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Implementation of Monetary Policy by Scheduled Commercial Banks in the 

light of changing Repo Rate1 

“The Bank shall publish a document explaining the steps to be taken by it to 

implement the decisions of the Monetary Policy Committee, including any changes 

thereto” 

[Section 45ZJ(1) of the Reserve Bank of India Act, 1934] 

The Reserve Bank of India (RBI) is mandated with dual responsibility of price 

stability and economic growth. Thus, keeping Inflation in a tunnel of 4% with plus 

/ minus of 2% in one hand and stimulating the economy through sufficient liquidity 

supply on the other hand has been a balancing act of monetary policy authority. In 

this regard, as per Narasimham Committee (II) Report on Banking Reforms, RBI 

introduced a Liquidity Adjustment Facility (LAF) operated through repo and 

reverse repo in April 1999. The first stage of LAF got implemented from June 5, 

2000. As enjoined by the RBI Act, the decision of the MPC on the policy rate has 

to be operationalised by the RBI so that it alters the spending behaviour of 

economic agents and, in turn, achieves the RBI’s mandate on inflation and growth. 

Since monetary policy is characterised by “inside” and “outside” lags in policy 

formulation and implementation,2 the challenge for an efficient operating 

procedure is to (i) minimise the transmission lag from changes in the policy rate to 

the operating target – a variable that can be controlled by monetary policy actions 

– rapidly and efficiently; and (ii) ensure that changes in the operating target are 

transmitted as fully as feasible across the interest rate term structure in the 

economy. Since May 2011, an interest rate corridor (The LAF corridor) has been 

defined by the interest rate on the marginal standing facility (MSF) as the upper 
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bound (ceiling), the fixed overnight reverse repo rate as the lower bound (floor) 

and the policy repo rate in between (RBI, 2011). This corridor effectively defines 

the operating procedure of monetary policy. Once the policy repo rate is 

announced, liquidity operations are conducted to keep the Weighted Average Call 

Rate (WACR) closely aligned to the repo rate. Since then, several refinements 

have been introduced with respect to the width of the corridor; the choice of 

liquidity management instruments; or the finetuning regular/durable market 

operations, all intended to anchor the term structure of interest rates to the policy 

repo rate in order to strengthen transmission. However, the operating target and the 

LAF corridor framework have remained unchanged.  

As per Bernanke and Gertler (1995) Monetary policy transmission constitutes a 

‘black box’. Several channels of transmission have been identified in the literature 

and the cross-country experience: (i) the interest rate channel; (ii) the credit or 

bank lending channel, which assumes importance in a bank-dominated financial 

system such as India’s; (iii) the exchange rate channel operating through relative 

prices of tradables and non-tradables; (iv) the asset price channel impacting 

wealth/income accruing from holdings of financial assets; and (v) the expectations 

channel encapsulating the perceptions of households and businesses on the state of 

the economy and its outlook. These conduits of transmission intertwine and 

operate in conjunction and are difficult to disentangle. There is a loose consensus, 

however, in great measure associated with the development and growing 

sophistication of financial markets, that the interest rate channel is dominant 

(Bernanke and Blinder, 1992).  

Monetary policy impulses transmitted to the money market work their way through 

financial markets to the real economy i.e., the second leg of the operating 

procedure. Since financial markets are typically characterised by asymmetric 

information, policy signalling is an effective mechanism of bridging the 
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asymmetry and conveying the central banks’ policy stance to the economy (Amato 

et al., 2002). In the pre-Flexible Inflation Targeting (FIT) period (April 2011 – 

September 2016), the policy repo rate was increased (reduced) on eight (nine) 

occasions, while it remained unchanged on as many as twenty-three instances. In 

contrast, it has been increased only twice, reduced on eight occasions and kept 

unchanged on twelve instances under FIT period. While the CRR was not hiked 

during 2011-20, it was reduced on five occasions in the pre-FIT period. Under FIT, 

the sole reduction (100 bps) was in March 2020, aimed at easing liquidity 

constraints in response to COVID-19.  

