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� In the first three quarters of 2019, global banking industry
faced a more uncertain operating environment, in which the
drive forces of economy growth weakened, the financial market
turmoil intensified, and financial regulation was not as
aggressive as before. Considering those factors, we expect the
banking industry of major economies will develop divergently,
and the trend will remain in the rest of the year.
� In the first three quarters of 2019, China’s banking industry
maintained a sound development trend, with stably growing
assets and liabilities, steady profitability and further enhanced
risk resistance capacity. We expect the full-year performance of
China’s banking industry will improve in spite of the lingering
credit risk pressure.
� Many large international banks have been gearing up for more
layoffs in this year, especially in investment banking business,
with possible reasons of economic growth slowing down,
investment banking revenue declining, customer preference
changing and information technology development etc. The
report will provide relative suggestions for Chinese banks.
� There are changes in the logic behind the interest rate setting
of banks amid the reforms of interest rate benchmarks. China can
draw a lesson from the experience of different countries.
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Opportunities and Challenges of Global Banking Industry

amid Reforms of Interest Rate Benchmarks

-- Global Banking Industry Outlook (2019Q4)

The global economic growth experienced a salient downward trend in the first three quarters of
2019. With the base interest rate reform and a new round of rate cuts sweeping across the world,
the financial market turmoil intensified, the operating environment for global banks worsened, and
banks of major economies trended to develop divergently. China’s banking industry continued to
grow stably with stronger risk resistance capacity, and further financial opening up will continue
and expand. This report provides two sub-reports analyzing the massive layoffs in global banking
industry and the base interest rate reform.

I. Global Banking Review in 2019Q3 and Outlook

I.1 Increased uncertainty of the global banking’s operating environment

Global economy growth slowing down. IMF lowered its forecast of 2019 global real GDP growth
from 3.21% to 3.20% in July 2019. The JPMorgan Global Composite PMI for August 2019 was
51.45, a phased low; of which the manufacturing PMI dropped below the 50-line to 49.4,
presenting a sluggish performance; the services PMI was stable at 52.15, but still a phased low. The
out-of-sync economic recovery since the financial crisis and other factors have diverged the
development of American and European banks.

The main interest rates shifting down. As of 2019Q3, with a new round of interest rate cuts by
major central banks, global interest rates continued to decline. The Federal Reserve (Fed) cut rates
for the second time this year, moving the federal funds rate to 2.00% from 2.50%.Meanwhile, the
European Central Bank (ECB) strengthened the quantitative easing (QE) efforts and lowered the
policy rate to -0.5% from -0.4%. Japan still adopted negative interest rates and kept its monetary
policy at a loose state. Australia and South Korea launched rate cuts by 25 basis points (BPs) each.
Also, the policy rates in emerging markets fell, e.g. by 400 BPs in Turkey and 50 BPs in Brazil,
Indonesia and Russia each. Low interest rates and rate cut cycle have exerted significant influences
upon the business practice of banks, as some European banks began adopting negative interest
rates on personal deposits and residential mortgages.

Financial market turmoil becoming intensified. US Dollar Index (DXY) averaged at 97.8 in
2019Q3, up 0.97 percentage point over the average in H1. Due to the attacks on oil facilities of
Saudi Aramco and other factors, international crude oil prices went rocky. The long-term T-bond
yield of major economies dropped significantly, e.g. the 10-year US Treasury bill yield coming in
at 1.81% in Q3 on average. Global stock markets went divergently: The Dow Jones Composite
Average, Financial Times Stock Exchange 100 Index (FTSE 100 Index) and DAX Index rose by
3.84%, 2.21% and 3.59% respectively over the third quarter on average, while Hang Seng Index
and NIKKEI 225 Index fell by 4.06% and 0.34% respectively. Financial markets turmoil brings
business opportunities for banks in Fixed Income, Currencies & Commodities (FICC), but also
requires higher risk management capabilities on banks, since recently some banks have reduced
business resource inputs through layoffs and organizational structures adjustment to reduce risks



Global Banking Industry Outlook

BOC Research Institute 2 2019Q4

that was accumulated by participating in FICC business.

Financial regulation was not as aggressive as before. In 2019Q3, the international community
continued to release a series of important financial regulatory policies which exerted new influence
upon business management of banks (Table 1). In general, as the operation of global economy
faces with more uncertainties, the financial regulatory attitude has becoming mild. The shift in
attitude can help banks to better tackle the external operating environment.

Table 1: Certain Financial Regulatory Policies and Their Influence in 2019Q3

Time Updates on financial regulatory policies Main influence

BIS July
2019

The Bank for International Settlements raised the requirement on
reserves for over-the-counter derivatives clearing of non-central
counterparties. Any institution with the nominal principal of
non-central counterparties’ derivatives clearing exceeding EUR8
billion should pay a deposit.

Heightened supervision upon reserves will
reduce systematic risks of over-the-counter
derivatives and encourage the trading in
derivatives to be done via the central
counterparty system. This will increase the
regulatory cost of derivatives business.

FSB July
2019

The Financial Stability Board (FSB) published a technical
review of the implementation of the Total Loss-Absorbing
Capacity (TLAC) Standard for Global Systemically Important
Banks (G-SIBs) in resolution. The review concludes that
progress has been steady and significant in the setting of external
TLAC requirements by authorities, but calls for further
improvement in rules about internal TLAC compliance.

The restrictions of TLAC on banks show in
the sources of internal TLAC instruments
and the risk decentralization as a result of
large offerings of internal TLAC
instruments.

