in reainest, enhance the

transparency and openness of management and regulamprove work
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efficiency, and create a sound environment forhtbalthy development of

China's insurance industry.

In a word, after China enters the WTO, its insueamarket will open wider
to the outside world. Advantageous companies waddgally expand their
market share and attract more talented people. @@ dontrary,
disadvantageous companies will face growing diffies and
contradictions. Their only way out for survival adevelopment is to carry
out reform and innovation. The invisible marketc®rwill push China's
insurance industry to a brand-new stage of devesopm

4.2 The future changes of insurance in China’s ecomic

development:

China’'s entry into the WTO should be help speedthg process of
internationalization of China's insurance indusBy. then, not only will

foreign enterprises come in, Chinese enterprisésaisb need to go abroad
to participate in competition on the internationarket and show off their
own strength. In the face of the opening of then€be insurance market,
what domestic insurance companies need to consiaet to scramble with
foreign insurance companies, but is how to joinore$f with foreign

companies to make the Chinese insurance markegilggn before.

4.2.1 The future changes in the commercial field?

. Structuring market bodies with ample competitivenes

First, the number and type of insurance comparhesild be increased in
order to form a multiple ownership structure, ardaand the business scope
to a certain degree as soon as possible. The apepirpolicy should be
applied "outwardly" as well as inwardly. We showddt up a multiple

132 “Development, Reform and Opening Up of China’'subasice Industry” by Sun Qixiang
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ownership structure of insurance firms, such as dta#e owned, state
share-holding, joint ventures, subsidiaries of ifgme companies, and
privately owned insurance companies, under somditions. Second, the
management structure should be further standardizeslsystem of boards
of directors and boards of supervisors should ngthened in accordance
with the law, and the scope of responsibility amthdvior of directors and
supervisors should be clarified. Third, some shuniging insurance
companies can be publicly listed to expand the hisnfor raising capital
and optimizing the capital structure. Fourth, tbenpanies should solve the
problems of resource wastage and "suicidal" premrates caused by
"repetitive insurance type structures”. They shaailsb build their core
competence by paying more attention to their "targearket" and
introducing "comparative advantage products”. Fiftle insurance industry
should replace the existing mode with innovatiod sechnology input, and
press ahead with intensified development. Sixtle, itsurance industry
should gradually realize electronically controlleédsiness processes by
applying IT. Seventh, the insurance industry shquidfect the business
process, enforce an insurance and compensatiorkiogesystem, and
enhance the management of various warranties ahdeso Eighth, an
independent internal auditing unit should be esthbt.

. Expanding the channel of capital utilization and irtreasing

the profit of insurance investment®?

The insurance companies should make good use oéntumvestment
channels. On the basis of guaranteeing the safeitysorance capital, the
State Council and other departments concerned quolderly expand the

investment channels by issuing exclusive long-terational bonds of

33 sun Qixiang & John Maxwell, “Market Oriented Opoa of Life Insurance Investment”, from
The Economic Researtiol12, 1998
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various types with appropriate interest rates,llomaindustrial investment
within a certain scale, so as to adjust and imptbheeutilization structure of

insurance capital.

Life and property insurance capital should be deatlh differently. Life
insurance capital comes in a relatively stable rearamd extends over a
long cycle. Therefore, a certain proportion of ldagn investment is
possible. For example, life insurance companiesgrant mortgage loans
to housing purchasers directly or by cooperatinghwbanks. The
supervisory department can control the insurancepemies by setting the
maximum amount of loans. In doing so, we can premibe current
housing welfare system reform as well as rearrathge life insurance
investment pattern.

. Cautiously following the world trend of convergenceof banks

and insurance

Currently the business scope of China’s finanamstiiutions are strictly
confined to their separate functions, and insuraen&rprises are no
exception. This is suitable for the current, inctéetg financial system and
embryonic insurance industry. However, since in ititernational market,
banks and insurance companies have started tohmix lusiness, China’s
companies should be cautious and prepared. With niauring of
conditions, they will also develop their multi-fuians and improve their
competitive power by moving into other financiacsens through share
holding. What China needs is not "socialist capitarkets" but Real capital
markets with private owners who can specializeisk taking, who can
freely capitalize expected future profits into thpiesent values by selling
shares on organized stock exchanges and who atdutiglresponsible for
losses. That means prices, including interest ramest be determined by
the free market. China's financial future will degeon the steps that are
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taken in the next several years to restructureestaned banks and
enterprises. Allowing greater foreign competitionll ywlay an important
role in transforming the financial landscape, bitimately the only way to
efficiently allocate capital and de-politicize irstment decisions is to
privatize banks and SOEs.

