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●The global banking industry has met with a more uncertain
environment since the beginning of 2019, including weaker growth
momentum for the real economy, volatile financial markets and
tightening financial supervision. In this context, major economies
continued to show divergent development in the banking industry.

● Since 2019 began, China’s banking industry has maintained sound
growth momentum with robust risk control, sharper competitive
edge, better lending structure, stronger ability to serve the real
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an exit mechanism for financial institutions. Compared with
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drawing upon international experience.

● In the past decade, multinational banks benefited a lot from the
rapid development of offshore RMB business. In the future, the
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Singapore and other financial centers while expanding progressively
to other markets.
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Global Banking Industry Faces New Challenges amid Trade Frictions

-- Global Banking Industry Outlook (2019Q3)

In 2019H1, due to the escalating trade frictions and other factors, the global banking industry
advanced in a more uncertain environment with weaker growth momentum for the real economy,
more volatile financial markets and tightening supervision. Major economies showed divergent
development in the banking industry. China’s banking industry maintained steady growth and
further cemented its risk absorbency, except for individual institutions where risks emerged. This
report provides a special research on weak banks and their resolution mechanism.

I. Global Banking Review in 2019H1 and Outlook

I.1 The banking industry faced new opportunities and challenges amid bigger uncertainties

In 2019H1, the global banking environment showed the following trends:

The global economic environment became more uncertain. The world economy slowed down
as a whole, with the real growth rate of global GDP falling to 3.6% in 2018 from 3.8% in 2017.
According to IMF forecast, global GDP growth rate will fall further to 3.3% in 2019 (Figure 1). In
terms of JPMorgan Global PMI indices, Composite PMI, Services PMI and Manufacturing PMI
continued to drop from the peak in early 2018 to 51.2, 51.6 and 49.8 in May 2019 respectively.
Only Employment PMI edged up slightly (Figure 2).

Figure 1: Growth Rate of Global GDP (%) Figure 2: JPMorgan Global PMI Indices

Sources: Wind, BOC Institute of International Finance

The monetary policy had a turnaround. The Fed has kept interest rates unchanged since its rate
hike in December 2018, yet expected to cut interest rate in Q3 as the downward pressure on the US
economy is mounting. The European Central Bank (ECB) will keep interest rate low for a longer
period to make monetary policy more accommodative. The Bank of England and the Bank of
Canada maintained their policy rates unchanged. Emerging economies showed disparities in
monetary policy: The Central Bank of India lowered the average overnight interest rate in the
monetary market from 6.43% in 2018 to 5.66% in 2019Q2. The Bank of Russia reduced
benchmark interest rate to 7.5%. Turkey kept its policy interest rate at an elevated level of 22.50%
in response to the Turkish lira crisis. The central banks of Mexico and South Africa maintained
benchmark rates unchanged. The People’s Bank of China (PBOC) adhered to the prudent and
neutral policy stance, with the benchmark deposit and lending rates unchanged and the 1-year term
deposit rate falling steadily.
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Financial supervision was tightening overall. The Bank for International Settlements (BIS)
regulated the use of external credit ratings under the standardized approach. The Financial Stability
Board (FSB) published for public consultation discussion papers on improving the bank resolution
mechanism.

Table 1: Certain Financial Regulatory Policies and Their Influence in 2019Q2

Time Main financial regulatory policy
developments Main impact

BIS April 2019
Standardized approach - credit risk
assessment by external credit rating
agencies

It provides the operating principles and
guidance on the credit risk assessment
process under credit risk standards.

US April 2019

The Fed issued a proposal on a new
regulatory framework for foreign
banking organizations operating in the
US

Foreign banks are divided into four
categories according to the size of US
assets, interconnectedness and risk profile.
Financial institutions in each category are
subject to tailor-made requirements on
capital, liquidity and stress testing.

Japan May 2019
Japan’s House of Representatives
handed over a new bill on crypto
regulation to the House of Councillors

The scope of supervision is expanded by
introducing cryptocurrency margin trading
rules.

EU May 2019
The European Banking Authority and
the Basel III Reform Committee held a
meeting

New prudential requirements may be
introduced to cater for changes in the ways
of providing financial services.

EU June 2019 Euro-area ministers required Italy to
comply with the EU’s fiscal rules

The EU has strengthened fiscal
supervision over Italy to prevent its
excessive fiscal deficits from threatening
the stability of euro and hindering the
further integration of euro area.

