China

1. Economic and financial background

1.1 In 2006, China’s economy continued to grow rapidly with low level of inflation. GDP rose by 11.1%, up by 0.7 percentage from that posted in 2005. The CPI only rose by 1.5%, down by 0.3 percentage points from 2005. In the first half of 2007, China’s economy kept growing at a rapid speed, and the growth rate of GDP reached up to 11.5%. But at the same time as food price rising, CPI was up by 3.6% in the Q2 of 2007 from the level in the Q2 of 2006, which is above the inflation warning level (3%). Although RMB appreciation accelerated and the export tax refund decreased, the foreign trade surplus still increased rapidly. High return on investments drove more and more money to investment. In the first half of 2007, China’s total investment in fixed assets went up 26.7%. In order to restrain the excessive growth of economy, People’s Bank of China has raised reserve rate of deposit five times and the interest rate of one-year deposit interest rate by the end of Q2, 2007.
Table 1 Key Economic Indicators

	　
	2005
	2006
	June 2007

	Population (10,000 persons) 
	130756
	131448
	　

	GDP (RMB billion Yuan)
	18386.8
	21087.1
	10676.8

	Total retail sales of consumer goods (RMB billion Yuan)
	6717.7
	7641
	4204.4

	Consumer Price Index CPI (%)
	1.8
	1.5
	3.2

	Total value of foreign trade (US$ billion dollars)
	1422.1
	1760.7
	980.9

	Balance of household  savings (RMB billion Yuan)
	14105.1
	16158.7
	16985.8

	RMB-USD exchange rate
	8.0702
	7.8087
	7.6155


1.2 With the background of fast growing economy, and driven by some basic institutional reforms such as non-tradable share reform and RMB appreciation, China’s stock market has been in a boom period from the end of 2005. On 29 June 2007, the Shanghai composite index went up to 3820.7 points, up 229.07% from 1161.06 points in the end of 2005. In the first half of 2007, average daily stock trading volume was more than 200 billion Yuan, and 50 IPOs were listed. As of June 2007, there are 1477 listed companies in Shenzhen and Shanghai stock exchanges. Market capitalization of these companies has reached RMB 16623.28 billion Yuan, while market capitalization of tradable shares accounted for RMB 5557.81 billion Yuan. The total number of investors’ opened accounts reached 107,056,200.
1.3 In 2006, the bond market continued to go up, and the bond index reached the record highs constantly. However, in the first half of 2007, the bond market started to go down. As June 2007, there were 731 bonds listed on the market, with the face value of 6398.06 billion Yuan. The market has seen institutional rearrangement and product innovation, e.g. credit products have been introduced gradually. New fixed income products, such as non-guaranteed corporate bonds, detachable convertible bonds, hybrid capital bonds started to be launched. The scale of asset securitization continues to expand, and securitized products based on nonperforming assets have been issued. The introduction of Shibor in Nov. 2006 (Shanghai Inter-bank offered rate) promoted market-oriented interest rate reform.
	Table 2 Key statistics of China's securities market
　
	2005
	2006
	June 2007

	Number of listed companies
	1381
	1434
	1477

	Number of investors' opened accounts (10,000)
	7336.07
	7853.98
	10705.62

	Stock Market Capitalization (RMB billion Yuan)
	3243.03
	8940.39
	16623.28

	Tradable Stocks' Market Capitalization (RMB billion Yuan)
	1063.05
	2500.36
	5557.28

	Shanghai composite Index
	1161.06
	2675.47
	3820.7

	Number of Bonds (excluding central bank notes)
	416
	685
	731

	Total Face Value of Bonds  (RMB billion Yuan)
	49964.23
	60152.43
	63980.65


2. Key trends in flows and assets under management
2.1 Since the last quarter of 2005, the development of capital market and the high performance of investment funds have attracted more and more money into the fund industry, which has made industry expand rapidly. The industry is presenting an unprecedented prosperity.

