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Abstract

   With the development of the epidemic situation and the change of the economic situation in China, small and medium-sized banks are facing a series of pressures. Some banks are caught in the dilemma of declining profits and rising non-performing ratio. Under this background, the operation methods and marketing strategies of  banks must be adjusted. This paper analyzes the challenges that small and medium-sized banks face in normal operation and development under the current economic environment, and puts forward suggestions for the future development direction and strategies of small and medium-sized banks in combination with the current economic environment, the new development strategy of the Chinese government's double cycle, and the important development opportunities contained in the development of the digital economy.
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Introduction

In China, small and medium-sized banks can make the local economy develop actively. They also provide large amounts of financial support for small and medium-sized enterprises, playing an important role in promoting economic growth.
Since the outbreak of the COVID-19, China's real economy has been greatly impacted, and enterprise operations have been in difficulty. Small and medium-sized banks are facing the pressure of deteriorating asset quality and declining operating income. The risk events of small local banks and the recent housing loan supply interruption events in many parts of the country have sounded the alarm bell for the corporate governance and risk prevention and control of small and medium-sized banks. Facing the complex economic situation and severe operating pressure, Such banks have to plan to change their operational strategies to enhance their core competitiveness. The new development strategy of small-scale banks should closely focus on the important national development strategy. Because China is a highly centralized country, government regulation often has a great influence on the national finance. At present, the Chinese government has the intention to develop inclusive finance, consumer finance and green finance. Small and medium-sized banks can follow up appropriately.Banks should also adhere to the local market, develop a differentiated market model, attach great importance to corporate governance and risk prevention and control, promote digital transformation as soon as possible, improve the application level of financial technology, and promote the innovation of financial products. Under extremely difficult circumstances, we have blazed a path of development for ourselves.

Difficulties 

Under the dual pressure of the COVID-19 and the slow economic development, almost all enterprises are in poor operating conditions, which directly affects the repayment of loans and makes the non-performing loan rate of banks rise. The contraction of residents' demand will affect the development of retail business, and the narrowing of net interest margin will lead to a decline in the profits of banks. In addition, small and medium-sized banks also face great challenges in corporate governance and digital transformation.

First, under the impact of the epidemic, the overall demand for loans declined and the net interest margin narrowed. In the past two years, the production and operation of enterprises and the life of residents have been greatly negatively affected. The latest data from the People's Bank of China shows that the overall demand index for loans in the second quarter of 2022 has declined significantly. This is mainly due to two factors: the enterprise is facing great difficulties in operation due to the influence of blocked supply chain and shrinking market demand. In the absence of significant improvement in the market situation, the reduction of the enterprise's willingness to invest leads to the reduction of loan demand; On the other hand, the decline in residents' income has led to a reduction in their consumption demand, thus reducing the demand for loans. These two factors together led to a decline in the overall demand for loans, which had a negative impact on the turnover of small and medium-sized banks. China's real estate foam is slowly releasing, and the loan interest rate is constantly decreasing with the change of the market, making the net interest margin of banks continue to narrow, bringing challenges to the profitability of banks.

Secondly, small and medium-sized banks are facing the risk of rising non-performing loans, and there is greater pressure on capital replenishment. Since the second quarter of 2022, China has strengthened epidemic prevention and control measures. The downward pressure on the economy has increased. Some Chinese enterprises have encountered serious difficulties in production and operation. Most of these enterprises have loans, and some of them simply cannot repay the interest on time. The risk index of non-performing loans of small local banks is rising. In order to support enterprises to resume normal operation, China has introduced a series of support policies, including financial policies such as deferred loan repayment of principal and interest, which has eased the pressure on short-term liquidity of enterprises to a certain extent. However, because the improvement of the enterprise's operating conditions requires the joint action of various factors, if the enterprise fails to reverse the adverse operating conditions in time, it may not be able to repay the loan on time, and the bank will eventually suffer losses. In the context of loose policies, the expansion of credit supply and the accumulation of non-performing loans will have an impact on the capital adequacy ratio of banks. According to the data of the People's Bank of China, the capital adequacy ratio of urban commercial banks and rural commercial banks declined in the first quarter of 2022. Core capital is the key to the safety of banking operations, and also the basis for the business expansion of small and medium-sized banks. At present, banks are generally facing the pressure of capital replenishment. Under the impact of the economic downturn and the narrowing of the net interest margin, the retained earnings of small and medium-sized banks are not enough to effectively supplement capital, and because most of such kind of  banks are unlisted banks, they simply cannot obtain financing channels from the stock market.

