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Abstract: At the executive meeting of the State Council on June 6, Commercial 
Bank’s Capital Management Approach (Trial Implementation) was issued, and it is to 
be implemented next year. It can be concluded that a capital regulatory system is 
being established to meet new international regulatory standards in this new 
management approach, which better integrates the current banking developments in 
China and strives to reach the goal of serving the real economy while reflecting the 
localization and improvement of Basel III. This article will provide an analysis of its 
positive significance and upcoming challenges. 
Since the China Banking Regulatory Commission (CBRC) issued the Capital 
Adequacy Ratio Management Approach for Commercial Banks in February 2004, 
China has established a prudent capital regulatory system and ensured that it has the 
core capital regulations in place for judicious bank supervision. In recent years, while 
their assets have grown, the return on these assets for the domestic commercial banks 
has reached a “good” level as measured by international banking standards; the capital 
adequacy ratio has improved significantly, with all banks over 8% as set by the 
regulatory requirements; both the rate and the amount of non-performing loans have 
been reduced; some banks established a systematic internal rating system and a risk 
management process for the implementation of the New Basel Capital Accord (Basel 
II). In 2009, China was admitted as a full member of the Basel Banking Supervision 
Committee, and became the first nation worldwide to implement Basel III. The 
reduction in the non-performing loan rate for domestic banks is related to the rapid 
rise in total loans, a one-time divestiture of non-performing loans, and other policies, 
but it is also closely related to the continuous implementation of improved banking 
supervision rules. 

I. Basic Features of the New Capital Management Approach 

After being discussed and adopted by the State Council, the CBRC issued 
Commercial Bank’s Capital Management Approach (Trial Implementation) 
(hereinafter referred as the Approach) on June 8. The Approach, which will be 
implemented from January 1, 2013, is mainly concerned with the following.  

First, a unified regulatory system for the capital adequacy ratio is established. By 
referring to the provisions of Basel III, the Approach divides capital regulatory 
requirements into four levels. The first level refers to the minimum capital 
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requirements: the core level-I capital adequacy ratio, the level-I capital adequacy ratio, 
and the capital adequacy ratio, which should be 5%, 6%, and 8%, respectively. The 
second level is the reserve capital requirement and the counter-cyclical capital 
requirement, which should reach 2.5% and 0 to 2.5% respectively. The third level is 
an additional 1% capital requirement for systemically important banks. The fourth 
level is the second pillar capital requirement. After the Approach is implemented, the 
capital adequacy ratios for systemically important and non-systemically important 
banks will be required to be 11.5% and 10.5% respectively during normal periods of 
operation. The multi-level capital regulatory requirements not only reflect the new 
requirements for international standards, but are also basically consistent with the 
regulatory requirements of the existing capital adequacy ratios for commercial banks 
in China. 

Second, capital is clearly defined. In accordance with uniform international rules, 
the Approach clearly defines criteria for accepting various types of capital instruments 
and increases their capacity to absorb losses. 

Third, the scope of risk covered by capital is expanded. The scope of risk covered 
will include credit risk, market risk, and operational risk; capital regulatory rules 
regarding asset securitization, over-the-counter (OTC) derivatives, and other complex 
investment transactions are clearly defined guiding commercial banks to carefully 
carry out financial innovations. 

Fourth, scientific classification and differentiated regulations are stressed. The 
Approach divides commercial banks into four categories according to the level of the 
capital adequacy ratio. Those commercial banks meeting minimum capital 
requirements but failing to reach the capital requirements of other levels are 
subdivided, thus clarifying the corresponding regulatory measures for various types of 
banks and enhancing the effectiveness of capital constraints. At the same time, the risk 
weights of various types of assets are re-designed to be more prudent. Risk weights 
for small and micro enterprise loans and personal loans will be reduced, and 
commercial banks will be guided to expand the number of these loans, thus serving 
the real economy more effectively. Risk weights for public sector debt will be reduced 
and the risk weights for interbank financial claims by commercial banks will rise 
moderately. 

Fifth, a reasonable transition period will be allowed to reach the capital 
adequacy ratio standards. The Approach will be implemented on January 1, 2013; 
commercial banks should fully meet the regulatory requirements before the end of 
2018, and qualified banks are encouraged to meet these standards in advance. 
Meanwhile, the Approach has set annual standard objectives for the capital adequacy 
ratio during the transition period. 

Compared with the previous Draft for Comments, the new Approach made modest 
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adjustments in some areas. First of all, a longer transition period will be given to 
commercial banks, the implementation time has been postponed and the compliance 
deadlines were relaxed from 2013 - 2016 to 2016 - 2018. Second, the risk weighting 
coefficient has been fine-tuned; risk weights of businesses in the same trade, off-
balance sheet businesses, and some loan types (such as personal housing mortgage 
loans) are reduced to some extent. Third, the coefficient for calculating operational 
risk capital requirements is reduced. Fourth, the standards for secondary levels of 
capital have been relaxed; the excess loan loss reserve threshold level is reduced from 
150% to 100% of the loan provision coverage ratio.  