US August
2019

The Federal Deposit Insurance Corporation (FDIC) and the
Office of the Comptroller of the Currency (OCC) approved a set
of changes to the Volcker Rule: Banks with limited trading assets
and liabilities of less than USD1 billion will have a rebuttable
presumption of compliance with the Volcker Rule; the agencies’
rebuttable presumption that financial instruments held for fewer
than 60 days are within the short-term intent prong of the trading
account is eliminated.

Once approved by the Fed, the Securities
Exchange Commission (SEC) and the
Commodity Futures Trading Commission
(CFTC) as scheduled, the changes will take
effect on January 1, 2020. The overhaul will
simplify the rule’s compliance burden in
terms of banks’ participation in proprietary
trading.

EU August
2019

The European Banking Authority (EBA) highlighted the
following risks as potential sources of instability in the EU
banking sector in a short term: a no-deal Brexit, the long-term
low interest rate environment and the implementation of ESG
policy.

EBA required member states to continue
their work on contingency planning in the
case of a no-deal Brexit, further address
unprofitable banks and their business
models.

UK August
2019

The Financial Conduct Authority (FCA) agreed phased
implementation of Strong Customer Authentication (SCA), a
requirement of the EU Revised Directive on Payment Services,
up to March 2021. SCA requires payment companies to add a
new authentication mechanism in their online payment systems
to reinforce the verification of customer identity and guard
against fraudulent acts in the process of payment.

The policy will lower the compliance
requirement on the British banking system.
As there are more uncertainties in the
Brexit, the EU Directive will continue to
dwindle its restrictions upon the UK
financial industry.

China July
2019

China released 11 new opening-up measures in financial
industry, e.g. allowing foreign institutions to carry out credit
rating business in China and encouraging foreign financial
institutions to participate in setup of and hold shares of wealth
management subsidiaries.

The new opening-up measures mainly aim
at direct financing area, and it is conducive
to shoring up the weak areas in Chinese
finance market and hence improving the
structure of China’s financial market.

Hong
Kong,
China

August
2019

The Hong Kong Monetary Authority (HKMA) published a
report on the use of and future plan for Open Application
Programming Interface (API), and intended to open the
functions of API in October 2019, including accepting banks’
applications for products such as credit cards and loans.

API can help banks to expand channels and
innovate business models and services,
while promoting cooperation across
different industries and enhancing service
efficiency of non-banking institutions.

Source: publicly available information
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I.2 Characteristics of banking development in major economies

The size of global banking industry maintained prudent growth, of which the overall growth
of emerging countries was relatively fast. Specifically, the UK banking industry grew rapidly,
driven by the steady domestic consumer confidence and the residential mortgage increased as a
result of low interest rate policy. Influenced by continued easing monetary policy, banks in the euro
area reported a 6.1% assets growth over the first half year. Meanwhile, the US banking industry
experienced a 1.8% increase in total assets, which were mainly distributed in treasury bills and
housing mortgage securities. Dragged down by economic downturn pressure, the Australian
banking industry had a relatively low asset growth of 1.1% in H1. The Japanese banking industry
continued to be weak, with an asset growth of 0.6% in H1. The asset growth of the South African
banking industry in H1, at 5.1%, represented a significant slowdown compared with the previous
two years. The banking system in Southeast Asia performed steadily, with asset growth of 2.5%,
2.5% and 1.4% in Thailand, Indonesia and Malaysia, respectively. The asset growth of the
Brazilian banking industry was slowed to 0.3% due to less-than-expected economic growth and the
spreading of the Argentine crisis. Russian banking assets declined owing to bank cleaning-up and
regulatory restrictions upon unsecured consumer loans and mortgage loans.

The profitability of global banking industry declined, since the interest margin narrowed
significantly. Due to the low base, the growth rate of net profit of banks in the euro area and Japan
was relatively high, respectively at 9.7% and 9.4%. However their profitability was still at a low
level, with ROA at respectively 0.4% and 0.52%, and net interest margin (NIM) at 1.56% and
0.81%. Comparatively, the US banking industry boasted high profitability with a net profit of
USD118.22 billion, increased by 1.8% year-on-year, and ROA and NIM at 1.26% and 3.39%
respectively. The net profit of the Australian banking industry fell by 12.9%, and ROA dropped by
3 BPs, due to the increasingly stricter regulation, especially the heightened inspections on large
banks and the tightening of macro-prudential policies. The Russian banking industry benefited
from the implementation of IFRS9, with the loan impairment provision falling sharply by early
adoption of prudent provisioning strategy, and thus the net profit increasing by 58.5% year-on-year.
The overall profitability of banks in Indonesia, Thailand and Malaysia remained stable, with net
profit increasing by more than 5% and ROA maintaining above 1.2% each. Due to economic
weakness and interest rate cuts, Brazilian banking industry’s net profit grew by only 2.2%, while
ROA and NIM decreased by respectively 0.03 and 0.05 percentage point. South African banking
industry’s net profit decreased by 2.2% year-on-year, while ROA and NIM narrowed to varying
degrees.

The asset quality of global banking industry was generally stable, but some countries were
under capital replenishment pressure. The NPL in the US, the euro area, Japan and the UK all
decreased over the past half year. Of which, the euro area banking industry benefited from the
improvement of the NPL disposal policy, with NPL ratio declined from 3.1% to 2.8%; NPL ratio of
the US and Japanese banking was low at respectively 0.67% and 0.81%. NPL ratio of Australian
banking industry was steadily at a low of 0.4%. However, the capital adequacy ratio (CAR) of
developed economies mostly declined, e.g. 0.66 percentage point in the UK and 0.34 percentage
point in Japan. The NPL ratio of Russia and Indonesia increased significantly, with the former
rising by 98 BPs. The asset quality of the banking industry in Brazil, South Africa and Thailand
was gradually improved, with the NPL ratio falling by 17, 4 and 1 BP, respectively. The CAR of
the banking industry in Brazil, Russia and China declined, but the overall capital adequacy level
was not high and banks were under certain capital replenishment pressure.