4.2.2 The legal directions of Chinese insurance markgf!

1. Financial reform and legal framework

As China’s financial reform is accelerating, thesktaof preventing

financial risks has become more important and ehgihg. Given the
innate risks associated with the financial sedtue, legal framework for
the sector cannot eliminate all financial risks®@and for all. However, a
sound legal framework may help deter imprudent-tading activities of

financial institutions and reduce systemic risksttirermore, a favorable
legal environment is the precondition for the syepdrformance of the
financial system.

In the long run, we should not only focus on l&gien but also on the
enforcement of existing laws. In my view, the cassue of financial
legislation lies in a scientific approach. Diffetestages of the financial
sector call for different approaches. At presemaricial legislation
should focus on improving infrastructure of the aficial market,
regulating legal relationship concerning finandmaovation, advancing
the coordination and effectiveness of financialesugion, and making

the best use of market self-discipline.

First, we shall approach financial legislationancoordinated, scientific
and comprehensive manner. China’'s economic refont fnancial
reform are at a critical period, when the standwalstrategy no longer

[34 “Development, Reform and Opening Up of China'suhasice Industry” by Sun Qixiang
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meets the requirement. Therefore, coordinated pignand rational
thinking should prevail in financial legislation.

Second, we should stick to the protection of thergst of the depositor,
investor and creditor. Protecting the interest epakitors of financial
institutions and the interest of investors in fioiah products is always an
important factor in the maintenance of the repatatiof financial
institutions.

Third, we should stress both self-discipline andeexal discipline. In
drafting laws concerning financial supervision, whould stress the
importance of a sound and complete mechanism fmocate governance
by such players as commercial banks, brokers astddlicompanies.
While emphasizing the self-discipline of finandiastitutions, we should
also guarantee the autonomy of these institutiontheéir operation and
leave sufficient room for their future development.

Fourth, we should raise the public awareness ainfiral risks and rules,
which is one of the most effective methods for preing financial risks
and ensuring financial safety. During the process,should foster the
extensive publicity of credit culture, increase thwareness of risk
prevention among the public and investors, andgbrehe virtues of
lawful investment.

. Establishing and perfecting the legal system in ingance

field

The five-year plan conducted by the CIRC points thatt new laws and
regulations should be drafted and published as asgossible, such as the
Rules for Implementation of Insurance Law, Comprysdnsurance
Provisions for Third Party Liability Insurance ofadtbr-driven Vehicles,
Rules for Export Credit Insurance, Rules for Aghigral Insurance,

Managerial Provisions for Insurance Adjusters, Mgemel Provisions for
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Foreign-Funded and Joint Venture Insurance Companidanagerial
Provisions for Insurance Protection Fund, ManageReovisions for
Insurance Investment, and Managerial Provisions Reinsurance. The
insurance regulatory bodies should enhance infoomagxchanges and
cooperation with other departments concerned £0 aasure compatibility
between insurance industry policy and national rteoge fiscal, tax and

opening up policies, and to ensure stability inlengenting these policies.

4.2.3 How to improve the policy fieléf

. Constructing an open and fair market by adjusting ertain
policies

One of the core principles of WTO is "national treant”, referring to the
principle that foreign goods and services shoujdyerqual status with the
goods and services of the importing nations. In twerent Chinese
insurance market, both foreign and domestic congsaseem to have some
cause to complain about not enjoying national tneat. For foreign
companies, their business is restricted by regiod @surance line,
operating only in Shanghai and Guangzhou. At tineestiime however, they
enjoy some "ultra-national treatment" that the @bk& companies cannot
enjoy. They are less restricted in terms of investin (According to the
Shanghai Regulations, besides enjoying the samestment rights with
Chinese insurance companies, foreign companies aaa invest in
corporate bonds, stocks and trust loans of foreigrhange.). In addition to
enjoying a lower tax rate — 15% compared to 33% dmmestic

companies.