FSB June 2019
FSB published for public consultation
discussion papers on improving the
banking resolution mechanism

To improve the resolvability of global
systemically important banks and ensure
the effective operationalization of a
solvent-wind down of derivatives
portfolios as recovery or resolution
measure.

US June 2019
US regulatory authorities started to
consider cross-institutional cyber
defense testing of banks

With cross-institutional testing, regulators
will gain a full picture of cyber threats
against the banking industry.

US June 2019
Large digital currency exchanges
imposed restrictions on serving US
users

The US has further tightened regulation of
cryptocurrencies.

Source: Publicly available data

Implementation of the International Financial Reporting Standard 9 (IFRS 9) had a pronounced
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impact on the financial performance of European and Chinese banking systems. Euro area further
regulated Basel III implementation and strengthened intervention in the domestic regulatory
system of member countries to guard against potential risks. The US continued with eased
financial regulation. The Fed issued a new proposal on the regulatory framework for foreign banks.
The proposal divides foreign banks into five categories and lowers the regulatory requirements for
the five categories of banks in terms of capital, liquidity, stress testing and recovery and resolution
planning (RRP) to different levels. Japan strengthened the supervision of internet finance,
especially the trading in virtual currency (Table 1).

I.2 Major economies showed divergence in banking development

Since the beginning of 2019, major developed countries and emerging economies have manifested
the following characteristics in banking development:

I.2.1 Growth of assets continued to be divergent. Developed economies underwent mild
expansion in banking assets. At the end of 2019Q1, the US banking assets exceeded USD18 trillion,
up 0.82% from the beginning of the year, and was expected to remain in steady growth through the
rest of the year. Over the same period, the five major banks1 in the UK registered a growth rate of
2.9% over the beginning of the year after completing internal restructuring. Japan’s banking assets
experienced a mild recovery of growth, up 0.64% YoY.

Emerging economies showed obvious disparities in expansion of banking assets. Driven by
infrastructure investment, the banking industry maintained strong growth in Southeast Asia,
typically including Malaysia, Thailand and Indonesia, which recorded a YoY growth rate of 6%,
2.5% and 10.7% in banking assets at the end of 2019Q1, respectively. South Africa and Russia saw
the growth of their banking industry slowing down. At the end of 2019Q1, South Africa’s banking
industry registered a three-year low of growth in total assets, balance of deposits and balance of
loans, all below 3%. The Bank of Russia continued to clean up the banking industry, with about 80
banks having their licenses revoked from 2018 to May 2019. As a result, the scale of Russia’s
banking industry shrank as the number of banks dropped. Russia’s banking assets are expected to
fall to USD1.4 trillion at the end of 2019Q2, down 0.09% from the beginning of the year. When the
cleanup campaign is ended, its banking assets are estimated to expand slightly in H2.

I.2.2 Developed economies posted volatile profits, while emerging economies recorded sound
profitability.

Developed economies posted volatile profits due to changing economic and market conditions. As
a result of the Fed’s suspension of rate hikes, fading effects of tax reform and rising cost of
deposits, the US banking industry is estimated to record a net profit of around USD57.515 billion
in 2019H1, down 4.6% YoY. The UK banking industry reported upbeat profit results thanks to the
restructuring and profit model reform. The five major banks had a total net profit of GBP7.361
billion in 2019Q1; in particular, HSBC registered a YoY growth rate of 151.4%. To cope with the
uncertainty in Brexit and post-Brexit regulatory arrangements and compliance requirements,
however, the UK banking industry will face more additional operating costs, thus eroding the
profits of banks. The five major banks in the UK are expected to experience a deceleration in YoY
growth of net profit from 52% in 2018 to 19% in 2019.

Japan’s banking industry recorded a sharp decline in net profit in FY2018, down 22.9% YoY, due
to interest rate policy and high operating expenses caused by information system investment. In
particular, Mizuho Financial Group’s net profit slumped by 83%. Net profit in 2019Q2-Q3 is
estimated to fall by around 20% YoY. As business diversity is improved and outlet upgrades

1 HSBC, Royal Bank of Scotland, Barclays, Standard Chartered and Lloyds.
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gradually take effect, Japan’s net profit is expected to grow significantly in FY2019.

