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Payment systems in China

The payment systems used in China are evolving rapidly. Alongside traditional paper-based
instruments, a number of electronic clearing systems are in use or in develooment. The China
National Advanced Payment System went live across China in 2005. This year, a Bulk Electronic
Payment System is due to be implemented using the same infrastructure. In this article, we
provide a guide to the systems currently in use and the anticipated future developments.

A worK in progress

A wide range of domestic payment instruments and systems are currently being used in China. On the
one hand, a number of paper-based instruments are still in use, many of which can only be used to process
local payments. Cash is also still commonly used for local payments. Indeed, until fairly recently, it was
still used for inter-city payments, requiring the physical transfer of bags of cash across China.

On the other hand, inter-city electronic payments have been revolutionised by the sophisticated proprietary
systems developed by the state-owned commercial banks, and more recently, by the country-wide
implementation of the China National Advanced Payment System (CNAPS). Further developments

are expected later this year, when the Bulk Electronic Payment System (BEPS) is due to be rolled out
nationwide, using the CNAPS infrastructure. Ranging from the old-fashioned to the highly sophisticated,
China’s payment systems are certainly a work in progress, but they are moving inexorably forwards.

The simplest way to categorise payments in China is into local and inter-city payments, as the systems
used to clear each type of payment are quite separate.

Local payments

Many of the payment mechanisms in China can only be used within a particular city or clearing area. These
mechanisms usually involve the clearing of funds using the local clearing house (LCH) or the bank's own
system. There are more than 2,300 People’s Bank of China (PBOC)-owned LCHs in China. Payments
processed by LCHs are cleared on a ‘debit first, credit second’ basis and predominantly use paper-based
instruments.

Corporate cheques

Cheques can only be used for local payments. They have to be manually signed and imprinted with

the company’s finance seal (‘chopped’). Consequently, they must be prepared by the company issuing
payment — this task cannot be outsourced to a bank. Once the cheque has been presented to the bank,
funds are available within 48 hours. When a cheque has been issued, it is only valid for ten days, so this
form of payment is not in widespread use.
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Cashier’s orders

Cashier’s orders are issued by the bank and are valid for one month from the date of issue. The specified
amount is paid unconditionally and on the spot when the order is presented at the beneficiary’s bank. Like
cheques, cashier’s orders can only be used within the issuer’s clearing area and are not suitable for inter-
city payments.

Local transfers

The most commonly used local payment instrument is the local transfer, also known as a ‘giro payment’
or ‘credit voucher'. Clients fill out transfer slips and pass them to the remitting bank, either manually or
electronically. The bank passes the vouchers to the LCH for clearing. Alternatively, transfers between
branches of the same bank may be carried out using the bank’s internal clearing system.

The length of the processing period depends on the time of day that the slip is submitted as some areas
have two clearing cycles each day (at 10.30 and 16.30). When this is the case, if the payment is cleared in
the morning, payment will be received that afternoon. If it is cleared in the afternoon, the beneficiary will
receive payment the following day.

Drafts

Drafts are paper-based instruments which are issued by the drawee’s bank and passed to the beneficiary,
who presents the draft to their own bank for collection. They can be used for local payments or for inter-
city payments. Local draft payments may take as little as two days to clear, but inter-city drafts can take up
to two weeks.

Inter-city payments

Other than drafts, the instruments used to process intracity payments are not generally valid for inter-city
payments. Instead, a range of electronic payment systems has been developed for the processing of non-
local transactions.

Early inter-city payment systems

Prior to the development of CNAPS, two systems were used to process inter-city payments: Electronic
Interbank System (EIS) and National Interbank System (NIS). Neither of these had widespread geographic
coverage.

NIS was used to process inter-city inter-bank transfers. Processing was done on a manual basis and was
labour intensive, as payment instructions had to be sent between banks in writing or by cable. This system
has been superseded by the electronic systems.

EIS (known in Chinese as ‘Linkage Between Sky and Earth’) was an electronic precursor of the new
CNAPS, developed in 1989 by PBOC, which used satellite technology to send payment instructions to a
national clearing centre. Funds were cleared in real-time between participants. However, there were only,
1924 participants, so a transfer to a non-participant had to be relayed by a participant. Depending on the
time taken to do this, funds would be received by a non-participant either on the same day or next day.
Banks were not able to interface with the old system directly, so a high level of manual intervention was
required from the banks.

EIS was later re-named as the China National Automated Payment System. It has now been fully replaced
by the new CNAPS.

Commercial banks’ proprietary systems

China's 'big four’ domestic commercial banks (Agricultural Bank of China, Bank of China, China Construction
Bank and Industrial and Commercial Bank of China) have developed their own clearing systems, which

are used to process inter-city payments. Payments between different branches of the same bank may be
cleared in as little as three hours, depending on the size and location of the branches in question.
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In order to benefit from the payment and collection capabilities of the big four’s clearing systems, several of
the foreign banks operating in China have formed strategic alliances with one or more of the state-owned
commercial banks. The Chinese banks benefit from this arrangement by receiving a transaction fee for
each payment processed. The foreign banks are also required to keep some clearing funds in their nostro
account with the Chinese bank, providing additional deposit funds. This arrangement has so far proved
very useful both for the foreign banks wishing to improve their clearing capabilities and for the domestic
banks who benefit financially from the agreement. However, as CNAPS becomes more established, the
foreign banks may well have less need for the proprietary systems.