I.3 Development outlook

Looking into 2019Q4, major economies’ banking industries are expected to pick up speed in
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scaling up sided by sluggish world economy, easing monetary policy and stabilized financial
regulation. Specifically, the growth of total assets in the euro area, the US, Russia and Southeast
Asia will accelerate, that in Japan, Australia, Brazil and China will continue to be stable, and that
in South Africa will decelerate further. The profitability of the banking industry in major
economies will continue to face downward pressure, with that in the euro area, the US, Australia,
Russia, South Africa and Brazil coming under big downward pressure, while that in China, Japan
and Southeast Asia remaining stable. Banking asset quality in major economies will continue to
improve: NPL ratio in the euro area, South Africa, Russia and Brazil is expected to decline, while
asset quality of banks in the US, Japan, China, Australia and Southeast Asia is expected to remain
stable. Influenced by the overall easing monetary policy, the expansion of banking scale in major
economies all over the world will increase the capital replenishment pressure to a certain extent, of
which Russian, Chinese and American banks will be under certain capital pressure.

II. China’s Banking Review in 2019Q3 and Outlook

II.1 Generally stable operating environment for banking industry

The economy was still under downward pressure. Chinese economy witnessed a stable
performance in H1, with GDP growing by 6.4% and 6.2%, respectively, in Q1 and Q2. In regard to
the three demand factors, fixed asset investment and total retail sales of consumer goods increased
stably by 5.5% and 8.2% year on year in the first eight months of 2019. Exports and imports grew
by 6.1% and 0.8% respectively year on year, both slowing down to varying degrees, indicating that
China’s economic growth was still under certain downward pressure.

The monetary policy remained prudent. The People’s Bank of China (PBOC) continued to
implement a prudent monetary policy by highlighting regulation and control over certain targets,
improving internal and external balances, strengthening counter-cyclical adjustments and
maintaining a reasonable sufficiency of liquidity. On September 16, the PBOC cut the
deposit-reserve ratio for all financial institutions by 0.5 percentage point and exercised an
additional reduction by 1 percentage point for urban commercial banks which only operate in one
specific provincial administrative area. The deposit-reserve ratio cut will free up long-term capital
of about RMB900 billion, and hedge against the tax season in mid-September. Total liquidity in the
banking system will remain roughly stable, and prudent orientation of the monetary policy didn’t
change. The cut will also effectively help financial institutions to support the real economy, by
cutting annual funding cost of approximately RMB15 billion for banks, and hence reduce the real
lending interest rates.

The merge of China’s two interest rate tracks was further underway. On August 17, the PBOC
unveiled the plan on reforming the price offers of loans, allowing commercial banks to float the
lending rates up by certain percentage points above the interest rates of open market operations
(mainly the medium-term lending facility rate of the central bank) after deducting the highest and
lowest offers. Banks should set the interest rates of newly-granted loans mainly referring to the
offered rate for the lending market. The reform will not only test the loan interest rate-setting
capability of commercial banks but also challenge their liability cost management and interest rate
risk management.

Supervision reinforced the compliant operation of banks. In the first three quarters, supervision
further reinforced the compliant operation of banks. The PBOC released the exposure draft of the
Measures for Pilot Supervision and Administration of Financial Holding Companies, allowing
eligible financial groups to set up financial holding companies, a move making up for the gap in
regulation of diversified business operation The CBIRC published the Measures for Equity
Custody of Commercial Banks, which further heightened the “penetrative” equity regulation of
commercial banks and could prevent controlling shareholders from dealinginapporiate transaction
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issues due to weak shareholding governance. The CBIRC and the China Securities Regulatory
Commission (“CSRC”) jointly issued the Guidelines on Commercial Banks� Issuance of Preferred
Stock for Tier-1 Capital Replenishment, opening up a channel for unlisted small and medium banks
to supplement capital via issuance of preferred stocks. This will help small and medium-sized
banks to strengthen the capital base, enhance the anti-risk capability and improve the ability to
serve the real economy. The PBOC unveiled the Plan for Development of Fintech (2019-2021),
proposing the objectives of heightening risk prevention and financial regulation while guiding
banks to reasonably apply Fintech in empowering financial services’ quality and efficiency
improvement.

Prominent opportunities for regional development. On August 18, the Central Committee of the
Communist Party of China and the State Council unveiled the Opinions on Supporting the Building
of Shenzhen into a Pilot Demonstration Area of Socialism with Chinese Characteristics, raising
five strategies forshenzhen, including high quality and sustainable development, rule of law,
civilization, people’s livelihood and sustainable development. The document also defines
three-phase development objectives and 13 key tasks in five aspects, and further drive the
development of Guangdong-Hong Kong-Macao Greater Bay Area and local banks. On August 6,
the State Council issued the Overall Plan for the New Lingang Area of the China (Shanghai) Pilot
Free Trade Zone, which put the new area onto a higher strategic positioning and gave it richer
connotations. This is expected to further promote the opening-up in Shanghai and bring about
development opportunities for banks in the new area and Shanghai at large.