Banks of emerging economies recorded sound profits. In 2019Q1, the net profits of Russian banks
grew sharply by 66.3% YoY. Malaysia, Thailand and Indonesia are expected to finish 2019H1 with
a YoY growth rate of -2%, 11.3%, 12% in net profit respectively. The negative growth forecast for
Malaysia is based on the interest rate cut in May, and banks in Malaysia are likely to keep profits at
a good level in H2. Brazil’s banking industry registered a YoY growth rate of 8.5% in net profit in
2019Q1. Brazil’s federal savings bank Caixa announced to reduce mortgage loan rates on June 5,
which will catalyze the growth of lending. Brazil’s banking industry is estimated to have large
room for net profit growth in H2. South Africa’s banking industry was not affected much by the
uncertain outcome of May general elections, with operating income and net profit growing by
4.6% and 2.9% YoY respectively, basically flat with 2017 and 2018. The performance indicators
are estimated to further improve when the general elections come to a close.

I.2.3 Risks in the banking industry were controllable overall, while long-term potential risks
deserved special attention.

The US banking industry saw the end-of-Q1 balance of non-performing loans (NPLs) fall by
0.07% from the beginning of the year, with NPL ratio staying at a low level of 0.99%. Large US
banks, however, underwent a deterioration of commercial credit quality for the first time in three
years.

Table 2: NPL Ratio and Capital Changes in Selected Countries and Regions (USD100
million, %)

Country
/region

Balance of
NPLs YoY growth NPL ratio Tier 1 capital

Growth
rate of
tier 1
capital

Capital adequacy
ratio

Developed
countries

US 731.2 -27.3% 0.7% 18148.5 4.3% 14.7%

Japan 138.7 -9.3% 0.5% 3330.0 4.1% 18.32%

Emerging
economies

China 2951.1 18.7% 1.8% 22571.1 11.1% 14.20%

Russia 492.8 4.9% 4.8% 1155.0 7.0% 8%-8.5%

Thailand 139.2 2.7% 3.2% 608.3 2.0% 17.71%

Indonesia 148.0 18.0% 2.6% 1248.0 3.2% 23.42%

Malaysia 61.2 2.1% 1.4% 596.8 5.5% 17.90%

South Africa 107.3 1.1% 3.5% 155.5 6.0% 16.25%

Sources: Central banks and regulatory bodies

The five major banks of the UK showed a stable risk profile, with the average core tier 1 capital
adequacy ratio (CAR) standing at 14.4% at the end of Q1, basically flat with 2018, and the average
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NPL ratio falling by 0.06 percentage point to 2.02%. The NPL ratio in Japan’s banking industry fell
to 0.67% at the end of March 2019, with CAR rising to 18.55% from 18.06% at the beginning of
2019.The banking industry of Malaysia, Thailand and Indonesia experienced a decline in NPL ratio,
expected to hit 1.50%, 3.09% and 2.55% at the end of 2019H1, respectively. Thanks to the increase
in tier 1 capital, the CAR will rise to 17.8%, 17.7% and 23.4% respectively. Among BRICS
countries, South Africa, Brazil and Russia saw an obvious rise in the tier 1 capital-to-asset ratio to
6.4%, 7.5% and 7.7% at the end of 2019Q1 respectively, with CAR at around 16.3%, 18.0% and
8.3% respectively. South Africa and Russia recorded a rise in NPL ratio to 3.77% and 4.77% at the
end of 2019Q1 respectively, while Brazil’s NPL ratio dropped to 6.18% from 6.35% at the
beginning of the year, indicating a still-heavy pressure on the improvement of credit quality.

II. China’s Banking Review in 2019H1 and Outlook

II.1 China’s banking environment has changed

In 2019H1, China’s economy kept growing steadily and the monetary policy remained prudent.
However, due to the sluggish global economy and rising trade frictions, the banking environment
changed markedly.

China’s economy was still under a downward pressure. Its GDP growth rate was 6.4% in
2019Q1, showing signs of stabilization. Investment growth slowed down, while consumption and
export data recovered somewhat. Fixed asset investment grew by 5.6% YoY from January to May.
In May, total retail sales of consumer goods grew by 8.6% YoY and exports expanded by 7.7%
YoY. Overall, China’s economy remains under a downward pressure. In addition, GDP is expected
to grow by 6.2% in Q2 due to slowing global economy, continuing downside pressure on domestic
economy and new uncertainties in Sino-US trade talks. The future economic trends remain highly
uncertain. China’s banking industry still faces a challenge.

The monetary policy was prudent and market uncertainties were on the rise. Some economies
including New Zealand and Australia have reduced interest rates recently. More economies are
expected to join them later. Global monetary policies will likely to be recalibrated synchronically
to gradually adjust liquidity level. In China, the central bank PBOC maintained the prudent
monetary policy as the underlying principle and made pro-cyclical fine-tuning of liquidity to
ensure its overall stability. SHIBOR, interbank offered rates and pledge-style repo rates remained
basically stable. After the Baoshang Bank event erupted in May, however, the market concerns
worsened over the operating conditions of small and medium-sized banks. To prevent the liquidity
risk, PBOC has provided credit enhancement for interbank certificates of deposit (CDs), increased
SLF supply, etc. to support the liquidity replenishment of small and medium-sized banks.

