Analysis of Linkages between Market Interest Rates
and Banks' Loan and Deposit Rates
― Focusing on suggestion for balanced development of
direct and indirect financing ―
Balanced development of direct and indirect financing is considered
necessary for the improvement of the entire finance industry and for
supporting economic growth effectively.

However, it is difficult to

calculate to what extent the balanced development of direct and indirect
financing is achieved. Total stock market capitalization or the ratio of the
scale bond market to M3 are used, but they are not considered very
effective

measures.

In

this

respect,

the

degree

of

balance

in

the

development of direct and indirect financing is assessed in this paper, by
means of the adoption of a new method of analyzing the linkages
between market rates and banks' loan and deposit rates, which are the
respective price variables of direct and indirect financing.
An analysis, using an error correction model, of the rate of adjustment
of banks' loan and deposit rates to a change in the market rate shows
that the linkages between the rates of Korea's direct and indirect finance
markets are far weaker than those of the member states of the euro area.
Taking the linkages between the market rate and the corporate loan rate
for instance, we find that Korea's speed of adjustment is much lower
than that of the euro member states while Korea's long-term spread
multiplier is similar to that of the euro member states, consequently
bringing the scale of Korea's overall adjustment down to less than half
the average of the euro zone. The tie between the market interest rate
and the household loan rate in the Korean market also remains at a level
half the average of the euro zone countries, and time deposit interest
rates are 25% percents than those of the euro area.
This implies when determining loan and deposit rates that Korean
banks do not reflect, changes in market rates as actively as banks of the
euro area do. It also suggests that corporate loan rates are less closely
connected to market rates than are deposit rates because competition
between direct financing and indirect financing is not particularly active
and also because banks are still in competition for market share. Large

banks, in particular, keep their corporate loan rates as low as possible
while adjusting deposit rates to keep them close to market rates. These
characteristics indicate that the degree to which the balanced development
of direct and indirect financing has taken place in Korea is lower than
that of the euro zone countries.
Meanwhile, distinctive characteristics of individual banks, such as
market power or credit risk, are assessed to have no significant influence
on the connection between market rates and corporate loan rates. This
seems to because irrespective of their individual characteristics including
asset scale none of the Korean banks respond sensitively to market rates.
As

for

household

loan

rates,

on

the

other

hand,

the

distinctive

characteristics of individual banks are seen to have worked to weaken,
rather than strengthen, the linkages between market rates and household
loan rates. More specifically, banks with greater market power and ample
liquidity and those with a more diverse business range or a higher
proportion of whose equity is held by foreigners show weaker linkages
between the rates.
Taken these points into consideration, various policy measures need to be
taken to promote the balanced development of direct and indirect
financing. Firstly, the firm commitment underwriting of corporate bonds
should

be

actively

promoted

based

on

the

strengthened

roles

of

institutions dealing with direct financing so as to increase their capacity
to produce and supply long-term financial assets including corporate
bonds. In addition, since collateralized corporate bank loans offer more
favorable interest rates than those payable on uncollateralized bonds
issued by small- and mid-sized firms, measures need to be taken to
enhance the credit of companies that face structural problems hindering
their issuance of corporate bonds.
In the case of household loans, though, given that the more market
dominance a particular bank acquires, weakens the linkages between
rates, efforts need to be made to reorganize the structure the banking
sector so as to create an environment for sound competition within it and
prevent a small number of banks from abusing their market share.

This

is extremely important since institutions responsible for direct financing may
find it difficult to ensure their viability and improve competitiveness if the
share of indirect financing remains overwhelmingly high and the struggle
for market share among large banks in the narrow domestic markets.