As indicated by international experience, most toes usually grant
favorable fiscal and tax policies to the insuramckistry by a levying sales

39 “Development, Reform and Opening Up of Chinasuirance Industry” by Sun Qixiang
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tax at about 3%, and adjusting tax rates accortbnmsurance lines. In
China, the Ministry of Finance, at the beginning1®97, ruled that the
sales tax rate of banks and insurance companieklWweuaised from 5% to
8%. According to document No. 70 (1997) of the RelspBank of China
on Oct. 23rd, 1997, the deposit interest rate sdiiance companies will not
follow the inter-bank interest rate (which was thef2%), but the rate of
1.71%. However, other financial organizations sashtrust, financial and
security companies would continue to enjoy theribenk deposit interest
rate of 7.02%. (Information from the Central Bamkiahe Bank of Industry
and Commerce. Later, the People’s Bank of Chinatppogd the
implementation of the decision. In Sept. 1999, RBOC ordered, without
setting a specific standard, that insurance congsastiould adopt an agreed
deposit interest rate. Starting from Jan 2000, Baek of Industry and
Commerce had adopted a unit deposit interest sa@gurance companies’
deposits for less than a five-year term. As foefjear or longer deposits,
the bank either sets a rate at 5% above the naatalor adopts a yearly
floating rate.).

. Paying attention to training professionals

The special operational pattern of the insurancdustry demands
professionals specialized in marketing, actuariabrkyw underwriting,

investment, claim settling etc. The training of gbeprofessionals is a
cumulative process. Suspension of the insurancestnd for 20 years
directly led to a severe shortage of trained psifemls. Besides the
limitation of companies’ training levels, currentaglemic training in the
universities that have started majors in insurascenable to support the
development of the industry fully, due to the latlqualified teaching staff,

newly updated textbooks and advanced teaching mgtho

Competition in a modern market economy is esséntizdsed on talent.
Capable people are always needed in whatever fietggoduct innovation,
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carrying out various reforms, following the trenfitbe world insurance
industry, or for occupying a place on the worldystéahrough competition.
The following has to be done to train more insuea@xpertise more rapidly:
(1) academic training must be strengthened; (2)tthming of current
employees must be strengthened; (3) the qualiiicagixamining system
must be established and perfected; (4) and tatenst be introduced from

abroad.

3. Further opening up in China’s insurance market

The domestic insurance regulatory body, speciakstisolars and insurance
companies all agree on the step-by-step openingfuphina’s insurance
market. In terms of region, cities with better deped economies, more
advanced insurance markets, more mature natiosialance companies and
deeper consumer understanding of risk should befitee chosen for
opening up. Other cities can wait for better caondd. In terms of business
scope, the opening up of the property and mednsalrance markets should
precede life insurance. In terms of the openingaftern, foreign insurance
companies are encouraged to participate througie shalding. In the
meantime, the domestic insurance companies are e@wouraged to
compete in the international market so as to lgaom their foreign
counterparts, follow the latest trends and speethapace for connecting
with the international market.
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Chapter5
Conclusion

Insurance emerged as one of the most hotly debiataces regarding
China’s entry into the World Trade Organization asresult of both

historical precedents and the potential for sigaiit market growth. The
new rules for insurance operations in China untier WTO will allow

insurers more freedom to enter and operate inmtaigket. China's current
insurance policy keeps focusing on its “graduatgaid policies for allowing

foreign competition into the market. The goal o# #uticle is threefold: to
introduce the history of China’s insurance industiy compare to the
changes of Chinese insurance industry between éefod after access to
the WTO in commercial, legal and policy three fgltb get the developing
directions in according with the changes and setsewies of action for

liberalizing the industry.

China’s insurance industry has developed very duitksurance premiums
increased by nearly 40 percent annually from 18980998—a rate that far
outpaced the country’s 9.7 percent GDP growth r&teeh growth shows
that the insurance sector is increasingly impontanhe country’s economy.
The growth is also attracting the attention of igmeinsurance investors,
even though China’s insurance sector is relaticklged.

China will need to liberalize its insurance markethe near future in order
to meet the commitments it made in its WTO accessigreements. Yet
even if China had not made WTO commitments on grste, current
economic and social welfare reforms in China apeeasing the country’s
need for a strong commercial insurance industryh@lgh policymakers
remain concerned about how the domestic industhyfare in the face of
foreign competition, past experience indicates foegign pariticipation in
the insurance market can help it grow and diversify
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In a word, China’s accession into the WTO will lgrimbout profound
changes in a market poised for rapid growth. Tlsdoing of restrictions in
the insurance market should provide an expandealy asf products for
China’s citizens and corporations, fostering groatid development. New
opportunities for foreign insurers to participatethis growing market are
available, but successful entrants must pay clttestaon to the details of
regulatory policy and the unique elements of theketastructure in this
country. The stakes in this market, as well asities, are recognized to be
significant, so much so that issues related torarszte markets were the last
items to be finalized before WTO membership for i@hwas attained.
Insurance is understandably a key element of theduor both China and

its trading partners.
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