Figure 3: Changes in Interest Rates of China’s Banking Market in 2019Q2 (%)

Sources: Wind, BOC Institute of International Finance
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Benchmark interest rate was further clarified, with deeper unification of the two-track
system for interest rates. PBOC officials called for special attention to DR007 (weighted
pledge-style repo rate for depository institutions) on various occasions in 2019H1, further
clarifying DR007 as a benchmark interest rate in the monetary market. For benchmarking
considerations, more products will be linked to DR007. Financial institutions should pay greater
attention to DR007 and market liquidity changes to gain an accurate grip on the central bank’s
monetary policy developments. In addition, the work to unify the “two tracks” of interest rates has
moved on. PBOC repeatedly pledged to unify market rates and deposit/lending rates. The
benchmark deposit and lending rates will no longer be published in the unification process, which
will pose a challenge to commercial banks’ capability of asset pricing, controlling interest rate risk
and balancing asset duration and liability duration.

Tough supervision continued while opening-up was further strengthened. CBIRC published
the Measures for Disclosure of Net Stable Funding Ratio of Commercial Banks and the
Provisional Measures for Risk Classification of Financial Assets of Commercial Banks (Exposure
Draft) and other regulatory documents successively in 2019Q2, posing stricter requirements on
liquidity management and risky asset classification of commercial banks. Strengthening
supervision and preventing risks remained the underlying principle. In addition, CBIRC issued 12
measures for opening-up of the banking and insurance industries in early May, mainly including
lifting restrictions on foreign ownership and leveling the playing field for foreign and domestic
institutions. As the financial sector further opens up, competition will intensify in the banking
industry.

Commercial banks sped up the setup of wealth management (WM) subsidiaries, further
expanding their boundary of business. As of mid-June, 31 commercial banks had announced a
plan to set up WM subsidiaries, including all the six large commercial banks, nine joint-stock
banks, fourteen city commercial banks and two rural commercial banks. The WM subsidiaries of
ICBC, CCB and BOCOM have opened for business with the approval of regulators. WM
subsidiaries will become important participants in the asset management market, likely to catalyze
further reforms in the asset management market in the future. When established, WM subsidiaries
will effectively isolate risks and bring more “shadow assets” into the sunlight. Banks’ WM
business management, as a result, will be further regulated.

Commercial banks set up Fintech subsidiaries, expected to progressively export technologies
in the future. As of mid-June, over ten banks had set up Fintech subsidiaries. Of large commercial
banks, CCB, ICBC and BOC established Fintech firms as wholly-owned subsidiaries. Fintech will
run through front, middle and back offices of commercial banks, playing a greater role in
enhancing user experience, increasing customer stickiness and improving risk management. From
the perspective of development path, banks set up Fintech firms not simply for serving the parent
bank. After the business scale and technological effects gradually mature, their Fintech subsidiaries
are expected to progressively export technologies to other financial institutions.

II.2 Banking development remained robust in H1

According to data published by CBIRC, China’s banking industry maintained sound growth
momentum in 2019H1 with robust risk control, sharper competitive edge, better lending structure,
stronger ability to serve the real economy and generally stable overall quality and profitability. As
at 2019Q1, the financial institutions in China’s banking industry registered RMB275.82 trillion in
total assets, up 7.74% YoY, continuing to grow steadily. Outstanding NPLs stood at RMB2.15
trillion, with the NPL ratio, CAR and provisioning coverage ratio (PCR) standing at 1.8%, 14.18%
and 192.17% respectively, indicating notable improvements in asset quality and further
strengthened risk absorbency. Net profit totaled RMB571.5 billion, with ROA and ROE being
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1.02% and 13.24% respectively, suggesting continuing improvements in profitability. Liquidity
coverage ratio (LCR) was 141.14% and loan-deposit ratio was 125%, indicating good liquidity.
RMB9.97 trillion of loans were issued to micro and small businesses to promote inclusive finance,
showing stronger support for micro and small businesses.

In terms of listed banks, the 32 listed banks showed overall good performance in 2019Q1. All
types of commercial banks recorded stable growth in assets, liabilities and profitability and further
strengthened risk absorbency.

