
The article assesses recent developments in 

monetary policy transmission with a special focus 

on transmission to banks' deposit and lending 

interest rates since the introduction of the external 

benchmark linked lending rate (EBLR) regime in 

October 2019. A smooth transmission of monetary 

impulses to the long-term interest rate is essential 

to influence the aggregate demand, consumption, 

and investment and pursue the ultimate goals of 

monetary policy. The external benchmark system 

incentivized banks to adjust their term and saving 

deposit rates. This is because lending rates undergo 

frequent adjustments in line with the benchmark 

rates, to protect their net interest margins, 

broadening the scope of transmission across 

sectors that are not linked to external benchmarks.

The article highlights that the adoption of external 

benchmark-based pricing of loans strengthened 

market impulses for a quicker adjustment in 

deposit rates. A combination of surplus liquidity 

conditions amidst weak credit demand conditions 

enabled banks to lower their deposit rates. This 

lowering of deposit rates resulted in the decline in 

the cost of funds for banks, prompting them to 

reduce their MCLRs (Marginal Cost of Funds 

based Lending Rate), and in turn their lending rate. 

The transmission of policy repo rate changes to 

deposit and lending rates of commercial banks 

improved since the introduction of external 

benchmark-based pricing of loans. The 

transmission showed further improvement since 

March 2020 on account of sizeable policy rate cuts, 

and persisting surplus liquidity conditions 

resulting from various system levels as well as 

targeted measures introduced by the Reserve Bank 

(RBI). It was also seen that the pass-through to 

deposit and lending rates were substantial for 

foreign banks during the EBLR regime. The public 

sector banks (PSBs) depended more on retail term 

deposits and faced competition from alternative 

saving instruments like small savings, which 

constrained them from lowering deposit rates in 

sync with the policy repo rate. Private sector banks 

exhibited increased pass-through to lending and 

deposit rates compared to PSBs. This uneven 

transmission across bank groups was partly 

explained by the fact that the share of outstanding 

loans linked to external benchmark was more for 

private banks as compared to PSBs.

In terms of the transmission to the money and 

bond market, it was noted that the response of 

money and corporate bond markets to monetary 

policy changes have been highly elastic during the 

current easing cycle that began on February 7, 2019, 

and more so since March 2020, that is, in the 

aftermath of COVID 19. The outbreak of COVID-

19 triggered bouts of volatility in financial markets, 

but a slew of policy measures announced by RBI 

ensured easy financing conditions and restored 

orderly functioning of markets. Surplus liquidity 

conditions engendered by targeted long-term repo 

operations (TLTROs), open market operations 

(OMOs), and "operation twist" auctions, helped to 

push yields to decadal lows. These monetary 

operations also helped to revive investors' interest 

as evident from the record primary market 

issuances during 2020-21 and the increased 

secondary market turnover. Since the G-sec yield 
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curve serves as a key benchmark for term financing 

in the capital market, RBI augmented its liquidity 

measures and deployed secondary market G-sec 

acquisition programs or G-SAPs during 2021-22 to 

anchor orderly evolution of the yield curve. These 

operations along with RBI's forex operations 

resulted in surplus liquidity conditions in the 

banking system. Liquidity was also aided by robust 

deposit growth outpacing credit growth 

persistently. Credit growth for banks decelerated 

sharply reflecting weak demand and uncertainty in 

the wake of the pandemic before improving 

thereafter.

The article thus concludes that the transmission of 

policy repo rate changes witnessed significant 

improvement during the ongoing easing cycle, 

particularly after the introduction of an external 

benchmark regime. RBI made several attempts to 

improve the effect iveness of monetary 

transmission by refining the process of interest 

rates set by banks. Some of the factors which 

continue to impede monetary transmission to 

deposit and lending rates of banks include 

mismatch of banks' assets and liabilities, the 

internal benchmark for pricing of loans, 

competitive pressure from small saving schemes, 

the asset quality of SCBs, and heterogeneous 

pricing methodology of NBFCs. Monetary 

transmission in the current easing cycle so far has 

been full across the money market segments and 

corporate bond market mainly on account of 

liquidity augmenting measures, including RBI's 

unconventional measures. The transmission in the 

G-Sec market, however, was hindered by an elevated 

fiscal deficit resulting in high market borrowings 

in the wake of COVID-19. The external benchmark 

system thereby incentivized banks to adjust their 

term as well as saving deposit rates though 

impediments to transmission to lending rates 

persist, which call for resolution on a fast clip.

