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Chinese banks: Quo vadis? 
 
Where is the Chinese banking sector coming from? 
 
China’s banking system was deemed monolithic until the early 80s when the government started opening up the 
banking system and allowed four state-owned banks

1
 to take deposits and conduct banking business. As the 

economy skyrocketed in the past few decades, China’s financial system has thrived. However, the key role that 
banks played to combat the impact of the global financial crisis on China resulted in a massive credit boom that 
has weighed on the quality of bank assets. Official bad loans have reached 1.27 trillion yuan at the end of 2015 - 
the highest since the global financial crisis - on the back of an economic slowdown and a ballooning corporate 
debt.  
 
One can argue that the banking sector is becoming the Achilles' heel of the Chinese economy once again, as 
happened in the past. This is particularly true for Chinese state owned banks as competition with other banks and 
non-bank financial institutions increases. In fact, Chart 1 shows that the assets managed by large commercial 
banks

2
 have been dropping over years from nearly 60% of total assets in system in 2003 to about 40% in 2014, 

while the share of policy banks
3
 remains flat at roughly 10%.  

 
 
Where is bank credit heading? 
 
Notwithstanding the slowdown of the Chinese economy, bank credit has continued to expand quite rapidly. This 
includes both official bank credit but also the shadow banking. Only in the first three months of 2016, new RMB 
bank credit rose a significant 29% to RMB 4670 billion compared with the same period in 2015. When adding 
corporate bond issuance and shadow banking, credit expansion in the economy totaled RMB 6540 billion in Q1, a 
41% increase from the same period in 2015 (Chart 2). Such growth is clearly much higher than nominal GDP 
growth, which remained below 6% in 2015. In particular, net issuance of corporate bonds skyrocketed (up 225% 
from 2015) but its size is still limited compared to bank financing. This signals a very high demand for credit in the 
whole financial system of China and, unavoidably, also additional leveraging. The figures show that the bulk of the 
borrowing is by Chinese corporate sectors. 

                                                      
1
 Include Industrial & Commercial Bank of China (ICBC), China Construction Bank (CCB), Bank of China (BOC) and Agricultural Bank of China (ABC) 

2
 Also known as the big 5 banks which include four banks mentioned in 1 and also Bank of Communication 

3
 Policy banks include the Export-Import Bank of China, China Agricultural Development Bank and China Development Bank 
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Looser monetary policy is of course helping towards such rapid credit growth. Beyond the 50 bps cut in the 
required reserve ratio (RRR) effective from March 1st, 2016, open market operations have been used massively 
to inject as much as 1 trillion RMB in Q1 and push banks to lend. While effective in terms of credit growth, the 
ultimate destination of the credit binge seems much harder to control. In fact, monetary policy itself does not have 
the tools to direct the lending into the productive sectors and avoid overcapacity to continue to build. This 
ultimately has a bearing on the quality of banks’ balance sheets as the repayment capacity in these sectors is 
limited.  
 
How much are Chinese banks being hurt by the slowdown? 
 
The extensive credit expansion in first three months, especially from the banking sector, has several implications. 
First, it masks the growth of the non-performing loan ratio as the denominator has experienced such a big 
increase (Chart 3,4). Second, such surge in credit granted must have had a surge in demand as well. Whether 
that new demand reflects an improvement in the economy or simply more financing needs is the key question. If it 
is the latter then it reflects an increasing demand for new funds to repay outstanding loans. 
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Having said that, China had a bad-loan coverage ratio of 150%, which is considered high for international 
standards. However, there is rumor that this will be lowered to 120%. In any event, credit risk is rapidly rising in 
China as the economy slows down and financial conditions are loose enough for corporates to continue to 
leverage. The question, thus, is how weak are Chinese banks in the current circumstances.  
 
The five major commercial banks in the Mainland have been the major contributors of non-performing loan (NPL), 
not only because these banks have a large loan base but also a higher NPL ratio of 1.68% than industry average 
(Table 1). Looking only at NPL does not give us the full picture because it is well known that Mainland banks tend 
to write off loans turning bad in advance. Taking a glimpse of the net advance written-off shows that the situation 
in major banks may be more severe than NPL figures suggest as the amount written off nearly doubled that of the 
industry average. 
 
