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Abstract: The main goal of interest rate liberalization is to establish a mechanism
whereby deposit and loan interest rates in financial institutions are determined by
market supply and demand, to regulate and guide market interest rates through the
use of monetary policies, and to make the market play a leading role in allocating
financial resources. At present China is accelerating the process of interest rate
liberalization, which will be discussed in this paper.

|I. The Interest Rate Liberalization Process in China

Before interest rates were adjusted twice in 2012, liberalization of deposit and loan
rates in China has been mainly concerned with the following three issues.

The first issue is RMB loans. After the outbreak of the financial crisis in 1997, when
there was little difference among loan interest rates, small and medium-sized
enterprises were not competitive with large enterprises, and they found it more
difficult to obtain loans. In order to support small enterprises in obtaining loans, the
upper limit for the lending rate for small enterprises was increased to 20% on October
31, 1998, while the upper limit for large and medium-sized enterprises remained at
10%. In 1999, the upper limit for loans to small and medium-sized enterprises from
financial institutions and commercial banks at the county level and lower was
increased to 30%. In 2003, the loan interest rate cap for rural credit cooperatives was
increased to two times the benchmark interest rate. In January 2004, the loan interest
rate cap for urban credit cooperatives and commercial banks was increased to 1.7
times the benchmark interest rate and the loan interest rate floating cap did not change
for different types of enterprises. In October 2004, the lending interest rate cap was
limited to 2.3 times the benchmark interest rate for urban and rural credit cooperatives
and the cap limit for other financial institutions was removed; thus the limit for the
RMB lending interest rate cap was eliminated and the limit for the rate floor was
regulated. In addition, the lowest interest rate for housing mortgage loans was
decreased in 2006 and again in 2008, mainly to promote housing consumption, to help
resist the recent economic crisis, and to further promote the liberalization of retail
banking loans.

The second issue is RMB deposits. The reform process for deposit interest rate
liberalization, which is far slower than for loans, was initially attempted in the inter-
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agency wholesale market. In October 1999, the deposit interest rates for large scale
savings from insurance companies were determined by negotiation with commercial
banks; from 2002 to 2003, the scope of the negotiated deposit interest rate gradually
expanded, and in October 2004, cap limit management was introduced. Since then,
the policy of restricting the cap limit while allowing the lower limit to float downward
has been maintained for the deposit interest rate.

The third issue is foreign currency deposits and loans. As the domestic proportion of
foreign currency deposits and loans is not high and the market is becoming more
mature, interest rate liberalization is progressing rapidly. In 2000, the domestic
interest rates for foreign currency loans and the interest rates for large scale foreign
currency deposits over $3 million U.S. were completely liberalized; in July 2003, the
number of regulated foreign currencies with regulated small scale deposit interest
rates decreased to four from the original seven; in November 2003, the lower limit for
interest rates for small scale foreign currency deposits was liberalized; in November
2004, interest rate regulations for small scale foreign currency term deposits of one-
year and over were fully removed.

I1. The Current Situation in Interest Rate Liberalization

First, interest rate adjustment policies announced in 2012 by the central bank on June
7 and July 6, readjusted deposit and loan interest rates as well as their floating range,
which set a significant milestone in the process of interest rate liberalization. The
current lower range for the one-year lending interest rate and the upper range for
deposit interest rates from financial institutions was increased to 0.7 times and 1.1
times the benchmark interest rate respectively. After two adjustments, the
liberalization of deposit interest rates has made great progress. Breaking the deposit
rate cap means that this reform has entered a unique period; furthermore, the lending
interest rate for financial institutions, except urban and rural credit cooperatives, has
had the upper limit removed and they have the right to independently set the interest
rate up to 30% below the benchmark rate. In practice, the interest rate is determined
by negotiation between banks and customers according to financial cost, risk status,
and profit targets, which basically reflects a situation of supply and demand in the
capital market.

Second, with the establishment of a national unified inter-bank lending market in
1996, China’s interest rate liberalization process has lasted for more than 10 years.
The interest rate liberalization of the bond market, monetary market, and the foreign
currency deposit and loan market has basically been completed, and the next step is to
promote the process for RMB deposits and loans. At present, commercial banks have
greater pricing power over RMB interest rates: the upper limit for loan interest rates
and the lower limit for deposit interest rates have been opened, active management of
the floating range has been adopted, and the floating range has been further increased.

Therefore, as stated, interest rate liberalization in China has already entered a unique
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period, and the next steps should be gradually promoted.

I11. Impacts of Interest Rate Liberalization

First, there are still many barriers against interest rate liberalization. Overall, the
reforms can not and should not progress too fast because of motivation, institutional
constraints, and associated risks. Moreover, interest rate liberalization, according to
the reform procedure, cannot proceed alone as it is closely related to administrative
systems. In particular, before carrying out substantial reforms of the deposit interest
rate, many basic systems, including the deposit insurance system, need to be improved.
Obijectively speaking, China is not equipped for the prompt implementation of interest
rate liberalization considering the banking structure, bond market structure, and the
monetary policy model.

In addition, the lack of financial innovation restricts the process of deposit interest
rate liberalization. When new financial products are created to replace the existing
deposits and loans, the double controls of the market and management will transition
to the single control of the market. For example, the main tools for deposit interest
rate liberalization in the United States include large scale negotiable certificates of
deposit (CDs), negotiable order of withdrawal accounts (NOW accounts), Super
NOW accounts, money market deposit accounts, etc.

Second, the commercial banks will be impacted most by interest rate liberalization. If
deposit and loan interest rates are entirely open, commercial banks must compete for
limited resources, especially deposit resources, thus price competition is inevitable.
From foreign experience it can be seen that the deposit interest rate is certain to rise in
the initial stage, which means that the spreads between deposits and loans will
decrease sharply for commercial banks. The profit model for the commercial banks
shows that the assets and liabilities structure is relatively uniform, and interest is still
the main income source. Therefore, a sharp decrease in interest income is likely to
negatively impact profits which may affect the development of the banking industry.

IV. Direction for Interest Rate Liberalization

Implementing interest rate liberalization is not only a general trend in global financial
development but also a goal of financial reform in China.

Mismanagement of interest rate regulations is only exposed gradually in the current
domestic and international economic and financial environment, an issue which has
become a driving force for accelerating the liberalization process. Strict and long-term
interest rate regulation has made commercial banks develop a profit model which
relies primarily on growth and spreads; domestic credit sources are in short supply
while private credit is in greater demand during this period of economic austerity.
Interest rate liberalization is also required for the internationalization of the RMB and
for accelerating capital account liberalization.
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Conditions are adequate for accelerating the interest rate liberalization process in
China. In recent years, the emergence of various financial and trust products indicates
that there is a demand for price adjustments; the increased size of the capital market
and the gradual improvements in the bond market indicate that the field of financial
assets, where prices are determined by the market, is expanding; financial institutions
have established a market-oriented pricing structure, the market-oriented deposit and
loan pricing procedures are continuously being improved in the banking industry, and
the micro-foundation is becoming firm; the interest rate regulation system of the
central bank is progressing and its ability to guide interest rates by using monetary
policies is increasing.

Therefore, interest rate liberalization is not only required for developing the financial
market in China, but it is also an inevitable choice for financial institutions and
regulatory authorities confronted by interest rate regulation mismanagement. ﬁ
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