Credit Market Transmission:  

Following the deregulation of lending rates of scheduled commercial banks (SCBs) 

in October 1994, the Reserve Bank mandated the benchmarking of rupee loans 

pricing by banks, beginning with the prime lending rate (PLR) regime. The PLR 

regime (October 1994 to March 2003) was followed by the benchmark PLR 

(BPLR) regime (April 2003 to June 2010) and the base rate regime (July 2010 to 

March 2016). These benchmarks – based on internal parameters of balance sheets 

such as the cost of funds and operating costs – were bank-specific. Although the 

Reserve Bank had introduced external benchmark-based lending in 2000 to run in 

parallel, banks almost invariably offered loans based on the internal benchmark, 

arguing that external benchmarks do not reflect cost of funds (RBI, 2018a). The 

introduction of the marginal cost of funds-based lending rate (MCLR) regime – the 

latest internal benchmark introduced by the RBI in April 2016 – almost coincided 

with the adoption of FIT. In case of the internal benchmark-based pricing of loans, 

transmission from the policy rate to bank lending rates is indirect, since lending 

rates are determined on a cost-plus basis. This creates a wedge in the pricing of 

bank credit, unlike in the determination of money market rates and bond market 

yields where transmission is direct. In recognition of this asymmetry, the RBI 
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mandated the introduction of an external benchmark system of lending rates for 

select sectors three years into the FIT regime in October 2019.  

It is estimated that a policy rate change impacts the weighted average lending rate 

(WALR) on fresh rupee loans sanctioned by commercial banks with a lag of 2 

months and the impact peaks in 3 months - the impact used to peak in 4 months in 

the pre-FIT period. The pass through to WALR on fresh rupee loans improved in 

the FIT period vis-à-vis pre-FIT in response to the policy rate tightening. A 

reduction in the policy repo rate, however, had noticeable impact on lending rates 

during both regimes. 

Impediments to Transmission 

Monetary transmission in India is delayed and incomplete. Several factors impeded 

policy transmission to deposit and lending interest rates of banks during the FIT 

regime. Since the deregulation of interest rates in the early 1990s, the Reserve 

Bank has made concerted efforts to improve the effectiveness of monetary 

transmission by refining the process of interest rates setting by banks. Several 

specific factors, however, continue to impede monetary transmission in the credit 

market during FIT regime. These include:  

i. internal benchmarks for pricing of loans by banks;  

ii. distortive interest rate subventions;  

iii. mismatches in the maturity profile of banks’ assets and liabilities;  

iv. funding of assets dependent on longer maturity fixed rate retail deposits;  

v. loans mostly contracted at floating rates but long maturity profile of deposits 

at fixed interest rates;  

vi. rigidity in interest rates on banks’ saving deposits;  

vii. higher interest rates offered by competing saving instruments such as small 

saving schemes and debt mutual fund schemes; and  

viii. deterioration in the asset quality of commercial banks.  

The pricing of loans during the post-deregulation period is primarily based on 

internal – and hence, bank specific – benchmarks that are not conducive to 

customer awareness and protection. The adoption of FIT in India broadly 
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coincided with the introduction of marginal cost of funds-based lending rate 

(MCLR) system in April 2016. Banks arbitrarily adjusted their MCLRs and the 

spread, which impeded transmission of policy rate cuts to borrowers. In this regard, 

the key findings of the Internal Study Group to review the Working of the MCLR 

system (Chairman: Dr. Janak Raj) were: (i) large reduction in MCLR was partly 

offset by some banks by a simultaneous increase in the spread in the form of 

business strategy premium that lowers the pass-through to lending rates; (ii) some 

banks did not have any methodology for computing the spread, which was merely 

treated as a residual arrived at by deducting the MCLR from the actual prevailing 

lending rate; and (iii) the credit risk element was not applied based on the credit 

rating of the borrower concerned, but on the historically observed probability of 

default (PD) and loss given default (LGD) of the credit portfolio/sector concerned. 

Besides, in the absence of any sunset clause on the base rate, banks were slow in 

migrating their existing customers to the MCLR regime. It took around four years 

for the share of loans linked to the base rate to decline to single digit. 