II.2.1 Structural adjustments of assets and liabilities were further deepened

Assets and liabilities kept growing steadily. Financial institutions continued to increase credit
supply, thanks to the stronger counter-cyclical macro-economic regulation. In 2019Q1, listed banks
registered RMB165.82 trillion in total assets and RMB152.76 trillion in total liabilities.
Specifically, large banks recorded RMB108.5 trillion of assets, up 8.1% YoY, and RMB99.7
trillion of liabilities, up 7.6% YoY. Joint-stock banks had RMB43.3 trillion of assets, up 7% YoY,
and RMB40.1 trillion of liabilities, up 6.5% YoY. City commercial banks registered RMB12.2
trillion of assets, up 11.7% YoY, and RMB11.3 trillion of liabilities, up 11.4% YoY.

The proportion of either deposits or loans in the balance sheet became bigger. The proportion of
loans increased to various degrees among listed banks in Q1 as regulators encouraged credit supply.
The Big Five banks (i.e. BOC, ICBC, CCB, ABC and BOCOM), joint-stock banks and city
commercial banks saw the proportion of loans rising by 0.9 percentage point, 3.3 percentage points
and 3.4 percentage points, and the proportion of deposits increasing by 0.7 percentage point, 2.7
percentage points and 1.9 percentage points, respectively. The bigger proportion of deposits helps
commercial banks lower the cost of liabilities and stabilize core liabilities.

II.2.2 Profitability remained solid

In 2019Q1, listed banks’ net profits totaled RMB444.62 billion, up 6.8% YoY. Specifically,
joint-stock banks and city commercial banks recorded double-digit growth in net profit at 10.2%
and 13.6% respectively. The Big Five banks and rural commercial banks registered a growth rate
of 5% and 9.2% in net profit, respectively. In addition, listed banks maintained relatively high
ROA and ROE. The Big Five banks, joint-stock banks, city commercial banks and rural
commercial banks recorded 1.09%, 1.01%, 0.97% and 0.84% in ROA and 13.54%, 13.47%, 14.2%
and 10.41% in ROE, respectively.

II.2.3 Operating efficiency was good

In 2019Q1, the Big Five banks, joint-stock banks, city commercial banks and rural commercial
banks registered a net interest margin (NIM) of 2.34%, 2.36%, 2.2% and 2.69% respectively, a
generally stable level. Rural commercial banks achieved a higher NIM than other categories of
commercial banks. The Big Five banks, joint-stock banks, city commercial banks and rural
commercial banks registered a ratio of non-interest income of 35.32%, 39.53%, 37.83% and
18.02% respectively. Joint-stock banks remained the leader by ratio of non-interest income,
followed by city commercial banks. The Big Five banks, joint-stock banks, city commercial banks
and rural commercial banks had a cost-income ratio of 22.79%, 24.13%, 25.11% and 29.58%
respectively. The Big Five banks showed a relatively high operating efficiency benefiting from
economies of scale.

II.2.4 Risk absorbency continued to improve

Thanks to write-offs, the NPL ratio of listed banks remained stable at 1.49% in 2019Q1. The Big
Five banks, joint-stock banks, city commercial banks and rural commercial banks recorded an NPL
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ratio of 1.48%, 1.66%, 1.26% and 1.44%, respectively. The loss-absorbing capacity remained high.
The Big Five banks, joint-stock banks, city commercial banks and rural commercial banks
registered 208.2%, 195.2%, 286.4% and 256.4% in PCR and 15.45%, 12.9%, 12.9% and 14.9% in
CAR, respectively. Overall, listed banks still had relatively high quality of assets and generally
stable ability to guard against risks, providing sufficient protection for asset safety.

Figure 4: Changes in Ratios of Special Mention Loans and NPLs of Chinese Commercial
Banks (%)

Sources: Wind, BOC Institute of International Finance

II.3 Banking Outlook for 2019H2

First, banking assets will keep growing steadily. China’s economy will continue to grow steadily
in H2, with annual GDP growth rate staying at around 6.4%. The monetary policy will remain
prudent and neutral and M2 will grow by about 8.5%, laying a solid foundation for expansion of
banking assets. In 2019, large commercial banks are expected to expand their assets at a slightly
faster pace, joint-stock banks, city commercial banks and rural commercial banks will maintain
stable growth in assets, and listed banks will realize an asset growth rate of about 8%. Meanwhile,
deposits and loans are likely to take up a bigger share in assets and liabilities, with the ratio of
loans projected to reach around 60% and the ratio of deposits to hit 75% or so.