Table 3 Main statistics of China's securities investment fund industry (only including public funds)
	　
	2005
	2006
	June 2007

	Total number of funds
	218
	321
	347

	Net asset value of total funds (RMB billion Yuan)
	469.12
	868.15
	1823.27

	Number of closed-end funds
	54
	53
	39

	Net asset value of closed-end funds (RMB billion Yuan)
	82.21
	160.47
	200.42

	Number of open-end funds
	164
	268
	308

	Net asset value of open-end funds (RMB billion Yuan)
	386.91
	707.68
	1622.84

	Ratio of net asset value of total funds to GDP (%)
	2.56
	4.12
	

	Ratio of net asset value of total funds to household savings (%)
	3.33
	5.37
	10.73

	Percentage taken up by the market value of A share held by funds in the total market value of A shares (%)
	14.7
	18.12
	23.32

	Number of open-end fund accounts (10,000)
	701.47
	1050.22
	N/A

	Number of fund management companies
	53
	57
	58

	Number of joint venture fund management companies
	20
	24
	25


From June 30, 2006, 90 new closed-end funds and open-end funds were issued, which makes the total number of investment funds increase to 347. The net asset value of investment funds totaled RMB 1823.26 billion the end of Q2, 2007, 3.75 times of the level the end of Q2 2006. There are 39 closed-end funds and 308 open-end funds, with the net asset values of RMB 200.42 billion and 1622.84 billion respectively. The securities investment funds have become the biggest institutional investor group in China. The percentage taken up by the net asset value of investment funds in GDP went up to 4.12% in 2006 (from 2.56% in 2005), and the market value of those A-shares held by funds took up 23.32% in the total market value of A-shares in June, 2007, which was 14.25% in June,2006. 

2.2 Securities investment funds, with the characteristics of professional management and risk diversification, have been recognized and accepted by more and more investors. Investment funds are becoming an important investment tool for general public, and household savings are flowing to funds continuously. The ratio of the net asset value of investment funds to household savings has gone up to 10.73% in June 2007, from 3.33% in June 2006. The number of open-end fund accounts was 1050.22 billion at the end of 2006, up 49.72% from or 348.57 billion more than that level in 2005. Equity funds are the most popular funds, with 595.13 billion fund share holders. Retail investors have become the main shareholders of public fund market, holding 69.54% of the total funds at the end of 2006, compared to 52.25% at the end of 2005.
2.3 Regarding the development of each fund type, the number of equity funds has increased greatly, owing to the booming of the stock market. As of June 2007, there are 182 equity funds, 107 more than the number of last year, and their shares also increased from 79.41 billion to 605.83 billion. Although the number of money market funds increased from 35 to 51, their shares decreased from 75.47 billion to 48.80 billion. And their net asset value represented only 4.12% of total net asset value of investment funds, down from 31.72% in June 2006. In 2006, the average net asset values of equity funds, hybrid funds and index funds increased by 123.63%, 103.36% and 119.29%, respectively. Even the average guaranteed funds’ net asset value rose by 35.44%.
Table: 4 Open-end funds by types (As June, 2006)
	Fund type
	Number of funds
	Number of fund units (billion shares)
	Net asset value  (RMB billion Yuan)

	Equity fund
	182
	6058.31 
	11870.80 

	Bond fund
	37
	377.84 
	654.26 

	Money market fund 
	51
	754.72 
	751.47 

	Hybrid fund 
	77
	2899.85 
	4956.12 

	Total
	347
	10090.72 
	18232.65 


2.4 Redemption of all investment funds in 2006 reached 1184.44 billion shares, net redemption 243.82 billion shares. Money market funds that faced with high credit risk and excess liquidity experienced a peak of redemption, with 146.42 billion shares of net redemption. In 2006 net redemption of equity funds and hybrid funds is not high, but both redemption and subscription rose to about 100 billion shares, which indicated a high fund turnover rate.