A major factor that prevents banks from passing the benefits of transmission has 

been the relatively long maturity profile of term deposits contracted at fixed rates, 

while loans – though skewed towards the longer-term – are contracted mostly at 

floating interest rates (72.8 per cent in end-June 2020), resulting in the duration 

mismatch of banks’ assets and liabilities. 

Another cause of weak transmission is the rigidity in interest rates on banks’ 

saving deposits which constitute nearly one-third (around 32 per cent since 

demonetization) of aggregate deposits. The median saving deposit rate remained 

constant for almost six years since its deregulation in October 2011 although the 

policy cycle moved in either direction (RBI, 2017). It was only after large influx of 

current account and savings account (CASA) deposits in the banking system on 

account of demonetization – entirely unrelated to monetary policy – that major 
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public sector banks, led by the State Bank of India, lowered the interest rate on 

saving deposits on July 31, 2017.  The mandatory introduction of external 

benchmark linked loans for select sectors has broken the jinx, as it were, in 

bringing about an end to rigidity in saving deposit rates. 

 From the beginning of 2015, RBI and the Government of India have targeted 

to move India into a low-interest regime, which can clearly be seen from the 

reduction in Repo Rate from 7.5% in Feb 2015 to 4% in Feb 2022 (Figure 1).2 

Back in 2015, when the first cut to this aim was announced, a feeling of optimism 

could be sensed within RBI and the Government that the benefit of a reduction of 

repo rate will trickle down to the consumers in the form of a fall in interest rates on 

loans.3 To the dismay of the RBI, this expectation has not been met.  

 

Figure 1 - Repo and Reverse Repo Rate 

  

 

 

 

 

 

 

 

 

 

 

 

In the present 

scenario, the repo rate has been decreased by 250 bps since February 2019 (the 

current easing cycle). Whereas, on the end of the banks, The Weighted Average 

Lending Rate (WALR) on outstanding loans declined by 133 basis points and by 

197 bps on fresh rupee loans during the period February 2019 to November 2021 

(Figure 2).4 

                                                
2Economic Survey 2021-22, Chapter 4, p118 
3RBI rate cut: Banks have not passed on RBI's rate cuts to borrowers in 2019: Survey (indiatimes.com) 
4Economic Survey 2021-22, Chapter 4, p129 

https://www.indiabudget.gov.in/economicsurvey/doc/eschapter/echap04.pdf
https://economictimes.indiatimes.com/wealth/personal-finance-news/banks-have-not-passed-on-rbis-rate-cuts-to-borrowers-in-2019-survey/articleshow/73801750.cms
https://www.indiabudget.gov.in/economicsurvey/doc/eschapter/echap04.pdf
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We can clearly see that there is a discrepancy in the benefit provided by RBI to the 

Banks in the form of a reducing repo rate and that benefit being transferred by the 

banks to the end consumer by means of falling interest rates, albeit at a far lower 

magnitude. 

 

Figure 2 - Weighted Average Lending Rates of SCBs 

However, during April-November 2021, the 1-year median Marginal Cost of 

funds-based Lending Rate (MCLR) declined by 10 bps; Weighted Average 

Lending Rates (WALR) on outstanding loans moderated by 19 bps. The Weighted 

Average Domestic Term Deposit Rate (WADTDR) on outstanding deposits 

moderated by 24 bps; despite there not being any change in the repo rate during 

this period. This may be an indication from the banks about their intentions on 

passing on the benefits of a reduced repo rate or simply an attempt by them to 

expand their credit book which was suffering for the last 2 years. The same can be 

observed in Table 1.5 

 

Table 1 - Transmission from Repo Rate to Deposit and Lending Rates of SCBs 

Period Repo 

rate 

Term Deposit Rates Lending Rates 

Median 

TDR - 

Fresh 

WADTDR 

- 

Outstandin

1 Year - 

Median 

MCLR 

WALR - Outstanding 

Rupee Loans 

WALR - 

Fresh 

Rupee 

                                                
5Economic Survey 2021-22, Chapter 4, p129 

https://www.indiabudget.gov.in/economicsurvey/doc/eschapter/echap04.pdf
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Deposits g Deposits Loans 

