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Abstract 
Since the introduction of the new LPR mechanism, the country has gradually deregulated 
interest rates and increased interest rate marketization, which has changed the 
traditional money market interest rates. The purpose of this project is to analyze the 
intrinsic mechanism of LPR's influence on commercial banks' deposit interest rate 
pricing in the interest rate transmission mechanism, why LPR is applied to commercial 
banks' deposit pricing, and the benefits of LPR for a wide range of customers. Under the 
reform conditions of the existing national market interest rate, we will construct a model 
to analyze the impact of LPR on the deposit market interest rate, study and analyze the 
inner workings of LPR, and propose a better mechanism for the application of LPR to 
meet the requirements of high-quality development of the financial industry and protect 
the legitimate rights and interests of customers' deposits under the new situation. 
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1. Literature Review 

Currently, it has been found that LPR reform can regulate the upward pressure on deposit rates 
of small and medium-sized corporate banks by rationalizing the transmission mechanism of 
central bank interest rate policy on deposit rate pricing and by unblocking the transmission 
channel of market interest rates on deposit rate pricing (Zou, Q. and Chen, M. Y., 2021); 
liberalizing the deposit rate ceiling can significantly increase deposit rates and give commercial 
banks more competitive means, which is more conducive to The liberalization of the deposit 
interest rate ceiling can significantly increase the deposit interest rate and give commercial 
banks more competitive tools, which is more conducive to attracting deposits and increasing 
the supply of loanable funds, thus lowering the loan interest rate (Ji Yang, 2015); Xu Youchuan 
and Yang Jun (2014) found that after the marketization of deposit interest rates, state-owned 
banks and larger joint-stock banks still have greater interest rate management flexibility and 
room for upward fluctuation through a structured model framework; banks' credit contracts to 
enterprises focus on the financial situation of enterprises, and the financial risk of enterprises 
mainly originates from The risk premium of external financing cost of enterprises is an 
increasing function of leverage ratio (Wu Panwen et al., 2013). This shows that interest rate 
marketization makes interest rates more reflective of the balance of supply and demand of 
funds between enterprises and banks, non-performing loans are curbed, and the efficiency of 
funds allocation is improved. 

2. The Current Situation of Deposit Market Pricing 

Since the establishment of China Merchants Bank in 1987, small and medium-sized commercial 
banks have been emerging, and from July 2013, when the central bank opened up the control 
of loan interest rates for financial institutions, to October, when a centralized quotation and 
publication mechanism for LPR was developed, until October 2015, when the central bank 
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removed the restrictions on the floating of deposit rates for merchant banks and rural 
cooperative financial institutions, small and medium-sized commercial banks have become 
more and more autonomous in loan pricing. However, during the development process of 
interest rate marketization, some problems were still exposed, among which are the 
convergence of market positioning, the impact on the scale of capital from wholly state-owned 
commercial banks and foreign banks, the inability of the talent system to keep up with the times, 
and the customer orientation and desire for expansion bringing huge operational risks to small 
and medium-sized commercial banks. In order to stimulate the development of the real 
economy as much as possible, the central bank announced to the public in August 2019 that it 
would release the new LPR formation mechanism for the first time. 

2.1. Lack of Interest Rate Risk Management Capability 
Since the reform of the interest rate market of commercial banks, the frequency and magnitude 
of interest rate fluctuations have become more unpredictable, the term structure of interest 
rates and the factors affecting interest rates have become more complex, and the interest rate 
risks faced have increased compared with those in the past, and the difficulty of risk 
identification, measurement, supervision and prevention has continued to rise. Before the 
implementation of the new LPR, small and medium-sized commercial banks lacked the 
motivation of active management, and their asset and liability management focused on the 
management of safety and liquidity, but lacked effective supervision of interest rate risk, so it 
was difficult to form an effective interest rate risk management system, and small and medium-
sized commercial banks lacked the ability of interest rate risk management, which ultimately 
led to the interest rate risk management level of most small and medium-sized commercial 
banks being significantly lagging behind the pace of market reform. The hedging market is also 
not perfect and therefore cannot meet the needs of the interest rate market reform. 