II.2 Steady development of banking industry in 2019H1

In 2019H1, China’s banking industry continued with steady development, the credit structure was
further refined, the services for the real economy continued to strengthen, the market
competitiveness was improved on a continual basis, and profitability and asset quality remained
stable. By the end of 2019Q2, assets of China’s banking financial institutions totalled RMB281.58
trillion, representing a year-on-year growth of 8.2%. The NPL balance was RMB2.23 trillion and
the NPL ratio was 1.81%. The CAR was 14.12% and provisioning coverage ratio (PCR) was
190.61%, with slightly decreased asset quality and risk absorbency compared with Q1. The net
profit came in at RMB1,133.4 billion, and the ROA and ROE were 1% and 13.02%, respectively.
The inclusive loans to small and micro enterprises (SMEs) were RMB10.69 trillion, showing
increasing support for them. From the perspective of 33 A-share listed banks, the overall
performance of listed banks in 2019H1 was good. Different types of commercial banks could
maintain a stable improvement of asset and liability growth and profitability, while their asset
quality continued to improve, and the risk absorbency increased on a steady footing.

Assets and liabilities grew steadily, and the proportion of loans increased. In 2019H1, total
assets and total liabilities of listed banks increased by 8.9% and 8.6% compared with a year earlier
to RMB170 trillion and RMB156.7 trillion, respectively. The asset growth of China’s Big Five
Banks, joint-stock banks, city commercial banks and rural commercial banks was 8.7%, 8.6%,
11.2%, and 13.9%, respectively, and their liability growth was 8.4%, 8.1%, 11.0%, and 13.4%,
respectively. Against downward pressure on the economy, the regulatory authorities encouraged
financial institutions to provide greater credit to support the development of the real economy. The
proportion of loans increased at different types of commercial banks, which was the most evident
at city commercial banks and rural commercial banks, with loans/assets rising by 3.1 and 3.8
percentage points year-on-year, respectively, and deposits/liabilities increasing by 0.4 and 1
percentage point year-on-year, respectively.

Profitability maintains stable. In 2019H1, listed banks reported a net profit at RMB907.15 billion,
representing an increase of 7.2%. The year-on-year net profit growth of the Big Five Banks,
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joint-stock banks, city commercial banks and rural commercial banks was 5.3%, 10.5%, 14% and
15.5%, respectively, with the latter three banks all recording a double-digit growth. The rebound in
net profit growth of listed banks mainly benefited from the following factors: First, the NPL
pressure was eased, and the growth of asset impairment losses decreased. Second, non-interest
income rose. In the context of the low base of 2018 and the transformation of bank wealth
management business, the fee income increased rapidly, which led to a rally in net profit growth.
Third, the NIM rose slightly by 0.08 percentage point year-on-year, and the rise was more obvious
at joint-stock banks.

II.2.3 Asset quality improved steadily, and risk absorbency strengthened continuously. In
2019H1, the asset quality of listed banks improved further. The NPL ratio was 1.48%, down by
0.06 percentage point year-on-year. The NPL ratio of China’s Big Five Banks, joint-stock banks,
city commercial banks and rural commercial banks was 1.44%, 1.62%, 1.31% and 1.39%,
respectively. Out of five big banks, while rural commercial banks saw a rise of 0.07 percentage
point, the others all witnessed a decline. The proportion of special mention loans decreased to
2.52%, and that of overdue loans fell to 1.75%. In 2019H1, listed banks invested more in accrual
provisions, and thus increased the PCR by a large margin of 15.67% to 210.5%. Among them, the
Big Five Banks and rural commercial banks saw a rapid increase of PCR, with that of rural
commercial banks soaring by nearly 45 percentage points in particular. Listed banks continued to
strengthen their capital replenishment efforts, and ramped up the capital base with a multi-pronged
approach including offering of perpetual bonds, tier-2 capital bonds and preferred stocks, further
consolidating the capital level. As of the end of 2019H1, CAR of listed banks stood at 14.06%, up
0.56 percentage point over the same period of 2018.

II.3 The overall good performance of banking industry can be expected in 2019

First, the scale will remain stable. The continuous stable growth of Chinese economy will further
firm up the growth foundation of banking asset scale. It is expected that in 2019 large commercial
banks will see a stable and slightly faster expansion of assets, while joint-stock commercial banks,
city commercial banks and rural commercial banks will maintain a steady growth of assets, and
listed banks will increase their assets at a speed of around 9%. Loans will remain on a fast growth,
and take up an increasingly higher proportion in total assets, likely to be around 55%. Specifically,
corporate loan growth will pick up, while personal loan growth will slacken at a high level. Due to
banks’ active efforts to strengthen deposit-taking and reflux of some wealth management capital,
deposits/liabilities of listed banks will hike to 75% around.

Second, the profit growth will remain stable. Continuous stable growth of banking scale serves
as the foundation of keeping profit stable. As some banks have established wealth management
subsidiaries and put them into official operation, and e-banking business is developing rapidly,
banks will be able to gain higher fee-based income. Loan Prime Rate (LPR) will guide banks’
lending rates to go downwards, and thus stress the increase of NIM. To further strengthen the
ability to fend off risks, banks will continue to set aside more provisions, which will affect the
profit level. Listed banks are expected to maintain a 7% growth or so in net profit in 2019.

Third, the pressure from credit risks still linger. For one thing, the Chinese economy is still
under certain downward pressure, China-US trade frictions are largely uncertain, while some
regions, industries and related industries will still face with the pressure from credit risks. For the
other thing, over the past few years, retail banking business has been developing rapidly, personal
credit card loans and consumer loans have been increasing fast. This, while pushing higher the
income, has also accumulated certain credit risk pressure. We expect that the NPL ratio of listed
banks will be around 1.5% in 2019.