Apr - Nov 21 0 -1 -24 -10 -19 6 

Feb19-

Nov21 

-250 -213 -187 -155 -133 -197 

 

In the overall current monetary easing cycle, another interesting fact for us to note 

here would be that the transmission of the benefit has been marginally higher in 

public sector banks than private sector banks. However, for the period of April - 

November 2021, it was higher for private banks. For public sector banks, The 

WALR on outstanding rupee loans fell by 135 bps whereas for private banks the 

fall was of 123 bps, while the WALR on fresh rupee loans fell by 210 bps for 

public sector banks and 177 bps for private sector banks during February 2019- 

November 2021(Table 2). During April-November 2021, the WALR on fresh 

loans fell by 15 bps for private sector banks, as compared to an 8 bps increase for 

the public sector and WALR on outstanding rupee loans reduced by 12 bps for 

public sector banks and 31 bps for private banks.6 

 

Table 2: Transmission across Bank Groups (Variation in basis points) 

 February 2019 - November 2021 April 2021- November 2021 

 

WALR – 

Outstanding 

rupee loans 

WALR 

– Fresh 

rupee 

loans 

WADTDR 

– 

Outstanding 

deposits 

WALR – 

Outstanding 

rupee loans 

WALR 

– 

Fresh 

rupee 

loans 

WADTDR 

–Outstanding 

deposits 

Public 

sector 

banks 

-135 -210 -168 -12 8 -21 

Private 

banks 
-123 -177 -203 -31 -15 -32 

SCBs -133 -197 -187 -19 6 -24 

 

 

                                                
6Economic Survey 2021-22, Chapter 4, p130 

https://www.indiabudget.gov.in/economicsurvey/doc/eschapter/echap04.pdf
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The primary objective here is to analyze the reasons related to why SCBs are 

unable to transfer the complete benefit of the falling repo rate to the end consumer.  

Credit Growth Offtake 

At the Feb 2022 MPC meet, the RBI decided to support growth by maintaining the 

accommodative stance and leaving the rates unchanged, rather than raising them in 

the wake of supply chain shocks and inflationary pressures which the officials see 

abating once the globe returns to normalcy. This recovery and treading along the 

growth trajectory require judicious use of present surplus liquidity to pass on credit 

and repo rate benefits to the ultimate borrowers. 

Liquidity has remained in surplus since mid-2019 (Figure 3).7 In 2021-22, RBI has 

resumed normal operations to rebalance liquidity but also ensured adequate 

liquidity in consonance with its accommodative stance. 

Figure 3 - Liquidity Conditions 

 

        

Note: Negative sign indicates surplus liquidity indicated by total net LAF 

absorption 

 

                                                
7Economic Survey 2021-22, Chapter 4, p122 

https://www.indiabudget.gov.in/economicsurvey/doc/eschapter/echap04.pdf
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With the liquidity in the system and lower repo rate, credit growth should show 

improvement for passing down the benefits of monetary easing. However, the 

credit growth had been declining since 2019 despite the accommodative stance of 

the central bank. It stood at 5.3% at the onset of April 2021 and started to pick up 

the pace but still remained modest for the entirety of the year (Figure 4). However, 

the credit growth has picked up sharply by the end of December 2021 to 9.2%8,9, 

largely on the back of the low base effect and economic recovery from the 

pandemic. 

 

Figure 4 - Bank Credit Growth 

 
 

This explains the unwillingness for the trickling down of repo rate benefits to the 

borrowers on the newer loans from banks due to muted credit demand. The lower 

volume and rate of credit generation and the prior NPAs further weakens the case 

for lower interest rate loans. 