Second, profit growth will remain stable. The steady expansion of the banking industry
underpins the stability of profits. Meanwhile, China’s fiscal policy continues to strengthen. The
Circular on Issuance of Local Government Special Bonds and Project Financing issued will
expand the infrastructure investment and help to defuse the debt risk of local governments. Policies
to support private enterprises and micro and small businesses were also launched in succession. All
these moves help commercial banks improve their performance. In addition, commercial banks’
accelerating efforts to set up and open WM subsidiaries will diversify their business and increase
their fee-based income. Overall, listed banks are expected to keep their net profit growth rate at
around 5% in 2019.

Third, credit risk will still raise concerns. On the one hand, regulators continue to tighten NPL
disclosure requirements in the banking system and impose stricter standards for NPL identification.
On the other hand, retail banking has grown rapidly in recent years, as shown by the fast expansion
in credit card-based personal loans and consumer loans. With income growing accordingly, the
credit risk pressure has built up in the process. In addition, the ongoing Sino-US trade frictions will
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continue to adversely affect some industries in China. We expect the average NPL ratio of listed
banks to stay at around 1.5% in 2019.

Fourth, risk absorbency will be further improved. As banking regulators keep tightening the
supervision of banks, the banking industry will further strengthen the loss-absorbing capacity, step
up provisioning, diversify financing channels and make solid moves to cement the PCR and CAR.
Listed banks are expected to increase PCR to about 200% and raise CAR to around 14% at the end
of 2019.

III. Special Research: International Experience in the Resolution Mechanism for Weak
Banks

In recent years, China has made a series of progresses in building an exit system for financial
institutions, including the introduction of RRP for G-SIBs, entry into regulatory cooperation in
cross-border crisis management with other countries and issuance of the Deposit Insurance
Regulations and the Guidelines for Improving the Supervision of Domestic Systemically Important
Institutions. Nevertheless, compared with market-oriented and law-based orderly resolution,
China’s exit mechanism for weak banks has much to improve.

According to international governance experiences, the management of weak banks consists of
three steps: identification, recovery and bankruptcy resolution. Specifically, a complete set of
mechanisms should be created to identify a weak bank. Then a decision is made on whether to
recover or resolve the weak bank (i.e. whether to retain its banking license or not) according to the
systemic importance of the weak bank and whether its failure will seriously affect social stability,
etc. When entering the recovery process, the weak bank should take bail-in measures or the
government should take bail-out actions to ensure stable, licensed operation. When entering the
resolution process, the resolution actions mainly include paying off debts of the bank, disposing of
non-performing assets and looking for acquirers or establishing a bridge bank.

III.1 Identification and early intervention of the weak bank

III.1.1 Establishing clear identification criteria. According to the Guidelines for Identifying and
Dealing with Weak Banks published by the Basel Committee on Banking Supervision in 2015, the
symptoms of weak banks are usually poor asset quality, lack of profitability, loss of capital,
excessive leverage, excessive risk exposure (e.g. in terms of concentration of risk), reputation
problems and liquidity concerns. The criteria for identifying weak banks vary across major
economies, generally classified into four categories: First, the liabilities-to-assets ratio exceeds
100%; second, illiquidity, i.e. inability to repay debts when due; third, serious loss of capital; fourth,
serious deficiencies in the existing management mechanism or risk management mechanism.

III.1.2 Early intervention in the weak bank. For institutions that experience a serious
deterioration of condition but do not meet the criteria for weak banks, some countries will take
early corrective measures according to the bank capital position. The US FDIC has introduced
some corrective actions according to the severity of bank capital shortage, including submission of
capital recovery plan, restrictions on expenses such as dividend distribution, redemption of mature
subordinated bonds and payment of executives’ bonuses, restrictions on brokered deposits,
restrictions on transactions of affiliates and restrictions on deposit interest rates. For banks failing
to meet the capital regulatory requirement, Japan will take such measures as injection of capital,
reduction of total assets and banning on new establishments or dividend distributions.

III.2 The recovery mechanism for a weak bank

The recovery mechanism is to take relevant measures (Open Bank Resolution) for a weak bank in
operation to recover its normal operation where possible. It mainly applies to systemically
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important banks or institutions whose failure poses a major threat to financial stability.

III.2.1 Bail-in. Bail-in is a process in which a bank absorbs losses with loss absorbing tools issued
by the bank itself. Loss absorbing tools with a bail-in mechanism mainly include capital
instruments and some TLAC-eligible debt securities. If these tools trigger write-down, conversion
into equity or PoNV2 clause, they will be used to absorb losses and investors of such tools will
assume the loss. The bail-in mechanism is intended to relieve the government’s bail-out pressure,
share the losses of a bank among its creditors and shareholders and thus realize risk resolution.