Third, the management mechanism of such banks is not perfect, leading to some banks unable to cash deposits. In May 2022, a vicious event occurred in many rural banks in Henan Province where deposits could not be withdrawn, involving an amount of up to 40 billion yuan, which indicates that there are serious systemic problems in the corporate governance of small and medium-sized banks. The imperfect management system of such banks is mainly reflected in the confusion of shareholders' equity management. Although the decisive factor of bank operation is money, large shareholders with large amounts of funds cannot override the risk management of banks. However, the reality is that small and medium-sized banks are indirectly completely controlled by large shareholders, who often carry out illegal related transactions to obtain illegal benefits. The decision-making mechanism of banks is not standardized enough, and they will not implement and abide by the rules of procedure and management composed of the general meeting of shareholders, the board of directors, the board of supervisors and senior management. Even if these organizations exist in the company, they will not play a practical role in making decisions on major issues. There is a lack of basic checks and balances between powers. Relevant rules and regulations only stay on paper and are not implemented in the actual business process. In terms of risk management system, small and medium-sized banks also have no perfect anti risk mechanism. Risk management is supposed to be the top priority of the operation and development of all the banks, while some small local banks focus on business expansion and scale, lack of anti risk awareness, making risk management the weakest link in business, which has buried hidden dangers for the occurrence of risk events.
 The frequent occurrence of risk events will, to a large extent, affect the public's confidence and trust in small and medium-sized banks, and thus adversely affect their future business development.

Fourth, the application of advanced technology in small and medium-sized banks is low, and there is a lack of professionals. Perhaps Small-scale banks around the world will face the same situation, that is, capital pressure and talent competition. Due to the large gap between the bank and large commercial banks in terms of capital strength, profitability and human resources, the bank faces greater difficulties in upgrading various types of hardware and software. On the one hand, due to their capital strength, small and medium-sized banks have limited funds to invest in China's already popular digital upgrading, so their foundation in hardware facilities and software development and operation is relatively weak; On the other hand, small and medium-sized banks lack professional talents, internal driving force in the specific operation process and systematic strategic planning.
 At present, China's digital transformation is not only the application of advanced financial technology, but also the innovation of management system and operation mode. Limited funds and lack of professionals will greatly affect the progress and effect of banks' digital transformation.

Porter's Five Forces Analysis 

3.1Competitors in the same industry

From the perspective of the industry, the competitors of small and medium-sized banks are mainly existing commercial banks, joint-stock banks and urban commercial banks. According to the data released by the Chinese government, large state-owned commercial banks have large business volume and obvious advantages in banking business, so they have strong control over the market, which reduces the intensity of competition. However, when China entered the low growth stage of transformation, the profit growth rate of the banking industry declined significantly, and large banks could not maintain their profit growth rate at all. In addition, the interest rate is no longer subject to any institution and will change with the change of the market. Many banks do not adapt to this change, nor can they compete with large banks, and will eventually be eliminated by the market.
 
The proportion of deposits of large commercial banks in all deposits of banking financial institutions continued to decline. However, large banks still have significant advantages. Because these banks have a state-owned enterprise background and a better reputation, with the introduction of the deposit insurance system, customers holding insurance limits or above will no longer choose small-scale banks, but prefer large commercial banks with stable operations. Small depositors under the insurance limit may choose small and medium-sized banks because of the higher interest rate of local small banks. With the rapid development of the financial industry, the deposit market will not be as concentrated as before. However, under the fierce competition among banks, large commercial banks with good advantages will gradually gain more market shares, and small-scale banks will face the pressure of deposit growth.

According to official estimates, with the development and reform of China's economic form, the growth trend of deposit business, loan business, foreign exchange business and cross-border RMB business will continue. Small scale banks have their own flexibility, and the possibility of vicious competition between banks is very low.
 From the perspective of product transfer costs and differences, customers generally do not easily change the handling bank to handle foreign exchange business, because the new account opening and change of remittance routes will bring inconvenience or even impact to customers. The competition of various businesses among banks is more inclined to the competition of product differentiation. For example, some banks have higher deposit interest rates, some banks have advantages in trade financing, or some banks attract customers through credit support. These differentiated means of competition are indirect competition, thus partially easing the intensity of direct competition.