Table 1. NPL of banks in China 

  
NPL ratio (%) NPL (RMB bn) 

Net advance written-off 
(RMB bn)* 

5 largest commercial banks average 1.68 149.1 38.3 

Industry average in China 1.44 62.1 20.0 

* Data from latest disclosure      
 
Having that said, the big 5 Mainland banks still have an average tier-1 capital ratio of 12.3% (versus 10.4% of the 
industry average in China, Table 2), suggesting they have room to take on more write-offs. Stronger tier-one 
capital ratios of China’s 5 largest commercial banks also offer space to shoulder the new game of debt-to-equity 
swap to save overcapacity companies. Nevertheless such debt-to-equity swaps will not help solve the 
overcapacity problems unless these banks, by becoming major shareholders, force the restructuring of these 
companies. This looks really far off what a bank is supposed to do. In any event, what is clear is that the 
profitability of Mainland banks is really at risk, let alone their relatively good solvency ratios. Some banks’ ROA 
were still marginally above 1% in 2015 but it cannot but go south in 2016.  
 
On solvency, under the backdrop of higher NPL, coupled with more frequent write-offs and debt-to-equity 
activities, Chinese banks will need to raise their tier-1 and tier-2 capital to fulfil the existing Basel requirements. 
On top of this, the recently approved additional capital requirement, namely total loss-absorbing capital (TLAC), 
will require big Chinese banks

 
to raise an extra RMB3,900 trillion (US$600 billion) by 2025.  

 
Table 2. Other financial indicators of Chinese banks 

  

Loan size 
(RMB tr) 

Loan-to-deposit 
loan (%) 

NIM 
(%) 

ROA 
 (%) 

Tier 1 capital 
ratio(%) 

Average of 5 largest commercial banks 8.8 74.6 2.85 1.14 12.3 

Industry average 4.0 73.0 3.51 1.06 10.4 
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While the outlook for the big five is gloomy, that of smaller Chinese banks is actually worse as they cannot count 
on the state supporting their recapitalization while their portfolios in terms of exposure to Chinese corporates (in 
particular excess capacity ones) is not necessarily better.  

 
The more important factor to assess future profitability of Mainland banks would be the net interest margin (NIM). 
The reality is that NIM has already dropped quite aggressively in the last few years. It was only 2.54% at the end 
of 2015 from 2.70 in 2014. However, as the central bank tries to help banks through lower funding costs via open 
market operations, the NIM in 2016 may actually not be as thin as expected.  
 
Beyond bank the credit quality from bank loans and profitability from NIM, Chinese banks could also be hurt by 
defaults on wealth management products (WMPs) given the banks’ relation with the shadow banking (through 
referral commissions among others).  
 
In addition to these risks, the internationalization of Chinese largest banks, is being complicated lately as their 
lending activities with Mainland companies through their subsidiaries (especially in Hong Kong)  are being 
reduced as corporates reduce their offshore exposure.  

 
New threats to Chinese banks: New players 

 
Mainland banks have put their business focus on corporates for many years. Until 2014, lending to households 
was virtually limited to mortgages. The space to lend to SMEs was also limited as large corporates had enough 
appetite to drive a very rapid loan growth anyway. Meanwhile, part of the households’ and SME’s needs have 
been filled by fintech companies. Leveraging on their big data capabilities, as well as loose regulation, they are 
providing flexible personal finance products to the younger generation in the Mainland. Still, fintech is still only a 
complement to banking services but the competition for banks is clearly increasing. In response, some 
commercial banks have developed their own fintech subsidiaries. The most renowned representative is Ping An’s 
P2P lender Lu.com (previously known as Lufax) which recently raised US$1.2 billion by selling about 5 percent of 
stake, making it one of the world’s most valuable financial technology startups. This is certainly a big threat for 
Chinese banks as they might not be able to enjoy their bit of the New China, i.e., Chinese household increasingly 
leveraged consumption boom. 