III.2.2 Bail-out.When the bail-in mechanism of a bank cannot work at full capacity, governments
will take relevant actions to bail the bank out. There are mainly four bail-out methods: capital
injection, asset relief, debt guarantee and liquidity support. Capital injection is the most common
bail-out method, including direct lending and purchase of preference shares or ordinary shares.
Purchase of preference shares is a flexible option that ensures effective recovery of public funds.
On the one hand, preference shares have a relatively high dividend yield; on the other hand, the
government can gradually convert preference shares to ordinary shares and exit according to
recovery status of the bank. Asset relief means the government helps the bank dispose of “toxic”
assets through purchase or guarantee. Debt guarantee means the government provides guarantee
for deposits and other liabilities of the debtor to shore up market confidence. Liquidity support
means providing liquidity to the weak bank through interest rate adjustments, etc.

III.3 The resolution mechanism for a weak bank

If it is difficult for a weak bank to recover normal operation (the recovered value is too low or the
recovery cost is too high), the regulatory authority will choose to force the bank to exit the market
and revoke its banking license.

III.3.1 Selection of resolution method

The first method is purchase and assumption (P&A). P&A is a resolution transaction in which a
healthy financial institution purchases assets of a weak bank and assumes some or all of its debts. It
is the most common method used in resolution transactions across the globe. The assuming
institution is generally selected by the deposit insurer through bidding. Of all the healthy financial
institutions interested in the failing institution, the one offering the best bid will be chosen as the
assuming institution. If the assuming institution only purchases part of the assets, the deposit
insurer or other resolving institution will dispose of the remaining assets.

The second method is bridge bank. A new, transitional bank is set up to take over all assets and
liabilities of the weak bank, usually before an acquirer is found, to ensure continuity of business.
The bridge bank is generally established by the government and operates for a period ranging from
several months to several years.

The third method is pay-off. If no healthy bank is willing to purchase assets or assume liabilities
of the weak bank, a deposit pay-off will be directly executed. Uninsured deposits and other debts
will be paid off with the liquidated assets of the weak bank. This method mainly applies to the
weak bank that has a small size of assets and a low value of outlets. The risk losses from pay-off
are generally assumed by shareholders, management personnel and directors.

III.3.2 Creditor compensation mechanism

The first is the compensation mechanism for depositors, i.e. the deposit insurance system. The
deposit insurance funds worldwide basically have the same scope of compensation. What are

2. Point of non-viability, this clause requires write-down or conversion into equity of a bond if the
issuing bank is considered non-viable.
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covered are mainly personal deposits, with the compensation capped at 2 to 5 times the GDP per
capita. In addition, small-sized business deposits or qualified SME deposits within the scope of
compensation will also be compensated. Generally, financial institution deposits and
foreign-currency deposits in some countries are excluded from the scope of compensation. The
main source of the deposit insurance fund is the insurance premiums paid by banks, mostly at
various rates, i.e. higher-risk banks pay deposit insurance premiums at higher rates. Most countries
adopt a mandatory deposit insurance mechanism. All depository institutions registered and
operating locally are obligated to pay deposit insurance premiums. In addition to premium income,
some countries also replenish the deposit insurance fund via government borrowings, borrowings
from commercial banks and bond issuance.

The second is the compensation mechanism for non-depositor creditors. The compensation for
non-depositor creditors is generally payable by shareholders, i.e. investors. Debts are paid off with
the remaining assets of the weak bank. In a P&A transaction, the assuming institution and the
deposit insurer sometimes will pay off part of the debts. To avoid loss of public funds and
contagion of financial risks, some countries set up a liquidation fund at the government level for
systemically important banks or large banks whose failure will threaten financial stability. The
liquidation fund is used to pay off debts of banks uncovered by deposit insurance. Examples
include the Single Resolution Fund of the EU, the Orderly Liquidation Fund of the US, and the
Bank Levy in some EU countries, including the UK.

III.4 Suggestions on improving China’s exit mechanism for weak banks

First, clarify the identification criteria for a weak bank.We suggest clarifying the identification
criteria for a weak bank based on the existing rating systems of the banking and insurance regulator
and PBOC from the perspectives of CAR, liquidity, liabilities-to-assets ratio and major risk events.
A weak bank warning model can be created under the current stress testing framework to increase
the frequency of warning against high-risk banks. An early correction mechanism should be
established and improved, including triggering criteria and relevant corrective measures.