3.2Threat of alternatives

   From the perspective of alternatives, the main alternatives of bank deposit and loan services are underground banks, funds, P2P and third-party payment software. These institutions can provide customers with loans and various payment services. Fund holders can choose the fund suitable for them according to their risk preference. However, these channels have limitations. First of all, the underground bank is illegal. The law enforcement department will strictly enforce the law to stop and ban it. The customer's capital security cannot be guaranteed, so it is not a substitute for banking business to some extent; Secondly, the payment function of third-party payment companies has also been standardized and strengthened by relevant departments in recent years. The existence of third-party payment software has preempted some businesses of banks, such as online and offline payment businesses. We can pay with mobile phones instead of cards. In addition, the third-party payment software transfer and other service fees are also lower than the bank, compressing the bank's profits in this regard. However, standardized third-party payment companies also need bank account carriers to carry their business, which is a demand rather than an exclusion for banks to open foreign exchange business. Therefore, from the perspective of substitutes, the business of small and medium-sized banks still has its own existence value and development space.

3.3Bargaining Power of suppliers

For business entities, deposit taking is the most important link in the business process, as well as the most important expenditure of the bank's operating costs. In the period of economic downturn, banks also tend to expand deposit taking. The deposit interest rate is constantly declining under the control of the state, and the interbank lending rate is also declining. However, small and medium-sized banks all understand that the deposit business is the core business product of banking business, because money is the basis for credit and business continuity. Investors pay more attention to the liquidity of funds, because when funds maintain the highest value of liquidity and flexibility, suppliers can convert them into any product with higher income. For everyone with surplus funds, due to the lack of investment knowledge and financial energy, as well as the need for related asset allocation, many people have to put some funds into safe assets.The most appropriate one is the bank. Unfortunately, many fund suppliers are more willing to use China's four major banks because they have a higher safety factor.
  

According to the characteristics of the funds provided by the supplier, we can find that the currency provided by the supplier is very important for the bank, but the supplier has certain expectations for the bank. Therefore, we choose a simple direction to analyze the supplier's bargaining power from the deposit business. First of all, although the suppliers are relatively dispersed, they always have a stable market position, especially those who hold large amounts of funds. However, the demand for asset allocation makes them have a certain amount of capital flowing into the bank in the form of deposits. In China, banks still use the deposit loan gap as the main profit method. At present, some banks are striving for profits in business handling. However, no matter how the financial market structure changes, whether in deposit taking or intermediary business, the market position of banks is quite high. The bargaining power of suppliers is not large.

As long as there is no shelf life or CNY, banks will always have higher bargaining power, because suppliers cannot establish their own banks to deposit, and banks do not need to deposit their own funds and pay their own interest. The cost of capital held by banks is the lowest. Therefore, the supplier's bargaining power is weak, which is also in line with practical experience. As a general depositor, there is no way to negotiate interest rates with banks, only the right to choose to accept or not. Of course, the negotiated deposits of some large enterprises and monetary funds may enjoy the negotiated interest rate, but their funds still account for a very low proportion in front of banks, and there is no higher bargaining power.
3.4The bargaining power of consumers

The customers of banks generally refer to the lenders, that is, the fund demanders. They are mainly enterprises, and also have retail loan businesses such as personal mortgage, personal consumption loans, and the use of credit cards. From the perspective of borrowers, large enterprises have stronger bargaining power than small-scale enterprises, and are welcomed by banking practitioners. However, small-scale enterprises are not popular with banks, and banks often bully customers. In any case, due to their strong size and strength, the bargaining power of large banks is far higher than that of small banks. From the perspective of supply and demand, many enterprises and individuals need loans, and the demand is far greater than the supply. However, since the COVID-19 incident, China's economy has been in a downturn, with fewer and fewer enterprises and individuals lending money. The bargaining power of banks to buyers is decreasing. Seen from the trend, the loan interest rate of banks is also gradually decreasing. Although it can effectively reduce the risk of bad debts, it makes the competition between banks more intense, which is conducive to improving the bargaining power of lenders. On the other hand, the rise of Internet finance enables buyers to obtain loans at extremely low or even zero cost. Even insurance companies are providing capital services, which also gives lenders more choices, and their bargaining power is gradually improving.