CNAPS

CNAPS replaced the earlier version of the system — which was, rather confusingly, also known as CNAPS.
However, the earlier version was called the China National Automated Payment System, while the new
system is called the China National Advanced Payment System.

“As a market practice, customers are not required to provide the
beneficiary bank’s clearing code for a CNAPS payment. Nor do they
have a convenient channel for obtaining such information. Therefore
the paying bank needs to locate the beneficiary bank’s clearing code,

based on the Chinese name and address provided by the payer,
before they can release a payment into CNAPS. When the volume of

payments increases, this becomes a bottleneck, slowing down the
end-to-end process.”

Luke Lu, Payments Product Manager at Citigroup

CNAPS is an electronic inter-bank clearing system constructed and owned by PBOC. It was previously
referred to as the Modern Payment System (MPS). CNAPS enables faster payments than previous
systems and in the future may also form the basis of a credit checking system, using its databases of
financial information. Implementation of the system across China has been carried out gradually. CNAPS
was launched in 32 cities in January 2003 and was rolled out across China in June 2005, at which point
8,694 banks in 324 cities in China were connected. The CNAPS infrastructure consists of one National
Processing Centre (NPC), which is based in Beijing, and 32 City Clearing Processing Centres (CCPCs) in
Shenzhen and 31 provincial capitals. The other cities are able to access CNAPS via their CCPCs.

The use of bank codes in the clearing system has proved a challenge for banks clearing high volumes of
inter-bank payments through CNAPS; “As a market practice, customers are not required to provide the
beneficiary bank'’s clearing code for a CNAPS payment,” explains Luke Lu, Payments Product Manager at
Citigroup. “Nor do they have a convenient channel for obtaining such information. Therefore the paying
bank needs to locate the beneficiary bank’s clearing code, based on the Chinese name and address
provided by the payer, before they can release a payment into CNAPS. When the volume of payments
increases, this becomes a bottleneck, slowing down the end-to-end process.”

CNAPS now comprises two payment systems: a High-Value Payment System (HVPS) and a Bulk Electronic
Payment System (BEPS).

HVPS

HVPS is intended to process transactions of over RMB20,000, but in reality, banks also route smaller value
payments to HVPS as the low value clearing system is not yet in full operation (see below). HVPS is now
in operation across China and banks have increasingly been using this system to process their payments.
HVPS operates on a gross settlement basis, clearing each payment as it is processed. The paying bank’s
account is debited and the receiving bank's account credited at the same time.

Once BEPS goes live nationwide, it will still be possible for urgent low value payments to be processed
using HVPS. However, it is likely that the fee for this will be higher.
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BEPS

BEPS is currently being implemented across China, a process which will be greatly accelerated by its use
of the CNAPS infrastructure which is already in position. Unlike CNAPS, BEPS is designed to process low
value payments below RMB20,000 and has already gone live in Tianjin, Xiamen and Beijing. It is due to be
rolled out across the rest of China in June 20086, although this is subject to the performance of the trial run
in the above pilot cities.

Using this system, funds are settled on a bilateral netting basis (ie netting between two parties). Payments
to the same receiving bank are batched together and delivered to the clearing system. The payment
information is delivered to the receiving bank in real-time, but the funds are settled between the paying
bank and receiving bank at the end of each clearing session.

“BEPS is a netting system, but it settles intraday (three times a day
right now), not like a normal ACH, that settles end of day, so basically a
payment cleared through BEPS can have same-day value. This is why

I think it’s more efficient than ACH systems in other countries.”
Luke Lu, Payments Product Manager at Citigroup

BEPS works in a similar way to Automated Clearing House (ACH) systems in other countries. However,
there are differences, as Lu explains. “BEPS is a netting system, but it settles intraday (three times a day
right now), not like a normal ACH, that settles end of day, so basically a payment cleared through BEPS

can have same-day value. This is why | think it's more efficient than ACH systems in other countries.”

The main advantages this system will bring include a greatly decreased processing cost as payments are
processed in batches rather than individually, and the netting mechanism itself incurs lower costs. Intracity
payments will also be more efficient, as banks will be asked to route intracity payments through BEPS once
it has been rolled out to the cities in which they operate.

BEPS has the functionality to support direct debit payments. However, so far this is not operational as this
functionality requires a high level of performance from the participating banks’ systems, and the central
bank has not yet issued any industry guidelines relating to cross-bank direct debits. It is therefore expected
that cross-bank direct debits will not go live until mid 2007.

Looking forward

This is an exciting time for payment systems in China. The HVPS functionality of CNAPS has been
received well and is already being used by all the major banks, while the launch of BEPS later this year will
further streamline the payments infrastructure. As BEPS will be used to process local as well as inter-city
payments, the reliance on paper-based instruments will be significantly reduced.

However, the widespread adoption of CNAPS may take some adjusting by the big four banks who have
already invested a great deal of funds in developing their proprietary systems. Rather than switching to
CNAPS, it is likely that the big four will continue to use their proprietary systems as far as possible, linking
to CNAPS when necessary.

Using electronic RTGS and ACH inter-bank clearing systems, may prove more difficult for the domestic
banks than the foreign banks, who are more accustomed to such systems. However, some new functions
brought by the system, like direct debit from an individual’s account, will not be open to foreign banks
before December 2006, which is when the foreign banks will be allowed to compete directly with domestic
banks according to the terms of China’s WTO agreement. This has given the domestic banks time to
ensure a smooth transition well in advance of this date.
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