2.5 Commercial banks made great contribution to the booming of fund sales since the end of 2005. They represented 43.82% of total fund sales in 2006 and become the largest distribution channel. Comparatively sales by securities companies decreased, taking up 17.07% of total fund shares, down from 19.83% the year before. Internet selling continued to increase steadily.
3. Regulatory and self-regulatory developments
There have been a number of regulatory and self-regulatory developments from July 2006 to June 2007. The main measures are as follow.
 3.1 Guidelines for investment management professionals. China Securities Regulatory Commission (CSRC) issued the “Guidelines for Investment Management Professionals”. The “Guidelines” prescribes that fund investment professionals (including portfolio managers, investment analysts and traders) can not mark the close and dump for the purpose such as performance ranking; can not transfer interests of one group of clients to another group of clients; can not accept gifts or travel package offered by securities companies, investment companies or listed companies.
3.2 Promote product innovation. CSRC announced measures to encourage fund management companies to develop new products. These measures give a priority on approving procedure to those fund products with significant innovations. These products will also enjoy a protection period after approved by CSRC. 
3.3 Implementation of the new accounting system. CSRC required all fund management companies comply with the new “Accounting Standards” which issued by the Ministry of Finance in Feb. 2006 from Jan. 1st 2007. The new accounting standards are much closer to International Financial Reporting Standards (IFRS). The standards have introduced 6fair value measurement principles. To further the implementation of these standards in investment fund industry, the Securities Association of China (SAC) gave suggestions on investment fund accounting.

3.4 Improving fund valuation. In accordance with the implementation of the new accounting standards, CSRC issued “Principle of Fund Valuation”, which governs fair value measurements for all sorts of securities that investment funds invest. In June 2007, the SAC established a task force of fund valuation to formulate valuation methods for those securities which are difficult to be valued at fair value. The SAC also do valuations of some special securities for the industry.
3.5 Regulating fund distribution. CSRC issued “Guidelines of Distribution Information Platform”, which provide technical framework of fund distribution. CSRC is also formulating “Internal Control Guidance for Companies Conduct Securities Investment Fund Distribution”. The SAC is developing “Code of Conduct for Fund Distribution Professionals”.
3.6 Qualified Domestic Institutional Investors (QDII). CSRC issued “Tentative Rules on Overseas Securities Investment of Qualified Domestic Institutional Investors”, which allow fund management companies and securities companies to develop products that invest in overseas countries. These products can be open-end funds, closed-end funds or collective investment schemes. The rules give detailed provisions on QDII licensing, product design, distribution, overseas investment advisers, asset custodian, portfolio management, information disclosure, and so on. The rules also require all QDII products to comply with Global Investment Performance Standards (GIPS).
4. Corporate governance
4.1 In 2006, CSRC regulated shareholding structure of fund management companies, and set some rules on the set up of fund management companies and their shares’ transfer. Shareholders who hold shares for less than 1-year can not sell shares; institutions that sell shares for less than 3-year can not apply for the establishment of management companies or buy shares of fund management companies. The rules require board of directors and management to control risks related to the change of controlling shareholders. Independent directors are also required to take responsibilities to ensure fund share holders’ interests not be harmed.
4.2 CSRC issued “Tentative Principles of Corporate Governance for Securities Investment Fund Management Companies”. The principles require controlling shareholders respect the independence of the company’s normal business operation; fund holders’ interests be always put first priority; portfolio managers not transfer interests among different clients. Unfair affiliated transactions are strictly forbid. Fair and transparent performance evaluation standards and procedures for portfolio managers, compliance officers and other staff should be established. Long-term incentive schemes, such as “Employee Stock Ownership Plan”, are encouraged to be developed. 
5. Products Innovation
5.1 Qualified fund management companies are permitted to develop QDII products from 2007, after last year’s piloting practice of only one QDII fund.

5.2 Closed-end funds are transformed to be open-end funds. Since some closed-end funds need to close according to their prospectuses, 15 closed-end funds are transformed to open-end funds between June 2006 and June 2007.
5.3 Diversified innovative products are introduced to the market. Some fund management companies have designed products with different classes to meet the risk preferences of different clients; others have introduced a “life boat” clause to reduce discount trading of closed-end funds. There are also open-end funds employ a closed mode of management in order to keep good liquidity.
6. Investor education
Since the new investors are those who lack the knowledge and experience of investment, CSRC, the SAC and fund management companies have paid more attention to investor education since 2007. Various education programs have been conducted. The SAC produced 12-series flashes about stocks, investment funds and investment, which have been showed continuously on CCTV, the biggest news agency with millions of audience; organized “being a smart investor” contest which focused on basic knowledge of securities and attracted more than 240 thousand people’s participation; issued 5.2 million brochures about fund investment; conducted a survey on investors’ knowledge and experience in securities investment; open the “investor education” section on the SAC website. Fund management companies also actively conduct investor education. All companies have formed teams especially work on investor education, allocated special funds to the education, and organized all sorts of programs.