2.2. The Increase in Interest Rates is Inversely Proportional to the Overall Size 
of Banks 

The interest rate increase of the six large state-owned commercial banks, namely ICBC, 
Construction Bank, Agricultural Bank, Bank of Communications, Bank of China and Post and 
Reserve Bank, is lower than that of the 11 joint-stock commercial banks, namely CITIC Bank, 
Industrial Bank, Minsheng Bank, Huaxia Bank, China Merchants Bank, Everbright Bank, Pudong 
Development Bank, Hengfeng Bank, Ping An Bank, Guangfa Bank and Zhejiang Commercial 
Bank. The interest rate increase of "medium-sized banks" is obviously lower than that of "small 
banks" represented by urban commercial banks and rural cooperative financial institutions. 
The interest rate increase of "medium-sized banks" is significantly lower than that of "small 
banks" represented by urban commercial banks and rural cooperative financial institutions. 

2.3. Different Types of Banks with Different Interest Rates for the Same 
Maturity 

For deposits of the same maturity, the rate of increase gradually increases according to the 
order of large state-owned commercial banks, joint-stock commercial banks, rural cooperative 
financial institutions and urban commercial banks. At the same time, there are large differences 
in deposit pricing among different types of banks. 

2.4. Different Banks Differ in the Degree of Differentiation of Interest Rate 
Increases for Deposits of Different Maturities 

State-owned large commercial banks and joint-stock commercial banks are able to implement 
different deposit escalation levels for different deposit terms, and the degree of differentiation 
in deposit pricing among different terms is greater. However, many urban commercial banks 
and most of the rural cooperative financial institutions implement a uniform rate of increase 
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for deposits of different maturities, and the degree of differentiation of deposit pricing is not 
great. 

3. Transmission Mechanism of LPR on Deposit Interest Rate Pricing 

3.1. Factors Influencing Deposit Pricing Interest Rates 
Drawing on existing research at home and abroad, the factors influencing deposit interest rate 
pricing are divided into three parts: bank characteristics and market environment, and 
macroeconomics. 
3.1.1. Factors of Bank Characteristics 
For the existing literature research found. Bank asset size, non-performing loan ratio, 
intermediate business income ratio, bank profitability, bank products and services, etc. all have 
an impact on banks' deposit pricing interest rates. 
Through the study of bank size and the analysis of 92 banks' deposit interest rate increases in 
China. We classify the 92 bank types into large state-owned commercial banks, joint-stock 
commercial banks, urban commercial banks, and rural cooperative financial institutions. We 
can find that bank asset size is negatively related to the overall increase of bank deposit interest 
rates. 
 

Table 1. 192 Banks' Deposit Rate Increases (Unit: %) 

Category Period 
Maximu
m float 

Minimu
m float 

Averag
e float 

Large 
state-

owned 
commerci
al banks 

Joint-
stock 

commerci
al banks 

City 
Commerci

al Bank 

Rural 
cooperativ
e financial 
institution

s 
Current  20 -14.29 1.41 -14.29 -11.69 4.64 4.58 

whole 
deposit 

and whole 
withdraw

al 

3 
Month

s 
50 20 33.5 22.73 27.36 41.44 34.09 

6 
Month

s 
50 19.23 33.27 19.49 26.78 41.41 34.17 

1year 50 16.67 35.05 17 28.79 41.3 36.69 
2years 50 7.14 27.54 7.14 16.49 37.9 29.44 
3years 50 0 23.94 0 7.77 33.42 27.24 
Overall upward fluctuation 8.68 15.92 33.34 27.7 