Fourth, the anti-risk capability will be further enhanced. Banks will strengthen their capital
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base in a diversified way by issuing preferred stocks, convertible bonds and perpetual bonds, and
will set aside more provisions to continuously step up the capability of absorbing losses. Listed
banks are expected to increase their PCR to over 200% and CAR to 14% around at the end of
2019.

III. Special Researches

Topic 1: Massive layoffs across of reduction of large international banks � reasons and
prospects

According to incomplete statistics, laying off announced by global large banks this year
approached 50,000. Layoffs by large international banks have following characters:

Figure 1: Changes in the Workforce of the World’s Major Large Banks (10,000 people)

Sources: Bloomberg, annual reports of banks, BOC Research Institute

First, the reduction of large banks emerges as a new trend. In the wake of the crisis, major
large banks of the world have trimmed the workforce. Some large banks, e.g. Citibank, HSBC and
RBS, have witnessed a decline in headcount year after year since the financial crisis broke out in
2008. Some other large banks, e.g. Bank of America, Deutsche Bank and Bank of
Tokyo-Mitsubishi UFJ etc., have trended to increase the number of workforce first and decline
later on. Specifically, in 2018, Bank of America slashed 80 thousand to 28% of workforce in the
end of 2011, 16 global large banks had a total workforce of 2.337 million at the end of 2018, down
by 450 thousand compared with 2008, the average decline around 16% compared with a decade
ago (Figure 1).

Second, the number of investment bankers drops rapidly. The report from data firm Coalition
showed that front-office banking jobs at the world’s 12 investment banks shrank by 1,500 or about
3% in the first half of 2019. There were 15 thousand or 22% fewer jobs across major
revenue-making business including trading, sales and investment research of the 12 investment
banks and declined by 22% in the past eight years. Specifically, FICC jobs dropped the most at
30% around; stock trading workforce was reduced by 20% around; and the number of traditional
investment banking business (e.g. corporate investment consultancy and underwriting) staff
remained stable, with a cut of less than 10%. European banks cut more investment bankers than
banks in the US. Deutsche Bank cut 18 thousand investment bankers, and Societe Generale laid off
1,600, obviously higher than American counterparts.

Third, the employment market in the European and American financial industry is sluggish.
After the crisis, the growth of finance-related jobs has slowed down noticeably. In 2008-2018, jobs
in the financial industry of the US and euro area increased by only 3%, which was significantly
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lower than the increase of 5% in the total employment in the same period, resulting in a gap of 300
thousand in the quantity of employment. At the end of 2018, the number of people working in the
US financial industry increased by 363 thousand compared with the end of 2008, only one half of
the increase in financial employment in 2000-2008. At the end of 2018, 6.627 million people
worked in the financial industry in the euro area, which was basically the same as that at the end of
2008. In contrast, the number of employed people in the financial industry increased by 415
thousand or nearly 7% from 2000 to 2008.

Fourth, the scale of layoffs in the Japanese banking industry is gradually expanding. The
headcount in the Japanese banking industry was on a rise after 2006, but it has declined for the first
time in 2019. According to data from Tokyo Shoko Research Ltd., the total number of employees
in the Japanese banking industry at the end of FY2019 was 224 thousand, a decrease of 3,629 from
the same period of last year. 62 Japanese banks, 80% of the total, trimmed jobs in FY2019. Among
them, layoffs by Mitsubishi UFJ, Sumitomo Mitsui and Mizuho Financial Group hit an all-time
high.

There are complicated reasons behind the job cuts of international large banks. First, the
slack growth of investment banking business income has caused layoffs for the sake of
“tapping new resources and economizing on expenditure”. The 12 biggest US and European
investment banks generated USD76.8 billion in revenue from their trading and advisory operations
during the first six-month period of 2019, down 11% from the same period of 2018, the lowest
during the first half year in the recent 13 years. According to the statistics of J.P. Morgan, the
worldwide revenue from major investment banking operations such as fixed-income, equity trading,
underwriting and advisory in the post-financial crisis era stands at USD140 billion around a year.
In addition, because global economic growth uncertainty has increased, and major central banks
have given the signals of easing the monetary policy over recent years, many large banks expect to
gain less from market transactions in the future, and thus reduce risk exposures through layoffs,
pay cuts and business scale shrinkages.

Second, the changes in customer habits have reduced the number of bank outlets and given a
rise to structural layoffs. With the advances of Fintech, mobile banking and online banking have
become gradually popular, and digital channels have played an increasingly prominent role,
slashing the number of customers going to brick-and-mortar outlets. The number of mobile
banking users in the US swelled at an annual compound growth rate of over 20% from 33 million
in 2012 to 115 million in 2018. The efforts of large banks to cut brick-and-mortar outlets went side
by side with the changes in customer habits. The number of bank outlets in the US, at 83,600 at the
peak, declined to 78,800 at the end of 2018. Over 10,000 outlets were closed in 2012-2018. In the
UK, at least 2,600 bank outlets have been closed since 2015, with HSBC, Lloyd, Royal Bank of
Scotland (RBS) and Barclays closing 440, 366, 350 and 243 outlets, respectively.