Therefore, on the whole, as the buyers of banking products are scattered, they cannot organize to form a team to purchase banking products, and the purchasing power cannot be concentrated and play a bargaining role. However, commercial banks need to comply with relevant regulations to grant loans. The product they provide is often a standardized product, which is set by the bank in advance. Consumers have no more choice, which determines that banks have greater bargaining power. Of course, with the marketization of interest rates, the rise of Internet finance and the development of other competitors, China's economy has changed from a high-speed growth model to a low-speed growth model, with fewer lenders, and their bargaining power will continue to improve.

3.5 Threats from potential entrants
The new entrants facing China's existing banks are mainly private banks, foreign banks and other financial enterprises, as well as trust companies, financial companies, financial asset management companies, auto finance companies and other non bank financial institutions. The banking industry cannot create value for the society like other enterprises, and this industry is a monopoly industry. If the social capital flows into the bank excessively, it will inevitably lead to the reduction of economic operation efficiency. The Chinese government's access policy to the banking industry is very strict. At the same time, the government has also implemented strict supervision on the banking industry. The characteristics of bank license application and banking operation have become a huge obstacle to entering this industry.
 Secondly, the banking industry is an industry that needs a lot of capital, and requires a high level of capital. Ordinary enterprises are almost unable to obtain such a huge amount of start-up funds. At present, the outlets of large commercial banks are almost all over every city, and new entrants do not have any advantages at all. However, with the development of Internet finance, more and more branch channels provide good access for late entrants.

With the development of China's economy and the provisions of WTO rules, China is gradually lowering the access standards for the banking industry, and allowing private banks and foreign banks to enter the Chinese market. As banks are monopolistic enterprises and the domestic population is huge, the banking industry still has a certain profit margin. In general, the banking industry has relatively large barriers to entry and relatively small threats from potential entrants. However, with the reform of China's financial market, the standards for entering the banking industry have been gradually relaxed, the opportunities for various types of capital to enter have increased, and the threat of potential entrants has increased.

SWOT analysis 
SWOT analysis is to list and compare the advantages and disadvantages of the bank's internal environment and the opportunities and challenges of the external environment. The reader can fully understand the basic current situation of the bank, and can make more in-depth analysis and evaluation.SWOT analysis provides a good analysis method and reference for the development strategy of the enterprise.

4.1Advantage

Small and medium-sized banks in China often know that their capital and management cannot compete with large banks, so they are more willing to serve customers in an all-round way and create their own business cards. When such banks continue to expand and strengthen their local brand effect and actively serve small and medium-sized enterprises, they often win good reputation and form a competitive advantage. Most large commercial banks are more strict in reviewing credit due to the insufficient risk control capacity of small, medium-sized and micro enterprises. However, small scale commercial banks often can't get orders from large enterprises. Even if small and medium-sized enterprises and individual credit apply for loans, they are willing to judge the development prospects and business capabilities of applicants through a more comprehensive review, so as to reach cooperation with applicants.

Small and medium-sized banks also have certain regional advantages. They can more quickly and effectively obtain the operating conditions and capital needs of small and medium-sized enterprises, greatly reduce the cost of credit audit and supervision, curb the non-performing loan rate, and often can safely recover loans.
 In the actual operation process, small scale banks are also more flexible. They are willing to provide customers with personalized services corresponding to their needs. As banks can quickly obtain customer information, they can effectively save time costs, reduce time costs before and after loans, and meet the rapid financing credit requirements of customers with excellent credit. Small scale banks have gained good reputation and increasing scale effect through long-term service for such enterprises, which have helped banks obtain broad customer channels.

4.2 Disadvantage

As mentioned above, the risk control system of small and medium-sized banks is too weak. In the new economic environment, the marketization of interest rates has brought great changes to the financial market, and the profit space of such banks has also been greatly improved. However, the liberalization of the limit on the rise of interest rates has increased the uncertainty of interest rate fluctuations. Compared with large commercial banks, small scale banks lack of business experience, and the accumulated capital reserves are not enough to deal with huge financial risks. At the same time, the marketization of interest rates directly leads to more intense competition in the banking industry. In many aspects of business, such banks cannot compete with large commercial banks at all. In the event of emergencies, the risk management of banks is not sufficient.
Some small and medium-sized banks are developing out of China. When they are in different places, their weak risk control ability is further weakened.