Source: 

https://rbidocs.rbi.org.in/rdocs/Bulletin/PDFs/0

2AR_1507202139851293AB184273A8507E80FE0

668CF.PDF
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In this edition, the authors have cited a 

mathematical model that suggests that in the best 

and normal course, the third wave could be a ripple, 

and life would return to normalcy by August. The 

tapering of the second Covid-19 wave, coupled with 

an aggressive vaccination push, brightened the 

near-term prospects for the Indian economy, and 

real gross domestic product (GDP) growth is 

estimated at 22.1 percent in the April-June quarter. 

A solid increase in aggregate demand is yet to take 

shape and even with a 9.5 percent GDP growth in 

2020-21, there will be substantial slack in the 

economy, and demand pressures may take some 

more time to become evident.

The note indicated that a pick-up in inflation was 

driven largely by adverse supply shocks, which 

should ease over the year as supply-side measures 

take effect. Though inflation remained above the 

Reserve Bank of India (RBI)'s tolerance band, the 

research suggests that inflation will persist at 

elevated levels for some months before easing in the 

third quarter of 2021-22 when the kharif harvest 

arrives in markets. The demand condition, though, 

is expected to improve, which is evident from 

strong sets of data coming from various sectors 

such as e-way bills, freight, electricity generation, 

and housing. The Google mobility index is now 

above the same period last year as states ease the 

lockdowns in phases.

In terms of financial conditions, RBI has been 

striving to soothe financial market sentiment by 

steering both systemic and sector-specific liquidity 

in a manner consistent with its monetary policy 

stance. In its June 4, 2021, bi-monthly meeting, the 

Monetary Policy Committee (MPC) kept the policy 

rate unchanged at 4 percent and persevered with the 

stance of remaining accommodative. Surplus 

liquidity conditions prevailed in the system. The 

pass-through of policy rate changes to lending and 

deposit rates of scheduled commercial banks 

(SCBs) has been improving since March 2020. 

Foreign exchange reserves reached an all-time high 

of US $610 billion on July 2, 2021, equivalent to 

18.4 months of 2020-21 imports. The surge in 

domestic headline inflation and concomitant 

widening of inflation differentials between India 

and its major trading partners induced an 

appreciation in the 40-currency real effective 

exchange rate (REER) of the INR in May 2021, 

which moderated due to depreciation of INR in 

nominal terms in June 2021.

On June 21, the United Nations Conference on 

Trade and Development's (UNCTAD) World 

Investment Report 2021 (WIR) revealed that India 

became the fifth-largest recipient of foreign direct 

investment (FDI) inflows in the world in 2020. 

India is also becoming an attractive destination for 

foreign portfolio investments (FPI) in equities in 

2021. On a year-to-date basis, India is the third-

largest recipient among major emerging market 

economies (EMEs) after China and Brazil. In its 

first semi-annual Financial Stability Report (FSR) 

for the year 2021-22 released on July 1st, RBI noted 

that the banking system's pre-pandemic capital and 

liquidity buffers have imparted resilience, with 

some of them accessing the market for fresh capital, 

while public sector banks have been allocated 

budgetary recapitalization.
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It was also observed that the global economic 

recovery was getting stronger but remained uneven 

and unequal. The Reserve Bank of New Zealand 

had announced the winding up of its Large Scale 

Asset Purchase Programme and the central banks of 

a few other advanced economies had given forward 

guidance on the unwinding of monetary stimulus 

in H2:2021. On July 8, 2021, the European Central 

Bank (ECB) unveiled its new monetary policy 

strategy under which a symmetric 2 percent 

inflation target was adopted. The Reserve Bank of 

Australia shortened the maturity at which it 

practices yield curve control, while also continuing 

bond purchases at a slower pace than before after 

the completion of the current tranche of 

quantitative easing. China lowered the reserve 

requirement ratio for most financial institutions 

by 0.5 percentage points effective July 15, 2021. 

This is expected to release 1 trillion yuan of 

liquidity to support the real economy.

The note concludes that aggregate demand 

conditions are recovering, spurred by unlocking 

measures and the pace of vaccination. 

Internationally, though, a couple of concerns have 

pushed up inflation. A sharp rise in domestic fuel 

prices is also pushing up kerosine and cooking gas 

prices, and also touched upon the volatility in the 

bond market globally, including in India. The 

authors believe that central banks have put their 

inflation credibility on the line, challenging the 

market's view by renewing their commitment to 

stay accommodative or to undertake a very gradual, 

multi-year adjustment with the key motive of 

striking the right balance.

Source: 

https://rbidocs.rbi.org.in/rdocs/Bulletin/PDFs/0

1AR_15072021F163007EFACA4764BCD6FAF0D

3E0ADB3.PDF
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