                                                
8Banks not passing Repo cuts to home loan borrowers: SC directive displays lack of knowledge of banking | The 

Financial Express 
9Economic Survey 2021-22, Chapter 4, p132 

https://www.financialexpress.com/opinion/banks-not-passing-repo-cuts-to-home-loan-borrowers-sc-directive-displays-lack-of-knowledge-of-banking/1344814/
https://www.financialexpress.com/opinion/banks-not-passing-repo-cuts-to-home-loan-borrowers-sc-directive-displays-lack-of-knowledge-of-banking/1344814/
https://www.indiabudget.gov.in/economicsurvey/doc/eschapter/echap04.pdf
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Cost of Funds 

MCLR 

Cost of Funds are a major problem which act as detriment towards banks 

effectively lowering interest rates. MCLR, which is the minimum rate at which 

banks can lend money, is primarily calculated on the time a borrower has to pay 

back the loan with major driving factors being the tenor premium, marginal cost of 

funds, negative carry on CRR & operating cost. Further, MCLR is dependent on 

the repo rate changes done by RBI. However, banks only raise a small portion of 

the funds on repo rates, effectively having minimum impact on the entire lending 

dynamics.  

In 2019, even before the MPC meet, where the first rate cut of the cycle was 

decided upon, Bank of Baroda (BOB), HDFC declared that it would increase its 

MCLR by 10 basis points and stand at 8.75 percent. 

Effective April 1,2016 the banks calculate MCLR every month for various tenures 

of overnight, one month, three months, six months, one year, two years, three years 

rates . MCLR typically reflects the bank’s own cost of funds. Most banks offer 

home loans linked to 12 months’ MCLR while a few offer loans linked to 6-month 

MCLR.10 However, banks cannot lend below MCLR but have to account for 

spread for profit margin, thereby leading to additional interest burden and limiting 

capacity to lower rates. Another important consideration is the reset date, which 

refers to when the loan contract will reset the loan interest date based on the 

MCLR prevailing on that date. Hence, even if the bank’s MCLR changes during 

the next 12 months, the borrower’s EMI remains constant. However, the bank will 

reset EMIs in March of the year based on prevalent MCLR. Effectively, MCLR-

                                                
10Effect of repo rate decrease in RBI policy: Why EMI impact may not be visible anytime soon | The Financial 

Express 

https://www.financialexpress.com/money/rbi-cuts-repo-rate-by-25-bps-but-why-it-may-not-reflect-in-your-emis-anytime-soon/1479924/
https://www.financialexpress.com/money/rbi-cuts-repo-rate-by-25-bps-but-why-it-may-not-reflect-in-your-emis-anytime-soon/1479924/
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linked flexible loans are fixed-for-a-year loans and with majority loans issued 

earlier, reflecting high cost of funds. 

NPAs & Deposits Rates  

RBI has consistently decreased the repo rate over the period of 2016 – 2020, but 

the decrease in interest rate falls substantially short of that in repo rate. Part of the 

reason is that banks don’t acquire a majority of their funds at the repo rate, so any 

cuts in the same are not fully transferred to the MCLR. Additionally, To say that 

banks have intentionally not passed on the benefits to the debtors would mean 

ignoring other factors affecting a bank’s cost of funds. One of the major examples 

of the same would be the NPA. 

Non Performing Assets are one of the major problems plaguing the Indian Banking 

Sector. From around 4.27 in 2015, the NPA Ratio has risen to nearly 8.20 in 

202011, at the height of the pandemic. This sharp increase has led to erosion of 

public confidence in the banking sector, which makes acquiring funds through 

deposits more difficult for banks. 

 

Figure 5 - Net NPAs across Banks 

 
 

                                                
11Bank NPAs ease to nearly six-year low: RBI Trends & Progress report 

 

https://www.business-standard.com/article/markets/bank-npas-ease-to-nearly-six-year-low-rbi-trends-progress-report-121122900021_1.html
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The figure 5 show the rise in Net NPAs (as a percent of total advances). The SCBs 

have seen the highest rise after the public sector banks.  

As the investors & other stakeholders rely on the balance sheet to find out the 

banks’ position, a high number of NPAs on the balance sheet has a negative impact 

on the investors and  stakeholders. 

The Economic Value Additions (EVA) by banks gets affected because EVA is 

equal to the net operating profit - cost of capital. 

