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Abstract

Finance is the core of modern economy, and interest rate is the core of
finance. Well ~ known British economist, John Maynard Keynes once said:
“ Any separate factor in economy has relation with interest rate. ” As the price of
capital, interest rate plays an extremely important role, for most economic
activities are subject to currency prices which make interest rate one of the most
important variables in market economy. Research into interest rate management
of Western commercial banks can be traced back to the 1970s. Before that time,
the market interest rates moved relatively stably, therefore, commercial banks’
operation in the main focused in credit risk and liquidity risk while their
activities in interest rate management and research were not very often. Sinee
then, under the influence of financial inhibition theory and the impact of
financial deepening, a wave of interest rate marketability reform has set off in
the whole world which accompanied with the frequent fluctuations of market
interest rates. Commercial banks faced tremendous challenge in interest rate
pricing because of a sharp increase of interest rate risk which made a large
number of financial instifutions suffer great loss and go bankruptcy because of
interest rate volatility.

Since the mid — 1970s, some developing couniries in Latin America and
Asia have started to lift interest rates contrel and implement the interest rate
marketability reform. In the 20th Century, other developed countries like the
United States, Japan were also invelved in this wave. Other countries’ activities
of interest rate marketability reform have provided us with some useful

experience and lessons to learn: we must choose a scientific path implementing
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China’ s interest rate marketability reform; the introduction of a number of new
financial products free of interest rate control is an important strategy to interest
rate marketability reform; a well - established financial markets is foundation of
interest rate marketability reform with a stable macroeconomic environment as its
prerequisite and adequate supervision as its important guarantee to proceed
smoothly.

The Party and the government attached great importance to China’ s interest
rate marketability reform. Recalling China’ s interest rate marketability reform
process since 1996, the People’ s Bank of China ( PBC) has cumulatively
liberalized, merged and cancelled 119 kinds of RMB and foreign currency
interest rates with only 29 kinds of RMB and foreign currency interest rates still
under the control of PBC . However, the interest rate marketability is a double
~ edged sword with both its positive incentives and serious challenges to
commercial banks’ operation and management. Interest rate marketability has
bestowed commercial banks pricing autonomy which is conducive to commercial
banks to implement a differentiated customer service, and to promote the
commercial banks to adjust and optimize their asset structure. Interest rate
marketability is also beneficial to commercial banks to compete justly, open and
fairly and encourage commercial banks to carry out product innovation, the
development of intermediary business, and increase the means of commercial
banks to take the initiative to match assets and liabilities. Inevitably, interest
rate marketability will threaten commercial banks’ traditional profit models and
cut down their profit margins. With the fluctuations of market interest rates,
commercial banks will take a sudden - increased interest rate risk; meanwhile,
the potential credit risk is also gradually increasing.

Since the 1980s, with the speeding up of interest rate marketability process
in the worldwide, the level of interest rates has fluctuated fiercely. In order to
avoid the impact of interesi rate volatility to banks’ net interest income and net
capital and make better use of bank’ s rights of autonomous pricing in deposit
and loan interest rates, Western commercial banks began to use the method of
internal funds transfer pricing. Internal funds transfer pricing has become an

important tool to commercial banks’ asset — liability management and the core of
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interest rate pricing. After nearly twenty years’ development, commercial banks
have in sequence adopted the average cost method, the marginal cost method,
the yield curve of internal funds and other methods to determine bank’ s internal
funds rate, among which the method of yield curve is used most by Western
banks in recent years. The method of internal funds yield curve refers to a way
determining internal funds rate in accordance with the bank’ s yield curve of
internal funds and the characteristics of cash flow of different products. The key
technologies of the method is making the bank’s internal capital yield curve and
group the bank’s assets and liability operations in accordance with the cash flow
characteristics of different products. At present, China’s commercial banks run
their internal funds by marginal method while the existing method of Western
commercial banks to manage their funds transfer system is to transfer the funds
of each transaction in full. Because of the huge difference of business
environment between China’ s commercial banks to manage their RMB and
foreign currency funds, funds of commercial banks can be divided into three
categories, separately we adopt different modes to develop their internal funds
transfer pricing system: for the foreign currency funds, we use the mode of
duration matching; for RMB products of financial transactions, we use the mode
of period matching; for RMB deposit and loan business, we use a multi — pool
mode.