 
The increase in deposit rates of commercial banks is related to their business income, which 
can be divided into interest income and non-interest income. The main source of non-interest 
income is intermediate business income. If a bank's income structure has a large proportion of 
interest income, then the bank's demand for deposits is more elastic and deposits are the main 
source of bank income. Then in order to get more deposits, the bank will raise the rate of 
interest rate increase; on the contrary, if the proportion of intermediate business income is high, 
the bank's dependence on deposits will be lower, so in order to reduce the expenses brought 
by deposits, the bank will lower the rate of interest rate increase. Then, the share of 
intermediate business income is negatively related to the overall increase of bank interest rates. 
The degree of differentiation of bank products and services is closely related to customer 
loyalty. The differentiation of bank products and services includes not only the different deposit 
rates that banks can set according to different maturities and deposit amounts, but also the 
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precise brand positioning, quality services and personalized solutions. The greater the 
differentiation of bank products and services, the higher the customer loyalty. It is expected 
that as the differentiation of bank products and services increases and customer loyalty 
increases, the sensitivity of customers to deposit rates decreases and banks can obtain a stable 
source of deposits with lower deposit pricing. According to the study, it can be found that the 
differentiation of products and services will be greater for banks with larger market size and 
less for smaller banks. The degree of differentiation of bank products and services is negatively 
related to the overall increase in bank deposit rates. 
3.1.2. Market Environment Factors 
Market share and market concentration are selected as variable indicators to measure the 
market environment and then analyze their effects on bank deposit rates. 
State-owned large commercial banks and joint-stock commercial banks implement a uniform 
deposit listing rate nationwide, and changes in the market environment in one location do not 
affect their deposit rate listing. As a local bank, its deposit interest rate fluctuation rate is not 
only influenced by factors of the bank's own characteristics, but also by factors of the local 
market environment variables. Local banks' deposit rate fluctuations are related to their own 
market share in the regional scope, and the larger the market share they hold, the smaller their 
rate fluctuations are overall. Generally speaking, deposit market share represents a bank's 
position and strength in the local deposit market. The higher the bank's share in the deposit 
market, the more monopoly advantage the bank has in the region and the stronger pricing 
initiative it has, hence lower deposit rates. 
Market concentration refers to the proportion of total deposits in the local market accounted 
for by the top four banks in terms of market deposit share. For rural cooperative financial 
institutions, market concentration refers to the share of the top four banks' share of deposits in 
the county market. For urban commercial banks, market concentration is the proportion of the 
share of the top four banks in the province's market share of deposits. However, since many 
county state-owned large commercial banks and joint-stock commercial banks currently have 
a high market share of deposits in the local market, it may make it difficult for the market 
concentration indicator to truly reflect its impact on deposit pricing upside. 
3.1.3. Macroeconomic Factors 
The level of economic development (GDP), inflation rate (CPI) bank asset size are selected as 
the variable indicators to measure the market environment and then analyze their impact on 
bank deposit rates. 
There is a negative correlation between the level of economic development and deposit interest 
rate, i.e. the higher the level of economic development, the lower the deposit interest rate. 
The inflation rate is not the main reference factor for pricing bank deposit rates, and the most 
important reason for this result may be that inflation has been fully taken into account in the 
central bank's benchmark interest rate, for example, the central bank cut interest rates and 
rates five times in 2015, and the Chinese economy is still facing some downward pressure to 
lower the benchmark deposit and loan rates, while this move by the central bank is mainly 
based on the overall price changes to maintain an appropriate real interest rate level. 

3.2. Overview of LPR Policy 
Loan Prime Rate (LPR) is a loan interest rate mechanism adopted by financial institutions for 
customers with the highest quality rating, and it consists of a centralized quotation issuance 
mechanism and a customer-to-customer pricing mechanism. Other loan rates are confirmed by 
varying degrees of increase or decrease in the LPR based specifically on the credit level of the 
lender, while also taking into full consideration the impact of collateral, maturity and other 
factors. 
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The LPR centralized quotation and publication mechanism is based on the open market interest 
rate operation, specifically the average of quotations (excluding the highest and lowest 
quotations) calculated by the Domestic Inter bank Offered Rate Center, taking the nearest 
integer multiple of 0.05% to obtain the new benchmark for market-based lending rates. In the 
customer-to-customer pricing mechanism, all domestic banks use LPR pricing for their loan 
business. LPR approximates the loan risk-free rate, on which the customer's loan rate can be 
generated by adding points to the degree of risk. In floating rate loan agreements, the quoted 
rate is applied as the pricing benchmark. 

3.3. Analysis of the Transmission Mechanism from LPR to Commercial Banks' Deposit 
Rates 

3.3.1. Policy Interest Rate Channel 
Before the LPR reform, LPR was formed with reference to the benchmark interest rate, and it 
was difficult to have a substantial impact on deposit rates. after the LPR reform, LPR is based 
on the MLF operating rate and no longer fixes on the benchmark interest rate. Therefore, the 
transmission path of policy interest rate shifted from the previous "benchmark rate → 
lending/deposit rate" to the current "monetary policy rate → LPR → lending rate → deposit 
rate", which increased the channel for monetary policy rate to directly affect deposit and 
lending rates and opened up the transmission channel of policy interest rates such as MLF. MLF 
and other policy interest rate transmission channels. 
3.3.2. Market Interest Rate Channel 
After the LPR reform, the LPR is obtained by adding or subtracting points from the 18 quoted 
banks on the basis of MLF based on market factors such as each bank's own funding costs, 
market supply and demand, and risk premiums. Commercial banks tend to choose some 
important money market rates as deposit rate pricing references, such as LPR, Shibor, DR007, 
10-year treasury rate, etc. Market rates have become one of the important anchor indicators 
for commercial banks' deposit rate pricing. 