Second, establish a complete system of mechanisms and procedures for the exit of weak
banks, and specify the duties of regulatory bodies. We suggest the banking and insurance
regulator assume the responsibility for identification, early warning and correction of a weak bank.
The central bank should develop a list of systemically important institutions (including global
systemically important financial institutions and domestic systemically important financial
institutions) and guide these institutions to develop a recovery and resolution plan. In the recovery
process, the banking and insurance regulator should enforce the bail-in measures (including capital
write-down and conversion into equity), and the central bank and the banking and insurance
regulator should enforce bail-out measures in conjunction with government agencies. In the
resolution process, the deposit insurer should take the lead and carry out the P&A bidding work
and, if no P&A deal is made, the deposit insurer should establish a bridge bank to transfer the
“good assets” of the weak bank to the bridge bank for P&A purposes. If the bridge bank still fails
to complete the exit from the market, the pay-off mechanism will be activated and the central bank,
the banking and insurance regulator and the judicial authority will enforce the pay-off procedures.
Before bankruptcy liquidation, the deposit insurance fund is responsible for compensating insured
depositors. A risk compensation fund can be created to compensate other debts that notably affect
public interests and social stability. Uncovered debts will enter the liquidation procedure.

Third, expand the coverage of RRP.We suggest increasing the number of institutions covered by
RRP as appropriate by reference to international experience, and requiring domestic systemically
important institutions (to be released soon) to develop and improve RRPs. Given the significant
disparities among commercial banks, securities firms, insurance companies and internet-based
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finance companies in operating mode and sources of risk, a differentiating RRP should be
formulated in line with the risk characteristics of the institution taking into account the
heterogeneity of financial institutions.

Fourth, improve the bail-in capacity of banks in the recovery process. Banks are encouraged to
issue loss-absorbing debt instruments to improve their bail-in capacity. The procedures for issuance
of banks’ tier 2 capital instruments and perpetual bonds should be simplified, and the issuance of
capital instruments should be made more market-oriented. Banks should be guided to innovatively
issue senior unsecured bonds with loss absorbency clause (TLAC-eligible debt securities).

Fifth, enrich the bail-out toolkit.We suggest enriching the bail-out toolkit. In addition to waiting
for loans and capital injection, such bail-out methods as purchase of preference shares, guarantee
of non-performing assets, guarantee of deposits and liquidity supply can be adopted flexibly. The
least costly resolution arrangements should be made where possible to recover some public funds
through dividends on preference shares, deferred charges and sale of assets or equity.

Sixth, adopt diversified and more market-based resolution methods. We suggest further
improving the Bankruptcy Law to refine the relevant legal system for the bankruptcy liquidation of
banks. It is also suggested to establish the working mechanism for “bridge bank” to take over the
remaining assets not purchased or the weak bank for which no assuming institution is found, so as
to ensure the continuity of depositing, withdrawing, clearing and other day-to-day operations of the
weak bank in the resolution process. We suggest completing the P&A of weak banks through
market-based bidding by reference to generally accepted practices of banks in the Western
countries, so as to realize more market-based exit of weak banks.

Seventh, explore to establish a weak bank resolution fund. In the bank resolution process, the
deposit insurance system alone usually cannot protect the interests of all creditors. China can
consider a weak bank resolution fund on an ex-post funding basis for SME creditors and financial
institution creditors within a certain scope, thereby strengthening the protection mechanism for
non-depositor creditors of banks.
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Disclaimer

This report is prepared by BOC Institute of International Finance. The information contained in
this report is from publicly available sources.

The views or estimates contained in this report only represent the judgment of the author as of the
date hereof. They don’t necessarily reflect the views of BOC. BOC Institute of International
Finance may change the views or estimates without prior notice, and shall not be held liable for
update, correction or revision of this report.

The contents and views in the report are for information purpose only and do not constitute any
investment advice. No responsibility is held for any direct and indirect investment consequences as
a result of the information provided in the report.

The copyright of this report is exclusively owned by BOC Institute of International Finance. No
individuals or institutions shall be allowed to copy, reproduce and publish the whole or part of the
report without written consent. In case of quotation, reference to BOC Institute of International
Finance shall be given, and any quotation, abridgment and revision that deviate from the original
meaning of the report shall be prohibited. BOC Institute of International Finance reserves the right
to take legal actions on any violation and any quotation that deviates the original meaning of the
report.
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