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<Abstract>

The micro—analysis on the loan market where the interest

rates are fully deregulated

Young Joon Kwon and Heungsik Choe

The purpose of this study is to analyse, utilizing the credit rationing
theory, the competitive strategy of financial institutions in the loan market
where the interest rates are fully deregulated. Credit rationing occurs
when there is information asymmetry between creditors and debtors. As
the asymmetric information provokes the risk of moral hazard and adverse
selection on the part of debtor, the more interest rate increases, the more
the average risk of debtor increases while the expected return of creditors
decreases. In the case where the expected return curve i1s backward
bending, if there is surplus demand in the market, according to the lender,
the supply of loan is not determined at the crossing point of demand and
supply, but rather at an interest rate the expected return is maximized. But
when excess demand is exhausted, a level of supply offered by the
marginal suppliers remains as excess supply. Therefore the lending
strategy of non-banking institutions depends on whether or not they are
marginal suppliers in the loan market and whether or not the demand
curve of loan is elastic to the interest rates. If they are marginal suppliers

and the demand curve is inelastic to the interest rates, the effective
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competitive strategy is not the demand securing strategy of lowering
lending rates, but should concentrate on keeping interest rates at a high
level and strengthening loan evaluation and customer service. If the
demand curve is elastic to the interest rates, they should lower the lending
rates but this strategy is not feasible because of high borrowing rates. In
conclusion, by taking such an approach non-banking institutions can lose
competitiveness in the loan market and the only surviving strategy is to

go 'back to basics’ by concentrating on conventional line of business.
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