Third, many large banks have begun to cut costs. Owing to the heightening of capital regulatory
requirements and the decline in bank profitability, many banks have developed cost reduction plans.
Citibank planned to lay off 30% of its workforce in 2015-2025 and to save USD500-600 million in
2019. Deutsche Bank announced a 25% cut in costs. HSBC Holdings is implementing “Project
Oak”, a cost control plan including layoffs in 2019. Cost reduction has helped large banks to raise
their business efficiency. Compared with the highest points during the period of 2008-2018, the
cost-to-income ratio of banks such as Citibank, RBS, ING Group, Deutsche Bank, and Bank of
America decreased by 76, 54, 40, 37 and 30 percentage points, respectively. Bank profitability has
been improved as well, e.g. Citibank’s per capita operating profit rose from USD51,000 in 2010 to
USD115,000 in 2018.

Fourth, banks have channeled more investments into Fintech. According to UBS statistics, as
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of the end of 2018, 49 large banks including HSBC, Citibank, Barclays and Deutsche Bank
invested a total of USD70 billion in IT, an increase of 118.8% over USD32 billion in 2010. J.P.
Morgan spent USD8.8 billion in IT in 2018, doubling the inputs in 2008 and representing 8.1% of
the operating revenue. IT investments of Citibank, Deutsche Bank and Bank of America accounted
for 10%, 15% and 4% of their operating income in the relevant year. The application of Fintech has
enhanced the efficiency of trading, marketing and risk control in the financial industry, substituting
the manpower resource prominently.

There are the following implications for Chinese banking industry: The first is to strengthen
internal controls over investment banking business and prevent the assessment mechanism
from over motivation. Large European and American banks have adopted a market-oriented,
high-paying incentive mechanism for investment banking business. The business pursues
aggressive development, is exposed to many risks, and is more sensitive to external environmental
changes. In the case of economic downturn and recession, risks of investment banking business
will be exposed earlier, and industrial development suffers from throes like job cuts. Chinese banks
are suggested to draw a lesson from the layoffs of investment banking employees by European and
American banks, and attaching importance to the incentive mechanism design and the internal
control and legal compliance building of the investment banking segment. In these ways, Chinese
banks are able to realize the prudent development of investment banking business.

The second is to reasonably increase inputs into IT and improve the efficiency of Fintech
application. Fintech investments by Chinese banks are less than those by European and American
banks. Chinese banks should increase inputs into IT in a reasonable manner on the basis of
assessing own business strength, introduce more innovative financial products by means of
cooperative R&D and independent R&D, improve financial services and risk control system, and
make more effective application of Fintech.

The third is to improve human resource allocations and raise business management efficiency.
Cost cuts have become a major strategy for European and American banks to cope with the
depressed market environment and the heavy regulatory cost pressure. Reasonable, effective
human resource allocations and remuneration and incentive mechanisms can not only save costs
for banks but also stimulate more vitality of employees, thus creating higher value for banks.
Chinese banks should refine remuneration and incentive mechanisms, reasonably allocating human
resources, and improving business efficiency of banks via assessments of risk-adjusted return on
capital and economic value-added, etc.

The fourth is to follow the trend of channel transformation and step up business training. In
the background that IT changes the usage habits of customers, outlet reduction has become an
inevitable trend of bank transformation. Tellers account for a low proportion, at 20%-40%, of the
headcount of European and American banks. However, tellers occupy a big part of the workforce
of Chinese banks. Chinese banks are suggested strengthening staff’s business training, improving
tellers’ business skills and changing their working content in harmony with the general trend of
channel transformation to enhance the competitiveness of human resources.

Topic 2: Reforms of interest rate benchmarks around the world, and experience and
implications for Chinese banks in response to the reforms

The defects in the design of LIBOR mechanism make it possible for man-made manipulation of
LIBOR. First, LIBOR is the annualized, average interest rate for borrowing unsecured funds from
other banks. It reflects the willingness of interbank market players to borrow from one another.
Since it does not need any actual operation of banks, it is unnecessary to make an offer on the basis
of actual transactions. Second, contributing banks are small in number. If they swindle together for
the same purpose, the movement of LIBOR will be manipulated easily. Third, contributing banks
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are direct stakeholders. In particular, some of them have big holdings of interest rate derivatives
based on LIBOR. To maximize their interests, the contributing banks are motivated to manipulate
LIBOR.

Since 2007, regulatory authorities have noticed that LIBOR behaved out of line with other market
rates. Some bank traders conspired to affect the trend of LIBOR in order to guide market rates to
develop for the benefit of their own trading and thus improve their performance. During the
financial crisis, some large commercial banks lowered the rates they submitted for calculating
LIBOR to send a wrong message that liquidity was loose to the market, thereby lying on their
liquidity position. In 2012, regulators found from investigations that some contributing banks had
manipulated the offered rates for LIBOR, and thus punished illegal financial institutions for many
times. After the scandal, LIBOR’s creditability in the market was damaged hugely. To restore the
market’s confidence in LIBOR, the Financial Conduct Authority (FCA) set a stricter management
standard for LIBOR quotation banks.