 

Figure 6 - NPAs Growth Trend 

Components 2018 2019 2020 

Opening NPAs 7,26,000 10,38,684 9,50,000 

Addition 6,04,300 3,14,449 4,72,000 

Reduction 1,28,300 1,79,711 1,94,000 

Write-Off 1,62,700 2,36,948 2,60,000 

Closing NPAs 10,39,800 9,36,474 9,73,000 

Gross NPA % 11.20% 9.10% 9.14% 

Gross Advances (For 

NPA computation) 
92,83,929 1,02,90,923 1,06,50,00012 

 

The poor performance of the Bank due to  increase in Non Performing Assets leads 

to loss  of faith of the general public, this directly affects  the deposits into the bank 

as banks become more inclined to risk-free securities. Higher NPAs also lead to 

reduction in the  interest rates on the deposits and again impacts  the amount of 

total deposits in the bank, leading  to non-conducive economic growth. This 

twofold impact increases the cost of funds for the banks, thus essentially forcing 

them to increase the lending rates, despite repo rate cuts by the RBI. 
                                                
12Reserve Bank of India - Publications (rbi.org.in) 

https://www.rbi.org.in/scripts/PublicationsView.aspx?id=19791
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Figure 7 - Term Deposit Rate of SCBs and rate of interest on PPF 

 

In 2014, the Weighted Average Term Deposit Rate (WATDR) was the same as 

PPF, however the gap between them is 115 bps at the end October 2019. It is 

unlikely that the term deposit rates can decline without a decrease in administered 

rates on schemes like these. 

 

Figure 8 - Saving Deposit Rate 
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As evident from the charts above there has been a reduction in the saving deposit 

rate by 25bps in 2019, signaling decline of the more crucial term deposit rate of 

only 16bps from January to October, 2019. Thereby, PPFs act as a limiting factor 

for public to park funds13 

Improving Transmission in the Credit Market 

Efficient monetary transmission in a bank-dominated financial system implies that 

deposit and lending rates change in quick time in line with the policy rate to meet 

the monetary policy objective as laid down in the RBI Act. Addressing the 

impediments to transmission would facilitate adherence to the inflation targeting 

framework. 

If interest rates in the banking system – unlike the money and bond market rates – 

do not change in line with the policy rate, the monetary authority of a bank-

dominated financial system has to either persist with the policy rate for longer to 

steer growth towards its potential and inflation towards its target; or change the 

policy rate by much more than would have been the case if interest rates in the 

credit market moved in tandem with the policy rate. When there is a wide 

divergence in the movement between money and bond market interest rates on the 

one hand and credit market on the other, suboptimal allocation of resources may 

result from imperfect price signals, impacting growth and price stability. If the 

external benchmarking regime is made applicable to the entire commercial banking 

sector, not only will it improve monetary transmission, but also indirectly 

contribute to monetary and financial stability (Acharya, 2020). Some of the toolkit 

for the improvements of transmission may be by adopting the followings: 

1. Broadening and Deepening Interest Rate Derivatives Market 

2. Linking Deposits to External Benchmarks 

                                                
13https://economictimes.indiatimes.com/wealth/personal-finance-news/banks-have-not-passed-on-rbis-rate-cuts-to-

borrowers-in-2019-survey/articleshow/73801750.cms 

 

https://economictimes.indiatimes.com/wealth/personal-finance-news/banks-have-not-passed-on-rbis-rate-cuts-to-borrowers-in-2019-survey/articleshow/73801750.cms
https://economictimes.indiatimes.com/wealth/personal-finance-news/banks-have-not-passed-on-rbis-rate-cuts-to-borrowers-in-2019-survey/articleshow/73801750.cms
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3. Migrating Old Loans to External Benchmarks 

4. Improving Disclosure Practices of Banks 

5. Aligning Interest Rate Setting Processes of Banks with NBFCs 

6. Revising Interest Rates on Small Savings at Quarterly Intervals 

7. Harnessing FinTechs for Improving Transmission 

These steps will make monetary transmissions more dynamic and 

symmetric.  
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