  
All in all, it seems clear that the Chinese banking sector, which has become massive – even for China’s 
huge economic size – will have to navigate difficult waters in the next few years. The key risk is coming 
from corporate borrowing, which will not only continue to push down profitability but will also force 
Chinese banks to seek additional capital, over and above those stemming from global regulatory 
pressure, namely TLAC.  Another key challenge for future profitability stems from the continuous 
reduction in the net interest margin due to financial liberalization and heightened competition. As Chinese 
banks’ linkages with the rest of the world have grown enormously in the last few years, it seems clear 
that the health of the Chinese banking sector will remain a topic of global relevance for years to come. 
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Disclaimer 
 
The information contained in this publication and any attachment thereto is exclusively intended for a client base consisting of professionals and qualified investors. This 
document and any attachment thereto are strictly confidential and cannot be divulgated to a third party without the prior written consent of Natixis. If you are not the intended 
recipient of this document and/or the attachments, please delete them and immediately notify the sender. Distribution, possession or delivery of this document in, to or from 
certain jurisdictions may be restricted or prohibited by law. Recipients of this document are required to inform themselves of and comply with all such restrictions or 
prohibitions. Neither Natixis, nor any of its affiliates, directors, employees, agents or advisers or any other person accepts any liability to any person in relation to the 
distribution, possession or delivery of this document in, to or from any jurisdiction. 
 
This document has been developed by our economists. It does not constitute a financial analysis and has not been developed in accordance with legal 
requirements designed to promote the independence of investment research. Accordingly, there are no prohibitions on dealing ahead of its dissemination. 

 
This document and all attachments are communicated to each recipient for information purposes only and do not constitute a personalized investment recommendation. They 
are intended for general distribution and the products or services described herein do not take into account any specific investment objective, financial situation or particular 
need of any recipient. This document and any attachment thereto shall not be construed as an offer nor a solicitation for any purchase, sale or subscription. Under no 
circumstances should this document be considered as an official confirmation of a transaction to any person or entity and no undertaking is given that the transaction will be 
entered into under the terms and conditions set out herein or under any other terms and conditions. This document and any attachment thereto are based on public information 
and shall not be used nor considered as an undertaking from Natixis. All undertakings require the formal approval of Natixis according to its prevailing internal procedures. 
 
Natixis has neither verified nor carried out independent analysis of the information contained in this document. Accordingly, no representation, warranty or undertaking, either 
express or implied, is made to the recipients of this document as to or in relation to the relevance, accuracy or completeness of this document or as to the reasonableness of 
any assumption contained in this document. Information does not take into account specific tax rules or accounting methods applicable to counterparties, clients or potential 
clients of Natixis. Therefore, Natixis shall not be liable for differences, if any, between its own valuations and those valuations provided by third parties; as such differences may 
arise as a result of the application and implementation of alternative accounting methods, tax rules or valuation models. The statements, assumptions and opinions contained 
in this document may be changed or may be withdrawn by Natixis at any time without notice. 
 
Prices and margins are indicative only and are subject to change at any time without notice depending on, inter alia, market conditions. Past performances and simulations of 
past performances are not a reliable indicator and therefore do not anticipate any future results. The information contained in this document may include results of analyses 
from a quantitative model, which represent potential future events that may or may not be realised, and is not a complete analysis of every material fact representing any 
product. Information may be changed or may be withdrawn by Natixis at any time without notice. More generally, no responsibility is accepted by Natixis, nor any of its holding 
companies, subsidiaries, associated undertakings or controlling persons, nor any of their respective directors, officers, partners, employees, agents, representatives or advisers 
as to or in relation to the characteristics of this information. The statements, assumptions and forecasts contained in this document reflect the judgment of its author(s), unless 
otherwise specified, and do not reflect the judgment of any other person or of Natixis. 
 
The information contained in this document should not be assumed to have been updated at any time subsequent to the date shown on the first page of this document and the 
delivery of this document does not constitute a representation by any person that such information will be updated at any time after the date of this document.  
 
Natixis shall not be liable for any financial loss or any decision taken on the basis of the information disclosed in this presentation and Natixis does not provide any advice, 
including in case of investment services. In any event, you should request for any internal and/or external advice that you consider necessary or desirable to obtain, including 
from any financial, legal, tax or accounting adviser, or any other specialist, in order to verify in particular that the transaction described in this document complies with your 
objectives and constraints and to obtain an independent valuation of the transaction, its risk factors and rewards. 
 