After the LIBOR rigging case, the FSB has made two recommendations: first, strengthening
existing IBORs (namely LIBOR, EURIBOR and TIBOR) and other potential reference rates based
on unsecured bank funding costs by underpinning them to the greatest extent possible with
transactions data; and second, developing alternative, nearly risk-free reference rates. In 2014, the
FCA permitted the Intercontinental Exchange Benchmark Administration Limited to take over the
administration of the LIBOR from the British Banker’s Association (BBA), changing it to the ICE
LIBOR. The ICE launched sweeping reforms of LIBOR with respect to the types of quoting rates
and methods of submissions etc. to shun wrong and manipulated quotations. After the financial
crisis broke out in 2008, commercial banks progressively resorted to the repo market and the bond
market for massive financing rather than the interbank market like before. The LIBOR-referenced
unsecured transactions among banks continued to decline. Hence, LIBOR could not reflect the true
financing costs of banks and became less valid in the market. In July 2017, the FCA announced to
stop compulsorily requiring quoting banks to quote LIBOR from 2021. Considering that LIBOR is
defective and it is likely to be phased out, the US, the euro area, the UK, Japan and some other
coutries are actively devising new nearly risk-free interest rates in lieu of LIBOR. The reform plans
are mostly about creating interest rates on the basis of true transactions and taking them as the
risk-free rates to reduce the likelihood of being manipulated.

The Alternative Reference Rates Committee (ARRC) was convened by the Federal Reserve Board
in 2014 to help ensure a successful transition from USD LIBOR to an alternative. In August 2017,
ARRC selected the Secured Overnight Financing Rate (SOFR) to replace LIBOR as the
benchmark. SOFR is a broad measure of the cost of borrowing cash overnight collateralized by
Treasury securities. It is based on a large number of real transactions and is highly transparent. So
far, future and swap products linked with SOFR have been launched, making it very possible for
SOFR to replace USD LIBOR. The euro area is now using an unsecured overnight interest rate –
ESTER as its short-term risk-free rate. However, since the volume of transactions involved is small,
the reform is progressing slowly. The Bank of England takes the Sterling Overnight Index Average
(SONIA), the effective overnight interest rate paid by banks for unsecured transactions in the
British sterling market, as the risk-free rate. Because it is a weighted average of the data on
transactions happening overnight in GBP, it can reflect the market transactions in a genuine manner,
and features a very small likelihood of being manipulated. In Japan, the Study Group on Risk-Free
Reference Rates considered the uncollateralized overnight call rate (so called Tokyo Overnight
Average Rate, TONAR) as the primary candidate for the JPY risk-free rate in December 2016. It is
published by the Bank of Japan directly (Table 2).
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Table 2: Substitutes of Benchmark Rates of Major Countries/Regions

Source: BOC Research Institute

There are different logics behind commercial banks’ setting of interest rates under the policy
rate systems of major economies.

In the US, the loan pricing refers to LIBOR and LPR primarily. In 1993, the Fed turned the
monetary policy intermediate target into the federal funds target rate, a rate periodically adjusted
by the Federal Reserve Open Market Operations Committee (FOMC). The federal funds target rate
trend influences the money market interest rate, which in turn brings the influence to the bond
market and the credit market. US interest rate pricing is mainly divided into two categories:
LIBOR and LPR (loan prime rate). In 1994, in order to address the problems that the quotes for
LPR were time-lagging and the federal funds target rate spanned over a long period of time, the
Fed and the commercial banks agreed to set the LPR quote interval to: LPR = federal funds target
rate +300 BPs, while LPR was pegged to the federal funds target rate and was adjusted directly
with the changes in the federal funds rate. At present, US SME loans, especially loans in small
amount, are priced with reference to LPR, and consumer loans are mainly based on LPR. In recent
years, about 15% of the US industrial and commercial loans have referred to LPR for pricing.
Among other interest rate benchmarks, certificate of deposit rate, LIBOR and effective federal
funds interest rate are important ones. In particular, large companies being market-oriented, tend to
finance in short-term. They are very sensitive to interest rates, and tend to refer to more
market-oriented rates. More than 90% of US syndicated loans are priced at LIBOR, and nearly
40% of commercial loans and commercial mortgage loans refer to LIBOR. The US is currently
actively promoting the SOFR reform, and it is expected that SOFR will gradually become an
important reference for the pricing of commercial banks’ asset business.

In the euro area, the loan pricing takes both policy rates and market rates as reference. Since
the ECB was founded in 1998, economies like Germany and France have been subject directly to
the monetary policies of ECB. The ECB has put in place an interest rate corridor (IRC) framework,
whereby the central bank takes the overnight interbank rate as the target of operations and sets the
deposit facility rate and the marginal lending rate to be the floor and ceiling of policy rate. The
core content of the ECB’s monetary policy framework includes the minimum deposit reserve
system, benchmark interest rates and open market operations, and the central bank adopts a variety

Country/region LIBOR
substitute Main description Administrator

US SOFR Overnight repo rate collateralized by
US Treasury securities

Alternative Reference
Rates Committee

Euro area ESTER Unsecured overnight interest rate EU and ECB, etc.

UK SONIA
Weighted average of all unsecured
transactions happening overnight in
GBP

Bank of England

Japan TONAR
Based on the data about actual
transactions in the short-term treasury
market

Study Group on
Risk-Free Reference
Rates
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of measures to regulate and control the operation of market rates. After the outbreak of financial
crisis, the ECB has successively incepted such policy instruments as long-term refinancing
operations (LTROs) and targeted longer-term refinancing operations (TLTROs), while commercial
banks have begun to set loan rates with additional reference to policy rates, the Euro Interbank
Offered Rate (EURIBOR) and the like.

