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Does Loan and Deposit Market Competition Affect the Banks’ Risk-taking Differently?
Based on China’s Interest Rate Liberalization

JIANG Shu-xia, LIU Zhong-lu
(School of Economics, Xiamen University, Xiamen, Fujian, 361005, China)

Abstract ; Does loan and deposit market competition affect the banks’ risk-taking differently? This problem is
the focus of research and debate among scholars, policymakers and regulatory authorities, especially after the global
financial crisis in 2008. While there is no common knowledge about this issue for the difference between economic
system and regulatory practices.

Interest rate liberalization reform in China is a progressive process stepping from loan interest rate to deposit in-
terest rate. The People’s Bank of China will no longer set interest rates on deposits floating ceiling for the commercial
banks and rural cooperative financial institutions , which marks China’s interest rate liberalization has basically com-
pleted. Owing to the characteristics of China’s interest rate liberalization stepping from loan interest rate to deposit
interest rate,loan and deposit market competition have different effects ( Boyd & De Nicolo’,2005) , thus it is nec-
essary to distinguish the difference between deposit and loan market competition. This paper separately build up Le-
rner index of deposit market and loan market,and find that interest rate liberalization leads to significant difference
of competition among both deposit and loan market. As the development of interest rate liberalization, the mean of
marginal costs of commercial banks’ loans increases year by year, of which the large-sized banks increase the
most. While the mean of marginal costs of commercial banks’ deposits comes on the opposite side, of which the
large-sized banks decrease the least. Besides, affected by both interest rate liberalization reform and financial crisis,
the power of loans market face with the fluctuant decrease,while it increases with fluctuation in deposits market, of
which large-sized and rural commercial banks both increase and decrease the most.

This paper further empirically test the different effect of competition of deposit and loan market on banks’ risk-
taking behavior based on unbalanced data of 76 commercial banks from 2002 to 2014. The results show that, firstly,
the fiercer the competition of either deposit or loan market,the higher risk-taking the commercial banks. This con-
clusion supports the viewpoint of “competition-fragility”. Also,the impact of loan market is greater than those of de-
posit market. Secondly,the power of loan market can decrease banks’ risk-taking, and its efficiency among large-
sized commercial banks,joint-stock commercial banks and urban commercial banks is higher than rural commercial
banks. The power of deposit market can efficiently limit the risk behavior of joint-stock commercial banks, while the
inhibiting effect is not obvious among rural commercial banks. Thirdly , when loan and deposit interest rates step into
liberalization stage ,the influence of loan market’ s competition on commercial banks’ risk-taking decreases. After the
start of both loan and deposit interest liberalization reform , it weakens the negative relationship between the power of
deposit market and commercial banks’ risk-taking.

According to the results, this paper puts forward three Suggestions. First of all, lower the cost of deposit and
loan market actively. Commercial banks can provide more personalized service to attract traditional deposit and at
the same time structure financial products to improve the appeal of financial products. Commercial Banks should ac-
tively participate in the Internet financial and make full use of the advantage of financial big data. Secondly, improve
market pricing power of the bank deposit and lending. For one thing, deepen the reform of the bank ownership, set
up the rules for bank entry and exit mechanism,and encourage private capital to enter banking system. For another,
the banks should form independent pricing interest rate model by using the experience of developed countries and
give branches right to pricing the interest rate. The last,regulators should strengthen the capital regulatory and espe-
cially build a countercyclical capital buffer mechanism,which the Basel I highlighted. This will reduce the pro-cy-
clical of commercial banks’ risk-taking.

Key Words:interest rate liberalization; loan and deposit market competition; banks’ risk-taking
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