The main service content of small and medium-sized banks is the traditional credit business. There are not enough business varieties and the service scope is relatively small. This leads to the loss of a large number of potential customers. Under the new economic environment, the marketization of interest rates has brought profit space to the traditional credit business mainly operated by small scale banks, but also brought competitive pressure to large commercial banks. Homogeneous services and single products make small scale banks at a disadvantage, and their financial products lack competitiveness. At the same time, the business scope of small and medium-sized banks is more concentrated in the local area, and their business in different places is affected by product differentiation, so they do not have the strength to compete with large commercial banks.

Small and medium-sized banks also have the disadvantage of brain drain and talent shortage. This phenomenon directly leads to the lack of innovation ability of banks.
With the rapid development of China's economy, innovation drive has replaced the previous factor drive and investment drive in the new economic environment. When the bank uses the most advanced hardware equipment, but there is no corresponding talent to control it, it is a waste of funds. In addition to hardware equipment, the Bank also needs to innovate and improve its management system and control system, that is, update its software, which requires the participation and efforts of a large number of innovative talents. Product innovation, management upgrading, and improvement of market differentiation are the core growth drivers of banks in the future. Because they can directly bring higher survival efficiency, better business efficiency and lower social costs.

4.3 Development opportunities

As an important part of bank marketization, small and medium-sized banks play a very important role in the financial market. The Chinese government is aware of this. Local governments give strong support to such banks, and financial policies are gradually inclined like such banks. In terms of capital use, the government gives small and medium-sized banks more favorable prices. The Chinese government has put forward a series of supporting policies for the development of such banks.

Secondly, with the realization of interest rate marketization, banks generally face the market form of narrowing interest margin, which will help small and medium-sized banks compete more fairly with large commercial banks, and promote small and medium-sized banks to establish a more perfect corporate governance mechanism. Driven by the marketization of interest rates, the banking industry is becoming more competitive, and the interest income of small and medium-sized banks is declining, which will inevitably promote their business innovation. Take advantage of this opportunity to readjust their own income structure, transfer more development focus to intermediate business, and increase non interest income without occupying bank assets.

With the diversification of Internet and people's demand, there are many potential financial consumption demands in the market. Under the new economic environment, China's financial market has developed rapidly. With the continuous growth of residents' income, residents' personal financial concept has not only been popularized but also improved. People's financial needs are increasing. The consumption potential of the financial market has become huge because of this change in people's concept.
To the surprise of bank practitioners, the operating cost of personal finance business is low. In the case of good prospects for personal finance business, small and medium-sized banks often get more opportunities to develop their financial advantages. The financial consumer market has a large capacity, and China is expected to become the third largest consumer market in the world. If small and medium-sized banks can provide more personalized and professional services, they can meet a large number of demands in the financial consumer market and develop rapidly.

4.4 Challenge

At present, the development of China's economy is slowing down gradually. The development of small business scale enterprises is affected, and small scale banks with such enterprises as the main customers are bound to be affected. The non-performing loans of banks are increasing, and long-term high-risk loans directly affect the asset quality of small and medium-sized banks. However, due to the downward pressure of the economy, it is difficult for banks to maintain good profitability, and the difficulty in risk management and control has increased. As mentioned above, the weakest management link of such banks is the risk control system, which undoubtedly makes small and medium-sized bank practitioners worse off.

