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Update Regarding Securitization in China

China issued a notice on May 17, 2012, jointly
promulgated by the People’s Bank of China
(PBC), the China Banking Regulatory Commis-
sion (CBRC) and the Ministry of Finance (the
Notice), re-launching its pilot securitization
program. ! This DechertOnPoint provides a brief
overview of the relaunched pilot program and
updates our April DechertOnPoint anticipating
the program'’s planned rollout.?

The Notice marks a milestone in the develop-
ment of asset-backed securitization in the
country.3 Specifically, it allows qualified and
approved financial institutions to once again
issue asset-backed securities, since a similar
program was suspended during the global
financial crisis in 2008.% The first phase of the
new pilot program is expected to involve up to
$7.9 billion of securitized assets. ® The securiti-
zation initiative comes at a time when China
looks for new ways to ease the credit pressure
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on Chinese banks and free up capital to support
growth.®

The Notice is addressed directly to the China
Development Bank, Postal Savings Bank of
China, policy banks, state-owned commercial
banks, joint-stock commercial banks, financial
asset management companies, accounting
firms, trust companies, financial companies
and automotive financial institutions, which are
encouraged to apply to the CBRC for approval
to participate as issuers in the new pilot
program.’ In addition, the new pilot program
targets as eligible for securitization basic
infrastructure loans, auto loans, affordable
housing construction loans, loans for small and
medium-size enterprises (SMEs), etc., all of
which are in line with the priorities of China’s
12th Five-Year Plan.® Accordingly, the China
Construction Bank, the Agricultural Bank of
China, and the China Development Bank and
other banks with high exposure to these loans
are expected to participate in the program.?
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In structuring a securitization under the new pilot
program, a financial institution will transfer credit
assets to a newly formed special purpose vehicle, just
as with a typical securitization transaction.!® The
prescribed form of special purpose vehicle (SPV) is a
special purpose trust or other institution approved by
the CBRC.!! It is worth noting that the Notice allows
non-banking institutions, such as insurance companies,
mutual funds, and social security funds, to invest in the
securities. 12 An SPV will use the proceeds from the
assets to pay returns on the securities. !3 The entire
issuing and trading process is supervised by the CBRC,
whose approval the participating financial institutions
need to qualify for the program. 4

In recognition of systemic risk concerns, the new pilot
program adds a number of regulatory oversight and risk
control measures. 13 First, two credit rating agencies will
rate the securitized assets and report their findings to
China’s financial regulators. 1® Second, an originator
must retain a certain portion of the lowest class of
asset-backed securities issued in a single securitization,
in principle, no less than five (5) percent of the total
securities of each issuance, for the duration of such
securities. 17 Third, any financial institution is limited to
holding no more than forty (40) percent of the total
issuance of any security. 18 Fourth, the trustee of an SPV
must periodically and publicly disclose the performance
of the underlying assets. 1° Finally, the securities must
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have simple and clear structures. Complicated struc-
tures such as re-securitizations or synthetic securitiza-
tions are not allowed. 2°

The potential impacts on foreign-invested banks and
foreign investors remain uncertain. On the one hand,
existing legal framework on bank securitization allows
any eligible financial institution to apply for the CBRC’s
approval without explicitly prohibiting foreign-invested
banks (including solely foreign-invested banks, Sino-
foreign equity joint banks and branches of foreign
banks) from participating in the pilot program. 2! On the
other hand, as the CBRC’s approval is granted on a case
by case basis, practical obstacles (which may result
from the limited business of such banks in China) may
have led to the lack of active participation by foreign-
invested banks in the previous rounds of the program.

In addition, the limited scope of the financial institutions
directly addressed by the Notice may indicate that most
foreign-invested banks are beyond the focus of the new
pilot program. 22

The trial program has been received in the financial
press as another step in China’s efforts to fight a
deepening economic slowdown and bolster growth. 23 As
reported in the Wall Street Journal, China cut interest
rates in June for the first time since 2008 and loosened
controls on banks’ lending and deposit rates. ?* Against
this backdrop, the new program is expected to open a
path for easing the pressure on Chinese banks’ liquidity
and boost lending to SMEs and key industry sectors. 2
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