With the internal funds transfer prices, we have the foundation for
commercial banks’ deposit and loan rates pricing which is the core content of
interest rate marketability reform. As far as the deposit interest rate, Western
banks adjust the pricing of deposit interest rates in terms of their own business
and the customer’ s credit rating with flexibility. This book has drawn on a
combination of Western banks pricing model, combined with China’ s existing
conditions, in view of the operational point, to design a deposit pricing mode
after we have fully implemented interest rate marketability - that is, the
customer relationship pricing mode. Customer relationship pricing mode starts
from the core of marketing, countermarches to the cost of interest of bank
deposits from the overall proceeds customer get from the bank accounts, other

costs the account management to be paid in addition to the cost of bank
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deposits, and the bank’ s target profit the account is expected to bring, to
determine the customer’s deposit rates.

As far as interest rates pricing of loans is concerned, Western commercial
banks mainly use two modern methods of loan pricing, which are the application
of option pricing theory and capital asset pricing model ( CAPM) in loan
pricing.

A lot of commercial bank products and investment projects have
characteristics of options. Among these products, some can be traded as
independent option products in financial markets which are therefore called
financial options. Another type of these products is embedded in products or
borrowing treaties that cannot be traded independently, but reflects the flexibility
of commercial bank’s management. This type is real options which we can use
’;- to carry out the pricing of interest rate risk of loans. Credit option is a type of
-real option in order to avoid credit risks from borrowers. It is not an

independently — traded product, but contained in commercial banks’ borrowing
treaties. In Western commercial banks’ management, commercial banks can
sell the requirement rights of loan expected cash flow to a third party such as
institutional investors by way of selling loan. Meanwhile, as a means of credit
enhancement, a commercial bank sell the credit option against the credit rating
of the borrower’s at a certain price to the institutional investors which contains
the provisiéns stating the measures and responsibilities to be taken by both
parties when the borrowers’ default happens or the loan value changes. In this
way, commercial banks can cash their medium and long — term loans, improving
the liquidity of commercial bank assets, optimizing the term structure,
decentralizing the risks to two (inclusive) or more investors. This method is
similar to insurance. Credit option is designed for the borrower’ s default risk,
whose key point lies in estimating the probability of the borrower’ s default and
determines the amount of compensation based on the loss of assets value. We
use this method to price the credit risk of commercial bank’ s loan.

Another important method of loan pricing is the use of capital asset pricing
model. The risks facing commercial banks are not only single risk generated by

individual enterprises, but risks generated by overall management of assets and
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liabilities. Individual risk can be determined through the pricing of enterprise
assessment while for risks caused by the changes in the market; commercial
banks can only resolve them through the use of certain means to achieve optimal
risk portfolio earnings. Portfolio theory has been developed by Markowitz
(1952), Sharp (1964 ) and Lintner (1965) and other economists such like
Plye (1971), Art and Jaffee (1974) applied the assets portfolio theory to
commercial banks and reached a new model This idea mainly views all
commercial bank ’ s assets and liabilities as a particular portfolio, which put
commercial banks as a larger portfolio composed of these securities. In this
analysis, the only feature commercial bank’ s liabilities have is its similarity to
the oversold position in commercial bank’ s assets portfolio.

In this book, we proceed to research into the credit risk pricing approach
using real options for commercial bank’ s loans, capital asset pricing model
( CAPM) in the use of company’ s loan pricing, modern methods of loan pricing
in the company’ s floating rate loan pricing, as well as the use of modern
methods of loan pricing in the personal loans pricing. We argue that commercial
banks should give priority to establishing the scientific measurement formula of
loan pricing in accordance with its own characteristics, combined with the
advanced experience of foreign methods. As a uniform standard of the whole
system, when doing the specific loan business, client manager should first
calculate the bank’ s pricing to corporate loan with this formula, and then adjust
accordingly to make the appropriate financial services program. In accordance .
with the above — mentioned analysis to the loan pricing problems, we suggest
China’ s commercial banks set up a scientific measurement formula of loan
pricing based on the loan costs, risks compensation, and customer relationship
value. Simultaneously, we should strengthen the constraint force of the loan
pricing to commercial bank’ s loans to achieve commercial bank’ s liquidity,
safety and profitability. Therefore, a reasonable formula for the measurement of
loan pricing is as follows:

Loan Price = Loan Benchmark Yield + Risk Premium of Loan Term +
Loan Risk Premium + Non - client Factor B + Customer Relationship

Value Premium