Natixis is supervised by the European Central bank (ECB). 
Natixis is authorized in France by the Autorité de Contrôle Prudentiel et de Régulation (ACPR) as a Bank -Investment Services Provider and subject to its supervision.  
Natixis is regulated by the Autorité des Marchés Financiers in respect of its investment services activities. 
Natixis is authorized by the ACPR in France and regulated by the Financial Conduct Authority (FCA) and the Prudential Regulation Authority in the United Kingdom. Details on 
the extent of regulation by the FCA and the Prudential Regulation Authority are available from Natixis’ branch in London upon request. 
In Germany, NATIXIS is authorized by the ACPR as a bank – investment services provider and is subject to its supervision. NATIXIS Zweigniederlassung Deutschland is 
subject to a limited form of regulation by the Bundesanstalt für Finanzdienstleistungsaufsicht (BaFin) with regards to the conduct of its business in Germany under the right of 
establishment there. The transfer / distribution of this document in Germany is performed by / under the responsibility of NATIXIS Zweigniederlassung Deutschland. 
Natixis is authorized by the ACPR and regulated by Bank of Spain and the CNMV (Comisión Nacional del Mercado de Valores) for the conduct of its business under the right 
of establishment in Spain.  
Natixis is authorized by the ACPR and regulated by Bank of Italy and the CONSOB (Commissione Nazionale per le Società e la Borsa) for the conduct of its business under 

the right of establishment in Italy. 
Natixis is authorized by the ACPR and regulated by the Dubai Financial Services Authority (DFSA) for the conduct of its business in and from the Dubai International Financial 
Centre (DIFC). The document is being made available to the recipient with the understanding that it meets the DFSA definition of a Professional Client; the recipient is 
otherwise required to inform Natixis if this is not the case and return the document. The recipient also acknowledges and understands that neither the document nor its 
contents have been approved, licensed by or registered with any regulatory body or governmental agency in the GCC or Lebanon. 
All of the views expressed in this report accurately reflect the author’s personal views regarding any and all of the subject securities or issuers. No part of author compensation 
was, is or will be, directly or indirectly related to the specific recommendations or views expressed in this report.  
I(WE), AUTHOR(S), WHO WROTE THIS REPORT HEREBY CERTIFY THAT THE VIEWS EXPRESSED IN THIS REPORT ACCURATELY REFLECT OUR(MY) PERSONAL 
VIEWS ABOUT THE SUBJECT COMPANY OR COMPANIES AND ITS OR THEIR SECURITIES, AND THAT NO PART OF OUR COMPENSATION WAS, IS OR WILL BE, 
DIRECTLY OR INDIRECTLY, RELATED TO THE SPECIFIC RECOMMENDATIONS OR VIEWS EXPRESSED IN THIS REPORT. 
The personal views of authors may differ from one another. Natixis, its subsidiaries and affiliates may have issued or may issue reports that are inconsistent with, and/or reach 
different conclusions from, the information presented herein. 
Natixis, a foreign bank and broker-dealer, makes this report available solely for distribution in the United States to major U.S. institutional investors as defined in Rule 15a-6 
under the U.S. securities Exchange Act of 1934. This document shall not be distributed to any other persons in the United States. All major U.S. institutional investors receiving 
this document shall not distribute the original nor a copy thereof to any other person in the United States. Natixis Securities Americas LLC, a U.S. registered broker-dealer and 
member of FINRA, is a subsidiary of Natixis. Natixis Securities Americas LLC did not participate in the preparation of this report and as such assumes no responsibility for its 
content. This report has been prepared and reviewed by authors employed by Natixis, who are not associated persons of Natixis Securities Americas LLC and are not 
registered or qualified as research analysts with FINRA, and are not subject to the rules of the FINRA. In order to receive any additional information about or to effect a 
transaction in any security or financial instrument mentioned herein, please contact your usual registered representative at Natixis Securities Americas LLC, by email or by mail 
at 1251 Avenue of the Americas, New York, NY 10020.  
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