4. Suggestions Related to the Implementation of Deposit Pricing 

4.1. Sound Management System 
In the context of LPR implementation, commercial banks should not only strengthen asset and 
liability management, deal with interest rate risks, improve pricing mechanisms and pricing 
processes, but also prevent financial risks, develop proper financial management systems that 
meet actual needs, and establish rules and regulations that commercial banks need to follow in 
the process of pricing. In this regard, commercial banks can take three measures: first, each 
commercial bank should use certain expertise as its own pricing standard based on its own 
quotation and the average interest rate in the market, such as deposits; second, commercial 
banks should be prohibited from disrupting the market by setting some hidden rules in order 
to attract customers or maliciously compete with other banks. Thirdly, commercial banks 
should set their interest rates and other prices based on the LPR reform requirements and 
should not violate the specific requirements of LPR. 

4.2. Precise Market Positioning 
First, it can acquire, organize and analyze all kinds of information from the market through 
information technology in a timely manner, establish pricing strategies that can meet market 
demand, set up models that predict future market trends, strengthen the mastery and 
understanding of the overall level of socio-economic development and regional development, 
and enhance the ability to respond to market changes. Secondly, carry out customer price 
sensitivity analysis, design and develop personalized services that match customer needs and 
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capabilities in a timely manner, provide diversified and refined services to customers and 
customer groups, enhance the technical guarantee of differentiated pricing and accurate 
marketing, obtain more profit margins and promote long-term development. Finally, we must 
develop a complete pricing process, combining our own needs to form our own bank's 
independent pricing system as well as process. 

4.3. Accelerate the Top-level Design of Deposit Interest Rate Market 
With reference to the LPR formation mechanism, the base interest rate of deposit market 
quotation that adapts to the changes in the market is formed by fully considering the current 
economic development, the degree of abundant market capital and the growth rate of deposits 
and loans. In addition, enhance the pricing flexibility of the deposit interest rate cap for 
commercial banks and set different cap management methods for commercial banks of 
different sizes and types, so as to further enhance the marketization of deposit interest rate 
pricing for local small and medium-sized corporate banks and effectively play the role of the 
benchmark deposit interest rate. Continuously promote the construction of FTP system for 
local small and medium-sized corporate banks, timely adjust the FTP curve according to their 
own factors and external environmental factors, realize the organic linkage between LPR and 
FTP, and further smooth the transmission channels of policy interest rate and market interest 
rate to the pricing of deposit interest rate of local small and medium-sized corporate banks. 

4.4. Constructing a Complete System 
In view of the asymmetric impact of LPR reform on time deposit rates of different maturities, it 
is necessary to build a complete system of policy and market interest rates with a more 
complete maturity structure to further enhance the linkage between various interest rates and 
to further smooth the transmission channel of monetary policy interest rates to a greater extent. 
In terms of market interest rates, the varieties and methods of bond issuance should be 
improved, and the bond derivatives market should be developed so that bond repo rates can 
better reflect changes in market supply and demand; in terms of policy interest rates, the 
monetary policy toolbox should be enriched, and better short-term policy interest rates should 
be formed through differentiated liquidity management methods to improve the reference and 
flexibility of policy interest rates. 

5. Conclusion 

With the operation of the centralized quotation and publication mechanism of LPR, financial 
institutions with pricing power will determine loan targets, loan rates, loan amounts and loan 
maturities based on the financial status, default risks and development prospects of enterprises. 
Over-indebted enterprises with higher financial risks, greater risk of credit default and 
bankruptcy will face higher loan interest rates and harsher loan conditions, increased loan 
financing costs and more difficult to implement the method of borrowing new debts to pay off 
old debts, thus the excessive demand of enterprises themselves is somewhat curbed. In the 
future, LPR policy will continue to be optimized, which requires enterprises to quickly deal with 
some of the problems that arise at this stage in the application of their own LPR policy, take the 
initiative to grasp the opportunities, actively face the challenges, improve their own pricing and 
interest rate risk management capabilities, and strive to achieve a balanced state of revenue 
and risk, so that the industry and their own healthy and stable development. 
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