In Japan, the loan pricing refers to LPRs mainly. In 1997, Japan set the target of monetary
policy operations at the overnight interbank rate, and controlled the amount of reserve deposits via
open market operations to regulate market rates. In the country, the loan pricing refers to LPRs
mainly while LPR changes with the market rate. The LPR system of Japan is comprised of
long-term LPRs and short-term ones, with the latter referencing to banks’ financing costs as well as
the changes in CD rates and interbank rates, and the former coming into existence after adding
certain percentage points onto term premium on the basis of short-term LPRs. For instance, the rate
of loans with a term of less than three years is adding 0.2 percentage point onto the short-term LPR,
and that of loans with a term of three to six years is putting 0.4 percentage point onto the
short-term LPR. Such interest rate regime has realized the transmissions among market rates,
medium-term rates and long-term rates. After the financial market stepped onto a fast track, lots of
large Japanese companies shifted their attention from LPRs to market rates. But LPRs still play an
important role in SME loans, personal housing loans and consumer loans.

In the UK, the loan pricing is tied to key rates. Before 1970, the interest rate agreement among
commercial banks in the country stipulated that deposit and loan interest rates and interbank rates
were tied to the rediscount rates and fluctuated around the rediscount rates. In 1971, the UK
announced to abandon the interest rate agreement, allowing commercial banks to set their own
deposit and loan interest rates. In 1981, the Bank of England cancelled the minimum lending rates,
allowing commercial banks to set the rates. Since then, the UK has begun to reform the monetary
policy framework and gradually established an interest rate corridor model with loan facility and
deposit facility rates as the ceiling and floor rates. The loan pricing of commercial banks is
generally tied to key market rates, such as LIBOR, and then takes risk premium into account.

China’s central bank has built a policy rate system consisting of reverse repo rate as the short-term
rate and MLF rate as the medium-term rate. In August 2019, the central bank launched the LPR
mechanism reform by adding certain percentage points onto the MLF rate to generate LPR. With
reference to the international experience and in combination with the current situation of China’s
banking industry, the reform may have the following implications on Chinese commercial banks:

First, commercial banks should establish a market-oriented pricing model. China’s LPR
reform is benchmarked to MLF. Adding percentage points onto MLF is a better way to facilitate
the effective transmission of short-term rates to long-term ones, a move drawing on the experience
of LTRO and TLTRO at the ECB. Financial market reforms will go on in the future. Money
market, bond market and credit market will be gradually connected, different financing models will
take up a more balanced proportion, interbank financing will occupy a larger part in bank liabilities,
the policy rate system will gradually focus on short-term rates, and interest rate benchmarks will
possibly be replaced by market rates at the same time. While promoting the use of LPR,
commercial banks should also further streamline the internal rate transmission mechanism, strive
an overall balance between cost and income, and progressively establish a more market-oriented
pricing model.

Second, commercial banks should accelerate business transformation and adapt themselves
faster to the market competition. After the change of the loan pricing mechanism, banks which
rely heavily on interest margin will be affected firstly, so they must align themselves with the trend
by taking the following actions: gradually shifting to channels, brands, scenarios, systems and
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customer experiences instead of relying on interest margin income to diversify the sources of
customers acquired, increasing core liabilities which are insensitive to prices, and stabilizing the
liability costs; gradually pushing forward the transformation of asset business, accelerating the
shift towards light assets and scaling up investment banking, pension finance and bond investment,
etc.; raising the responsiveness to market changes and shortening the reaction chains. The
unification of interest rates is just one step towards interest rate liberalization, and it is a reform on
the supply side. As such reforms can influence banks’ treasury management, financial markets,
financial management and several other departments, it is necessary to step up inter-departmental
coordination in business and reduce the coordination costs. Relevant departments should respond
quickly to reforms in related sectors by making anticipations, systematically study how to take
responses and solutions, and be well prepared.

Third, commercial banks should further refine the FTP mechanism and make more proper
assessment at the primary level. Commercial banks should strengthen the function of FTP in
interest rate transmission, make FTP-making more reasonable, and assign tasks accurately to
primary-level units. At the same time, promoting the integration of FTP curves for market business
and non-market business to increase the linkage between market business and the deposits and
loans business. The treasury management departments of head offices should be able to pool
transferred funds uniformly, allocate resources more reasonably and gradually manage interest rate
risks as per a unified standard. On this basis, the whole bank’s liability costs should be calculated
accurately to lay a foundation for the pricing of asset business. Primary-level assessment, task
allocations and fee expenditures should be more reasonable. Efforts should be made to smoothen
the transmission chain of internal business for more proper loan rate setting.

Fourth, commercial banks should continuously enhance risk pricing capability and set a
reasonable risk premium. Many banks remain largely reliant on the benchmark interest rate, and
cannot adapt themselves to a market-oriented interest rate environment. On the basis of setting or
improving FTP, commercial banks should gradually search for a more reasonable pricing method
on the basis of their own business conditions, improve the interest rate risk management capability,
floating rate setting capability, basis risk management capability and benchmark rate contract
re-pricing capability, and put in place a set of pricing methods that can suit to the changes in the
market environment, reflect own risk appetites and balance cost and return comprehensively. In the
meanwhile, LPR quotation banks should spur the building of a market-oriented pricing system as
early as possible, and reasonably determine the risk premiums on the basis of accurately estimating
the liability costs, so as to provide a sound benchmark for the market.

Fifth, commercial banks should utilize a variety of instruments to reduce risks and control
interest rate exposures. Commercial banks should increase the usage of interest rate swaps,
interest rate forwards and derivatives, continuously gather the experience to management interest
rate risks and hedge against interest rate risks. They should put asset-backed securities and other
instruments into wider applications, stimulate the vitality of stock assets and manage liquidity risks
well. As enhanced sensitivity to interest rates will possibly expose commercial banks to greater
interest rate risks, they should reasonably manage and control the scales of interest rate sensitive
assets and interest rate sensitive liabilities to prevent excessively big risk exposures.
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