Many small and medium-sized banks are a single unit providing deposit and loan services. They do not provide any new banking services. They simply do not have such services as exchange, guarantee, third-party payment, foreign exchange trading and so on that customers frequently need. Therefore, under the impact of the rapid development of Internet finance, such banks suffered heavy losses. For example, in the past, enterprises or individuals preferred to go to banks for loans even if they needed 50000 yuan, but the emergence of Internet finance broke the interest chain of banks. Internet finance can provide faster financing speed and lower capital use cost. Many Internet financial platforms cooperate with large commercial banks. Thanks to the integration of diversified products and services, Internet finance has attracted more and more attention from many financial institutions. Therefore, Internet financial platforms have developed rapidly. The business of small scale banks is being seriously affected, and new threats and challenges have emerged. In other words, various factors are causing small and medium-sized banks to lose their advantages. On the one hand, the development direction of the financial industry is slowly approaching the aspect of Internet finance. Third party payments such as WeChat and Alipay are rising rapidly, and they use their own resources to seize the market. More customers prefer to use WeChat and Alipay because of their convenience. On the other hand, the traditional business model of banks was impacted by Internet finance, and the diversified needs of customers could not be met, resulting in the loss of a large number of customers.

Strategies for the Future Development
The ultimate task of banks is actually to serve customers. As small and medium-sized banks, they should have more sense of service than large banks. If small and medium-sized banks can provide personalized services for customers, refer to McKinsey's reference in The Care of One Hyperpersonalization of Customer Care. Personalization has become an integral part of excellent customer experience - not only in e-commerce channels, but in all customer interactions, including the interactions between banks and customers.
 In fact, it is easier for banks to achieve personalized care than other industries.

First of all, the most important work of small and medium-sized banks is risk control. Under the new economic environment, the uncertainty of interest rate education brought by the marketization. The commercial banks need to strengthen the active awareness of risk control management, and can no longer, as before, never consider asset risk and operational risk. It is not only necessary to strengthen the prediction, monitoring and evaluation of comprehensive risks, but also to have special risk response programs. This requires bank personnel to comprehensively collect market risk information, analyze potential threats to the bank, establish a sound risk control management plan, and pay close attention to the complex financial market changes in the economic environment. The establishment of all these management systems is based on the standardized operation of banks. Banks can no longer be controlled only by large shareholders. They should establish sound internal control as soon as possible, refine and standardize each step of business operation, and ensure the compliance operation of all banking businesses.
 I have to say that it is difficult to do this alone. However, at the time of survival, banks should also collect and analyze the risk strategies of large commercial banks, take excellent risk strategies for reference, and develop risk control and management measures in combination with their own and the new economic environment to deal with the complex and changing economic and financial markets.

Secondly, small and medium-sized banks can further exert their environmental advantages in a certain region, go deep into small and medium-sized enterprises, develop potential customers and expand their business channels. While serving these groups, enhance their own brand and reputation. Before large commercial banks are involved in the business of small, medium and micro enterprises, they should develop diversified services and products, seize potential customers, and strive to take priority in market share in a certain region.

Third, small and medium-sized banks should expand their talent pool. Under the new economic environment, the professional operation of banks needs a large number of professionals. Only the strength of talents can support the bank to advance faster and develop more healthily. In the future banking competition, the big service concept will dominate, and the requirements for banking talents will continue to increase. In addition to recruiting relevant professionals, a sound training system should be established. Effectively improve employees' functional literacy, work efficiency and comprehensive business ability. Let the career development of the company's employees be more systematic, and strive to create more compound talents.

   Fourth is the bank personalized service mentioned at the beginning. Small and medium-sized banks are flexible. They are not as high as large banks. They are easier to approach potential customers. In a small area, if small and medium-sized banks have sufficient service awareness, they can always know which enterprises need investment, which enterprises need financing, and which enterprises have spare money. In turn, it can provide all-round personalized services for different enterprises. In the part of personal services, small and medium-sized banks can make full use of modern digital technology, integrate customer group characteristics at any time, and provide multiple deposit services, financial services and personal loan services. As long as the service is in place, the customer will grow slowly. As long as the product has an absolute competitive advantage of differentiation, the bank will also grow slowly.
Conclusion

The overall downward trend of China's economy is serious, and the entire banking industry has ushered in a market environment of interest rate marketization and rapid development of innovative finance.In this context, this paper analyzes Porter's five strengths and economic environment of small scale banks, uses SWOT analysis methods to recognize the advantages, disadvantages, development opportunities and challenges of banks, and proposes the future development strategies.

Recommendation

   In a complex and volatile economic environment, the development of small and medium-sized banks needs to adapt to the complexity of the new economic environment, adjust their development strategies in time to cope with the competitive pressure of large commercial banks and various risks in the financial market. 
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