II. Main Highlights of the New Capital Management 
Approach 

First, it is integrated with the international regulatory principles. In the Approach, 
a capital regulatory system meeting new international regulatory standards is 
established. This is not only reflected in the fixed targets, such as the regulatory 
requirements of the capital adequacy ratio, but also in principles and regulatory 
orientation. In addition, the capacity to absorb losses by secondary bonds and other 
capital instruments is improved, and operational risk is included in the capital 
regulatory framework, further reflecting integration with the new international 
regulatory standards. Furthermore, by drawing on international experience, the 
acceptability criteria have been clearly defined for all types of capital instruments, 
loss absorption capacities are improved, and a 10-year transition period is allowed for 
those unqualified capital instruments issued by banks. At the same time, the scope of 
risk which is covered is expanded. In addition to credit risk and market risk, 
operational risk is also included in the capital regulatory framework. Including the 
operational risk is not only consistent with international regulatory standards, but also 
very necessary. In recent years, banking related criminal cases have frequently 
occurred, so more emphasis must be given to operational risk. 

Second, capital regulatory rules on asset securitization, OTC derivatives, and 
other complex investment transactions are clarified, guiding domestic banks to 
prudently carry out financial innovations. Recently, the central bank and other 
ministries and commissions jointly issued Notice Regarding Related Issues of the 
Pilot Program for Further Expanding Credit Assets Securitization, which indicates 
that the second attempt at asset securitization reform has started as a follow-up to the 
pilot from early 2005. Asset securitization can activate stock credit assets for banks to 
effectively alleviate the pressure of capital constraints, improve the term structure of 
credit assets, and enhance capital liquidity. Therefore, under the present circumstances, 
various types of banks have a positive attitude towards this process. Moreover, China 
has accumulated a large amount of bank credit assets, but has not established a 
corresponding secondary market, leading to problems in that the efficiency and 
effectiveness of the credit asset market cannot be fully released. Therefore, 
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corresponding regulatory rules are clarified in the Approach, enabling asset 
securitization to get basic institutional support for its healthy development. 

Meanwhile, with the rapid economic and social development of China, it becomes 
more difficult for financial development and innovation to meet the needs of the real 
economic sector. In this regard, accelerating the innovative use of derivatives has 
become a core link in enhancing economic and financial viability. Regulatory rules 
related to OTC derivatives trading are clarified, indicating the intention of policy to 
encourage banks to participate in developing innovative derivative products in a more 
standardized way. It should be noted that while taking into account the current 
situation in China’s financial institution system, regardless of transactions on 
exchanges or OTC transactions, commercial banks will be the major institutions used 
to promote financial innovation over a long period of time. Faced with new trading 
rules, commercial banks should continue to strengthen their ability to develop new 
products, especially those that are derivative related. While stimulating commercial 
banks to be innovative in the use of OTC derivatives trading, attention must be given 
to the fact that the amount of trading on the main exchange market is far smaller than 
the number of OTC transactions in the current global derivatives market. At the initial 
stage of financial innovation, China needs to focus on improving basic derivatives 
trading on the main exchange market, which will also require the commercial banks to 
be more attentive to participating in derivatives trading on this exchange. 

III. Major Risks and Challenges of the New Capital 
Management Approach 

The main challenge for the Approach is to reduce the risk weights for public sector 
claims and loans to small and micro enterprises and individuals. It is believed that 
reducing the risk weight for personal loans can help to guide the banking industry to 
better serve the general public and to accelerate the development of consumer finance 
products and services. Among the elements which can stimulate China’s economic 
growth, such as investment, consumption, and exports, the future positive effect of 
investment and consumption will gradually be weakened; the large Chinese economy 
will eventually need to focus on domestic consumption. Therefore, the Approach 
actually benefits the banking industry by encouraging it to better serve China’s 
economic restructuring and sustained growth. 

However, it is worth considering that reducing the risk weights for loans in the public 
sectors and for small and micro businesses may help to solve some current economic 
difficulties for a short term, but it also may bring some other problems. For local 
governments that are facing the problem of readjusting local financing platforms in 
recent years, this means that a more relaxed environment will allow bank credit to be 
of greater support for local construction; but the government must question whether 
potential credit risks will appear in a new round of maintaining growth, as well as 
whether the momentum for local governments to promote bond marketization reform 
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will be weakened. Meanwhile, for the Ministry of Railways, the Ministry of 
Transportation, and other public sectors of the central government which will have 
more financing facilities, there should also be questions about the effect on market-
oriented reforms in these sectors, as well as on all the types of funds (including 
finance and credit) controlled by these public sectors; in other words, whether 
inefficiency and rent-seeking in the field of investment will continue to be 
strengthened. 

Even if the major banks declare their support for the development of small and micro 
enterprises, in actual operation, loans for these businesses are usually of high 
frequency and small size. Therefore, management costs for the lending bank will be 
greatly increased, so the bank will tend to support projects for large and medium-sized 
enterprises. Relying on large and medium-sized commercial banks to support small 
and micro enterprises is not only inconsistent with the business principle of the banks, 
but it is also not consistent with international practices. Small financial institutions, 
capital markets with low entry thresholds, and supportive fiscal policies would be 
better choices for solving the financing difficulties of small businesses. Therefore, in 
the Approach, reducing the risk weight for small and micro enterprise loans cannot 
fundamentally solve the problem, but may stimulate potential risks for large and 
medium-sized banks, and this needs to be carefully considered. 
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