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Auditors’ Report on Internal Control of


China Minsheng Banking Corporation Limited


PricewaterhouseCoopers Special (2002) No. 35


To the Board of Directors of 


China Minsheng Banking Corporation Limited


We have been entrusted to perform the audit on financial statements in 2001 of China Minsheng Banking Corporation Limited (“CMBC” or the “Bank”), and have issued an unqualified auditors’ report on April 10, 2002. In our auditing process, we have gained understandings of the Bank’s control conditions, accounting system and management procedure, and have also examined and evaluated some key areas of internal control, such as credit risk control and management, investment risk control and management, the accounting system, etc. While implementing this project, we have defined the quality, time and scope of the auditing procedures, so that we could express an opinion on these financial statements. This report is based on our understanding and examination of the Bank’s internal controls during the auditing process. The purpose is to provide a basic evaluation on the completeness, reasonableness and effectiveness of the Bank’s internal control system, which forms initial evaluations to the Bank. In this report, we have also pointed out some weaknesses in the internal controls, which were detected in the course of auditing, as well as some accounting treatments and issues, which required the Bank to reconsider their reasonableness.


Brief Introduction of the Bank


Since its establishment in 1996, CMBC has developed rapidly. By the end of 2001, the Bank had already set up 12 branches in Beijing, Shanghai, Guangzhou, and other cities, besides the two direct-reporting sub-branches in Shijiazhuang and Taiyuan. After the successful listing in 2000, the Bank has formulated a plan to further strengthen and improve the internal control system. As such, the Bank’s management has adopted a series of measures aiming at perfecting the internal control system, in order to ensure that the Bank can cope with various risks, and can continue its rapid development.


Internal Control Conditions


In our auditing process, we found out that through the endeavors of the management and staff, the Bank has established a fundamental internal control system and framework in the following areas: 


1. Control Conditions

In accordance with the Company Law, Commercial Bank Law, Securities Law and the obligations granted by the Articles of Association, the Bank’s Board of Directors can participate in operating activities, hold Board meetings regularly or on demand, regularly disclose information, make announcements regarding major events, and make timely decisions on all important issues submitted by the management.


The Bank’s Board of Supervisors performs their duties properly, and gives special suggestions on resolutions passed by the Board of Directors.


The Bank has established an adequate personnel policy, set up strict employment criteria, and implemented performance-related incentive and promotion policies.


Through regular management reports, the Bank’s management is able to supervise the Head Office’s, various branches’ and sub-branches’ financial and income conditions, and make proper estimates and provide timely solutions for important accounting problems. The Bank has set up a budget examination system, which regularly compares the actual performances and budgets of various branches and sub-branches, analyzes the differences and causes.


The Bank’s Audit Department regularly audits various branches and sub-branches, and submits timely reports to the management and Board of Directors. In 2001, the Bank further extended the scope of internal audits. The Audit Department of the Head Office conducted on-site audits at Shanghai, Guangzhou and Beijing Branches. Through these examinations, the Bank detected and corrected the existing problems and provided suggestions on perfecting internal control for risk prevention.


2. Accounting System


As one of the important elements of internal control, the management emphasizes the importance of improving and perfecting the IT systems. The Bank’s IT systems mainly include core business system and externally connected business system, with the accounting system belonging to core business system. In our auditing process, we learned that the Bank had implemented proper controlling measures for the computer system, including strict authorization, management of software and hardware, regular storage of data and disaster-assistance plans.


The Bank developed an advanced computer system which had been implemented in the entire bank by the end of 2001. The new system has strengthened the Bank’s internal control and standardized the operational procedures. 


The Bank’s accounting departments at all levels are able to record all businesses and transactions into accounts timely, accurately, and completely according to the accounting policies set out by the Head Office, and ensure that interest income and expenses, investment income and administrative expenses, etc, are recorded into accounts under proper accounting principles.


Besides the adoption of a set of more advanced computer system in 2002，the Bank put into practice a new management system on commercial bill transaction throughout the whole bank in 2002. The computer system has strengthened the internal control and the standardization of business process in the bank.

In the year 2002, the Bank has further strengthened the procedure of regular checking on accounts. Consisting of both checking with clients outside the bank，and also checking among different business departments within the bank, this regular checking ensures the accuracy and right ending of accounting information and business information. Apart from this, the bank has revised the accounting method of the bank according to “accounting regulation s for financial enterprises”，which is also in comply with the new regulations and standard banking accounting.

3. Control Procedures


The Bank has set up a strict authorization and credit system for all branches and departments of the Head Office. Corresponding authorization procedures are adopted for regular and irregular transactions, and the transaction-related responsibilities are also reasonably divided. 


Based on different core businesses, including deposits, loans, funds management, trade financing, foreign exchange trading, and accounting, the Bank has established a proper organizational structure and formulated relevant rules and regulations. With the objective of risk prevention, each department has implemented proper internal control procedures, including the division of duties, accounts checking, pre-codification and double-checking, and also other business-related special internal control procedures, such as pre-credit examination and approval procedures.


Though we have noticed that rules and regulations for normal activities have been fairly perfect, supervision on the strict implementation of these risk-preventing systems still shows some shortcomings. For example, there are still some loopholes on the prevention of employees’ malpractice. We therefore suggest the Bank promptly strengthen the supervision mechanism on the implementation of current rules and regulations, formulate corresponding prevention measures on employees’ malpractice, and enhance internal checks and balances procedures. For example, client managers should regularly or randomly interchange their positions. In addition, we have noticed that auditing departments have played an important role in ensuring the implementation of the internal control system.


The Bank has formulated and promulgated CMBC detailed regulations on risk classification of loans，to unify the loan classification standard within the bank and enhance the accuracy in loan classification. The risk management department of the head bank has strengthened daily supervision on the changes of quality of loans ，focusing on checking on the loans which has changed in classification grade，and meanwhile deciding on the grade of the loans. Bedsides, at the end of very quarter，the risk management department will analyze and comment on the loan combination of the whole bank，and discover problems as early as possible and raise the attention of credit personnel. But considering the importance and complexity of the work of the risk management department ，we think the bank should further substantiate the personnel in risk management department and further strengthen the risk management against loan risks. For instance, for the evident increase of medium and long loans in the bank, the department should formulate the credit classification standard for medium and long-term loans and effective measures to monitor the loans and also ensure the enactment.


Limitations of this Report


As mentioned above, our examination on the Bank’s internal control system and its implementation is not intended to present assurance of the Bank’s internal management and control system; it is also impossible to disclose every possible major shortcoming of the internal control system. By “major shortcoming of the internal control system”, we refer to the fact that although one or more key elements of internal control have been designed or implemented, risks caused by human error or getting out of line, which might have an important impact on the audited financial statements, cannot be reduced. This is unavoidable in a period even under normal operating conditions.


Through our findings in the auditing process, we suggest the Bank quicken the formulation of regulations on the prevention of employees’ malpractice and other projects’ internal control policies, as well as supervise the strict implementation of internal control procedures. Besides, we did not find other major such shortcomings in the internal control system and its implementation.


PricewaterhouseCoppers Zhongtian Co., Ltd.



Certified Public Accountant


Certified Public Accountant


Zhou Zhonghui



             Ma YIngni


China 

Shanghai


 January 24, 2003


1

1




